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"And becsuse men are all members of one
great whole, and the sympathy which is
in human nature will not allow one mem-
ber to be indifferent to the rest or to
have a perfect welfare independent of

the rest, the expansion of our humanity,
to suit the idea of perfection which cul-
ture forms, must be a general expansion."

Matthew Arnold,

in Culture & Anarchy.




PREFACE

The study of the problems of economic development,
with reference to the so-called underdeveloped countries,
has become a popular subject in recent years. The literature
dealing with various aspects of economic development is
multiplying rapidly, The general approach in this literature,
which is c¢learly discernible, is based on the discussion of
the causes of economic development, and the analysis of the
factors of economic groﬁth. The trade regulations are
either taken as given data, or something which the under=
developed countries have to resort to, by virtue of their

being economically backward.

Commercial Policy and Economic Development, with
reference to Pakistan, is the first study of its kind; the
writer, however, mekes no claim to the originslity of its
contents. It does not answer the question: what is
economic development, or what are the socio~economic
causes of the backwardness of countries such as those
belonging to the South and South-East Asia? Its main
purpose is to analyse the role of trade regulations in
the process of economic development. Only those aspects
of the problem of economic development have been dis-
cussed which have been considered to be the most relevant

for the purposes of this study. The approach is neither

purely theoretical nor entirely factual. The writer is
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conscious of the limitations of income analysis in macro
terms; nevertheless, it seems to be a useful approach for

the purpose of the present analysis.

The main question in commercial policy is: what is
the extent to which price mechanism does or does not play
its part properly¥ in the foreign trade of a backward country?
An attempt has been made here to answer this question. Some
writers have discussed the trade problems such as import
pegulation with reference to the restrictions om the luxury
imports, in order to increase the savings of the people of
backward countries. We have adopted a different approach.

An effort has been made in the study to correlate the problems
of import restrictions with the plan of economic development
and its import requirements. In this manner, we have tried

to avoid the somewhat awkward question: what is a luxury

import?

It is hard to restrain the temptation to dilate
on all the difficulties that omne encounters #n one's work.
The writer proposes to mention only the fact that there were
serious difficulties in collecting the statistical data for
this study. Pakistan's statistics are, in a way, unreliable;
they lack homogeneity; they are easy to quote, but often
difficult to comprehend. In spite of this limitation, the
writer has made extensive use of these statistics in the

study, as there was no better alternative available to him,
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For information on Pakistan economy, one still
has to rely a great deal on newspaper reports and the
personal knowledge of events taking place in the country.

The writer has been in a position to make use of both these

sources, But the main limitation of these sources is that
they may tend to impair objectivity in analysis and
conclusions, The writer has been conscious of this weakness, |
and he has tried to avoid it as far as possible., Now that

this work has been completed, and while this preface is being
written, the writer has a feeling that this study can be
greatly improved with the help of the information available
from the Ministry of Commerce, Government of Pakistan, Karachi,
In any case, he cannot obviously shift the entire burden

of his errors of judgement, and omissions, to the lack of

statistical data on Pakistan.

The study in its present form was initiated by the
writer at McGill University during 1956. The work on some
aspects of the subject that the writer did for the seminars
of Dr. Vera Anstey and Professor J.E. Meade at the London
School of Economics, during 1950-52, has also been incorpo-
rated here with some minor adjustments. While at the
University of the Panjab, Lahore, Pakistan, during 1952-55,
the writer had an opportunity to study, at close quarters,

some problems of Pakistan economy and her foreign trade.
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CHAPTER I.

COMMERCIAL POLICY ~ DEFINITION AND SCOPE

I.

Commercial policy may be defined as ‘'all measures
regulating the external economic relations of a country.'1
It is that part of govermment policy which aims at control-
ling the composition, the volume, the value, and the directe
ion of foreign trade., 1In this sense, it may be taken to
include all the economic weapons such as tariffs, trade

restrictions, shipping regulations, and exchange

control,

The relationship between exchange control and
commercial policy is delicate and complex. There are many
aspects of exchange control, such as the tourists' demand for
currency or general demand for personal remittances, which
may be regarded as outside the scope of commercial policy,

Many other forms of currency management such as the control of
capital movements and speculation may impinge, but may not
have any direct bearing, on the objectives of commercial policy.

Lagt but not least, the techniques of currency management

l. G, V, Haberler: Theory of Intermational Trade, London,
1936, p. 212,




2y be uged to promote the aime of trade policy by
2

regulating exports and imports. It ie only in this sense

that the exchange control becomes a part of commercial_policy.3
Exports andé imports may be regulated through exchange rate
manipuletion including multiple exchange rates, payments
agreements, and the allocation of foreign exchange on discrimi-
natory or non~discrminatory basis. In so far as exchange control
with all its various aspects of currency management is caused
by the lack of sufficient funds available in terms of foreign
assets to meet the reguirements of international payments over
the period of time, it may be the direct result of relatively
low earnings from exports or relatively high expenditure

on imports, Such a situation, whether it arises due to struc-
tural reasons or cyclical factors, can be remedied through a
proper formulation of the techniqgues of commercial policy

on the bagis of international co-operation. The atmosphere

of international co-~operation itself may create favorable

circumstances for the relaxation of exchange control.

2. For a description of the various uses of exchange control
in Germany and other countries of Europe during the inter-
war period, see H.S. Ellis: Exghange Control in Central
Europe, Cambridge, Mass.,, 1941; Marggret S, Gordomn:
Barriers to World Trade, London, 19%35; M.Y., Sweezy: The
Structure of the Nazi Economy, Mass,, 1941.

3, Tor further discussion on exchange control see Chapter
V.




1I.

Commercial policy, in reality, is a series of
administrative actions which a government takes to regulate
foreign trade, and it consists of duties, bounties, and prohi-
bitions on exports and imports., These restrictions are
imposed from time to time under the pressure of the circumstamces
which originate from different directions., In the inter-
national sphere, the factors such as the economic depression or
a boom, the membership of a currency block, changes in demand or
taste, and changes in a country's competitive position
will influence commercial policy. In the mational sphere,
there may be group interests pressing for restrictions on
imports or for special promotion of exporis. There may be
a national plan for economic development with its priorities
in industrial and sgricultural sectors, and commercial
poclicy may be regulated to promote the aims of the plan,

The axtent to which the commercial policy will tend to be restrie
ctive will depend on the existing level of economic develop-

ment of the country, as well as the targets of the plan.

We may thus formulate areas of econcmic gains in which the
initial guiding forces develop and determine commercial

policy. These areas may be called the areas of welfare, and

commercial policy may be regarded as aiming at fulfilling
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its objectives within its own area as follows:
1. International welfare in the intermational
area;
2, National welfare in the national area;
3, Welfare of a commercial group (or groups)
in the group area.

Following the classical argument, the countries entering
into foreign trade will gain by promoting the export and import
of goods on the basis of their respective comparative adva-
ntages., This is the pure theory of international trade in
which the principle of comparative cost regulates the composi-
tion of foreign trade, and determines the international welfare,
It involves an automatic mechanism, and commercial policy plays
no regulatory part in it as there is free trade between the
countries

The classical theory of internstional trade assumes
that there is perfect mobility of factors of prodmction, and
that these factors of production are fully employed. Both
these conditions, however, may only partially exist in the
countries entering into foreign trade, In the first place,
the mobility of productive agents may be imperfect due to
various reasons, ©Secondly, there may bhe gerious unemployment
in one of the trading countries., HMoreover, there are some back-
ward economies which suffer from under-employment of humen and

other resources, It is quite reasonable to assume that there

4, Argument adepted from »,.B., Marsh: World Trade and Investment,
New York, 1951. Chapter 22, pp. 348=351,




is scope for them to improve their position through deliberate
planning. PFree trade creates & dual pattern in such
economies by encouraging a highly specialized and progressive
gsystem in the export sector and leaving the rest of the
economy backward and stagnant:5 the total earnings from the
export sector become an important part of their national in-
come, and the cyclical fluctuations become their significant
feature owing to their heavy reliance on exports. For them,
free trade on the basis of the existing comparative cost posie
tion does not provide a stable economic equilibrium and, in
order to make progress, they may have to deviate from its path
and adopt a comscious policy for the direction of their
foreign trade. The question is: will such an interference in
their foreign trade promote or hinder international welfare?
In other words, if commercial policy is used to increase the
national welfare, will it create conflict with the requirew
ments of international welfare? In view of the fast that

some 0f the basic assumptions of the free trade model do not
exist in backward economies, it should be possible for them

to adopt what J.E, Meade calls the 'modified free trade

position.'! Following his terminology, we shall refer to

5. H.W, Singer: The Bdistribution of Gains Between Investing
and Borrowing Countries, American Economic Review,
Papers and Proceedings, May, 1950.

The problem of under-employment is more fully discussed
in Chapter VIII.




it @s 'second best policy' of promoting international

welfare,

The second best policy must be distinguished from
beggar-my=neighbor policy and autarchy., The former implies
international co-operation and understanding, whereas the
latter, being a series of unilateral actions, may increase the
national welfare and benefit domestic employment of the
country, but may do so only at the cost of the rest of the
world. These actions, therefore, may provoke retaliation
from other countries and the initial gains derived from

them might be neutralized.

There is no conflict between the aims of commercial
policy for economic development and the principle of
efficient allocation of national resources. The proper utili-
zation of resources is the ultimate goal of all economic
ectivity, and in order to achieve this goal, it is necessary
to create, &s & pree-requisite, & suitable economic and
social atmosphere in the country. This may, however, require
a deliberate policy for economic development, In the frame-
work of such a policy, commercial policy may be adjusted to
explore all the possibilities to which the infent industry
argument draws attention. The problem of the development of

external economies may also be fitted into this structure.

6. J.E, Meade, Theory of International Economic Policy, Vol. II,
Trade and Welfare, London, 1955,




What forms should the protective action take is an important
question which we shall have the opportunity to discuss at a
later stage. But as a broad indication of the central idea

of our enalysis, we may here take into consideration the main
results expected from such a scheme of protective action. Let

us assume that when a backward country adopts the commercial
policy for economic development, it has secured the assistance
of all the necessary factors which, along with commercial policy,
will stimulate her productive activity.’The restrictions imposed
by this country on her foreign trade will disturb the pattern of
her external economic relations with other countries., Let us
represent the other countries by country A and the backward
country by country B.

The commercial policy of B may be influenced by some
group interest, or as Lionel Robbins calls it, the persistent
and slow moving force of producer interest.7 In this case,
the main advantage which will accrue will be more favorable
to the particular prodmcer interest than to the rest of the
economy., This may be regarded as a step away from the
main objectives of economic development, i.e., the creation of
benefits for the majority of the people in the economy.

The country will not gain from such a commercial policy, as
it will be followed by a reduction of welfare for the larger

gsection of the economy and, therefore, for the economy as

7. Lionel Robbins: The Economist in the Twentieth Century and
Other Lectures in Political Economy, London, 1954, p. 129,




2 whole. This will have unfavoreble repercussions on A
through reduction of B¥s demand for A's goods or, through
reductior in B's production g¢f exncrt goode. But 1f we
assume that the economic development of B is teking place on
the basis of a plasn which possesses clearly determined
criteria and priorities of development, then one sector of
the economy mey receive precedence over the other sectors in
the beginning., This way initially create & situstion similar
to the abowe predominance of the producer interesgt, but

the development of one sector may stimulate developmeunt

in other sectcrs, and the rest of the economy may thus be
compensated in due course, Consequently, the nationsal income
and welfare will increase and, subject to price and income
elasticities of demand and supply, there will be an increase
in the foreign trade between A and B, followed by an increase
in the intermnational welfsre. If the commercial policy of s
backward country is properly formulated on the basis of the
prospective advaentages from the utilization of the unused res-
ourceg on the one hand, and on the other, of intermational
division of labor, it will put the mechanism of the national
and the internatiomal compensation in a propér gear. Both the
advanced country and the backward country will gain, and the
result will be & change in the commodity structure of

productive activity in the advanced country, and an increase
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in the propensities of economic growth in the bhackward country.

11T,

When we proceed from a simple formulation such as
given above to the complex problems of economic development,
it becomes necessary to examine the proper role of economic
policy in them, It obviously depends on the relative
importance of foreign trade for a country's economy. We
shall assume in our present study that foreign trade and,
therefore, commercisl policy belong to the group of factors
which play e secondary role in economic development as they cannot
be expected to supply the basic stimulus which should
come from the improvement of economic circumstances
within the country, and the transformation of her social
structure. For example, the tariffs, at best, would
build up a2 wall arourd the existing cost structure of a
country, and if the domestic investment is not sufficiently
sensitive to respond to the change in the situation, the
tariff duty will fail to achieve its object. The seme is the
case with foreign aid, Similarly, am increase in foreign
demend for the domestic goods will have a multiplier effect om
the national income, which might just stop at being purely
inflationary or, on the other hand, might result in an

increase in real productivity,

8. A.0, Hirschman: The Commodity Structure of World Trade,
Quarterly Journal of Ecomomics, 1942-43, pp. 565-595,
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This does not mean that commercial policy has
no importance for a backward country. It is certainly
capable of providing strong external stimulus to the
domestic economy and its success depends on the nature of

responsiveness of the economy.

We shall, therefore, emphasise during the course
of our analysis thet, within its limitations, foreign
trade plays an important part in the economic development of
& backward country, and we shall explain how the technigues
of commercial policy can be adjusted to increase national
production in such a menner as to conform to the require-

nments of intermstional welfare,

Iv,

It is the purpose of this study to establish
& proper correlation between commercisal policy and
economic development ageinst the background of the economic
evolution that is taking place in Pakistan. We 40 not
propose to examine the effects of the techniques of
commmercial policy as such, but we shall make an attempt
to apply some of the current theoretical kmowledge
available on the subject to the problems of trade that
Pakistan is faced with, in view of her desire for &

rapid development of her economic resources, We shall
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emphasise various aspects of foreign trsde regulation
in relation to their influence on the process of
economic development, But before proceeding with our
examination of the export and import policies of the
country, we shall give a brief outline of the economy

of Pakistan in the next chapter,




CHAPTER II.
1
THE ECONOMY OF PAKISTAN.
I.

The €&conomic progress of a country depends on various
complex factors. Three principal and broad categories of
these factors may be conceptually isolated: (1) The economic
circumstances including comsumer demand and the availability
of credit; (2) The production fumction including improvements
in the factor supply and, (3) The socio-ecomomic propensities,
in aggregate and by social class.2

The econonic circumstances consist of the natural
factor endowment, the level of per capita income, and the
economic institutions existing in a coumtry. These are, however,
internal factors; the external conditions also are an
essential part of this category, i.e., the effect of
changes in the national income of other countries through

chenges in their demand for foreign goods and services.

1. In thig chapter, there are many references to the First
Six Year Plan and the First Five Year Plan. The necessary
details of the Plans sre given in the Appendix B and C.

2. Adapted from E.P, Reubens, Underdeveloped Countries,
Discussion, American Economic Review, Papers and Proceedings,
Vol. 43, 1953, p. 127. See also W,W.,Rostow: The Process
of Economic Growth, New York, 1952; J.J. Spengler: Theories
of Socio-economic Growth, Problems in the Study of Economic
Growth, National Bureau of Economic Research, Princeton,

1949, pp. 52~53.
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Changes in the economic circumstances affect pro-
duction as well as the techniques and skills of people., The
economic progress depends on them, But these changes depend
on what we may call the socio-economic propensities which
rermit or obstruct their course., The socio-economic
propensitieg consist of innumersgble clements such as
propensity to consume, to invesgt, to discount the future,
and to adopt inmovations; they also consist of the entre-
preneurizl ability, the spirit of business adventure, the
social customs mnd mores, the mature of political institutions

including their stability, the family and family traditions,

All the variables involved in the above categories
may be said to be the cause of backwardmess of a country,
collectively or in different combinations. However, the
main characteristic of these variables is that they are
interdependent and that it is difficﬁlt to isolate them
for the purpose of determining the goals of economic policy.
It is precisely due to their interdepeundence that upward
or downward changes in economies tend to be cumulative

in character,

All backward countries suffer from such cumula=-
tive processes of poverty and stagnation. Some of them

possess 0ld civilizations; others are emerging out of



- 14 =

primitiveness for the first time. In order to break the
vicious circle of their poverty, they have to improve
their economic resources, modernize production techniques,
and develop & proper socio-economic framework conducive
to progress. The very nature of the obstacles to such a
comprehensive program inevitably require state to assume

an important role in the process of economic development.

It is impossible to impose modern techniques on
an economic system which is unsuited to them. Therefore,
one important task to be performed by a backward country
is to create a proper atmosphere for progress, which invo-
ives .the removal of feudalistic structure and of primitive
attitudes. This may be regarded as a gradual but not
necessarily a 'stage-by=-stage' process: the cumulative
nature of the factors of economic progress implies that
a change in one sector will have its repercussions on
other sectors; also, a backward society is in an advan-
tageous position in being able to start at & relatively
higher level with the help of advanced technical

knowledge available from industriel countries.,

The main objective of a backward country is to
develop & framework of economic progress with the help

of govermment intervention, so as to bring the economy
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3
to what Rostow calls the 'take-off! level, In this

respect, the problems of a backward country are different

in nature and scope from the problems of advanced

countries. At this point, it may be convenient to differ-
enticte between economic development and ecomomic growth, though
both the terms have been used synonymously in discussions

of underdeveloped countries, Without attaching toc literzl
a megning to them, we may associate the improvements in
economic welfare and expansion, quantitative as well as
guelitative, in production capabilities with economic
growth. Economic development, oxn the other hand, may be
thought of as a process of change from primitiveness to

the application of capitalist principles, and the develop-
ment of a new social order, This process involves two

most important aims of increzsing nmational income and of

gainfully absorbing the surplus population. A developing

3., Rostow suggests a four-fold divisiom of countries:
(1) traditional, (2) pre- take off, (3) take-off, and
(4) growing. According to him, the rate of growth in
a pre-take off country is not more than 5 % per annum
compared to take-off where a rise in productive invest-
ment from ebcut 5 % to over 10 % and the development of
one or more substantial manufacturing sectors takes
place, The Tgke#off into Self-sustained Growth, Economic
Journal, Vol. 66, 1956, p. 32n.

4, For example, see W,A,Lewis: Theory of Economic Growth,
London, 19553 S.Kuznets: Economic Growth: Brazil, India,
dapran, Princeton, 1955; W.W. Rostow, op. cit.
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economy, unlike & growth economy, is not beset with the

problems of stability at a high level of production and

of continuous economic change, but of modernization of

a backward people. In its initial stages this moderni-

zation can be

1.

2.

3

4.

performed on the following lines:s

To introduce social reforms, both from the
point of view of community and family life;
to spread education and technical training;
to provide opportunities for the improvement
of skill; and to encoutrage the spirit of
immitation and innovation;

To widen the scope of division of labor

by extending the use of money, by expanding
markets and by introducing change from

crude to relatively modern technigues of
production;5

To increase demand mainly by providing
income through employment, by introducing
new and varied productive activities, and by
expanding existing production;

To inecrease capital, in stock as well as in
flow, by increasing efficiency of monetary

institutions, use of machinery, tools, buildings

and transportation.

5. R. Nurkse,
Countries,

Problems of Capital Formation in Underdeveloped
Oxford, 1953, p. 5.
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Thus, there are four fundamental factors which are
relevant to the economic development of a backward country:
social reforms, division of labor, demend, and capital., We
may call them the four sides of the complex process of capital
formation. As we shall note later, this process implies
some dependence on foreign aid in the form of external
savings and technical know-how due to the meagre demesiic sayvings
and capital equipment of a backward country. This explains
the heavy reliance of developing economies on the import of
capital goods and services which results in balance of
payments difficulties for them, We propose to examine some of
these difficulties in the next two chapters. Here, we shall
describe, in broad outlines, the developing economy of
Pakistan, in the light of the above factors of economic progress.

II,

Pekistan's present economic position is the result of
complexes of factors operating in the past history of the
Indian subcontinent as well as in the current developments
taking place in the country since its establishment in
August 1947. The heritage of the past is significant as it
shaped the pattern of economic and political life in what is
now East and West Pakistan., At the time of the Moghal
Empire, India was a poor country, but there was a small
privileged class patronized by the court. The great

majority of the Indian people eked out their living from
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agriculture. There were scattered groups of artisans and
craftsmen whose main source of survival was the demands of
the luxury class, Large scale construction of monuments,
tonmbs, and palaces also provided employment to the common
man, When the East India Company established itself in
India, it mobilized the economic resources of the country to
create a colonial patterm which subordinated India to British
political and economic interests.6 By 1857, when the transfer
of power from Company to the Crown took place, the colonial
relationship had been firmly established, After 1867, the
British enterprise brought further colonial pattern, as the
Indian economy was developed in the field of raw material

export,

Far more important in its economic impact was the
division of the country into British India and Princely India,
established by the Company and later confirmed by the British
government, In princely India the main result was the freezimg
of political status quo; In British India, the absentee iard-
lordism and feudalism, which had emerged out of the political
chaos existing in the country during the period under consid-
eration, were not only accepted and recognized bdbut
positively encouraged on the basis of the political
game of 'give and take,' The stabilization of princes
and landlords not only set a style of lavish expenditure

and economic waste, but it discouraged enterprise, saving,

6. Helen B. Lamb, The Sfate and Economic Development in India,
in Economic Growth, S. Kuznets, op. ¢it., pp.467-68,




and iavegtment. It put the rural population at the mercy of
the over-lords who emulsted the consumption habits of the
foreign rulers but failed to imbibe their spirit of enterprise.7
In this superstructure, the development of
transportation undertaken by the British India government,
hindered rather than fostered the economic progress. It was
planned with Fritish ends and there was no impetus to its
evolution from the indigenous forces. In the realm of b=nking,
the indigenous banker, side by side the protracted develop-~
ment of British commercial bsnking, created the monetary
institutions which did not conform to the situation in the
country.8 There were no dynamic economic movements wnich
could raise the standard of living of the people and abscrb
the surplus population in a productive masnuner. In
agriculture, unlike industry, the surplus population can be
absorbed through the expansion of family or household system,
which is generslly the unit of labor force on land in

backward countries, This trend cperated in full swing

in the Indian society, and saved the lives of thousands of

7. Without entering into the controversy of what would have
happened to the Indian economy if the British had not
conguered India, our purpose is only to emphasise the impor-
tance of the memergence of agricultural elite, particularly
in what is now known as West Pakistan.

8, 'For some time India had been s museum of miscellaneous
British institutions and practices. Central banking.....came
very late....and....it was set up on the British model and
was in no way designed to meet the particular needs of
the Indiesn situation.' Helen B, Lauwb, op. cit., pp. 485-86,
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people, though only on a subsistence level and interrupted
only hy periodic natural and other calamities, which

relieved the land of its pressure of population.

In this atmosphere, some industriasl activity
developed, in spite of unfavorable circumstances. The
First World War provided the major impetus and the post-
war period saw the new struggle of tariff policy in the
country., This industrial activity, however, took place
almost entirely outside the areas which now comprise
Pakistan, These areas continued to supply raw materials
for export as well as for consumption in the newly
developing industries at home; and the main source of
employment for the people of this area continued to be
agriculture, army, and to some extent, civil service.
After the introduction of provincial autonomy this
pattern had a profound influence on the politieal and
social life of these areas. The administration of pro-
vincial governments, particularly in West Pakistan, came
into the hamnds of the landlords for whom urban growth
was & sign of potential danger to their own existence,
and economic reforms were unthinkable beyond the intro-

duction of lifeless tensncy laws.
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These factors serve as an important backgroumnd to
the Pakistan of today, and explain the political fiasco the

country has heen faced with since her independence.

I1T.
According to the 1951 census, the population of
Pakistan was 75.84 million which, according to an

Table 1
Population of Pakistan
( Thousands)
I.
Year. Total. East Pak. West Pak,
1941 70,400 42,300 21,200
1951 75,842 42,150 33,692
1953 80,062 - -
1955 82,240 45,700 36,540
1960 l/ 88,420 49,000 29,420
II.
Area, Urban., % of Total. Density. Male Female.
Pakistan 2/ 7,863 10.4 208 40,299 35,633
Karachi 1,068 94.9 1,387 646 480
Bast Pak., 1,844 4,4 777 22,039 20,024
West Pak. 4,950 15,2 105 17,524 15,129

Source: Statistical Year Book, United Natiomns, 1955;
Central Statistical Office, Karachi.

ls Projection.
2. Pigures are for 1951,
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Table II
Age Distribution

Age Group Obgerved Corrected
All groups 100,00 100,00
0-9 28.3 28.1
10-19 25.0 22,3
20-29 11.6 17.2
30«39 11.7 12,2
40-49 805 8.7
50-59 5.9 5.8
60-69 2.9 345
70 and over 2.1 2.2

Source: The First Five Year Plan, op. cit.

Table III
Life Expectancy
(India)

Year 0 20 40 60
1890-1911

Male: 23,63 28.59 17.91 9.5%
Female: 23,96 28.64 19,12 10,02
1921-1931

Male: 26,91 29.57 18,60 10,25
Female: 26,57 27.08 18.2% 10,81
1941-1950 '

Male: 22.45 23,03 20,53 10,13
Pemale: 31,66 32.90 21,06 11.33

Source: Statistical Year Book, United
Natioms, op. cit,
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9
estimate, had increased to 82.43 million by 1955, The

density of population in 1951 was 208 persons per square

mile,

The growth of population by age, sex, quality
of people, education, training, geographical distribution,
and occupations provides important demographic variables
of economic development., They determine the size of labor
force which directly affects the process of economic
change.10 Table I gives the data on population of the
country in a summary form., It indicates the predominance
of the male population over the female, which perhaps is
due to the higher rate of infant mortality Zm the latter
group. The growth of total population of the country
is between 1 and 1% per cent per annum, Only 10.4 per
cent p¥ople of the country are urban; the breakdown of

statistics reveals that West Pakistan is more urbanized

than East Pakistan.

9., 'It is generally believed that the urban population was
under~estimated to the extent of, perhaps, 5 per cent., If
proper allowance is made for this under-enumeration, the
figure that is generally accepted as reliable for February
28, 1951 is 76.23 million for the country as a whole, of
which 42,15 million were in East Pakistan and 34.08 million
in West Pakistan.' The First Five Year Plan, Karachi, 1955,
p. 209,

10, J. J. Spengler, Demographic Petterms, in Economic
Development, edited by H.F.Williamson and J.A.Butterick,
New York, 1954, pp. 63-102,




Table IV
Labor Force -~ 1951
(Millions)
Status. Pakistan East Pak, West Pak,
NO. % NO. % No. %
Total Popula-
tion. 7309 100.0 4109 10000 32.0 10000
Civilian labor
force. 2207 30.7 1209 3007 9.8 3007
Agricultural 17.1 23,1 10.7 25.6 6.4 20.1
Non-agricul-
tural 5.6 Te.6 2.2 5.1 3.4 10,6
Self-supporting
but not in
labor fOrce 004 006 O.l 003 003 009
Dependents:
Under 12 years
Of age 2608 36.0 15.2 3603 11.4 35.8
12 years and
over 24,0 32.7 13,7 32.7 10.4 32,6

Source: The First Five Year Plan, Op. Cites VOle L, De214s



- 25 =

According to the age distribution, nearly 30 per cent
of the population is below the age of ten and about 20
per cent above the age of forty. Although no separate
data are available for Pzkistan, Table III, for India,
indicates that the life expectancy is slightly higher at the
age of 20 than at birth, and comsiderably lower at the

age of forty and sixty.

The total labor force, according to the 1951
census, was 30,7 per cent of the total population of the
country, This labor force is overwhelmingly masgculine,
partly owing to the predominance, in number, of the male over
the female as mentioned above, but meinly due to the
strong tradition which requires women to stay at homne,
Though accurate data are lacking, this labor force seems
to be rising at a very high rate; according to the First
Five Year Plan, there will be an increase of about 400,000

persons per amum during the plan period,

As expected, the percentage of lsbor force in
agriculture is higher than in other sectors. But it is
estimated that the proportion of workers engaged in the non-
agricultural sectors is rising and, correspondiungly, the
proportion of workers engaged in agriculture is falling.
According to a sample survey made by the First Pive Year

Plan, the percentage of population engaged in agriculture



in Eagt Paekistan has fallen from 84.0 in 1951 to 73.2 in
1955; in West Pakistan it has fallen from 66.0 in 1951 to
53.9 in 1955, At the same time, the percentage of people
engaged in mining, manufacturing, building and construction
has been on the increase in both parts of the country.
There is, however, still a great preponderance of the
working force in agriculture which poses special problems
of upward pressure of population in that sector of the
economy. Perhaps their solution will depend mainly on

the development of non~agricultural sectors of the economy,
the population control, a?% the general rate of capital

formation in the country.

The diversion of population from rural to urban areas,
however, implies far more than the mere calculation of gain
in the agricultural sector expected as a result of the
remedial measures taken to reduce the pressure of workers on
land by providing increased opportunities in the expanding
industrial sectors in cities, Human mobility, due to
strong family affiliations and other traditions, is very
low in Pakistan. Moreover, the maYority of the people lack

the spirit of adventure, are largely illiterate, and are

11, PFor further discussion see Chapter VIII,
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12
in a low state of health and efficiency. Economic

development, in such circumstances, involves a break with
the 0ld ways of life and creates problems of resistence to
change, This resistence, however, may lose its sharpness
through a proper edueation and urbanization of labor
foree in the country. In the long run there may be
substantial gains fo: the country in planning for greater
urbanization and greater improvements in the existing
urban centres than, say, land reclanation.l3 This is

an important factor for a developing economy which suffers

from a surplus of population.

We may now turn to the primary producing sector
of Pakistan economy. The country is relatively poor in
mineral resources, fuel, and power, It is rich in the
supply of chromite, limestone, and rock salt. It also
produces low quality coal, and recently, middle quality
iron ore deposits were discovered near Kalabagh in West
Pakistan, Natural gas was discovered at Sui in Baluchistan

and is now being supplied to various industrial areas

12, The rate of literacy is 10 per cent according to the
1951 census. As for health, main problems are food,
climate, sanitation, and superstitiomns regarding the
uge of medicines and doctors.

13, S. Enke, Speculation on Population Growth and Economic
Development, Quarterly Journal of Economics, Feb,, 1957,
PPe. 19-35. We have used the term urbanization to mean
change in the mode of living and the use of proper
facilities in the home as well as outside,
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Table Vea

Mineral Production

(Thousand tons)

Year,

1947
1948
1949
1950
1951
1952
1953
1954
1955

Chromite.,

20,0
18,0
16.9
18.1
17.5
17,0
23,0
21.9
28.4

Limestone,

341.6
346.9
279.4
303.3
544.0
672.4
878.9
822,0
886.5

Gypsunm,

15.9
14,2
16.7
22.8
28,8
2742
21.2
28.5

Rock Salt.

150
201
137
142
125
146
147
140

Source: Central Statistical Office, op. cit.



Table V=D
Fuel & Power

Year., Coal. Crude Refined Electriec Ener
(000, Petroleum Petroleum Products Total Domestiec Imported
tons) (000,IG)  Motor  Keroseme (000, (000,Kwt) (000,Kwt)
Spirit 0il (000, Kwt)
(000, I1G)
IG)
1947 358 13,203 - - 70,389 51,537 18,852
1948 241 17,022 2,796 423 201,875 129,026 72,849
1949 332 32,942 6,106 994 225,114 164,482 60,632
1950 437 44,835 10,415 2,061 242,858 171,651 71,207
1951 506 47,194 11,157 1,834 299,354 225,094 74,260
1952 599 55,430 15,101 2,323 349,925 305,316 44,609
1953 584 61,676 16,950 2,385 429,714 410,518 19,196
1954 554 68,067 19,076 2,825 505,306 488,845 16,461
1955 543 72,354 19,415 2,804 - - ~-
“Source: Central Statistical Office, op. cit,
Note: IG means International Gallons,
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including Karachi by the Sui Gas Company. The gas reserves,
according to an estimate made in October 1955, are equal to
four trillion cubic feet, roughly equal to 143 million

Table VI
Consumption of Fuel & Power
(1949)
Itenm, Unit per Pakistan. U.K. U.S.4A.
000, popu-~
lation.
Electricity produc-
tionm. 000 kKwt. 1.9 1,033 2,296
Coal consumption. tons. 18 2,884 3,473
Petroleum consumption "" 11 327 1,638
Steel consumption. " 1.3 194 364
Cement consumption. n 346 148 229

Adapted from the Colombo Plan, H.M.Stationary Office,
London.

tons of ecal in heating value. As shown in Table VI the
consumption of some of the mineral and power resources

in Pakistan is very low as compared to industrial countries,
Iv,

In the field of agricultural production, the
major crops of the country are rice, wheat, sugar-cane,
jute, cotton, tea, and tobacco. The area and production of
these erops are given in Table VII, The figures in that
Table indicate that the production of wheat fell considerably
during 1951-52 and 1952-5%, while, at the gsame time, there
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Table VII

Production and Area of Principal Crops

1948~49 1950=51 1951=52 1952=53 1953=54 1955=56

Million acres or tons

22.40
8,20

10.89
2495

5.12
1.16

2,96
0,79

0.70
0.87

1.90
0.33

22,48
7.76

10.24
2.97

4,61
0096
2,31
0.48

0.70
0.87

2,14
0.35

1.09

0.27

Million acres or bales

1.25
445

2.07
1.52

1.78
6.33

3438
1.65

1.91
6,82

3.38
l.9o

Million acres or 1lbs.

Iten,

Rice:

Aree 21.50
Production 8.41
Wheat:

Area 10.69
Production 3.99
Other Food Crops:

Area 5.13
Production 1,20
Gram:

Area 3,00
Production 0.80
Sugar-cane:

Area 0071
Production 1,03
0il Seeds:

Area 1076
Production 0.31
Jute:

Area 1,88
Production 5.48
Cotton:

Area 2,65
Production 0.99
Tea:

Area 0,07
Production 33,60
Tobacco:

Area 0.1l6
Production

0,08
37.86

0.18

141.92 162,40

0.08
53.00

0.18
178.95

0.07
52.00

0.18
167.10

0.08
52,00

0.19
201.10

1.24
4.66

219
1.65

0,07
54,00

0.24
262,04

Source: Central Stetistical Office, op. Cit.
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was a corresponding increase in the productionqukjuﬁpQ tobacco,
tea, and cotton., This shift irom food dfops:toiéash‘crbbs '
may be explained by the price changes that followed the Korean
War boom of 1950-52, This also indicates the lack of

planming in agriculture.

The economy of Fakistan is potentially self-
sufficient in food, at least at the present level of her
income and demand., FPerhaps her food shortege is caused
by the peculiarities of price mechanism, Or, perhaps, as
the official viewpoint offten emphasises, the cycle of
'too little rainfall followed by too much of it' also
affects the country's capacity to produce food for her
people., Whatever the causes may be, the country relies
on the import of food from abroad to compensate for the
ghortage of the domestic supply. Between 1947-and 1955,
sbout 1.5 million tons of food grains were imported from
abroad, With further increase in the income and the standard
of living of the people, the problem of fodd supply will
assume a greeat deal of importence; the upward pressure of

porulation also will put heavy struains on it,

Agriculture is the most important sector of the
Pakistan economy, in being the major source of employ-

ment and income in the country, Out of the total ares
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of 233 million acres, about 26 per cent is under culti-
vation, 3 per cent under forestg; 12 per cent classed as
'‘culturable waste', 24 per cent as unculturable waste land,
and 35 per cent as unclassified land.l4

Agricultural productivity per person and per acre
is very low in Peskistan as compared to that of advanced countries.
No reliable data are available, but the following Table
gives a comparison of yield per acre between Pakistan
and a few selected countries:

Table VIII

Yield per acre of Land

1950

(lbs per acre)
Country. Wheat. Maize., Paddy.
U, S. A, 1,026 2,055 2,144
Uo Ko 2'166 - -
Japan, 1,332 1,036 3,361
France. 1,392 946 2,293
Egypt. 1,620 1,859 3,519
Pakistan, 768 946 1,249

Source: Economic Appraisal Committee Report, Karachi,
1952,
The main cause of low agricultural yield in
Pakistan is perhaps the pressure of population on land,
which unnecessarily increases the size of the labor unit

per acre. The other causes are the land tenure system, the

14, The First Five Year Plan, op. cit., Vol. II, p. 21.
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state of health and efficiency of workers, the deficiency of
water supply, the defective methods of production, the ineffi-

cient marketing techniques, and the shortage of capital.

Land tenure is the core of the agricultural problem.
The defective system of ownership and maenagement can result in
serious setbacks to efficiency of production and cause sharp
inequalities of income, It is generally agreed that
Pakistan's land system is in need of drastic reforms.
Whatever work has been done in this regard in the country
falls far short of the magnitude of the task, particularly
in West Pakistan., East Pakistan is considerably ahead of
West Pakistan; there, the State Acquisition and Tenancy Act
of 1950 provides a basis for the removal of absentee land-
lordism. In West Pakistan, the land tenure system is primi-
tive and positively inimical to progress. The land pwners
of that part of the country are the absentee landlords who,
in spite of being an insignificant minority, hold the greater
part of the cultivated land in their ownership. This
concentration of land has been responsible for various poli-

15
tical, social and economic maladjustments in the country.

15. "While taking stock of the conditions in the country,
one is struck with their similarity to feudalism, Under
the landlord system the cultivator has no real stake in
life and can feel no interest in his land., He can have
no higher motive than to continue to exist as best he
can without rights, without opportunities and without
status or dignity. The feudal lord exercised his powers
direct, while the landlord in this country, no longer

(Cont... next page:
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As compared to agriculture, the industrial sector

has made better progress in Pakistan. After the partition

of British India, the areas which became part of Pakistan

were seriously deficient in industrial activity. Accor-

ding to a survey made in July 1948 there were only about

16

9 cotton mills with 166,688 spindles in the country.

Among other manufacturing activities were sugar and cement,

but their annusl production was far below the national

requirements. The country did not produce even the

simple and ordinary consumer goods, However, as Table IX

indicates, rapid development had taken place in certain

17

sections of large scale industries by 19553 there had

been an increase in the value of production of jute

baling by 103 per cent, of cotton cloth by 300 per cent,

of sulphuric acid by 500 per cent, steel smelting by

Cont. from page 4... enjoying judicial and administrative

16
17.

powers, uses his position and influence to preserve his
authority. This situation is incompatible with a progres-
sive society. The needs of industry, transport and

social services demand that the cultivator should produce
not only for himself alone but also for a nation wide and
in many cases a world wide market.' The First Five Year
Plan, op. cit., Vol. I, p. 118,

Pakistan Institute of Intermational Affairs, Introducing
Pekistan, Karschi, 1949, p.l4.

Large scale industries are defined as those which employ
20 or more workers, according to the Factory Act of
Pakistan,
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414 per cent, steel re-rolling by 1,716 per cent, cement
by 108 per cent. Also, new plants with large capacities
for manufacturing had been installed in glass, paper,

jute, cigarettes, and caustic soda industries.

This is a spectacular development, Yet it is no
more than a beginning of the process of manufacturing for
a country which was almost entirely agricultural at the

time of its establishment.

As mentioned hefore, Pakistan is faced with the
probler of rapid annual increase in her population. This
is an explosive situation as the country is already over-
populated, The question is where and how to absorbd the
rising labor force in the economy. According to an
egstimate made by Colin Clark in 1951, there is little
scope for further employment in agriculture in East
Pakistan.l8 On the other hand, in West Pakistan, there
is extra land availsble, but the shartage of water,
according to him, limits the absorption capacity there
to 730,000 cultivators as against 570,000 already reported
to be eggaged in agriculture on the basis of the 1951

census,

18, Pakistan Economist (Karachi), December 25, 1952,
Pp. 11-12 and 25«26,
See also Economic Appraisal Committee Report, op. cit.,
Pp. T17=78.

19, Ibid.
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Table IX

Summary of Production of Large Scale Industries

Value of Percehtage
Sector, Unit. uantit Production 1/ change -
1948 195 1954 1948 1954 1948«50.
Agricultural Pro-
cessing:

Cotton ginning. 000, tons 161 247 265 %60.0 610,0 69
Jute baling. Million bales 1.1 37 2.2 121.0 246.0 103
Tea manufacturing. Million 1lbs. 43,5 53.1 55.8 87.0 116.6 28
Cigarettes. Millioms -~ 3,170 4,588 - 67.8 All new capacity
Sugar. 000, tons 7 64 76 - 98.0 -
Textiles:
Cotton cloth, Million yards 88.0 174.2 345.3 86,7 347.8 300
Surplus cotton.
yarn, o et 6,20 19.98 99.94 1ll.7 190.8 1,630
Woollen & Worsted
yarn., Million 1bs. - 1.54 T+5 - 34,0 All new capacity
Jute goods. 000, tons -— 17.57 53.14 == 64,7 All new capacity
Chemicals:
Sulphuric acid. 000, tons 0.3 0.7 1.4 0.1 0.6 500
Matches. Gross boxes 650 546 9,528 2.2 33,2 1,550
Rosin & turpentine,000,tons 1.8 2.2 2.3 0.7 1.0 43
Petroleum Refining.Million gallons 10,6 48,5 61l.1 6.2 36,0 500
Engineering:
Steel melting, 000, tons 2.0 7.8 10,0 0.7 3.6 414

Adapted from The First Five Year Plan, op. cit.



Industrislization, st least in its initial stages,
may not providé a satisfactory solution to over-population;
but it may generate, within a reasonable period of time, overall
social and economic forces which may benefit the economy
and create axtra avenues of enployment for the people, There
is a vital interdependence between agriculture and industry

from the point of view of economic progress.

The high rate of growth of industries in Paskistan
such as cotton textile and cotton yarn during 1949-55
wag mainly due to the industrial policy ¢f the government.
The severe exchange coutrcl necessitated by the ecercity
of foreign exchange during that period also helped
this growth substantially. The first ammouncement of
industriel policy of the Tederal sovermment was made
in April 1948. It has become the bnsis of 81l later
rolicy developments, In it, the main role of government in
the industrizlization of the country was defined and the
main targets of industrial development in the state-owned and

20
private industries were fixed, These targets were later

20s 'e.o.ePakistan Government propose thst for the present
the following should be owned and operated by the state:
(1) Args end nunition of war, (2) Generation of hydel
power, and(3) Manufacture of railway wsgons, telsphones,
telegraphns and wireless appratus. The Govermmeunt of
Pakisten must, however, reserve their right to take over
or participate in any aethker industry vital to the security
or economic well-being of the 8tate,’ Statement of
Industriel Policy, Industry in Pekistan, Karachi, 1951,
po. 7-8.




incorpor=ted in the First $ix Year Plesn. In Jenuary 1952,
the Pakistan Development Corporation was established which
created an institutigﬁal pattern nighly conducive to
industrial progress. Its main object, as defined in

its charter, was to estetlish industries such as jute,
paper, fertilizers, heavy engineering, shipbuilding, ceuwent,
textile, sugar, natural gas, heavy chemicale, chemicals,
phernaceuticals, dyestuffs, and the development of power
from Sui gas. By the end of June 1955, the Corporation had

completed as many as 19 projects of which 15 were accom-
22

plished during the year 1954-55,

Immediately after the establishment of Pakistan,
a general scarcity of goods was felt in the country, which
was the resgult of the large scale dislocation of people and
their economic and social life, caused by the partition
of the Penjsb and Bengal. The liberal import policy
persued by the government during August 1947-September
1849, allowing the selected items of import, relieved to
some extent, the inflationary pressure in the country.
In September 1949, when the sterling pound and other

currencieg of the sterling area were devalued, Pakistan

21, Om Prakash: Industrial Development Corporation in
India and Pekistan, Economic Jourmal, March, 1957,
pp Iy 4-0"4‘8 [}

22, Om Prakash, op. cit.
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decided not to devalue her currency. Following that
decision, various import and exchange restrictions were
imposed which have remained effective since that time.
However, there has been one exception: during the short
spell of the Korean War boom the import restrictions were
temporarily relaxed and foreign exchange was made
available for various items which otherwise would have
been excluded from the import list., The industrialization
that started with the establishment of the country and
under the sole impsct of the national enthusiszsm found the
atmpsphere extremely favorable after September 1949, The
scarcity of goods and chances of easy profits encouraged

the manufacturing activity through private investment,

It was a haphazard and lop=-sided industrial
development, and efforts were made by the government
to create a balance through the selection and revision of
various targets in the First Six Year Plan., Later, the
balanced industrial growth became one of the main
objectives of the draft First Five Year Plan, The
Pakistan Industrial Development Corporation (PIDC) also
played its part in this direction, and successfully led
the way towards investment in the long run projects, The
Corporation may be regarded as a pioneering financial

adventure in the midst of shy private capital in the country,.
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The commercial banks of the country are the
only custodians of savings of the people who can afford
to save, outgide the class of hoarders. But until
recently these banks specialized exclusively in short-
term investments. Even now they are predominantly in
favor of lending for short term working capital purposes.
Their activities, therefore, have exercised a depressive
influence on the course of fixed capital formation in
the country., Under the circumstances obtaining in
Pzkistan, they could have taken a more adventurous view
in business than their depositors did.23

The general banking structure of the country
has an air of exclusiveness, The commercial banks
conduct their business in such a compilicated and high-
brow fashion that an ordinary citizen hesitates even to
enter their offices, not to speak of wanting to open
a deposit account, The co-operative banks, which are
supposed to mobilize financeg and regulate credit in
the agricultural sector of the economy, are a weak link
in the country's banking system. The result is that

the atmosphere is not very conducive to -the mobilization of

23. Of course, it is not a problem only of commercial
banks., But other finamcial institutions such as
industrial banks, insurance companies, etc,, are
still in & rudimentary stage offl development in the
country as compared to commercial banks,




savings of the people whose capacity to. save is very
low, Since the large majority of the population is
rural, and according to rural customs the savings are
kept in family hoards, or in terms of gold and jewellery,
there is a need for an aggressive financial leadership

to break the old-established habits.

- The business of the State Bank of Pakistan is
divided in the orthodox fashion between an issue depart-
ment and a banking department., The Bank had no authority
to discount bills for periods exceeding ninety days to
finance agricultural and industrial development projects
until July 1955, when the State Bank of Pakistan Ordinance
empowered the Ban§4to discount such bills with amaturity
of up to 5 years. At the same time, the Agricultural
Development Finence Corporation was established, What

effects will it have on the agricultural sector of the

country remains to be seen,

Before the emtablishment of Pakistan, the
banking business was mainly in the hands of the Hindus
who migrated to India after the partition of the sub-
continent and took their business with them. Of the

24, Economic Survey of Asia and the Far East, United Natioms,
Bangkok, 1955, P. 44.
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foreign banks, most of their branches and head offices
were already in the regions which were outside the demarcated
boundaries of Fakistan., There was almost a complete
financial vacuum in the country at the time of her
independence.25 The State Bank was established in July
1948 to take over the business of central banking from the
Regserve Bank of India, which had been allowed to comntinue
to operate in Pakistan after the partition on the basgis of
an Indo-Pakistan agreement., The constitution of the
State Bank is broadly based on the Reserve Bank of India
Act of 1935, 1In the field of commercial banking, it was
perhaps to expend banking facilities for the country's
business that the National Bank of Pakistan was established
in November 1949, though its initial activities were
directed towards the solution of a serious crisis in the
Jjute trade.26

The money market in the country has developed

ag a result of encouragement from the State Bank, but is

still in a rudimentary stage.

In citiesy money 'comnscicusness' is growing

rapidly, but it is not certain how much more money

25, J.5.G, Wilson: Money and Benking in Pskistan, in Banking
in the British Commonwealth, Oxford, 1952, p. 273.

26, Ibid.
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conscious have the rural people become since independence,
Although they use noney as a medium of exchange in their
ordinary business of life, they still have their tradi-

tional mistrust in the use of money as a store of value,

Even at this early stage of its development,
the country's monetary system reflects the basic features
of the economy in its working., The data given in
Tables X and XI indicate the net changes in the income-and-
expenditure flow in different sectors in relation to
production. The supply of money shows a steady annusl
increase from 1948 to 1956, except for 1952, 'he main
forces determining this change are the foreign exchange
earnings as well as domestic loans, advances and invest-
ments, The reduction in money supply in 1952 was
apparently due to the reduction in foreign exchange and
in claim on private sector. During that year the
Pakistan economy suffered from a world wide reduction
in demand for her raw materials and primary products.
Since then, the gsteady increase in money supply has
been due to increases in foreign assets, and the pressure

of public eznd private investments.

The public finance of Pakistan is a good indi-

cator of her developing economy. Indirect taxes and




- 45 -

Table X

Money Supply
1948 1950 1951 1952 1953 1954 1955 1956

1.Currency. 1,708 1,992 2,468 2,151 2,372 2,575 2,990 3,467
2.Depogit

Money. 1,000 980 1,293 1,078 1,206 1,284 1,552 1,471
3.Money:

(total

12), 2,708 2,972 3,761 3,228 3,578 3,859 4,542 4,938
Percentage

change. 76 8% 105 90 100 108 127 138

Source: International Financial Statistics, (November 1957),
International Monetary Fund, Washington D.C.

Table XI

1948 1950 1951 1952 1953 1954 1955 1956

1l,Gold & For-

eign Exch-

ang. 2,622 1,631 2,067 933 935 1,038 1,648 1,659
2,Claims on

Govern-

ment, - - - -- 2,270 2,572 2,501 3,055
3.Claims on

Provincial

Govts. - - - - 98 145 122 177
4,Claims on

Private

Sector. 410 770 919 792 802 984 1,183 1,256

Source: International Financial Statistics, op. cit.

Note: The State Bank prior to March 1952 published all
data on foreign exchange, since then only on Issue
Department. Claime on Govermments for the period
1948-1952 are not available,
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customs revenues togather make a major contribution to

the government finances. As shown in Table XII, revenue
from income tax has increased from Rs, 27.0 million in 1947-
48 to Rs. 206.6 million in 1956-57, in the budget of the
central government of Pakistan. This is an increase of

13 per cent. This source was 8 per cent of the total
budget revenue in 1947-48, but has increased to 1l per
cent by 1956-57, On the public expenditure side, defence
service is the largest single item on the budget list. The
long range public investments are met from what is call-
ed the capital budget which derives its income from

budget surpluses, if any, and public loans and advances.

Pakistan's personal income tax is progressive
and is appliceble to all incomes above Rs. 1,500 (about
$300.0) per annum.27 The Central Income Tax Act is not appli-
cable to the agriculturael income, and provincial agri-
cultural income taxes 'do not deserve any serious consid-
eration on account of their mild rates and low yields.'28
Business tax rate is 16 2/3 per cent of taxable profits.

Super tax begins above the income of Rs., 25,000 and is

27. Investment Opportunities in Pakistan, Government of
Pakistan, 1950, Chapter VII, p. 33.

28, Pakistan Economist (Karachi), Amnual 1952, p. 35,
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29
charged within the range of 12 to 44 per cent. There

is also incentive taxation for industry. The customs
revenue is mainly derived from import duties, specific
and ad valorum, There are export duties only on a few
items including raw cotton and raw jute. The fluctuations
in customs receipts as indicated by Table XII are a
reminder of the nature of the economy. The first decline
in these receipts occured in 1952-53 followed by &
further decline in 1953-54. 1In 1954=55 there was a
moderate increase in these receipts followed by greater
increases in the next two years, We shall deal with some
of the important effects of these fluctuations in the
next chapter,

VI.

Foreign trade is an important feature of the
Pakistan economy., Raw cotton and raw jute are the major
items of the country's exports. As for imports, the
consumer goods formed 46.9 per cent of the total imports
in 1951-52; by 1954«55 they were only 24.6 per cent.

Raw materials, fuels, and cotton yarn accounted for 34.8

per cent in 1951~52 and 31,2 per cent in 1954-55, On the

29, Investment Opportunities in Pakistan, op. cit.
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Table XII
Central Government Budgets
(selected years)

(selected items)
(Million Rs.)

Items, 1947=48 1950-51 1952-53 1954~55 1956~57
Revenue Receipts. 379.8 1,692.4 1,754.6 1,634.0 1,797.8
“Customs. 113.7 T776.2 612.4 416.0 474.5

Taxes on Income, 27.0 132.4 175.5 193%,5 206,6
Indirect Taxes

including fees, 20,3 184.0 266.8 28T7.2 318.9
Public Utility

Services, 172.5 442,2 525.5 544.,2 576.9
Debt Services. 26,8 60.1 63,6 80.4 107.4
Defence Services. 11.7 48.4 46.4 29.9 38.2
Civil Administration

and Miscellaneous. 7.8 48,9 64.4 72.8 753

Revenue Expenditure,416.9 1,685.2 1,749.0 1,627.1 1,792.0
Civil Administra-

tion. 28,6 11%.3 222.4 162,7 216.4
Public Utility

Services., 180.9 419.0 468.8 477.1 487.6
Debt Services, 9.0 69.4 76,1 -

Defence Services., 15%.8 649.9 T25.7 639.7 795:5

Sources Central Statistical Office, Op. Cit.

Note: All figures are for fiscal years starting April 1, of
the year.
From 1947-48 to 1954-55 are actual figures; for
1956~57 the figures relate to budget estimates.
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other hand, investment goods were 18.3 per cent of the

total imports in 1951-52 but they rose to 44,2 per cent in
1954-55.30 As indicated by Table XIII, the balance of

trade of the country has been favorable with the exception
of 1949 and 1952. The total value of exports was

the highest in 1951, then it declined below the 1948

level by 1953 and remained there during 1954 and 1955.

As we shall note later, the favorable balance of trade

has been mainly due to the severe import restrictions and
exchange control, The import trade of the country,

though constantly changing in composition as a result of the
domestic industrial progress, is far more diversified in
commodity distribution than export trade, With regard to
geographical disyrivution, India and the U,K., together
received more than 70 per cent of Pakistan's exports in
1948-49, During 1950-51 there was an increase in the exports
to the EPU (European Payments Union) countries, while there
was o decrease in exports to the U,K., and India, During 1954-55
the U.H. and the EPU countries together received sbout 46
per cent of Pakistan's exports, followed by 'other countries!
ang Japan, On the import side, India and the U.,K., supplied

599 per cent of the total imports during 1948-49,; and during

1951-52, Japan emerged es trhe largest single supplier, In

%0, The First Five Year Plan, Vol., I, op. cit. p. 195.




- 50 -

Table XIII

Balance of Trade
(Million Rs.)

Year. Imports Exports
West Pak, Bast Pak, Total West Pak, Eest Pak. Total

1947 1/ 80 8 88 102 83 185
1948 863 168 1,031 585 1,049 1,634
1949 1,181 516 1,697 648 831 1,479
1950 996 337 1,333 767 850 1,617
1951 1,238 579 1,817 1,241 1,285 2,526
1952 1,420 663 2,083 993 769 1,762
1953 889 318 1,217 797 655 1,452
1954 826 324 1,152 528 659 1,187
1955 794 292 1,086 639 866 1,505

Source: Central Statistical Office, Op. Cit.
1. From August 15th to December 3lst.

Table XIV

Geographical Distribution of Trade

EXPORTS

Countries 194849 1949«50 1950«51 1951«52 1952-53 1953«54 1954-55
India. 59.6 26,8 21.8 18.8 9.9 9.1 11,6
EPU(Belgium,

France,Ger-

many,Italy)ll,0 17.1 21.3 23.4 22.4 25.8 24.8

] ) 1106 1505 1206 1309 1504‘ 1709 2104
Chins. 1.2 1.8 345 12,7 Teb 6.9 2.8
Hong Kong, 0.5 8.2 4,9 2¢7 3¢3 4.4 3.2
Japan. 2,6 37 15.0 10.9 19.1 14.1 11.9
U.S5.A, 6.4 5.7 6.2 2.6 6.9 6.0 7.6
Other coun-

tries, 7.0 21.0 16.6 14.9 15.5 15.6 16,5

IMPORTS

India. 31.8 24,3 15.1 17.7 13.5 503 4,0
EPU Area 6.4 8.6 11.7 12.6 13.5 20,8 16.4
UoKo 28.1 2504 26.4- 2004 28.8 3108 32.2
Chinao 703 302 6.1 102 007 104 002
Hon.g Kon.go 005 005 303 2.2 007 099 O.l
Japan, 1.2 11.0 16,2 23,8 15.4 8.7 16.3
U'S.A. 800 908 606 601 807 7.0 902
Qther. 16, 1742 14,6 16,0 18, 23.9 21,3

Source: Central Statistical Office, Op. Cit.
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1954-55 the U.K. and the EPU countries together supplied

48.6 per cent of the total imports followed by 'other

countries' and Japan,

The @ata on the balance of payments as given in

Table XV confirm the fluctuating nature of Pakistan's

economy, The balance has been generally unfavorable

Table XV

Balance of Payments
(cumrent account)

1948 1949 1950 1951

Receipts: 766 1,051 1,363 2,878
Jute Ex-
port. 211 376 521 1,226
Cotton Ex-
port. 345 283 549 1,092
Other Ex-
port. 149 182 179 378
Other ree-
ceiptse 62 211 114 182

Payments: 797 1,500 1,511 2,361
Impcrts on
private
account, 365 850 976 1,521
Imports on
other pay-
ments &
government
account, 352 473 333 563
Other pay-
ments, 79 178 202 277

Balance. =30 =449 <148 517

1952
1,916
729
807
166
214
2,767

1,860

591
315
-851

1953
1,554
579
638
187
151
1,432

823

383
226
122

1954
1,275
556
370
224
125
1,437

807

419
211
=162

1955
1,768
774
431
366
196
1,482

716

498
267
286

Source: Central Statistical Office, op, Cit,

Note: Figures are rounded off,
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in the period under consideration except for 1950-~51 and
1954-55, The former surplus was due to the Korean War
boom, and the latter was the result of severe import
restrictions. The deficit of Re. 464 million in 195152
was reduced to Rs, 408 million in 1952«53 and to Rs, 28
rillion in 1953-54 obviously at the cost of a considerablé
reduction in trade, as the exports in this period indicate

a continuous decline in value from 1951=-52 to0 195455,
VII.

We may at this stage recapitulate our arguments,
Pakistan is basically an agricultural country and her
industries are still at a 'quantitative' level of pro-
duction. Her per capita income im below $100,00,
Agriculture is the main source of income which contributes
about 62 per cent to the total mational income, as
compared with manufacturing which contributes only 6 per
cent, Fluctuations in agricultural production and in
the export of raw materials affect the prosperity of the
people of the country. The vast majority of them live
on subsistence level, This subsistence living, from
generation to generation, leads to lethargy and fatalism,
and breeds degeneration of the human soul. The present

social and economic framework of the country is defective
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Table XVI

Net Domestic Product

(Industrial Origin)

1

mau—

1

At PFactor Cost Prices of 1949-50
(Figures in Brackets at current
factor cost).

1951

1950 1952 1953 1954
Agriculture,forestry & fishing, 10,824 10,495 10,919 11,662 11,636
2 1/. (10, 323) (11,178) (10, 847) (10,471)
Mining and quarrying. 30 36 39
(26) (30) (37) (38)
Manufacturing, 3/ 5/ 8/. 1,158 1,223 1,308 1,470 1,571
(1, 150) (1, 218) (1, 325) (3,517)
Construction, 4/.
Electricity, gas, water, and
sanitary services, 5/.
Transportation, storage, and
communication, g/% 504 513 529 536 546
(504) (513) (529) (536)
Wholesale & retail trade, 3/ 10/ 1,731 1,693 1,767 1,898 1,909
Banking, Insurance, and real
estate, 9/. 51 58 68 69 71
(51) (58) (68) (69)
Ownership of Dwellings, 11/. 1,036 1,053 1,072 1,089 1,108
(1 036) (1, 053) (1, 072) (1, 089)
Cont. next page
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Table XVI « Continued

' 1950 1950 1352 1953 1954
Public administration and
defence, 6/ 9/. 858 1,048 1,032 1,052 1,049
(858) (1,048) (1,032) (1,052)
Services, 4/ 11/. 1,543 1,576 1,608 1,638 1,672
(1,543) (1,576)  (1,608) (1,639)
Net Domestic Product. 17,731 17,689 18,337 18,156 19,601
Net Factor Income from rest of
the world, -9 -9 -14 - -9
Ad justment for change in terms
of trade, 12/. 106 193 280 -692 -406
National Income., 17,828 17,873 18,043 18,758 19,086

“Source: Statistics of National Income and Bxpenditure, Statistics Papers, Series H,
No. 10, United Nations, New York, 1957.

l, Year beginning 1 April; 2. Estimates of net output of agriculture based on data
relating to physical output, prices and costs; 3. This item has been estimated by

the income approach; 4., Comstruction is included in services; 5. Electricity etec.,

is included in manufacturing; 6. Includes all services of general government;

7. Physical production estimates have been revalued at base period prices; 8, In the
cage of large scale establishments the correwponding value has been extrapolated on

the basis of estimates of population change; 9. The estimates are in current prices,
the assumption being that the rise in income in this sector is equivalent to the increaee
in real productivity; 10, The base period value has been adjusted in accordance with
changes in real products of agriculture, mining and manufacturing; l1ll. The period value
has been adjusted in accordance with egtimates of population change; 12, Estimated by
deflating the current value of exports in each year, first by am import price index

and second by an export price index; the difference between the two deflated figures
are taken to represent the gain or loss resulting from changes in terms of trade,



in being primitive and out of date. The political struc=
ture too, unfortumately, is highly unstable. In these
circumstances, the socio«economic propensities of economic
development cannot be expected to work properly and

effectively.

There is a need for an agricultural revolution in
the country including & fundamental change in the land tenure
system, Perhaps the emergence of a new industrial élite,
which would expand with the further expansion of industries,
would pave the way for such a revolution. In this respect,
the progress made by the economy since independence would
certainly have its important repercussions on the social

and economic developments of the country.

The main purpose of this chapter is to provide
an outline of the developing economy of Pakistan, and to
gserve as a background for the general theme of our argument,
We have dealt with various controlling factors which
influence the rate of Pakistan's economic progress. Being
an open economy, foreign trade and other external forces play
an important part in providing the country with strong
induced effects. We propose to study them with reference
to commercial policy. We shall now proceed with our
analysis of the role of exports and export policy in a

developing econony.




CHAPTER 111
EXPORTS
1.

There is a significant interdependence between
foreign trade and economic development., The scope of
this interdependence is determined by various factors
such as the geography of & country, her size, her
natural factor endowment, and the dynamics of her pro=-

ductive forces.,

We noticed in the previous chapter that there
is a deficiency of natural resources and industrial raw
materials in Pakistan, This deficiency will increase
with an increase in her manufacturing activities. As a
gsolution to this problem, the country will have to
supplement her resources either through imports or through
other means employed with the help of the latest techno-
logical developments, In so far as imports will be
required to augment the domestic capital formation of the
country, her econoric development will put extraordinary
pressures on her foreign trade. Now these pressures |
may be relieved temporarily through foreign loans and
grants, but in the long run, it is her exports which

will obviously determine her capacity to import. Exports,
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therefore, play an important role in the progress of

a. developing econonmy,

Exports generate income and thus affect the
totsl national income of a country., Broadly speaking,
there zre three components of the national income: (1) Con-
sumotion, (2) Domestic investment, and (3) Foreign trade,
All these create demand for goods and services, This
Gemand may be divided into three parts: domestic demand
for domestic goods, domestic demanc for foreign goods, and
foreign demand for domestic goods, Exports are the
direct result of foreign demasnd for domestic goods, and
chenges in them are reflected by changes in the national
income, unless their effect is counterbalsnced by opposite
changes in the domestic economy. If we assume that
changes in expcrts and domestie invegtment take place
at a fagter rate than the changes in domestic consumption,
then we get exports and domestivw investment as the two
mein varisbles which determine the national income. The
ratio of exports to the national income may be low as compared
with other factors; nevertheless, the role of exports
in the economy may be highly important, As mentioned
above, the earnings from exports may determine the level of
imports of capitael goods and thus effect the rate of domestic

investment. Also, exports may be important for




regionsl or sectoral interests; they may influence the
prosperity of the highly monetized sectors while leaving

the money or real income of the rest of the economy

almost unaffected, The fluctuations in exports or the
export earnings thus presgsent a convenient focus for studying
the changes in the national income and the rate of

economic development,

Let us assume that the following prattern of the
national income exists in our hypothetical world of two
countries, country A and country B. In Chapter I these
countries were pepresented as advanced and backwarad
countries; we may now call them the growth economy

and the developing ecomony, respectively.

Country A has a surplus in her balance of trade
equal to the deficit of country B, Also, in coumntry B the
export earnings are greater then the domestic investment,
and in country A, the domestic investment is greater than
the export earnings. The unfavorable balance of trade of
B may be due to her import of capital goods, and the country
may hope to correct her externmal imbalamce in due course with
the help of her development program, But if in the

meantime her export earnings fall due to, let us say,



a decrease in the foreign demand for her goods, then her
economic troubles will be aggravated as her import capacity
will be diminished and the income of her people will be

reduced,

We have already explained the process through
which exports generate income, It is called the export
mnultiplier. This multiplier is derived from the expert
earnings after making adjustment for home and foreign
leakages, and differs for different countries according
to the magnitude of these leakages, For any country,
the export multiplier will be the greater, the smaller
the home and foreign leakages and, vice versa, it will
be the smaller, the greater the home and foreign leakages.
Or, in other words, the export multiplier varies inversely
with total leakages, home and foreign, of the country

concerned,

Now if there is an increase in the exporis of
country B from $10 million to $12 million, the extra
income of $2 million will be divided as usual between
expenditure and savings, If the level of consumption
in the country has been low, the increase in income

will result in greater increase in consumption, which
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will be partly offset by the comnsequent increase in
1
prices. The effects of the increase in consumption on

imports will depend on the nature of the initiel incone

Table XVII
(Million $ )
Country A Country B
1. Consumption, $100 1, Consumption, $80
2. Investment 2. Invegtment
(public & (public &
private), 15 private). 5
3. deduct impobrts. 10 3. deduct imports., 12
4, add exports. 12 4, add exports. 10
Total: 117 Total: 83

recipients. The rural cultivators would perhaps like to
spend their extra income on the necessities of life, most of
which may be available at home. The absentee landlord
might want to spend his extra income on an imported
luxury good, and the traders or the middlemen might
decide to invest part of their extra income, or to spend
it all on 'maintaining' their high standard of living.

A part of this increased income may, however, be recei=
ved by the government through export duty or state-
trading. The government might decide to utilize its
extra income to finance its development plan and thereby

increase the national preoducticn. The increase in production

1. The formal multiplier analysis abstracts from the price
effects of income changes.,
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or investment induced by the export multiplier will
create demand for imported capital goods, since our
country B is a developing economy and does not produce

elaborate machines and tools.,

It seems, therefore, that an increase in B's
income will put heavy pressures on her imports., Her
marginal propensity to import will depend on various
factors, the most important being:

1. The level of production of consumer
and producer goods in the country;

2. The import-content ratio of increased
consumption, with given marginal
propensity to save;

3. The import-content ratio of increased
investment, with given marginal pro-
pensity to invest;

4, The increase in demand for domestic
goods or import substitutes.

The level of production in the country will depend on

the responsiveness of supply, which in turn will depend
on the second and the fourth factors given above, as well
as on the existing productive capacity of the country.
The increase in consumption will result in an increase

in imports, unless the goods demanded are available &at

home, In the light of these factors,,it may ke




assumed that the marginal propensity to import of a
developing economy is much higher tham that of a growth

economy.

Returning to our example, we may assume that
out of the extra income received by country B, 5 per
cent is saved and 40 per cent spent on imports. On the
basis of this assumption the export multiplier in
country B will be 2,2, i.e., each additional $1 milliom
will cause a change of $2¢2 million in her income.2
If the foreign leakzge is higher, say 50 per cent, the
export multiplier will be 1,8, A significent part of
the real income change, however, will be offget by the
price increasesg caused by the inherent nature of the
developing economy, But insofar as the export multiplier
will induce increase in the production and import of mapital
goodg, the unresronsiveness of supply may not be a
serious problem in the long run. The major problem may
be the short sudden fluctustions in the export earnings and
hence in the export multiplier, which in turm may create

instability in the econony.

2, The calculations are based on the following formula:
K = et where k is export multiplier, s is savings,
S .4 M . X .
end B ik marglnal propensity to import,

3y For the limitations of multiplier in an underdeveloped
econony, see V,K.R.,V. Rao: Income and the Hultiplier in an
Underdeveloped Economy, Indiam Economic Review, Vol. I,
ppo 55"670
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An increase in B's expért earnings will induce an
increase in the income of country A through B's high marginal
propensity to import. The induced increase in the economic
activity in A may not, however, create an increase in her
demand for B's goods sufficiently great to stimulate a sustained
increase in B's income. This may result in an unfavorable
situation for country B. We may explain this case with the
help of Diagram I.4 The vertical axis of the Diagram indicates
the national expenditure, and the horizontal axis the national
income. The imports and savings are a function of income and

are represented by the curve /H+$/(y). The curve indicates

the average propensity to import and save, and the slope of the

Exps 0 [M3S]G) S LMeS1Y) Exp: 1 [M+57C3)
/ - 3T
/ X +L A AN 1 ) £
// 1169 H 57 x+1d

A-I 2/ . B-1I L
/A R _ Ve _TL
77 m{ Teceme Diagram I, 77 LM  Lecome
Stage I.

curve indicates the marginal propensities. The curves are
shown as straight lines to simplify the analysis. In the
Diagram we have M+S = X+I; it is assumed that in X+Id only
X varies and 1d remains constant.

Diagram B-I indicates an autonomous increase in the
exports of B from X+Id to X'+Id, There is & corresponding

upward shift in Mr§/(y) to M“+S/(y) in A-I showing en increase

4, Adapted from C,P, Kindleberger: Intermational Economics,
Homewood, Ill,, 1953, pp. 172-173.

5. B's marginal propensity to import is higher than that of A
because she is an underdeveloped country.




in A's imports equivalent to B's exports, Country B's income
will rise from L to M; similarly, country A's income will fall
from 1 to m, Now according to our assumption the marginal
propensity to import of B is higher than that of A;this means
that with an increase in her income from L to M, there will

be en increase in B's imports ( a shift in her /M +g/(y) to
/Ms/(y) ), which will reduce her income from M to N (Diagram

B-I1)., In other words, country B's marginal propemsity to

Diagram I. ,
o A/‘““ Stage II. )/
! )
‘ :
A-IT : B-II // i
7 : /£ )
m i!s'» ¢/ Y]
spend back will cause a reduction in the initiel increase of
6

her income, This will have induced effects on A's national
income owing to an incresse in her exports to B. At first, A's
national income fell from 1 to m when imports from B increased,
but now it will rise from m to n (Diagrem A-II), the point n
being either coincident with 1 or somewhere on the left or
right of 1, depending on the marginal propensity to spend back
of B.

It is clear from the Diagram that the high marginal
propensity to spend back of B will deprive her of the initial

increase in her income, Now what will happen after stage Il

6. The marginal propensity to spend back may be defined as
follows: ',...0f the amount spent externally a certain
proportion will flow back and contribute to income; and the
size of this flow will depend upon the marginal propensity
of the 'external world' +to spend back,' D.,B, Marsh, World
Trade and Investment, op. cit., p. 252,
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is too complicated for this Disgram to represent. The position
of each of the two countries will be determined by their
respective rate of ecomnomic growth including domestic
invegtment —— the factors which we have so far assumed as
constant ~- and their respective margiral propensity to

import and spend back.

If we take into comnsideration only Id in the X+Id
curve and gssume that X remains constant (not given in the

Diagrem), them A's national income will imcrease as a result

of her domestic investment., In this domestic investment program,

A's marginal propensity to spend back (to buy B's goods) may
become very low., It is possible that after the initial absor-
ption of B's raw materials and primary products, A's demand for
these goods is considerably reduced, This may happen as a
result of the low income elasticity of her demand for foreigm
goods during the period of her economic expansion; it may
be attributed to the technological developments taking place in
that country, resulting in the manufacture of heavy ergineering
goods on a larger scale, as well as the widespread use of

1
grtificial and synthetic materials. This means that at the

7. The World Ecomomic Survey (United Natioms) for 1955 and
1956 give an account of the main trends in world trade since
1945; their analysis shows that exports of primery products
did not expand in this period in spite of the increases
in the industrial activities of advanced countries, See

particularly World Economic Survey, 1955, Chapter II, pp. 50-8¢

and World Economic Survey, 1956, Chapter I, pp. 7=39.



third or the fourth stages, for which the diagramatical repre-
sentation hes not heen given, country A's economic activity
will expand further, beyond stage II, owing to he high rate of
her domestic investment; her national income will increase

at a faster rate‘than it would have if her marginal propensity

to spend back were high,

With regard to country B, her marginal propemsity to
spend back is high because she is a backward country and
needs to import the producer and the consumer goods at all levels
of her mational income, At the second stage of the Diagram,
her national income fell due to her high marginal propensity to
spend back. Now let us suppose that her imports mainly comsist
of capital goods. The cepival goods imported at stage 1II may
stimulate her economic activity and thus raise her mational
income, This increasse in the national income may, &t the third
or even the fourth stage, increase the pressure of her induced
imports. On the other hand, if at stage II B's imported
capital goods had not been received iwn sufficient quantities to
generate the recuired economic activity at howe, then stage III
or IV may witness a further fall in her national income, given
the same marginal propensity to import; there may then be
an induced reduction in her imports, 3But it is highly

rrobable that her marginal prcpensity to import will become
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low during the downward nhese of her economic activity, as
she will need to mairtain the import of essentisl goods
during this period. ( Initislly there may e a sudden fall

in imports as & result of the reducyion in the expenditure

on the so-celled non-essential imports, followed by the
decline in the naticrnel income; but after the initisl period
is over, it may become difficult to have additional reductions
in imports). If A's marginal propemnsity to import also had
been high, then perhaps country B could have continued %o
sell her goods to A and enjoy & higher economic activity, in
spite of (or perhaps because of!) her high marginal propensity

to import,

The above analysis shows that country B may not be
able to maintain her incoume 8t the high level reached as a
consecuence of the initisl increase in her exports, unless the
foreign response is sufficiently strong to bring about
the sustained induced effects, In spite of being
oversimplified, the model clearly indicates one factor:
it is generally assumed that an increase in the national
income of ome country will cause an increase in the
national income of the other, and that these increases
will result in an interaction of the mutually induced
effects until equilibrium is established. In actual
fact the cross currents of the mutually induced affects

may be so disproportionate in their intensity as to
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cause a serious disequilibrium in the country with a

high marginal propensity to import.

Should a sountry under these circumstances try
to derive fuller benefits through regulation of her
foreign trade? §She might do this in two ways: first,
by adopting a policy of increasing exports of commodities
other than raw materisls, in an effort to increase the
average income elasticity of her exports; and second,
by adopting & policy of import regulatioms.. The problem
and the possible solutions have many implications, and
it will he useful tosanalyee them in an empirical study

of Pakisten's trade.
II.

As shown in Table XVIII, Pakistan's export
trade has ranged between 14 per cent and 6 per cent of
her national income in the period 1950=-54, an average of
9 per cent. In column 4 of the Table, the sudden rise
in percentage figures for 1951 was due to the Korean War
boom; and the fall in the figures pertaining to 1952=54
is partly explained by the increase in the national

income of the country.

8. In this chapter, only the problems of Pakistan's export
trade are discussed; imports and import restrictions
are discussed in Chapter IV,
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Table XVIII
(Million Rs.)

1 2 5 4
Year. National Exports. Exports as
Incone, per cent of

national in-
cone,

1950 17,828 1,617 9 %

1951 17,873 2,526 14

1952 18,043 1,762 10

1953 18,758 1,452 8

1954 19,086 1,187 6

Source: For national income see Table XV, and
for exports see Table XIII,

Teble XIX
Venezuala. 53 %
Malaya. 52
Ceylon. ' 35
Cuba. 32
New Zealand 27
Australia. 17
Indonegia., 11l
Brazil. 8
Indisa. 5

‘Source: World Bconomic sSurvey, 1955, p. 156.

Note: Basis of calculation is the year
1953-54,
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The ratio of exports to the national income of
Pakistan is low as compared to that of many umderdeveloped
or high-income primary producing countries. For exanmple,
it is 53 per cent for Venezuala, 52 per cent for Malaya,

and 27 per cent for New Zealand,

The average propensity to import of Pakistan
is also low as shown in Table XXX in the next Chapter.

These low average propensities to export and import

indicate that Pakistan's general capacity to buy foreign
goods is small.9 Her main exportable goods are raw
cotton and raw Jjute, amd their total value is a small
proportion of the coumtry's natiomal income, They

form, however, 80 per cent of the country's exports.

The economy as a whole, therefore, is not export-biased.

Table XX
1 2 % 4 5
Year. Cotton. Jute. National Total value of
Incone, 2 3 as per cent of 4.
1950 470 599 17,828 6 %
1951 586 608 17,873 6 %
1952 534 290 18,043 4 %

Source: Cemtral otatistical Office, and Table XVI.

9. 'On the whole, the industrialised coumtries tend to have
a higher average propensity to import than the agricultural
countries,' T.C. Chang: Cyclical Movements in the
Balance of Payments, Cambridge, 1951. p.Z27.
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Pakistan's average propensity to import is low,
but perhaps her marginal propensity to import is sube
stantially high, It is extremely difficult to calculate

her marginal propensity as no reliable data are available,

Table XXI

Percentage Distribution of Export Earnings

Item, 1948+49 1949-50 1951=52 1952«53 1953=54 1954=55

Raw Jute, 68 44 50 37 43 49
Raw Cotton. 21 33 39 46 29 24
Raw Wool. 2 3 1 4 4 2
Hides & Skin. 2 3 2 3 3 3
Black Tes., 2 4 2 2 2 5

Other Com-
modities., 5 13 6 8 9 16
100 100 100 100 100 100

Source: Central Statistical Office, oOp. Cit.

According to various estimates, the marginal propensity
to import of countries in agricultural group ranges from

0.30 for Canada to 0,70 for Austris, 10 An estimate for

India for the period 1920«1940 puts it at 0.12. 11 This
low marginal propemsity to import for India is explained
with reference to certain institutional factors which are
peculiar to that country, such as large spread of increase

in income due to low per capita income, tendency to spend

10, T.C. Chang, op.cit., and J.J. Polak, International
Econonmic System, London, 1954, p.l39.

1l

11, V.K. Sastry, India's External Trade - Some Problems,
in Indian Economic Journal, Vol. III, 1955-56, pp.T71l=78,
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extra income on the necessities of 1life, and hocarding.

In any calculation of the marginal propensity to
import, the effects of trade restrictions must be taken
into consideration. During the period of economic expansion,
the actual propensity as given in the trade figures may be
low owing to the export and import restrictioms, but
the potemtial propensity may be high., The actual or
the potential propensity to import of Pakistan is perhaps
much higher than that of India., There are many
reagsons for this supposition, In the first place,

Pakistan has experienced greater scarcity of goods to sat-

isfy the ordinary needs of life since independence than

has India, whose industrial and mesnufacturing sectors have
been sufficiently developed to meet the normal consumer

demsnd, Secondly, due to the peculiarities of trade procedures
in raw cotton and raw jute, the greater part of the export
income of Pakistan remains in the hsnds of a few people belong-
ing to the higher classes whose marginal propensity is higher
than the marginal propensity of the actual producer of the

raw materials, The potential marginal propensity to import of
Pakistan will gradually fall as the country will be able to
produce more consumer goods and in increased quantities,
following her industrialization. A better distribution of the
national income in the economy will slso have favorable

effects from this point of view., We may assume that, at
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present, the marginal propensity to import of Pakistan

is actually 0.18 but potentially about 0.40; in other
words, for each additional dollar the actual expenditure
on foreign goods is perhaps in the range of 18 cents, but
if trade restrictions were withdrawn it would be in the

range of 40 cents.

A study of Tables XIII and XV (Chapter II, p.50)
indicates the nature of fluctuations in Pakistan's exports
and export earnings. Further breakdown of the data as
given in Disgram II and Table XXII, show the changes in
quantity and value of raw jute and raw cotton as well as
other important export commoditieso of the country. The
fluetuations in cotton were the most violent as its value
changes were wider than its quantity changes, particulerly
in 1950«51, The behavior of other commodities was also
unstable due to their inelastic supply in the short period;
for example, the quantitative changes in jute persistently
lagged behind the changes in its value, Similarly, the
export quantities of raw wool remained comnstant from 1950251
to 1952«53, but its prices changed and the wool export
earnings fell from Rs. 75 million in 1950=51 to Rs.58 million
in 1952-53,
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Disgram II. COTTOR
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Source: From Statistical Bulletin, Central Statistical
Office, Karachi, Vol. 4, No. 3.
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Table XXII

Commodity Exports
(Million Rs., or 1lbs.)

Commodity. 1948-49 1950-51 1952=53% 25& 55
Qty. Value Qty. Value ty. Value alue

Raw Wool, 22.4 31 29.3 175 29.3 58 4.4
Hides &

Skins., 1/ 9.8 37 14.4 65 10.2 37 8.5 28
Black Tea. 29.9 42 23.6 31 24,7 31 26,0 56
Other Com-

modities, == 87 ~= 298 -- 124 - 195

Source: The First Five Year Plan, oD, Cit.
l. Quantity in million pieces.

What is the effect of these trade fluctuations
on Pakistan's national income? The data in Table XVI
(Chapter II, pp.53-54) indicate a continuous rise in
national income between 1950-51 and 1954-55, There were
strong fluctuations in foreign trade earnings of the country
during this period, Does this mean that foreign trade has
no effect on Pakistan economy? The breakdown of national
income figures providesan answer to this question, Fér ex=-
ample, in 1953«=54 there was a sharp decline in the terms of
trade which was compensated by increase in the value of

minor crops (not given in the Table), expansion in wholesale

10

and retail trade, government expenditure and manufacturing.

12, For breakdown of figures see National Income Estimation
in Pakistan, in Statistical Bulletin, Central Statistical
Office, op.cit., Vol. 3, No. 2.
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The national income in this period would have been higher
if the terms of trade had not been so unfavorable; also,
the foreign exchange earnings would not have declined so
sharply in 1952 and would not have affected the domestic
money supply on the one hand, and capacity to import on
the other, if there had been no wide fluctuations in ex=-

ports. 13

Pakistan is not an export economy in the sense
of being mainly at the mercy of export fluctuations as are
Venezuela, New Zealand, or Ceylon, Nevertheless, her ex-
ports have g direct bearing on her national income: an
export multiplier of 2.2 or 4.3 can expose the economy to
strong and sharp movements of prosperity and depression.
But after explaining the importance of these trade
fluctuations, it is necessary to emphasise that they do
not tell the whole story of Pakistan's crisis in foreign
trade, There are certainly other relevant factors,

perhaps less spectacular but deeper in their impact.

During the period under study, the main cause
of disturbance in Pakisten's foreign trade earnings was
the abnormal factor of the Korean War., Under normal
circumstances and with a normal foreign demand for her

goods, the real danger to Pakistan's exports is not

13, See Chapter II, pp. 44-46,
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trade fluctuations byt a decline in her foreign exchange

earnings., The income elasticities of foreign demand are

low for the country's exports, during the boom period;

though they are high during the period of declining

economic activity in the foreign countries, But Pakistaen

hag perverse income elasticities for foreign goods; and

her marginal propensity to import is fairly high during

the boom period for the ressons already stated above.

In other worde, it seems, that Pakistan cannot enjoy

the fukl benefits of the world econonmic expansion on

the bagis of the present composition of her exports.l4
Pakistemn's average amnusl earnings of foreigm

exchange during 1949«54 were Rs. 2.02 billiem. Accordimg

to an estimate of the First Five Year Plam, the foreign

exchange earnimgs for the peried 1955-60 will be

Rs., 10,140 milliom, am average of Rs., 2 billiom & year.

This average is approximately the same as for the peried

14. Taking into accoumt the future prospects of the
textile fibres as imdicated by various ecomonmic
reports such as Paley Commissiom Report of the
U.S.A., Gordem Cemmissien Repert of Camada, amd
the OEEC reports fer Eureope, ome is imclimed to
believe that there is met much scepe for the
future expamsiem of the textile fibres im imter-
national trade,

See alse Appemdix G.
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194950, Again, according to the Plan the foreign
exchange requirements for 1955-60 are expected to be as
high as Rs. 14,440 million; in other words, there will

be a gap of an average of Rs, 2,15 million a year between

the expected earnings and the expected requirements of

Table XXIII

Expected Earnings of Foreign Exchange

1955-60
(Million Rs.)
l. Commodities. 9,190
2., Invigibles., 950
Total. 10,140

Expected Requirements

l. Non=developmental imports

and invisibles, 9,140
2., Development program -
Public Sector. 3,400
3. Development program -
Private Sector. 1,900
Sub=-Total(2 plus 3) 5,300
Total. 14,440
Source: The First Five Year Flan, op. cit.
15
foreign exchange for the above period. The plan assumes

that the country will persue a dynamic foreign trade policy
during the period, that the world market conditions would

remain buoyant, and that loans and grants would be

15. The First Five Year Plan, Vol. 1, op. cit., pp. 191-207.
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16
available from abroad to cover the foreign exchange gap.

In view of the main targets of the Plan, its calculations ef the
development . expenditure and foreign trade requirements may
not be . regarded as an over-estimate,l7 but its

assumptions are certainly formidable, In order to

examine these essumptions we may confine ourselves to

the problems of trade policy of Pakistan and the prospects

of her foreign trade.
I1I.

Two pertinent questions arise et this stage:
(1) How will the economic development of Pakistan affect
the prospects of her foreign trade; (2) To what extent
is the present foreign trade policy of Pakistan suitable
for her requirements? These guestions may be discussed
with reference to the following twa main problems of
foreign trade:

l, Export stabilization;

2. Export expansion.

Export stablilizetion is a very elusive term.

It is usually interpreted to mean the stabilization of

16, The First Five Year Plan, op. cit.

17. The Plan's estimates for the development expenditure
in terms of foreign exchange of the country are analysed
in Chapter IV,
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prices of an export commodity. Here we are concerned
only with the combined earnings from all exports in a
given period of time. Export stabilization, therefore,
may be defined as & process of smoothing over-all
foreign exchange earmnings received from various items
of export. As & besis of trade policy it involves

8 two-fo0ld scheme of action: regulation and diversi-

fication of exportable commodities.

Various schemes of international and national
regulation of primary commodities have been suggested
in the economic litersture during the last thirty years,
Due to a lack of effective international cooperation,
more attention has been paid to national measures than
international measures, Among the most popular schemes
are the national buffer stocks, commodity currency, and
price supports. The first scheme involveg huge financial

resources which a backward country usually cannot manage

18, The above definition is only intended to broaden
the scope of the term 'Stabilization'. In so far as
commodity stabilization schemes aim at the stabili-
zation of prices of a commodity and hence &t the
foreign exchange earnings derived from that commodity,
their purpose is the same as that of 'Export Stabili-
zation' as defined above. The main difference between
the two approaches with regard to commercial policy
is that in export stabilization the emphasis is shifted
from & particular commodity to total export earnings;
and the national policy measures regarding the existing
items of exports viz a viz the new or potential export
goods become more flexible and thus more susceptible to

the influence of the long run trends of the world economy.
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to procure, The second proposal also may be regarded

as impracticable., It may not be possible for a developing
economy to allow changes in money supply in proportion

to changes in commodity stocks. Moreover, the base in

a commodity currency should be provided by a commodity
which is expected to remain stable in its place for a
long time. This may not be so with regard to any of the
main commodities of Pakistan in view of her transitional

pressures, the outcome of which remains to be seen,

The price support schemes, particularly the commedity
boards such as in West Africa, are now generally regarded
as defective in their operation.l On the one hand,
they do not seem to have heen successful in their aim
of achieving stabilization, and on the other, they have
a tendency to adopt restrictive practices. In Pakistan, the
price supports were adopted for jute and cotton immedi-
ately after the Korean boom, when world prices of these
commodities started to be depressed, This interlude
in Pakistan's trade policy, which lasted only a few

nonths from March 1952 to September 1952, resulted in

19, See P,T.Bauer and F.W,Paish, Reduction of Fluctuations
in Incomes of Primary Producers, Economic Journal, Vol.62,
1952, pp.750-780; P,Ady, Fluctuations in Income of primary
Producers: A Comment, Economic Jourmnal, Vol. 63, 1953, pp.
594-607; Polly Hill, Fluctuations in Income of Primary
Producers, Economic Journal, Vol. 63, 1953, pp. 468«471.
See also P.T.,Bauer and F.W.Paish, The Reduction of Fluctu-
ations in the Income of Primary Producers Further
Considered, Economic Journal, Vol. 64, 1954, pp. 704-729,




20
huge losses to cotton and jute boards. The prices

of the two commodities were fixed above the international
level by the government, and later when even a revision
of policy could not make the scheme workable, it was
completely abandoned, Its failure in Pakistan and its
defective operation elsewhere may be due to the fact that
the scope and limitations of the scheme are not properly
understood. The aim of the scheme is clearly 'the removal
of random fluctuations around the trend of income.’Zl It
should not, therefore, seriously delay the adaptation of
supply to demand of a commodity. This is its main

objective and also its most important limitation from

the point of view of export stabilization.

A price support scheme, in any form, will have
only indirect effects on export stabilization, It may
ensure against undue inflationary pressure in the econonmy
in the boom period, or a sudden fall in prices in a
depression, but it cannot guard against the possibility
of persistent reductions in export earnings of a commo-

dity, and therefore in a country's export earnings as a

20, Pakistan Economist (Karachi), February 10, 1953, p. 5-6.
There is some confusion about the actual duration of
the Jute Price Support Policy adopted by the Government
of Pakistan which the writer has not been able to clear
from the sources available to him at the time of writing,.

21, p,T,.Bauer and FP,W.Paish, op. c¢it., Economic Journal,
1952, p. 766,
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whole. Moreover, a country may be able to influence the
international prices of a commodity if she enjoys a
monopoly in its production. But in all probability, this
aim will be achieved by that country only at the cost

of unfavorable repercussions in the long run,

In view of the limited scope for regulation
policy, diversification may be adopted as an objective of
export stabilization., It may be achieved by spreading
exports over a large number of commodities and to a large
number of countries. This will minimize the risk of flucte
uations in over-all export earnings unless, of course, the
world economy suffers from a wide depression affecting
almost all countries and all commodities at the same time,
Table XIV (Chapter II, p.50) indicates that there was far
less concentration in the geographical distribution of Pak=
istan's exports in 1954«55 than in 1948-49.22 The commodity
distribution, as given in Table XXI, shows that jute and
cotton together formed 89 per cent of the total exports of
the country in 1948-49; in 1952-53 they were 83 per cent;
their share was reduced to 7% per cent in 1954-55 mainly due

to a considerable reduction in the export stocks of raw cotton,

22. In this process of geogrephical distribution of her foreign
trade, the sharp reduction in India's share may be regarded
as the loss of an important market for Pakistan. See Note
by Zehid Hussain in Economic¢ Appraisal Committee Report,
op.cit., Appendix No. 30, pp. 351=354,




and partly due to the increase in exports of some minor

commodities,

Pakistan's capacity to diversify her exports
depends on the scope and variety of her production.
In order to be able to introduce new commodities on the
export list, or to expand the supply of the existing
ones, it is necessary for her to develop her commerce
and industry as fully as possible, and to encourage her
cottage industries., In general, the cottage industries
can expand their production more quickly than large
gcale industries., It is said that a large number of
small items such as surgical instruments, sports goods,
resins, cotton geed cakes produced by cottage industries
in Pakistan can be developed as important exportable
commodities of the country.2 Their prospects may be
regarded as substantially good from the point of view
of foreign trade as perhaps they will meet far less
competition and face less formidable trede barriers in
other countries, than is generally the case with exports
in moderm times.2 Thus, the diversification of exports

will not only reduce trade fluctuations, it will also

2%, The First Five Year Plan, Vol, 1, op. cit., pp. 199-207.

24, Economic Bulletin for Asia and the Far East, Vol. III,
No. 1, Economic Commission for Asia and the Far Esast,
United Nations, May 1957, p. 9.
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increase the country's earnings of foreign exchange,
This leads us to the second aspect of the problem, the

trade expansion.

In a dynamic and an expanding world econony,
Pakistan can easily expand her foreign trade by
specializing in the export of goods for which the income
elasticity of foreign demand is high, The role of
price elasticities in foreign trade, however, is more

25
complex, and we propose to examine it at a later stage.

Given the income and price elasticities of feoreigm

demand, the trade expansion may be achieved through

reduction of extermal or internal prices of exportable
26

goods. The internal prices may be reduced with the

help of governmment fiscal and monetary policies, or

through wage reductions. Now in a developing economy

such as Pekistan the existing level of wages may be

already very low, and it may be difficult for the country to
adopt -the . policy of wage reductions. The mometary amd

fiscal policies also may not be able to play their part

25. See Chapter VI.

26. The problem of external prices of exports to foreigners
and the devaluation of the currency's external value
is discussed in Chapter V.
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effectively, in view of the large financial commititments
made by the public authorities for the economic develop-
ment of the country. What measures, then, can the
country adopt to reduce prices?27

Since inflation is the major problem for the
economy of Pakistan, the only practicable anti-inflat-
ionary measures that the country can adopt are the
emphasis on increasing, as rapidly as possible, her
productivity and the supply of her goods and services.28
These measures imply a complete reorganization of her
present industrial setup., The fish industry, for
example, has great possibilities for development in
Pakistan but is primitive and unimpértant in size. The
same is the case with other small scale industries of
the country. The large scale industries too are in need

of rationalization, in spite of being newly installed,

The textile industry is a typical example of high cost

27+ Does this mean that, in the short period, the intermnsal
prices cannot be reduced in a developing economy such
as Pakistan with the help of the commonly known economic
measures, without jeopardizing the developmental process
in the countryt? What is the rale of import policy or
devaluation of the currency in this regard? We shall
trg to answer these questions in the following chapters,

28, Since food is one of the basic factors of the cost
of living index in a developing economy, its supply
and production in relation to the rising demand of
the hitherto poorly fed people will play an important
part in the structure of prices in the country.
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manufacturing in the country, It is admitted by the
textile manufacturers that, for the promotion of export
of cotton cloth, the industry will be faced with the
main obstagle of high prices. The high prices are

said to be the result of inefficiency of production,
which is ascribed to the low productivity of workers

as well as the lack of technicians.2 These are indeed
importent factors which contribute to the high cest of cleth.
In addition, the industry is highly capitalized in the
form of lend, buildings and machinery as everything was
bought by the industrialists at a high cost during the
period 1949-52.30 Also, foreign competition, thanks to

the national trade policy, is absolutely unkown to the

manufacturers.

The above analysis indicates that the diversi-
fication and expansion of exports oftemn involves replace-
ment of one commodity by amnother on the assumption that
the new commodity will earn greater foreign exchange than
the one which has heen foregone, This implies a change
in the composition of foreign trade of a country. For

a newly industrializing country, it often means the

29. S. Saigal, Presidential Address to ALL-Pakistan
Textile Conference, The Pakistan Times, Lahore,
March 13. 1954, Pe 5

30. Business News (Dlacca), December 23, 1953, p. 42,
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processing and manufacturing of exportable raw materials,
The cotton textile industry is a typical example in Pak-
igstan, It has already reached a high level of production
in coarse and medium quality cloth, above the present needs
of the country, 51 In jute manufacturing also, there has
been a remarksble progress, particularly since 1953, How
will this progress of industries affect the export capacity
of the country? What chance do the new manufactured prode

ucts of Pakistan have in the world msrket?
IV,

The installed capacity of Pakistan's cotton
industry was 1,6 million gpindles in March 1956, It was
to have increased to 2 million spindles by 1957, With this
increase in capacity, there has been a substantial increase

in the domestic demand for the consumption of raw cotton,

31, Progress of Textile Industry, in Karachi Commerce (Karachi),
Annual 1955, pp.26=27,

The basic assumption in this matter is that the average
demand for coarse cloth of an adult Pakistani is 9 yards
a year. There is no way of checking the validity of this
agsumption, Since the bulk of the population is rural,
the Qomestic demand will increase if there is any substane
tial agricultural reform in the country.

32, Pakisten, Government of Pakistan, Karachi, 1955«56, p.127.
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If we assume that one spindle working on a three~shift
bagis will consume approximately one bale of raw cotton
in a year, >3 then with two million spindles there will
be a demand for two million hales of raw cotton; on the
twowshif{ basis it may be reduced to 1.3 million bales,
On the other hand, the production of raw cotton in the
country has been equal to an average of 1l.4 million bales
a year., This means that, even on a two-shift basis,
virtually no raw cotton will be left for export after

meeting the entire home demand,

Let us suppose, as generally asserted by govern-

ment and industrial spokesmen of the country, that the

Table XXIV
Item 1948=49 1950~51 1952=53 1954«55
Cotton
Piece Goods 269,.,3 300,3 8942
Cotton Twist 68.6
and Yarn 112,6 171.0 56.7

Source: Central Statistical Office, op.cit.

domestic production of cotton cloth has resulted in sube

stantial savings of foreign exchange to Pakistan, Let us

33« Economy of Pakistan, Pakistan Economist, Annual 1952, p.24,
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further suppose that these savings have been as high as
R8.500 million per year, an amount equal to the peak of
imports of cotton piece~goods and yarn reached during

1950-51,

The country's foreign exchange earnings from
the export of raw cotton amounted to an average of Rs.570
million a year during 1948-1955. Any calculations of real
savings made during this period will have to include an
estimate of loss in foreign exchenge due to the reduction
in raw cotton exports as well as adjustment for import of
machinery, parts, and for the capitalization period of the
industry. Also, it will be necessary to account for &an
increase in the consumer demand for imported goods as the
result of an increase in the income of a large number of
people employed by the industry. Unfortunately, no data
are available to make such & study possible, Tentatively,
it may be said that, from the point of view of foreign
trade and on the assumption that raw cotton, being an est-
ablished item of export, would have had better chances of
sale abroad than the newly produced cotton cloth, the induse
trial transformation of cotton has resulted in a decrease in
the foreign exchange earnings of the country during the period
under study, It seems that, owing to the stringent exchange




- 91 -

control, expenditure on the import nf cotton cloth, on the
average, would have remained helow the 1951 peak figure, in
any case below the usual earnings from raw cotton exports,
Under the present circumstances, the exportable supply

of raw cotton has been considerably reduced, and it is
doubtful whether cotton cloth can take the place of raw
cotton in the foreign trade of the country. This argument
mey seem to imply that Pakistan should have continued

to rely on the export of raw cotton as omne of her mejor
sources of foreign exchange.34 On the contrary, our main
purpose is only to emphasise the problems created by the
development of cotton textile as an export industry, parti-
cularly with reference to the future commercial policy of
Pakistan.

The world trade in rew cotton and cotton cloth has
been on the decline‘since the Second World War.35 If this
trend is any guide to the future, the trade prospects of
both raw cotton and cotton cloth may be regarded as extreme-

ly uncertain, or perhaps dim, The continuous decline in the

world - demand for matural fibres in general has been due to

34, Perhaps it is on the basis of this approach that the First
Five Year Plan envisages an increase of 38 per cent in the
total production of raw cotton as asgainst a nominal in-
crease in the textile spindles. The Plan, op. cit. See
Appendix C for details.

35. International Trade in 1956, General Agreement on Tariffs
and Trade, Geneva, 1957.
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the technological evolution taking place in the advanced
industrial countries, With regard to cotton cloth, there
has been a large scale development of textile industry
in almost all the countries which have gained political
independence during the last ten years., It seems, that
had Pakistan not developed her own textile industry, her
usual dependence on the export of raw cotton would have
presented her with an equally uncertain situation. Now
at least there is a steady home demand for the raw cottonm
within the country. Perhaps the solution of the paradox
lies in the development of entirely different kinds of

products for export to replace cotton,

v,

The recent development of jute manufacturing in
Pakistan introduces an extremely uncertain variable in
international trade. This is mainly due to the unique
position of jute with regard to India and Pakistan, who
are the main producers of the fibre., One of the major
consequences of the partition of British India was the
division of the total area of jute production elong with
the division of the province of Bengal: East Bengal was
left with about 70 per cent and West Bengal about 30 per cent
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of the total supply of jute, Before partition, East
Bengal, which is now known as East Pakistan, supplied

jute to manufscturers in Calcutta., With the creation of
Pakistan this situation changed and the Indian jute mills
were left without adequate indigenous supply of raw jute,
Today, after about ten years, India's jute supply has sube
stantially increased, At the same time, Pakistan's share
of total world production has fallen to forty per cent,
but there has been a rapid increase in her jute manufacte
uring. The prospects of a severe competition or & cartel
in jute, therefore, loom large on the horizon. It is very
difficult to predict the ultimate situation and the ad-
vantages or disadventages that it will hold for India, for
Pakistan, for the rest of the world, or for the world as a
whole, It is, however, necessary to understand the main

trends of the story.

The atmosphere of hostility that existed between
the two countries during 1947 and after, directly affected
their jute policies. From August 1947 to September 1949 is
the period of customs warfare, There were two mein factors
operating in the background of this warfare, PFirst, as
mentioned before, the Pakistan supply area of raw jute was

cut off from the Indian centre of jute manufacturing. This
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breakdown of the established pattern of jute production

and distribution created s tension between the two
countries. Second, East Pakistan was left without a

proper port to cope with her foreign trade including the
export of raw jute., Calcutta was lost and Chittagong did
not possess sufficient capacity to handle any large scale
arrival and disposal of goode, This situation forced Pake
istan to use port facilities available at Calcutta, part-
icularly for the export of raw jute, until Chittagong was
properly developed. India imposed export duties on the raw
jute sent abroad by Pakistan via Calcutta, Pakistan demande
ed a share in those duties., This created a deadlock as
India refused to accept the demand and Pakistan reacted by
imposing her own duties on raw jute moving by land to India.
India, on the other hand, immediately imposed duties on the
export of jute and jute manufactures to Pakistan, and later,
decided to impose her full customs tariff on Pakistan trade,
In the meantime, the supply of raw jute to Indian jute mills
was seriously hampered. An effort was made to resolve the
deadlock through a trade agreement signed in May 1948, 36
This agreement lasted for one year from July 1948 to June

1949. Both countries however, were dissatisfied with its

%6+ For further discussion of this and other trade agreements
see Chapter VII.
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actual implementation, But during this period Pakistan
developed and expanded port facilities at Chittagong for
direct export of jute to foreign countries., Another trade
agreement 1o ensure, inter alia, supplies of raw jute to
India came into force for one year from July 1949; but
with the non-devaluation of Pakistan's currency in Sept-
ember 1949, trade between the two countries stopped and
the unhappy economic relations which existed since 1947
now became critical, It was not until April 1950, when
another trade sgreement was signed, in which India vir-
tually accepted Pakistan's rate of exchange, that trade
again started flowing between them, By this time, however,
Pakistan had already started her huge program of jute

manufacturing.,

The continued tension between India and Pakistan
including the non~devaluation of Pekistan's currency, had
a direct effect on jute production on both sides of the
political border, as shown in Table XXIV, While in India
the area of production increased continuously from 1947 +to
1956 except for a small reduction in 1952«53; in Pakistan,
on the other hand, the trend has been erratic both with
regard to the area under cultivation and production of jute,

The first obvious impact of the customs wagfare and the
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unsatisfactory trade agreement was a sharp reduction

in jute production in Pakistan, from 1,222,000 tons in
1947=48 to 595,000 tons in 1949-50, In India, however,
there was a considerable increase in jute production from
296,000 tons in 1947-48 to 553,000 toms in 1949~50, The
situation, therefore, certainly affected Pakistan's jute
position unfavorably. The port facilities were insuffic-
ient and the stocks of jute were rapidly increasing, There
were only two alternatives availeble to the country: either
to reduce production or to revert to the pre-partition

position of sending the raw material to India,

There were serious obstacles in the way of adopt=
ing the latter course of action., India was planning to
become selfesufficient in her supply of jute and Pakistan
was committed to her own declarstion #p. start = jute man=
ufacturing in East Pakistan., In the light of her industrial
plans, Pakistan's jute policy perhaps cannot be regarded as

37

short sighted, It is said that Pakistan's export of jute

would not have increased as it did between 1950 and 1952,
if the Korean war boom had not occurred at thaik time, 28

This may not be true, as the Indo~Pakistan Agreement signed

27. For opposite views see F,C, Shorter, Jute Production
Policies of India and Pakistan, in the Indian Economic
Journal. Vol. III, 1955-56, p,18-49,

38, Ibid, Hewever, see Chapter V, p. 156.




Table XXV

Area and Production of Jute

AREA.
1947-48 1949~50 1950~51 1951-52 195253 1953«54 1954«55 1955-56

Pakistan. 2,059 1,561 1,711 1,779 1,907 965 1,243 1,634

India. 652 1,163 1,454 1,951 1,817 1,196 1,250 1,581
PRODUCTION,

Pakisten, 1,222 595 1,073 1,131 1,218 447 484 999

India. 296 553 590 835 822 559 523 739

Source: Central Statistical Office, Karachi, op. cit., Her Majesty's Station~-
ary Office, London, England,
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in February 1950 had in any case removed the major
obstacle in the way of the jute trade., The acceptance

of status quo as a guide to future policy at the time of
independence would have meant, for Pakistan, & continuous
dependence on India's demand for her raw jute; in which
case, India would have continued to use East Pakistan's
superior fibre for manufacturing and her own inferior and
middle varieties for export to foreign countries, To Pake
istan, this would have meant a great loss of foreign ex-
change.other than Indian currency, which would have been
disadventageous to her interests with particular reference
to international transactions in hard currencies such as
the U,S. dollar, But her ability to export raw jute to
countries other than India was limited by the relatively
meagre jute manufacturing facilities available in those
countries (see Table XXVI), Therefore, from the point of
view of export expansion, the only solution for Pakistan
was to establish jute manufacturing facilities within the

country.

Table XXVI indicates the development of jute inw-
dustry in Pakistan and gives & comparative data for India
and other countries, Pakistan's share in the world manufe

acture of jute is 12 per cent on the basis of 1955-56, as
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against 50 per cent for India and 38 per cent for the

rest of the world, The jute industry of Pakistan had

an installed capacity of 3,000 looms in 1955, which is
expected to increase to 12,000 looms by 1960, At that
time, the total production of industry, at full capacity,
will be about 440,000 tons of manufactured jute. 9 The
share of Pakistan in the world market by the end of 1960
will be determined by two main factors: the growth of the

Indian jute industry and the growth of jute industry in

other countries,

As Pakistan is the main supplier of raw jute to
'other countries'!, the progress of their manufacturing
will depend mainly on Paskistan's capacity to export raw
jute to them, which will certainly decline with an ine
crease in the consumption of jute by her own jute manufacte-
urers, Indian industries, however, are working below their
total capacity and any scope for further increase in her
production will depend on the increase in the production
of raw jute in India through intensive methods of cultiv-
ation, and/or - the imports from sbroad, which means from
Pgkistan, At present, India enjoys & virtual monopoly in

the supply of manufactured jute in intermational trade,

39, Karachi Commerce, (Karachi), Annual 1955, p.24,
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- Table XXVI
| (Million Rs.)
July-June, India Pakistan Other Value of Value of
(000 tons). (000 tons). Countries India's Pakistan's
(000 tons). Jute menu- Jute manu-
facture facture
Export(Ind. export(Pek
Rs.). 1/ Rs.). 2/
1947-48 1,076 ~— 416 - ——
1951-52 983 1 566 2,401 -
1952-53 928 16 676 1,622 -
1953-54 901 49 678 1,106 3
195455 1,029 75 697 1,238 17
1955-56 1,131 130 772 1,183 68
1956-57 1,060 145 616 1,192 93

Source: Her Majesty's Stationary Office, London, England; Central Statisti-
cal Office, Karachi; Intermational Monetary Fund.

Notes: 1, Figures for April-March of the year,

2, Figures for calendar year,
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This monopoly apparently is in danger owing to Pakistan's
entry in the world market with her own manufactured jute,
It is expected that by 1960 Paskistan's share in the

world trade of manufactured jute will substantially increase.

Let us suppose that Pakistan's share of manu-
factured jute in the world trade, by 1960, will be 25
per cent, and India's 75 per cent., What will the pros-
pects be for jute under these conditions? Though real
in terms of the future, it still is a hypothetical case
end difficult for an ex-ercise of prediction., Apparently,
it is an oligopoly situation; and the imponderables about
the situation are noteworthy and may be classified as
follows: (1) The nature of the demand curve ( or curves)
facing the two producers; (2) The prospects of price
leadership; (3) The nature of price changes and their
effect on price leasdership; (4) Relative differences in
the products produced by each due to differences in
variety; (5) Production policies as persued by each

oligopolist.

At present, the important markets for manufactured
jute are the U.S,A., Australia, Argentina, South Africa,
Cuba, Canada, and Egypt. If the jute manufacturing

activity declines in 'Other Countries' group, there will
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be a further increase in the world demand for manufactured
jute of Indis and Pakistan. Most of the consumers of
jute are countries which are extensively engaged in agri-
cultural production, and their demand for the commodity
comes from their requirements for packaging meterial. The
elasticity of demand for jute due to low cost of packaging
in the total cost of production of a good may be regarded
as low in the short period., In the long run, however,
the actual or potential substitutes available in the
world may seriously affect the market for jute.4o

The manufactured jute, in being & single product,
cannot be used as an independent variable for the deter-
mination of the world elasticity of demand for jute, Its
own price is directiy determined by the raw jute preductiem
policies and prices, other things remaining the same.4l
This does not only complicate the analysis but also
confuses the issue of price leadership. If India, on the
basis of her predominant share in manufactured Jjute, is
taken as price leader, then how is her position going

to be affected by raw jute policies of Pakistan? The

40, For further discussion of elasticity of demand for jute
see T,P,Chaterjee, On the General Law of Demand for Raw
Jute, Sankhya, Vol, VIII, 1947, pp. 271-74. Also, T.P,
Chaterjee and A.R.Sinha, A Statistical Study of the
Foreign Demand For Raw Jute, Sankhya, Vol., V, 1941, pp.433-384

41. Shorter, op. cit.
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world market behavior indicates that Pakistan's price
policies exercise a significant influence on the world
prices of raw jute.42 On this basis we may say that
India is price leader in manufactured jute amd Pakistan
in raw jute; and that there will be no fundamental
differences in their respeétive positions during the
next five years. The sgituation perhaps will call for
oligopolistic strategies between the two producers,

Will it lead to price rigidities and result in an in-

determinate behavior &£ the jute market?

Pl )

o
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~
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Diagram III.

The demand curve faced by the two éountries

will be different from the monopolist's usual demand
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curve., It could be a kinky demand curve (Diagram III),

if the entrepreneurial behavior of the jute industry in

43

both the countries indicated that price increases by one

country's industry were not followed by the industry

of the other country, but price reductions were followed,

On the contrary, the rival industry may decide %o

follow price increases of the other, at least up to

a point, with a view to increasing the feoreigm exchange

earnings. In that case there will be little price
rigidity and the kink in the demand curve may tend to

disappear.

In the Disgram III, MM' is a continuous
marginal cost curve, However, it may become discon-
tinuous 4f one of the two countries is able to affect
the cost of production and, therefore, the price of

jute, It is, for example, highly probable that

43, The Diagram from Paul M, Sweezy, Demand under
Conditions of Oligopoly, Jourmal of Political
Economy, 1939, reprinted in Readings in Price
Theory, American Economic Association.

In the Diagram, P is the kink, CDE is marginal
revenue curve, and MM' marginal cost curve,

See also G.J, Stigler, The Kinky Oligopély Demand
Curve and Rigid Prices, Journal of Political
Economy, 1947, reprinted in the Readings in Price
Theory, op. cit.
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Pakistan as an oligopolist-oligopsonist will be able to
44

influence the jute prices.

The poésibility of price cutting policies
cannot be ruled out, although the monopsonist position
of one of them may introduce an unusual factor in a
situation of over-all preparedness for an oligopolistic
war in which, apart from financial resources, control
over raw material prices may be used as an exclusive
weapon. The complex situation, as soon as it ripens,
will be an excellent case for an application of the

theory of games.

In spite of uncertainties of the future, it
is not very difficult to see where the benefit lies
for both India and Pakistan, and for the rest of the
world, Looking at the situation from the point of
view of Pakistan's advantage, her jute policy will
have to be such as to allow the country to hold her
own share vis a vis the existing rival, notwithstanding

the actual or potential substitutes available in the

44, In view of the possible erratic behavior of the
marginal cost curve, it may be said that the usual
kinky demand analysis is incapable of representing
the jute case. For further discussion of the limi-
tations of the kinky demand curve see G.J. Stigler, op. cit.
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world market. In this policy, the security motive will
have to be given the pride of place as the profit maxim-
ization approach might lead to disaster for all concerned,
It is possible, at the present time, to charge higher
prices for manufactured jute as the supply has been far
short of demand since the Second World War, and it is
possible that a collusion may take place between the two
rivals. Either of the two alternatives will offer
temporary gains which will harm the future prospects of
jute and encourage the use of substitutes and the tech-

niques of large-scale and bulk packaging.
VI.

The case of jute with all its uncertainties is
no different from that of cotton as considered above, The
trensformation that is taking plece in the composition of
Pakistan's foreign trade through ler imdustrial expaisiem is
not going to be a painless process, There will be no less
serious problems to solve whén, instead of exporting raw
material, the country would prefer to export nam-
ufactured goods.”- . There is a disadvantage to late~comers
in the realm of international trade, as it is usually diff-

icult to break the existing distribution of markets, This
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disadvamtage ceuld, hewever, be evercome by developinmg

extraoerdinary efficiemcy amd high preductivity tegether
with aggressive salesmamnship. At presemt, these facters
seem to be & far cry fer a backward ceumtry such as Pak-

istan.

In intermatiemal trade, the substitutiem ef a
precessed eor & fully mamufactured preduct for a raw material
entails serious difficulties., A ceumtry may mot wamt to
impert mamufactured preducts from the same coumtry froem
which she receives her raw materials., Therefere, a mewly
imdustrializing coumtry may be faced with the pessibility
of breakdown ef the existing direction ef her fereign trade,
and a censequent disruption of her expert earnings. This is a
serieus preblem which the newly industrializing ceuntry
cannet sedve merely by adepting a pelicy ef import-sub-
stitute industries in erder te save the fereign exchange., It
will be necessary to take measures te maintain the
existing level of exports, if net te raise it. 1In
Pakistan, the emphasis fer industrialization has been
laid mainly en the savings ef fereign exchange, whereas
the increase of fereign exchange is equally an impertant

matter,

The establishment of cetten textile industry in
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Pakistan has been a source of gtabilizing influence for
the domestic producers of raw cotton, who no longer

have to depend on the shrinking opportunities of export.
The jute manufacturing, on the other hand, provides a
challenge and an opportunity to the country to establish
good; markets abroad. The situation is full of high
stakes, but offers greater scope for economic gain than
if the country had decided to remain merely a raw jute
exporter, The economy, however, would not be faced with
the predicament of foreign exchange earnings if, parallel
to the development of jute and cotton industries, a
comprehensive industrial and trade policy had been
devised to introduce new products for export. Obviously,
the role of the so-called minor products and goods
produced by cottage industries is in need of proper
emphasis, with regard to the expansion of exports of a

backward country such as Pakistan,

The only measure of export promotion taken
by the Govermment of Pakistan until the middle of 1950
was a series of bilateral trade agreements with various
countries; then the Import and Export (Control) Act of
1950 was en{grced replacing the Import and Export (Control)
Act of 1947, It established four categories of export

45, The Act of 1947 was one of the British India Acts which
were adaspted by Pakisten. Its main purpose was to give
controlling powers to the government,
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control: (1) Where export was altogether banned; (2) Where
export was licensable; (3) Where export was under the
0.G.L, (Open General License); and (4) Where export

was not controlled at all and no export license was
needed. This Act, at best, was a negative approach to the
export promotion, particularly clause No, % which

related to goods availaeble in excess of local require-
ments and whose export was subject to regulation in

terms of quantities and destination. The export 0.G.L.
remained the basis of export policy until 1954 when an

Export Incentive Scheme was put into force,

There was & general dissatisfaction with the
working of the 0.G,L. scheme, The Exporf Promotion
Committee appointed by the government to examine the
export policy,in its report submitted to the govern-
ment in September 1952, summarized the situation as

follows:

"In a world of regulated economy it is
perhaps not possible to get away from

the shackles of control but the present
Export Control Order as it is being man-
aged is not in keeping with the economy
of this country.... No doubt, it may bde
necessary to regulate exports in the case
of food stuffs or certain essential raw
materials but certainly the present wide
control on exports of major items of raw

( Cont. ooo)
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and manufactured products cennot be

regarded consistent with the declared

policy of the Government to develop

and diversify its export." 46

The Committee made its recommendation for a

plan according to which exporters of certain commodities
"should be entitled to receive a certain percentage of
the foreign exchange which they earn for the country....
(and this) eves should be utilized for the import of
those items which are not essential to the country and
are generally termed as 'luxury items'."47 The sugges=-
tion of the Committee was based on the assumption that
such a scheme will promote exports on the one hand, and
on the other, it will ensure the supplies of goods not

generally imported from abroed due to the shortage of

foreign exchange.,

The Export Incentive Scheme was introduced as
& temporery measure in June 1954 with a view to increasing
the trade of commodities, other than the. items of expert
'the movement of which to foreign markets has hitherto
been diéappointing.'48 According to this scheme, the

export items were selected and, on the basis of their

A6, Pakistan Trade, Government of Pakistan, Karachi,
September, 1954, pp. 26=27,

47, Ibid,
48, Pekistan Trade, Vol, V, No. 7, pp. 11,
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earnings, 30 per cent of foreign exchange was allowed
to be used by exporters to import goods within the scepe of
a8 prescribed import list. The scheme was extended for
one year in October 1955 with important amendments, There
were now two categories of export: primary commodities
and manufactured products. A retention of 15 per cent of
foreign exchange was allowed on the former and 25 per
cent on the latter for import of specified commodities
by individual exporters. It was to expire in September
1956 but was extended for another year and was renamed
Export Promotion Scheme.49

It is very difficult to examine the degree to
which the scheme has been successful as no breakdown of
the relevant data is available, The scope of the scheme
is limited as the clause of foreign exchange retention
cannot be expected to provide sufficient encouragement
to exports, Perhaps a better approach would be to
establish a proper relationship between the producer, the
exporter, and the government advisory or regulatory
agencies, with the sole purpose of keeping in touch

with the latest trends in the foreign markets. The lack ef

49, Economic Survey of Asia and the Far East, 1956, United
Nations, op. cit., pp. 151=52,
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business adventure and initiative on the part of the
business firms can be a serious problem in export trade,
Also, it is necegsary to introduce administrative effi-
ciency, to standardize the customs procedures, and

enforce proper grading of export commodities.

VII

The basic assumption of our amnalysis in this
chapter has been that, from the long run point of view,
the scope for expansion of world trade in raw materials
and primary products is limited, Perhaps the division
of countries into agricultural and industrial has
already become obsolete, and perhaps the new emerging
pattern is in favor of mixed agricultural-industrial
economies. In the new world economy, the main sources
of international exchange will be perhaps the semi-
processed, processed, and manufactured goods as well

a8 machinery and services,

50, 'Canadian sources complain that Pakistani firms lack
the habit of initiating new transactions and it has
been suggested that exporters should visit Canadian
International Fairs and see for themselves as to how
they could meet outside competition.,' Reported
in the Pskistan Trade, op. cit., Vol., VI, No. 11, p.

50

19.




CHAPTER IV
IMPORTS
I.

Pakistan's imports can be classified into
three groups as cénsumer goods, raw materials and fuels,
and investment goods. All imports of the country are
subject to government control, and the total value of
import licenses issued by the government in any given period
of time is determined by the availability of foreign

exchange during that period.

Ag shown in Table XXVI, the average propensity
to import of Pakistan was at the highest point during
1952, from where it fell considerably during 1953 and

Table XXVI
(Million Rs.)
Year, National Imports. Per cent of
Income, National Income,
1950 17,828 1,333 7
1951 17,873 1,817 10
1952 18,043 2,083 11
1953 18,758 1,217 6
1954 19,086 1,152 6

Source: Central Statistical Office, op. Cit,

1954, partly due to a rise in her national income but
mainly due to the fall in the value of imports, The

imports of the country follow the exports in their




- 114 -

upward er dewnward memements as indicated by a comparative
study ef the Tebles XIII (Chapter II, p. 50), XVIII
(Chapter III, p. 69), and XXVI (p. 113).

The mevements in the balance of trade eof
Pakistan, therefore, seem te differ frem these suggested
by the classical mechanism of international adjustment.
According te that mechanism, the experts should rise
and imports fall in slump and the imperts should rise and
experts fall in beem cenditiens, In Pakistan, the experts
and imperts rise almest tegether when active balance of
payments eccurs (experts fellewed by imperts), and fall
together when the balance of payments is passive ( imports
falling less than experts). This may be due te the impert
restrictiens, but they are net an independent facter
themselves, as they change accerding te the changes in
the fereign exchange assets, The basic explanatien is
previded by the nature of the ecenemy: the expert inceme
generates demand (fer censumptien and investment) which
has a very high impert-content ratioy and the capacity
of the ceuntry te buy geeds abread is determined by
her ability te sell geeds in the fereign markets.

The abeve pattern ef the expert-import movements
seems te cenferm with the Keynsian scheme. If we take

experts as multiplicand, as dees Harrod, there will be
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1l
& pesitive cerrelatien between the imperts and the experts.

The explanatien ef this cerrelatien is that imperts are a
finctien ef the natienal inceme and the natienal inceme, under
the assumptien, is & functien ef experts. We may express
the same idea in a different form as fellews: imperts are
the functien ef fereign exchange reserves and the fereign

exchange reserves are the functien ef experts.

Pakistan's impert restrictiens de net influence
her experts., In ether werds, there are ne induced
experts in Pakistan's fereign trade: in terms ef the
size ef the exports te Pakistan ef each fereign ceuntry,
Pakistan's imperts are tee small te affect the natienal
inceme of the fereign ceuntries and hence their demand

for her experts.
II.

The impert pelicy of Pakistan may be divided into
five periods: $§1) August 1947 to September 1949; (2) Sept-
ember 1949 to June 1950; (3) June 1950 to March 1952;

(4) March 1952 to July 1955; and (5) July 1955 to Decem-
ber 1956. The first period started with large scale

economic dislocations, but as soon as the commercial and trade

4

i

1. R.P, Harrod: International Economics, Chapter VI,
London, 1948,
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agencies began to operate the demand for imports rose.
As mentioned earlier, the import policy of this period
was fairly liberal, The procedure of import control was
similar to the rest of the sterling area, and there were
restrictions on imports from the 'hard currency' area, The
second period hegins with the non<devaluation of Pakistan
rupee and a virtual trade deadlock with India., Substantial
import restrictions were imposed immediately after the non-
devaluation and the previous open general license was suse-
rended, The new open general license issued in October 1949
contained a smaller list of importable goods. Machinery,
drugs, medicines, and selected chemicals were allowed free
from the sterling area but were made subject to license for
import from the 'hard currency! area.2

The third period is dominated by the Korean War
boom, The import restrictions in this period were relaxed as
a result of substantial increase in the export earnings., IV
is said that about 70 per cent of imports in value were made
free from any kind of license, The prices of consumer
goods, particularly textile cloth and drugs, soared high
during this period, and by placing them on the open general

license, the government took steps to ameliorate the

2. Economic Survey of Asia and the Far East, 1950, United
Nations, op. cit., p. 289.

3. Ibid,
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conditions of the ordinary consumers in the country,

By March 1952, however, the boom conditions had faded

and the fourth period started under the shadow of import
restrictions., There was a tightening of licenses, part-
icularly for the dollsr area, followed by further rede
uction of imports in August and November 1952, Whatever
foreign exchange was available wae mainly earmarked for the
import of machinery and materials required for industriale
ization and development. Also, credit, loan and barter
arrangements were made to supplement inflow of capital
goods, 4 For example, an agreement with Japan facilitated
importes valued at Rs.55 million on a deferred payment
bagis and an agreement with the U,K, resulted in a loan,
repayable over 10 years, of Rs.92 million to purchase
capital goods from that country over a period of 2 to 3
years, 5 Total imports, however, fell considerably in
1953 and marked a further fall in 1954, In the first half
of 1955 there was no sign of improvement in the situation
as the jute exports remained constant and cotton exports
recorded a substantial reduction, perhaps more due to the

decrease in physical volume of the commodity tham its prices.,

4, Economic Survey of Asia and the Far East, 1953, Economic
Commission for Asia and the Far East, op.cit., pp.106-107,,
See also Economic Survey, 1954, pp.l162-163,

5. Ibid,
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The period came to @& close with the devaluation of the

Pekistan rupee on 31st July, 1955.

After the devaluation the unit value of imports
rose sharply as the prices rose by 49 per cent, compared
with the preceding year, whereas the total value increased
by only 13 per cent., Import controls continued after the
devaluation in spite of some increases in foreign exchange
earnings., This was mainly due to the uncertainty about the
future of export merkets. Also, the possibility of food
shortage in the country kept the foreign exchange authorities
in a mood of suspense, In this period one notable develop~
ment took place: the discrimination in import licensing

6,7
against 'hard-currency' area came to an end,

6. Economic Survey of Asia and the Far East, 1956, pp. 151=52,

7. Against the backgrounddthe above survey of Pakistan's import
policy, it will be useful to keep in mind the changes that
have taken place in the composition of her imports during
1947«55., These changes are partly due to the continuous im-
port restrictions and partly the result of domestic indus=-
trial progress, For necessary data see Chapter II and the
table below:

Imports by Principal Commodities
Monthly averages (Million Bs.,)
1948 1951 1952 1953 1954 1955

Mineral oil, 2,3 6. 8,5 8.3 8.3 9.5
Cotton piece goods. 22.4 2745 23,0 1.2 2.5 2.2
Cotton twist & yarm, 9.4 18,0 16,0 4,0 4.0 0,9
Machinery. 4,7 11,6 14.6 10,0 22,9 20,8
Transport equipment, 3.9 5.6 7.0 2,1 3.7 4.1
Iron & Steel manufacture -- 7,2 14,0 4,9 5,6 8.1

“Source: Ecomomic Survey of Asia and the Far East, 1956.
Note., Year beginning April,
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III.

The import policy for economic development may be
discussed with reference to two main problems: (1) The
need for a proper evaluation of the foreign exchange require-
ments of a developing economy; (2) The need for a proper
allocation of the available foreign exchange to various

items of import.

The total requirements of foreign exchange may be
divided into two parts: the normal requirements of the economy,
and the special requirements of development., Both interact
on each other and detérmine each other's scope., For
example, more can be made available for the developmental
imports out of a given amount of foreign exchange, by
restricting and rationing the other imports of the country.

The success of such a policy, however, will depend on the

size of the existing foreign exchange resources in the country.

The main sources of foreign exchange of a country
are the exports and foreign capital.8 The export'earnings are
determined by the elasticity of supply as well as the elastie
city of domestic and foreign demand for the export goods.

The availability of foreign capital is determined by more

complex factors, economic and non-economic. The forces

8. Also, until recently the much publicized postewar sterling
balances partly took care of the import requirements of
some sterling area countries such as Pakistan,
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which determine the utilization of foreign exchange are

the same as those which determine the imports, ordinary and
developmental, In the pre#ious chapter we mentioned five
categories of factors which determine the marginal propensity
to import. We shall now discuss them with reference to

the foreign exchange requirements.,

For a simple evaluation of the requirements of
foreign exchange, we need only to take into account the import-
content ratio of a given increase in the volume of consump-
tion or investment.9 Then we may introduce the induced
effects of each. To bring the analysis nearer to reality,
we may take into account the total export earnings as affected
by the supply and demand conditions, the total loss through
an increase in domestic consumption of exportable products, or
the total gain through an increase in consumption of import-
substitutes., Thus, it is necessary to evaluate, on the one
hand, the consumptioneinvestment-export-import habits of the
econony, and on the other, the prospects of export markets.

We may, therefore, reorganize our previous five categories(p.6l),
and present them along with the additional factors in &

summary form as follows:

1, The marginal propensity to save, to
consure, and to invest.

9. It may be represented as £ < —%— , where £ is foreign

éxchangé requirement,and M imports,
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2. The import-content ratio of investment
and induced invesgtment.

2. The import-content ratio of consumption.

4, The marginal propensity to consume
(a) export goods, (b) non-export goods,
end (c) import substitutes.

5. The elasticity of supply of export goods;
non-export goods, and import substi-
tutes.

6. The elasticity of foreign demand for
exports.

Under full employment, the increase in the production
of export goods will involve diversion of resources from other
industries producing non-export goods or import substitutes.
There may also be some diversion of resources among the export
industries, but perhaps it will be far less in magnitude than
the former kind of diversion., The result of these diversions
may be a reduction of prices of export goods as against other
goods, and consequently, a shift in the domestic demand from
non-export goods to export goods, which may affect the country's
capacity to export. On the other hand, there may be a rise
in the price of the import-substitutes which may result in
the increased supply of import goods. If, however, the export
industries are in a position to produce in sufficient quantities
so as to be able to increase the export supply in spite of the

increase in the domestic demand, the net export position

of the country may improve.
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The situation may be different if there is
unemployment in the country. The export industries will now
be able to increase their production without affecting
the supply situation of the other industries. This may be
the case with a developing economy, with two important
exceptions. As mentioned earlier, the increase in the
production of export goods of a developing economy may
depend on the import of capital goods or machinery. Second,
in spite of large scale unemployment there may be a paucity
of skilled workers and properiy processed factors of
production, and the initial increase in the production
of export goods may be possible only if the properly
trained staff or the properly processed raw material can be
diverted from the non-export industries to export industries.
This may involve all the problems similar to the case of the
non-competing groups., However, the time element is important
for the improvement of the supply conditions as proper
facilities for training and education may be instihtuted
in due course, and the supply of the processed raw materials
may also he increased. But this program too may have a high
import-content ratio, at least in the initial stages of

economic development.

In order to reduce the pressures on the foreign

exchange, it may be necessary for a developing economy to impose
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temporary import restrictions and to make sure the
availability of capital goods required to improve the
domestic supply situation., The justification of such
an action may be found in the relative importance of
priorities from the point of view of economic welfare,
By sacrificing some of its present demands for consumer
goods and, therefore, by releasing foreign exchange

for education of personnel as well as import of capital
goods, the economy in fact may be preparing itself to
reach a higher level of prosperity. After reaching
that level of prosperity it should be able to compensate

for the losses incurred during the process of change.

Iv.

This is, however, one side of the story. The

other side is equally important. Import restrictions
will release the already earned foreign exchange for

use in matters of priorities, but they will not solve the
problems of induced demand for imports both for

consumer goods and producer goods. This raises sonme
pertinent questions about the criteria of investment
from the point of view of foreign trade, The import-
substitute industries, for example, may not be able

to pay for themselves in terms of the cost of imported
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machinery and raw materials, not to speak of other
induced imports. The domestic industries may put still
higher pressures ox foreign exchange, as they will
create demand for imported machinery, parts, and other
induced goods without creating any saving of foreign
exchange similar to that of import-substitute industries.lo
The development of export industries may be
regarded as the most important objective of trade
policy of a backward country, But given the elasticity
of supply of export goods, the increase in exports will
depend on the elasticity of foreign demand for imports.
The elasticity of foreign demand may be higher than,
equal to, or less than, the ratio of change in the
foreign exchange requirements of the country. In the
first case, there may be a surplus on trade account;
in the second a balance, and in the third case, a deficit,
other things remaining the same, It is in the third
type of a situation that import restrictions become

necessary.

If we assume that our developing economy adopts
the policy of severe import restrictions on consumer
goods, then the pressure on her foreign exchange will

come mainly from the economic development programs.,

10, For further discussion of this problem see Chapter VIII.
Domestic industries are those which produce goods
neither to replace imports nor for export,
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The more ambitious the development plan, the higher will be
the pressure on foreign exchange. DBeing an open econony,
the developing economy cannot, therefore, ignore the problems
of external mechanism arising during and after the
development process., From the point of commercial policy,
this is an important limitation on the targets of

economic planning, for if the pressure on foreign

exchange is too high and the import restrictions are not
accompanied by a proper export prcgram, the net result,

in terms of economic welfare, may not be favorable to

the country, The country, in such a situation, may be
willing to meke her import policy more restrictive,

whereas the proper course of action may be to adopt

@& 'go~slow' policy with regard to economic development.

The availability of external aid, however, is an

importent variable which may reduce the existing burden

of development in terms @f the external mechanism,

It is generally recognized that backward
countries are in need of external aid to carry on their
econonic plans. The question is not about the external
2id as such, but its magnitude and size, Various
estimates are available according to which the size of
foreign assistance required for the economic development

of backward countries has been measured. A United
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Nations' report discusses the problems of an annual
net incfease in national income of 2 per cent in under-
developed countries.11 The report comes to the conclu=-
sion that a little more than half of the total capital
required by underdeveloped countries will have to be
procured from external sources to enable them to fulfil
their objectivesof development, The dependence on
external finance in the First Five Year Plan of India
was 10.8 per cemnt; it is 16.6 per cent in the Second
Five Year Plan, In both plan periods, therefore, the
dependence on external finance is much lower than the
estimated ratio given in the United Nations report,
particularly in view of the fact that the Indian Plan
envisages a 3 per cent rise in the per capita national
income as against 2 per cent of the United Nations.lz
Pakistan's First Five Year Plan envisages a
4 per cent increase in the growth of the national income
per capita during the plan period., It assumes dependence
on foreign finance to the extent of 36.3 per cent, a
figure lower than the United Nations estimate but higher
than the Indian ratio. The actual dependence of the Plan

on external finance would have been 45,6 per cent if the

11, Measures for the Economic Development of Underdeveloped
Countries, United Nations, op. cit., 1951, p. 79.

12, Methods of calculation in either case are not known.
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expected earnings of Rs. 1.1 million in terms of foreign
exchange hed not been accounted for in the calculations
(See Table XXIII, Chapter III, p. 78). As mentioned
before, the Plan is based on the assumption that the
total foreign exchange earnings will be the same during
the plan period as they were during the five years
preceding the plan. This seems to be the most important
limibation of the Plan, Table XXVIII gives a break-
down of the foreign exchange position as expected by the
Plan during the plan period. It is clear from the data
that cotton and jute together are expected to provide

73 per cent of the total foreign earnings, with raw
cotton and raw jute as 56 per cent and manufactured
cotton and jute as 17 per cent, In other words, these
two commodities will continue, according to the Plan, to
hold the same position in Pakistan's foreign trade as

in the previous years. We have already examined the
trade prospects of these commodities in the previous
chapter,and on the basis of the conclusions drawn there
we may say that the approach of the Plan towards the
foreign trade problems of Pakistan is unrealistic.
Nevertheless, the Plan hopes that by 1960 there will be
substantial increase in the foreign exchange earnings

derived from these commodities, about Rs. 400 million
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Table XXVII
(Million Rs,)
I.
Item, Amount. Per cent of
total amount.
l. Public Savings. 1,500 12,9
2. Private Savings. 5,900 50.8
Total. 7,400 63,7
3, External Finance, 4,200 %36.3
Grand Total, 11,600 100,0
II.
1., Total import content of
Development Plan. 5,300 45,6
2. Foreign Exchange Avai-
lable(net of non-devel-
opmental requirements) 1,100 0.10
%, Net Deficit. 4,200 2643

Source: The First Five Year Plan, Op. Cit.

Table XXVIII

Expected Foreign Exchange Earnings

1955-60

(Million Rs.)

1., Raw Jute,

2. Jute Manufacture.
%« Raw Cotton.

4, Cotton Manufacture,
5. Wool.

6, Hides & Skins.

T. Tea.

8. Other Commodities,
9., Invisibles,

3,675
1,190
2,020
600
250
155
270
1,090
950

Source: The First Five Year Plan, Op. Cit.
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more than the total earnings derived in 1955-56, It is
claimed by the Plan that with this increase in earnings
the country will be able to finance its future economic
plans.13 It is, however, assumed that the import restrictions
imposed by Pakistan will remain severe and rigorous for

an indefinite period.

It is doubtful whether the increase in the
foreign exchange earnings as expected by the Plan,
even when actually realized, will be enough to cope with
all the requirements that will continue to expand in
the country. The anticipated industrial development
will create, by 1960, partly direct and partly circuitous
increases in the import requirements, and perhaps it will
not be possible for the country to reduce them by means
of import restrictions without endangering the develop-
ment process, Also, there will be the problem of
inflationary spiral in the economy. In either case the
result will be the widening of the gap in the already
unfavorable balance of trade, The Plan somehow seems to
ignore all the secondary repercussions involved in

the development of the country. Its forecast for

13, The First Five Year Plan, Vol, 1, op. c¢it, pp. 15=18.
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replacement parts and spares as well as the imported raw
materials is based on the estimates of current consumption,
which in itself is below the normal level owing to the fact
that many industries in the country are working under
capacity.l4 With an increase in production, the requirements
of stocks will tend to increase and the result will be

an increased pressure on the foreign exchange. There are

no provisions in the export sector of the Plan to take

care of such expected increased in the demand for imports.

It does not mean that an economic plan should
envisage big changes within a short period of five years
or so, but it should seek to establish the foundations for a
future expansion of exports, at least corresponding to the
expected increases in the import requirements., The only justi-
fication for the import restrictions is that they provide
temporary relief to the country from the external pressures,
and an opportunity to correct her external disequilibrium.
The Plan does not seem to care for this point of view, as
it 'cannot now foresee the time when the country will be

15
able to abandon import licemnsing and exchange control,'!

In most areas of production the targets of the

14, The First Five Year Plan, Vol. 1, p. 200.
15, Ibid,
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Plan are negative in so far as they concentrate mainly on
the earnings of foreign exchange by substituting domestic
goods for imported goods., Within its limitations, it

is a useful and an essential objective to fulfil. For
example, if the country can be made self-sufficient in
food supply, it will he undesirable to a let a situa-
tion develop in which the food imports become necessary.
Perhaps this can be said for some other targets of
economic development as well, But an emphesis on import
substitution without a parallel scheme of proper export

promotion will lead to a contraction of foreign trade.
Ve

It is obvious from the above analysis that the
import policy cannot be taken as an independent factor
in foreign trade, and the import restrictions, on
their own, cannot solve the balance of payments problems.
These restrictions are not a cure but only the symptoms of
the maladjustments existing in the economy. They may
provide short term palliatives, but in the long run the
balance and stability will be achieved only through the
export expansion., If a development plan fails to give proper

emphasis to the export orientation of the economy, it

may be regarded as visionary rather than practical. Thus




- 132 -

the taesk of raising national income in a backward
country is two~fold: on the one hand, it is necessary to
reform the pre-capitalist sectors of the economy in
order to raise their standard of efficiency and, on the
other, it is important to establish and expand industries
specigalizing in easily marketable goods. It is the
export industry sector which, due to the subsistence
nature of the economy, will be loaded with responsi-

bility for capital formation.
VI.

So far we have assumed that the estimates of
foreign exchange requirements are based on the given
data. However, the given data may not represent what
is called the irreducible minimum, In the first place,
the calculations of investment ratio in relation to
time may be over-estimated. There are frequent instances
in Pakistan where the imported machinery or technical
services had to wait a long time before they could
get properly placed in the development process, This
leads us to the second point; foreign capital can be
assimilated in the economy at a rate determined only
by the domestic economic activity. Industrialization

is a long process; the bime limit may be two generations
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as set by some writers or longer, but certainly it is
not the foreign capital that will accelerate the speed
16

of industrislization.

The second limitation is population, Generally
speaking, higher targets are set by underdeveloped
countries with regard to their development plans in order
to raise the standard of living of the people as well as
to provide for the futureé increase’ in population. This
duality of purpose in fact results in very high estimates
of development needs and puts extra-ordinary pressures on
the internal and the external sources of finance. One
obvious step required to reduce this burden seems to
be the adoption of conceivable means to control the
present rate of hyper-increase in population. Almost
nothing is being done in Pakistan in this regard, and
whatever has been done in other backward countries is
equal to the scratching of the surface., Population
control is a complex problem and one is bound to encounter
social and religious prejudices as well as economic
difficulties in its solution. But like other aspects of
economic development this aspect also presents the people

and the governments of backward countries with a challenge

16, D.T., Lakdawala, Intermational Aspects of Indian Economic

Development, Bombay, 1951, p. 29. See also A.J.Brown,
Industrialization and Trade, London, 1943, p. 27.
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that they have to meet,
VIiI,

Before concluding this chapter we may briefly
mention the invisible imports of Pakisten. The main
items of the country's invisible expenditure abroad are
travel, family maintenance, agency services, education
expenses, profits on foreign capital, interest and
dividends, apart from government expenditures on
embassies and missions in foreign countries, etc. The
invisible receipts are income from shipping, foreign
ggvernment offices and staffs, profits and losses of
business, commissions, income taxes, etc., Ag Table

XXIX indicates, the balance on invisible account in

Table XXIX
(Million Rs.)
Iten, 1951~52 1952=53 1953«54 1954«55
Receipts. 219 179 119 123
Payments, 254 233 227 211
Balance. «135 =54 ~108 -88

Source: The First Five Year Flan, Op. Cit.

Pakistan's balance of payments has been unfavorable
from 1951«52 to 1954-55, the period for which complete
information is available. This unfavorable balance has
persisted in spite of severe control on foreign travels

and other payments made by the people, All thesge
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payments are, in large part, connected with foreign

trade; therefore, it is extremely difficult to reduce thenm
below a certain level, The receipts too are associated
with the economic development of the country, and they
will tend to increase with an increase in national
shipping, insurance, and banking. The regulation of
invisible imports has a direct bearing on foreign trade

as well as on the prospects of external finance; and

the persistently unfavorable balance of invisible payments
is in need of & more positive solution than a mere

imposition of import restrictions.on it.

VIII.

The main conclusion that we may drsw from our
analysis of this and the previous chapter is that the
solution of a backward country's economic problems lies in
a dynamic export program., Import restrictions may
be beneficisal only when they are adopted as a supple-
mentary measure, The export program itself will be in
need of changes with regard to the composition of
exportable products, as well &s the administration
and the procedure of foreign trade, Such a trade policy
will be compatible with the aims of national and

internsational welfare. Of course, its effectiveness
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will depend on the techniques of trade policy. There

is the exchange rate regulation to determine the external
prices of goods, as well as exchange control to allot
foreign exchange to various items of import on a
preferential basis., There is the problem of favorable
terms of trade and their role in economic development.
There are quota systems, quantitative restrictions,
subsidies, and international and bilateral agreements.
All of these are in need of a critical examination from
the point of view of commercisl policy for economic
development. As mentioned in Chapter I, exchange control
has a unique position with regard to commercial policy.
We now proposge to study its role in the foreign trade

of a developing economy,




CHAPTER V
EXCHANGE CONTROL
I.

The problem of the allocation of foreign ex-
change resources was discussed in the previous chapter,
and there it was emphasized that cont#ol over foreign
exchange was necessary from the point of view of econ-
omic development., We made an attempt to establish a
case in favor of preferential allocation of foreign ex-
change to various types of imﬁorts. There remains the
question regarding the most suitable methods of exchange

control.

Let us suppose that a country divides its foreign
exchange budget into two parts: (1) the developmental
imports and, (2) the non-developmental imports.l Now the

precise requirements of the developmental imports, on the

basis of a development plan, may be known to the administrative

authorities and it may be a simple matter for them to issue
licenses for the import of goods. However, such is not the
case with the non-developmental imports, as decisions about

them may imply serious difficulties, In the first place,

l. The non-developmental imports include the consumer goods as
well as the raw materials required by various industries,
outside the scope of the development plan. See Table XXIII
and Table XXVII.
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there is the problem of selection of various categories
of imports; secondly, it is necessary to determine their
quantities, and thirdly, it is essential to decide who
will import them, Under free trade all such decisions
are made through price mechanism. Under exchange control,
the foreign exchange authorities usually prefer to decide

all these matters themselves,

If the govermment is the final authority in detw
ermining the volume and composition of non-developmental
imports, then the foreign exchange administration will
have to predict accurately the needs of the economy, det-
ermine quantities of imports, and decide about the list
of authorized importers. This may involve complicated
administrative machinery and may call for a double=-coine
cidence between government decisions and the needs of the
individual consumers, producers and importers. As these
needs cannot be entirely fulfilled due to the shortage of
foreign exchange, the quantitative import licenses may create
:the . problems of scarcity~value of imported commodities

and result in windfall profits to the importers,

Price mechanism can be introduced in the admine

igstration of the non-developmentel imports. The entire

2. HeS. Ellis, Exchange Control in Central Europe, op.cit.
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foreign exchange budget for the non-developmental imports
may be allocated to various imports through auction sales
of import licenses, Or to make the price-effects dis-
criminatory, the non~developmental imports may be divided
into various categories and premium may be imposed on
each category according to the relative essentiality of

the imported goods,
1T,

Pakistan's foreign exchange system is of a type
which does not allow price mechanism to operate., The ad=
ministration of the control is carried on by the State
Bank of Pakistan as an agent of the central govermment,
under the Foreign Exchange Regulation Act of 1947. The
ministry of commerce of the central government makes actual
allotments of import licenses twice a year, in January and
in June, on the basis of its latest import policy. Only
authorized importers may apply for import licenses which
&re granted according toc & quota fixed separately for East
Pakistan and West Pakistan, Normelly the announcement of
the policy is made before the shipping period opens and
licenses are issued in time to allow shippers and importers
to arrange for their consignments of goods., There are,

however, instances when delays in this machinery of control
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have taken place and have caused abnormal difficulties

to foreign exporters as well as the domestic importers,

Severe penalties are imposed on those Pakistan
residents who make irregular use of foreign exchange, In
order to deal with evasions and exchange frauds, the assise
tance of special police and the intelligence branch of the
government is employed, > In spite of all the measures
taken to tighten up the control, the aims of the control
authorities have not been fully realized, It is almost
impossible to regulate the usual practice of undereinvoic=
ing of exports or overeinvoicing of imports. It is also
difficult to impose effective control over the foreign
exchange earnings of residents which they derive from
trade commissions, etc. The result is a multiplication
of administrative machinery, Although it is difficult
to estimate how far the evasions outstrip the enforcement
of control, the heavy social and economic costs involved

in the control system are imperative,

There is a strong element of unpredictability
in the exchange control system. When the import license
is issued only for a specified shipping period and the

import list is subject to bi-annual revision, there is

3, Exchange Control in Pakistan, State Bank of Pakistan
Bulletin, February, 1955, Karachi, pp. 5=9.
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no certainty that a commodity once imported will be

imported again and in the same quantity. This, for example,
is the case with the imported raw materials and fuels used
by various industries in Pakistan., It would be advan-
tageous to the economy if certain items of consumer and
producer goods were imported once a year but in greater
quantities rather than twice a year and in smaller
quantities. The present system of exchange control,
therefore, does not seem to fulfil the purpose for which

it was primarily instituted; neither from the point of

view of the consumer nor the producer.

In order to be advantageous to Pakistan, the
exehange control system should be devised in such &
manmer that the economic forces are given a chance to
play their part without hindering the allocations within
the scope of the total foreign exchange hbudget, and
without allowing abnormal profits to traders. It may be
said that the windfall profits which accrue to the importers
under the exchange control system can be reduced with
the help of import taxes and price control. In the
first place, the effectiveness of such a policy may be
doubtful in view of the well-known limitations of

taxes and price controls, Secondly, even if the windfall
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profits are successfully regulated, the situation will
not improve as the final decision for fixing up quantities
of imports will still be left with the administration, 'It
is much better to specify the total amount which can be

spent on imports and then auction the import licenses,' 4

III.

Imports can be regulated through auctioning of the
import licenses without incurring the high administrative
costs involved in the exchange control system, In suction-
ing, the revenues derived from the scarcity-value of the
imported goods will go directly to the public treasury,
and can be made available from there for developmental

purposes.

There are two main factors which determine the
scarcity-value of imported goods and whether the benefit
from the scarcity-value will accrue to the importing country
or to the exporting country: (1) the location of license
holders as between the exporting and the importing countries,
i.e., whether the import license is issued to the importer
or to the exporter: (2) the extent of competition among

foreign exporters, 2 With regard to the first condition,

4, Colin Clark, Report on Pakistan Economy, The Pakistan
Econonist, op.cit.

5¢ JoBE, Meade, Theory of Intermational Economic Policy, Vol.I,
Balance of Payments, London, 1951, Chapter 21, p.285.
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the import licenses are mormally issued to the importer

and not to the exporter. The second condition depends

on the type of the licenmse, the kind of the product, and the
extent to which the exporters are orgenized, If it is a
special-country license then the exporter from the speci-
fied country will get a chance to raise his price without

any fear of competition from the exporters of other countries.
If its is a global license, there will be free competition

among the exporters,

Some products are subject to matural or other
kinds of monopolistic practices. It is necessary, there-
fore, to know the type of the market with regard to the product
for which the import license is issued., Also, an exporter
may belong to an intermational cartel and may determine his
priceé in accordance with his agreement with the cartel

regarding his share in the world market.

It seems that the foreign exporters of the products
which are imported by the developing countries are highly comp-
etitive.6 Pakistan, therefore, would gain by adopting the
auction system rather than by allowing the present exchange

control system to cdntinue.

6. Economic Bulletin for Asia and the Far East, Vol. VII,
No. 3, United Nations, op. cit., p. 56.
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Iv.

The import_license auctioning may be done on the
basis of a global gquota if the foreign exchange resources of
the country allow her to buy her goods anywhere in the world,
But the country may be suffering from the 'converyibility'
problem, and the foreign exchange earned by her may not com-
mand universal acceptability. There are two major foreign
currencies which are earned by Pakistan: the sterling pound
and the U.S. dollar. The U.S, dollar is a scarce currency
for the country and the sterling pound is inconvertible into
dollars beyond a certain limit, This means that the import
licenses have to be issued éccording to the area in which
the foreign exchange can be utilized. In other words, the
foreign exchange position of Pakistan is such that it necessa-

rily involves discrminsation in her impmbis.

As we noticed in the previous chapter, Pakistan
recently withdrew her policy of discrmination against the
dollar area. In all probability, this is the result of the
American Aid received by the country in recent years, Dis-
crimination, however, is still being fracticed in the form

of regulation of specified imported goods.

Convertibility is a world-wide problem whose
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solution depends on factors which are beyond the scope
of Pakistan's commercial policy. The latest developments
towards co=-operation between the sterling area and the
European Payments Union have certainly broadened the ares

of trade and payments settlement for Pakistan.
Ve

In what respect is the system of import license
auctioning different from multiple exchange rates? In a
senge, the effects of both on imports may be the same:
given the elasticities of supply and demand, the effects of
price determination through auctioning of imports may be
similar to the auctioning of foreign exchange (or of fixed
rates of exchange for different kinds of imports), Also,
there is one advantage in the multiple exchange rate system
as compared with the auctioning system, that it is compare
atively easy to administer. PFrom the point of view of a
single country, multiple exchanges may provide better and
more effective results, But if other countries also prac-
tice multiple exchange rates then the cross«section of
exchange rates may emerge in such & manner as to counter-
balance the mutual benefits derived by the countries pract-

icing such exchange rates,

This may happen even in the case of quantitative
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restrictions if the trading countries start retaliating
against each other, The system of auctioning of import
licenses may also suffer from the same weakness, Never-
theless, there are important differences between the multi-
Ple exchange rate system and the system of import license
auctioning. In the first place, the fluctuations of
exchange rates, to borrow a phrase from Haberler, 'leap
to the eye' far more effectively than the changes in bids
under the auctioning system. Secondly, the multiple exchange
rates lead to the evasion of foreign exchange and encourage
disturbing speculation of capital. The system of import
license auctioning is free from such flaws as the rate of
exchange under this system remains fixed and uniform., It
is, however, by no means an ideal system but seems to
possess some advantages which may be summarized as
follows:
1. The system of import license auctioning

will shift, from the importers to the govern-

ment, all profits which are derived from the

scarcity value of imports.

2, There will be full scope for adjustments
in the rate of exchange without involving

any changes in the auctioning system.

3. The system will allow and encourage the
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more efficient importers to outbid the

less efficient ones.

The system of import license auctioning can be
used to transform detailed import restrictions, imposed
on innumerable items of import, gradually into restrictions
on broad groups of commodities., In this manner, the
system can be made more flexible and can be dispensed
with in time, or reduced to the minimum level. Moreover,
the system can be improved from the point of view of
price mechanism, The auctioning of import licenses can be
done on the basis of quantity quota or a value quota of the
imported commodities. It is the quantitative quotas which
are popular with the backward sountries. First, auctioning
may be introduced for these quantitative quotas and then

the quantity quotas may be turned into value quotas.

The exchange control system has a tendency to
perpetuate import restrictions, but under the system
of import license auctioning the gradual liberalization
of foreign trade may be achieved without disturbing the

process of economic development,

VI.

What part can the exchange rate variation play

in the foreign trade of a developing economy? The
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guestion has short run as well as long run implications,
We have assumed a fixed rate of exchange throughout our
analysis, The fixed parity, however, pay be changed

as an emergency messure; it may also be changed to

bring about currency adjustement in the light of the
secular movements taking place in the world econony,

This may be called & policy of 'adjustible peg.,' The
downward adjustment of exchange rate (depreciation) may
make exports cheap and imports dear and, vice versa,

the upward adjustment ( appreciation) may make exports
dear and imports cheap. Thus changes in prices of goods
followed by chenges in the exchange rate may cause an
increase or a decrease in demand for exports and imports.
The final outcome of these changes will depend on price
elasticities, TFour elasticities are involved in the
process of adjustment:7 the elasticity of domestic

supply (net of domestic demand) and elasticity of foreign
demand (net of foreign supply) of exports; elasticity

of domestic demend (net of domestic supply) and elasticity
of foreign supply (net of foreign demand for imports).
Also, the substitutes available in the domestic or foreign
markets and the quality of goods involved may be taken
into consideration for a proper evaluation of the exchange

rate adjustment,

7. D.B. Marsh, op. cit., Chapter 15, p. 203,
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Under conditions of full employment, it may
not ve possible for a country to increase the domestic
supply of her export goods with the help of depreciation.
The prices of goods in terms of domestic currency may
increase and it may become necessary for the country
to keep them low by adopting the financial policy for
internal balance, It may be to the advantage of such a
country to use import restrictions instead of depreciation
in order to improve her balence of trade.8 If, however,
there is unemployment in the country, exchange depreciation
may accelerate domestic production and thus improve the
balance of trade subject, first, to the foreign elasticity
of dema,nd,9 end second, to the net income~induced effects
of increased exports on domestic demand., The final
result will depend on the effect of depreciation on the
national income of the importing countries and the

consequent repercussions on the national income of the

depreciating country.

If, for example, the importing countries adopt
neutral finencial policies, the improvement in the balance
of trade of the depreciating country may be less than if

they had decided to adopt inflationary financial policies,

B¢ S+5, Alexander, Devaluation vesus Import Restrictions as
an Instrument for Improving Foreign Trade Balance,
International Monetary Fund, Staff Papers, Vol, 1, 1950-51,
PP 379-396 .

9. S.,E. Harris, Exchange Depreciation, Cambridge, Mass., 1936.
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There are, therefore, many factors involved
in currency depreciation which determine its net effects
on the depreciating country's balance of trade, If
import restrictions and import regulations remain constant,
then with the sum of elasticities of foreign demand for
exports and domestic demand for imports as grester than
unity, the currency depreciation should improve the
balance of trade of the depreciating country, But in
the real world, not only the problem of elasticities
becomes complicated, the existence of currency blocs
end vast differences in size and growth of countries

add to the hazards of exchange depreciation,

In order to apply the theory of exchange depre-
ciation to Pskistan, it is necessary to modify some of
its assumptions. Jute and cotton are the major exports
of Pakistan. The situation regarding jute production,
as explained in Chapter III, calls for remedies funda-
mentally different from exchange depreciation., The same
is the case with cotton: if the world production of
cotton was legs than the international demand, perhaps a
country such as Pakistan, with a small share in the world
trade of cotton, could have been able to increase the price
of the commodity and derive greater revenue from its
export. Under the present circumstances, the currency

depreciation will reduce, instead of increasing, the
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foreign exchange earnings of the country and will also

turn the terms of trade against her,

The other aim of exchange depreciastion « making
imports more expensive in terms of domestic currency -- has
also serious limitations for Pakistan, As the imports are
already severely restricted by the country and as the
imported goods already possess a high scarcity-value the
net result of depreciation (given the rate of fall in the
external value of the currency) on non-developmental ime
ports will depend on two factors: (1) how much reduction
the importer (or the auctioning authority!) is ready to
bear in his mergin of profits; (2) to what extent is the
consumer ready to bear a further increase in the price of
imported goods as a result of the depreciation, With a mild
depreciation the importer may be willing to sell the same
quantities of his imported goods as before, at the former
price, If, however, the depreciation is large, the imports
will be reduced as the importer will try to shift the
burden of higher cost to the consumer, and the consumer
will reduce his consumption uniess his demand for the good
is inelastic. In that case, even if depreciation fails to
accelerate exports, it will certainly increase the inflation=

ary pressure in the economy., Also, it will affect the
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industrial activity by increasing the prices of the imported raw

materials, fuels, and capital goods,

The situation seems to be worse when we take into
consideration the effects of depreciation on the develop=
mental imports., After depreciation, the developmental
imports will become more expensive, end in view of the
limited foreign exchange budget available for them, either
more foreign exchange will have to be made available to the
developmental imports at the cost of non~developmental
imports, or the developmental imports too will have to be
reduced, In either case the effect on the process of econ=-

omic development will be unfavorable,

It seems that depreciation is not a satisfactory
device to solve the foreign trade problems of a country
such as Pakistan., The main purpose of this device is to
improve the balance of payments situation through price=
effectss And price-effects do not operate effectively in

the foreign trade of a developing economy,

Whaet is, then, the scope for currency appreciation?
Currency appreciation may not result in increased imports;
the prices of imported goods for the domestic consumer may
remain unchanged and the profit margin for the importer may

increase, This is quite possible when a large scale mach-
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inery of import restrictions exists in a country, as it

does in Pakistan. Also, as a result of currency appreciation
it will be difficult for a developing economy to sell her
exports in & highly competitive world market, Thus &a case
against depreciation does not establish a case in favor of
the appreciation of currency.lo Each will stand or fall

on its own merits.

Perhaps there is no single point where the rate
of exchange of a developing economy may be said to be in
equilibrium. Possibly, it is a series of points. The
rate of exchange may be fixed at any one of these points
after taking account of the relevant external and internal
factors, and may be kept there until the extraordinary
circumstances compel the country to appreciate or depreciate
her currency. The best guide for a developing economy
seems to be the existing pattern of her foreign trade, and
the best policy seems to be the maintainance of the old-
established parity with other countries, particularly the
advanced countries. For an illustration of this point,
we may discuss the non-devaluation decision of Pakistan,
following the devaluation of the sterling pound in
September 1949.

10, Cf. R.F, Kahn: The Dollar Shortage and Devaluation,
Economia Interma%ionale, Vol. 3, 1950, pp. 89-113.
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VII,

The following reasons were given by the Government
of Pakistan im support of its non-devaluation decision:
(1) Pakistan's balance of trade wihth the dollar area was
favorable; (2) The price elasticity of foreign demand
for her products was low; (3) The non-devaluation would
increase export earnings and lower the cost of imports

to the country.

The statistical information on Pakistan's balance
of payments for the period 1949-50, released by the

Government of Pakistan in 1951, does not indicate any

Table XXX

Pakistan's Balance of Trade
1949-50
(Million Rs,)

July-December January-June

1949. 1950,
Dollar areas:
Exports. 2008 5601
Imports. 63.7 91.4
Sterling area:
Exports. 128.9 185.0
Imports. 307.4 301,6

Source: Pakisten's Balance of Payments, Government
of Pakistan, Karachi, 1951.

11, Foreign Trade of Pakistan, Government of Pakistan,
Karachi, 1949, pp. 50-51.
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favorable balance of trade of Pakistan with the dollar

or the sterling area, As Table XXX shows, neither during
the period July~December 1949 (which includes the date

of non-devaluation), nor in the following siz months,

was there any improvement in Pakistan's balance of trade
with the dollar or the sterling area, After June 1950,
the Korean Was suddenly boosted the world demand for

her exports and her position improved.

With regard to the elasticity of foreign demand,
it is necessary to take into consideration the position
of Pekisten's competitors in the. world market.12 The
important facter is her membership of the sterling aresa,
When the rest of the sterling area countries devalued
their currencies in terms of the U.S, dollar, their
products became cheaper in terms of the U,S5., dollar, as
compared to Pakistan's products.13 Also, within the
sterling area, Pakistan's non-devalued rate of exchange
became, in effect, an bver-valued' rate, as all other
member countries devalued their currencies to maintain
their previous parities with the sterling pound. Under
the circumstances, it would have heen difficult for

Pakistan to sell her products either in the sterling

areg or the dollar area markets if the Koresan War had

12, See also Chapter III.

13, Particularly when the prices of cotton, wool, tea, and to
some extent, jute are determined in the internationsal

market,
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not intervened. In the short period between the non-
devaluation decision and the Korean War, the prices

of most of the export products of Pakistan remained dull

at a lower level, according to the quotations available for
Karachi and Dacca.14 This meant & loss to the dealers

in terms of the domestic currency, and a loss to the

government in terms of foreign exchange.,

How did the non-devaluation affect Pakistan's
imports? The prices of most of the imported goods
either remained stable or increased and did not show
any sign of reduction.l5 The importers in the country
explained this situation by saying that the foreign
exporters had raised their quoted prices for Pakistan.
This might or might not have been true, At the time,
the daily press almost unanimously blamed the importers

for profiteering and for not letting the consumer

enjoy the benefits of the non-devaluation,

It seems that Pakistan should have devalued
her currency in September 1949 in order to maintain the
old parity of her rupee with the sterling pound, From
this point of view, the recent revaluation of the rupee

(July 1955) was only & move to restore the status quo ante,

14. Economic Appraisal Committee Report, op. c¢it., particularly

Appendix 10,
15. Ibid.
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We may now summarize our argument of this
section: It is desirable for a country such as Pakistan
to maintain, as far as possible, the parity between
her currency and the currencies of important countries,
€.8., the United Kingdom. It is difficult to determine
an equilibrium rate of exchange for Pakistan. Perhaps
it is indeterminate within & fairly wide range in which
the functions of the rate of exchange as a commecting
link between foreign and domestic price levels is
uncertain, This does not mean that the exchange rate
variation is of no consequence for the country. Along
with other measures, it is a useful device for providing
gome relief to the country from extrsordinary inflationary
pressures, Such pressures are never a remote possibility

for a developing economy.




CHAPTER VI
TERMS OF TRADE

I.

In Chapters III and IV we discussed various
agspects of the problem of foreign exchange earnings and
of import capacity. This problem can be described in
terms of the earning power of exports in relation to
the expenditure on import requirements. The prices of
exports and imports have a direct bearing on this
relationship., We propose to examine them from the point

of view of commercial policy for economic development.

The terms of trade are an elusive concept, and
perhaps more elusive is their role in international
trade and national income, In other words, it is very
difficult to estimate the real gains or losses that may
accrue to a country with favorable or unfavorable terms
of trade., However, their importance cannot be denied;
in recent times, the movements in them have been given
considerable attention with regard to the exposition of

1
the process of economic development of backward countries.

The concept is used in various meanings. There

1, See, for exemple, Instability in Export Markets of Under-
developed Countries, United Nations, 1952; Commodity
Trade and Economic Development, United Nations, 1954;
Measures of Economic Stability, United Nations, 1951.

See also the Bibliography attached to this study.
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are four well known varieties of terms of trade: (1) Com-
modity terms of trade, (2) Single factoral terms of trade,
(3) Double factoral terms of trade, and (4) Income terms

2

of trade,

The commodity terms of trade are the ratio of
export prices to import prices., A fall in this ratio
from the base year signifies deterioration in commodity
terms of trade, and a rise indicates an improvement in
them, If we assume that production, costs, tastes,
composition of exports and imports remain constant, then
an increase in the index of terms of trade may reflect
a net gain to national income. Themse are, however,
heroic assumptions, particularly if the period of time

taken into consideration is long.

It is possible that the commodity terms of
trade of a country may improve due to scarcity of an
export product caused by floods or fire, This cannot be
regarded as a real improvement for the economy. Similarly,
price indices may not indicate changes in productivity

which is the sine qua non for determining the real gain.

The concepts of single and double factoral terms

2, See Jacob Viner, Studies in the Theory of International
Trade, New York, 1937; W.W, Rostow, The Process of Eco-
nomic Growth, op. cit.; G.S.Dorrance, The Income Terms
of Trade, Review of Economic Studies, 1948-49,
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of trade seek to correct some of the above defects of

the commodity terms of trade. In single factoral terms

of trade the commodity terms of trade are corrected for
changes in the productivity of export goods; and in

double factoral terms of trade the commodity terms of trade
are corrected for changes in the productivity both of
exports and imports. Robertson calls the double factoral
the 'true' terms of trade.3 The double factoral or the
true terms of trade are preferable to the single factoral
terms of trade, They are the most relevant indigator of
real gain to a country., If productivity of A's export
industries increases at a faster rate than the productivity
of B's export industries, then the commodity terms of trade

of A will deteriorate but her factoral terms of trade

will improve.

Income terms of trade are so called because they
indicate the behavior of the volume of exports in relation
to the volume of imports over a period of time, They
are derived from the multiplication of net barter terms
of trade by volume index of exports, or what amounts to
the same thing, the value index of exports divided by the

price level of imports. This concept is also called

3. DyHy Robertson, Terms of Trade in Utility and All That,
London, 1952, Chapter 13, pp. 174-181.
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4
the 'import capacity.' The income terms of trade, like

other variations of the concept, have their limitations.
They are just as incomplete a measure of changes in real
income as commodity terms of trade, For example, 'if the
export price level remains unchanged while the quantity

of exports increases and the price of imports also increases
proportionately, the index will not change,' and yet
these are precisely the conditions under which the country
would be worse off, On the other hand, it is possible
that the capacity to import may increase while there are
losses, instead of gains, from the change in the terms of
trade, This may happen when the percentage increase in
the quantity of exports is more than the percehtage
decreasge in the export prices, import prices remgining
unchanged or decreasing less than export prices. It is
difficult, therefore, to determine conclusively the
results of movements in income terms of trade unless

all the relevant information on the value and the volume

of exports and imports is kept constantly in view,

4, See Chapter IV. See also Gains from Trade in the ECAFE
Countries - July 1950 to June 1953, Economic Bulletin for
Agia and the Far East, Vol., V, No. 1, United Nations, op, cit.

5 R.E, Baldwin, Secular Movements in the Terms of Trade,
American Economic Review, Papers and Proceedings, 1955,
p. 265,

6. Economic Bulletin for Asia and the PFar East, Vol. VIII,
No., 1, United Natioms, op. cit., p. 19.
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Table XXXI

Pakistan's Terms of Trade

Unit Value of Imports

Unit Value of Exports

Year, Total Food, Raw Manufac- Total Jute Cotton Wool Tea Terms of
Drinks & Material tured Trade.
Tobacco. products.
1949 90.1 91.0 91.6 90.1 95.8 91,8 106,9 103.% 101.2 106,2
1950 75.0 85,9 77.0 71.8 88.6 78,7 115.,1 124,7 107.8 118,0
1951 95.8 110.7 78¢5 9l1l.1 119.4 99.4 175.6 204.6 85.7 124.5
1952 83.9 99.8 88,5 79.8 87.6 72,5 130,8 104.6 84.6 103.4
1953 82.5 94,0 T76.7 80,6 61.5 60,1 84,3 158,72 84.4 79.9
1954 82.2 116,9 73.6 74.0 65.9 52,2 92.1 154.9 113.1 8l.5
1955 98,3 150.0 T9.9 89.2 T5.2 60,2 92,1 137.3 166,8 T5.4

Source: Central Statistical Office, op. cit,

Note: Base = April 1948 to March 1949 = 100,
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II.

Pakistan's commodity terms of trade are given
in Table XXXI. These terms of trade were most favorable
to the country in 1951; they fell considerably during 1952
and became greatly unfavorable during 1953, and continued
in the downward trend for the rest of the period under
consideration., The breakdown of data in the Table confimms
our previous statements regarding the violent fluctuations
in the value of jute, cotton, wool, tea, hides and skins,
The unit values of imports indicate that both raw materisls
and manufactured goods remained stable as compared to food,
drinks and tobacco. The total import unit values moved
within the range of 75.0 to 98.3 during 1950-55. The total
export unit values moved between 61.5 and 119.6 during the
same period. It is clear, therefore, that since the end
bf the Korean boom the terms of trade of Pakistan continued
to be unfavorable to the country. The main explanation of
this phenomenon seems t0 lie in the behavior of export

prices.

Before we discuss the price changes in exports and
their causes, we shall examine the income terms of trade of

Pakistan, i.e., the country's capacity to import. Table XXXII

gives data on Pakistan's capacity to import in terms of the




U.8, dollar, at 1949 prices., The Table shows that there
was an increase in import capacity of the country during
1950; during the rest of the period, there was a continuous
decline, This trend in the import capacity of Pakistan is
very much unlike the trends of most developing economies

of Asia, For example, Ceylon, Burme, India, Malaya and
Philippines indicated short term fluctuations in their

import capacity, but nc continuous decline,

Table XXXII

Pakistan's Import Cepacity

Million U.S.$
1949 prices

1949 351
Increase in capacity over 1949
1950 410
1951 270
1952 143
1953 50
1954 44
1955 70

Source: Economic Bulletin for Asia and the Far East,
Vol., VIII, No.l.

Like most other backward countries, Pakistan's
terms of trade are determined by price changes in a small

number of export items which dominate her foreign trade,

T« Economic Bulletin for Asia and the Far East, op.cite.
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The price changes in imports are distributed over a
fairly wide range of products, and usually the upward
movement of prices in one category of imports is counter-
balanced by a downward movement of prices in another, and

consequently the import index number remains stable,

Changes in export values are of two kinds:
cyclical and structural, The former may be the direct
result of short term movements in supply and demand, The
structural movements, on the other hand, may be due to
long run changes in demand, productivity, technical knowl-

edge, and in the co~efficients of production,

If the exports consist of raw materials and primary
products, their supply in the short period will be limited,
Any fluctuations in their demand will have greater effect
on their prices than on the prices of manufactured goods
whose supply is relatively more flexible and therefore, more
easily adjustable, This phenomenon may also partly explain
the long term movements in terms of trade of backward

countries.

Historically the trends of terms of trade have been
against those countries which specialize in the production

of raw materials and primary products., From the point of
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view of precision, there may be flaws in the data which

are usually presented to support this argument, 'but the

general story which they tell is unnistakable.'8 The

cyclical fluctuations pushed the prices of primary goods

to the bottom every time and, in this manner, deprived

them of any gains which they had otherwise achieved. The

production of manufactured goods, on the other hand,

stopped much before their prices tended to reach the bottom.9
Other factors responsible for the long run deterio=-

ration in the terms of trade of backward countries are

no less important. The most important seems to be

the lack of diversification of the economy. It appears

in the form of the overwhelming predominance of agriculture:

the lack of industrial atmosphere in the developing

economies leads them to a situation where the productivity

of their agriculture remains either static or tendsto

deteriorate at a rapid speed. Under these circumstances,

the supply responses to the market phenomena remein wesk.

Thus the static nature of the economies of the backward

8. H.W. Singer, op. cit. p. 477.

9. Raul Prebisch: The Economic Development of Latin America
and its Principal Problems, United Nations, op. cit., 1949.
The perverse behavior of the income elasticities of the
importing countries, i.e., the greater than unit elasticity
during depression and lower than unit elasticity during
boom conditions, may also be taken into consideration with
regard to this point. See Chapter III.
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countries engaged in agriculture has continuously limited
their capacity to shift resources from one kind of
production to another, Iuflexibility of domestic resources
may be an advantage during the upward pressure of foreign
demand, but it is a serious defect if the long run trends
of the world market are unfavorable, as they have been

for backward agricultural countries., If an economy is

not capable of adjusting itself to the long run trends

of the world economy, it will be faced with unfavorable
prices for its exports and hence unfavorable terms of trade.
For adjustments to short term fluctuations, there is

a need for greater flexibility, vigilance and foresight.

11T,

We may now examine the remedies of the secular decline
in . the ! terms of trade., Usually the terms of trade
are discussed with reference to a two-country model.
JeS.Mill's formulation of the equation of intermational
demand gives the impression that the terms of trade are
solely influenced by one factorg the interaction of demand
of two countries for each other's goods, The assumption
of constant costs further simplified the matter for Mill
and his followers. The formulation of Mill's theory in
terms of Marshallian reciprocal demend curves improved

the analysis but did not change the basic weakness of its
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assumptions. The Marshallian approach helped to establish
the fact that, given certain demand conditions between

two countries, the imposition of a tariff by one of them
will improve her terms of trade.lo The actual circum=-
stances of the world do not seem to conféorm to the
rigorous assumptions of this kind of analysis of the

terms of trade, In the first place, it is necessary to
keep in mind the associated effects of a third or a

fourth country in a two-country model, The outcome of
such associated effects on the terms of trade of a country
might appear in the form of an indeterminate situation.ll
Secondly, when a large number of commodities enter into
export and import trade, the index of their unit value

is affected by too many diverse factors., It is a bit

unreal to lump all these factors into a 'two-commodity!

analysis,

The terms of trade, like other economic values,

are determined by the interaction of supply and demand,

10, See, for example, Tibor De Scitovsky, A Reconsideration
of the Theory of Tariffs, Review of Economic Studies, Vol,
9, 1942, pp. 89¢110. Reprinted in the Readings in the
Theory of International Trade, American Economic Associe
ation, 1949,

11. For further discussion see F,D,.,Graham, Theory of Inter-
national Values, Princeton, 1948; G.A.Elliot, Theory of
International Values, Journal of Political Economy, Vol,
58, 1950, ppe. 16-29; G.S. Becker, A Note on Multi-Country
Trade, American Economic Review, Vol., 42, 1952, pp. 558=68,
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In the short period, the demand may be a more important
factor in relation to supply, but in the long run the
supply determines the terms of trade, In other words, the
terms of trade are determined by the shiftability of the
resources of supply, given the change in demand, Trans-
lating this idea in terms of the above analysis, we may
say that the terms of trade are determined by the extent
to which the two countries are capable of adjusting their
supply situation in relation to changes in their reciprocal
demand. Obviously, a backward agricultural country has

a less flexible supply than an advanced industrial country.
This may be regarded as & reasonable explanation of the
secular trends and of the cyclical fluctuations of

primary products as against the manufactured goods. This
means that the terms of trade are not a matter of primary
products versus manufactured products, but of primary
producing countries versus manufacturing countries.12 If
the primary producing countries could improve their
overall supply situation by diversifying their economies,
even the primery products would command better prices,

unless of course they were under the shadow of a secular

decline in demand,

12, C.,P. Kindlebegger: Terms of Trade - A European Study,
New York, 1956, Chapters 9, 10, and 11,
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Looking at the problem from this angle, we may
say that the terms of trade belong to the field of domestic
economic policy rather than commercial policy. Commercial
policy may provide a temporary gain to a country suffering
from unfavorable terms of trade, that too only if there
is no retaliation from other countries, All countries
cannot improve their terms of trade simultaneously, to
the same extent., If a country's terms of trade are
unfavorable, the proper remedy may lie in the improvement
of her domestic economy, bgth by means of short term and

long term measures.

One of the main causes of deterioration in the terms
of trade of a backward country may be the pressure of
demand for developmental imports. Such a deterioration
in terms of trade may be regarded as a consequence of
the dynamic repercussions of the international sector on
the domestic economy, and the long run iffect may be a

noticeable increase in national income,

The main purpose of the terms of trade is to
show a net gain or loss to national income from foreign
trade, The favorable or unfavorable terms of trade will

affect the standard of living of the people if all other

13, Baldwin, op, cit.
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contributing sources remain unchanged. However, if the
domestic economy is dynamic, there will be no secular
decline in the terms of trade, and it will be then easier
for the country to remedy the short term fluctuations

in her foreign trade as well,

IV,

We may now come back to Pakistan's terms of
trade. Her terms of trade have been unfavorable, parti-
cularly since 1953, owing to a decline in the export
value of her goods. Before 1953 the country was able
to derive huge benefits from favorable terms of trade
as a result of the Korean War boom. Most of the export
duties at that time imposed on cotton and jute were
considerably transferred to the foreign importers.14

The data given in Table XVI indicate that,
in the short period, the changes in Pakistan's terms of
trade affect her capacity to import more than her national
income.15 It seems that during the process of econonic

development, there should be no emphasis on favorable terms

of trade in Pakistan's commercial policy; the main emphasis

should be on increasing the import capacity by increasing
the export earnings, In Chapter III, we have already
discussed the possible methods that Pakistan cen adopt to

increase her export earnings.

14, See Economic Survey of Asia and the Far East, 1951, op.cit.

15. See Chapter II, p. 53«54,



1
CHAPTER VII

TRADE AGREEMENTS

I.

The trade agreements play a predominant part in
Pakistan's commercial policy. It is, however, difficult
to examine their effects on her foreign trade owing to
the paucity of statistical informetion. We shall make
an attempt to formulate a general trend on the basis
of the gvailable data, and then draw some tentative
conclusions. For this purpose, we ghall first give a
brief history of Pakistan's trade agreements along with
the hecesgsary explanation of the trade procedures involved
in them, and then analyse their place in the commercial
policy for economic development., The way seems to be

difficukt, but perhaps well worth trying.

Pakistan and India started their independent lives
in August 1947 with a standstill agreement which, in

matters of trade, meant the maintenance of the status quo ante,

1, The main sources used in the preparation of this chapter
are The Pakistan Trade, op. cit., Board of Trade Journal
of Her Majesty's Stationary Office, London, The Economist,
Londonj also, considerable information was obtained
from the publications of the Economic Commission for Asia
and the Far East, and General Agreements on Tariffs and
Trade.
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According to the agreement, no customs duties or any other
kind of prohibitions were imposed on the movement of

goods and services between the two countries., The patterm
of domestic trade that existed before the partition

of the subcontinent continued after the partition wuntil

the agreement expired in February 1948.

It is said that at the time of the partition a
close cooperstion in matters of trade between India and
Pakistan was taken for granted.2 The well kmown fact,
however, is that after the partition the political atmos-
phere was very unfavorable for such a cooperation between
the two countries, Pakistan, certainly was in no mood
to continue the existing pattern of trade with Indis,
as both in the official and the business circles large
scale plans for the industrialization of the country
were brewing, It seems that India was anxious for some
sort of customs agreement with Pakistan; in March 1949,
it was revealed by the then commerce minister of Indis
that the question of customs union had been raised by
the Indian delegation at a meeting held hetween the two
countries in April 1948, The question was raised

again at the Inter-Dominion Conference held in December

1948, According to the Minister of Commerce, it was

2. Colin Clark, op. cit.
3., The Commerce (Bombay), March 26, 1949, p. 568,
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agreed that both countries should examine separately the
feasability of a customs union between them, Singe then,
nothing has been heard of the proposal in either of the

two countries.

With the termination of the Indo~Pakistan stand-
still Agreement, Pakistan was free to decide her new trade
policy. Three trade agreements were gigned during 1948
with Japan, India, and Czechoslovakia respectively.5,6

The trade agreement with India was signed in
May 1948, and was made effective for one year from July
1948, Under this agreement, India agreed to supply the
specified quantities of various goods including coal,
cloth and yarn, steel, pig iron and scrap, paper and
board, jute manufacture, chemicals and pharmaceuticals,
asbestos and cement sheets, DPakistan, on the other hamnd,
was to supply raw jute, raw cotton, food grains, raw
hides and skins, rock salt and potassium nitrate, The
commodity composition of the agreement reflected the
mutual needs of the two countries as the sources of supply

were now separated by the partition of the subcontinent,

5 The trade agreement with Japan was never ratified by the
two countries,

6o Pakistan - 1955-1956, op. cit.
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A payments agreement, for one year, was also
concluded between India and Pakistan with effect from
July 1948, Its main features were as follows: (1) There
would be no exchange control between the two countries;
(2) The contral bank of each country would hold the
currency of the other up to Rs. 15 crores as against its
own currency; (3) When payments from one country to the
other would exceed the limit of Rs. 15 crores, the settle-
ment would be made in the sterling pound up to Rs. 10
crores; (4) The deficits exceeding Rs. 10 crores between
the two countries would be settled in blocked sterling.
This payments agreement was signed mainly with the inten-
tion of ensuring that payments difficulties should not

hamper trade between the two countries,

The Indo-~Pakistan trade agreement did not show
gigns of success from the very beginning, Pakistan's food
supplies were damaged by floods and she could not fulfil
her commitments to India, The Indian jute mills were
slow in buying Pakistani raw jute and their total purchases
were far below the agreed quota. The stocks of raw jute,
therefore, were rising in Pakistan and were depressing the
jute market. The Indian supply of coal to Pakistan was
also far below the original commitment. The situation was

worse with regard to other commodities. <The agreement
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was renewed and reviged in October and December 1948,

The trade agreement signed with Czechoslovakia
in September 1948, for one year, provided for the exchange
of goods on the basis of agreed quantities., Pakistan
agreed to export raw cotton, raw jute, hides and skins,
as against import of 74 items from Czechoslovakia which
included cotton textile, sugar, chemicals, shoes, woollen

yarn, woollen fabrics, motorcycles, cycles and parts.

In 1949, trade agreements were signed with Egypt,
India, Japan, Poland and France, respectively., The agree~
ment with Egypt was a mutual declaration by the two
countries regarding their desire to expand their foreign
trade to each other, The agreement provided for the most-

favored-nation treatment between the two countries,

The trade agreement with India (July 1949) was

the second agreement that Pakistan signed with that country,
The first agreement failed to fulfil its objectives and had,
by the time the negotiations for the second agreement began,
resulted in a huge surplus of Rs. 50 crores in favor of
Pakistan, The main hurdle in the way of real improvement in
the relations between the two countries was the lack of good-
will between them, It was thought that the second agreement
would remove that hurdle; it was hailed by the optimists

in both countries as the beginning of a new era in the
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Indo~Pakistan relétions. However, this trade agreement too
was destined to be a failure, though in a different manmner.
The devaluation of the sterling pound followed by Pakistan's
non-devaluation of the rupee gave a severe blow to all
hopes for the settlement of trade issues between the two
countries, India refused to accept the new rate of
exchange of Pakistan's currency, and all trade and pay-
ments between them stopped, The second trade agreement,
however, provided for the exchange of goods between the

two countries as follows: India was to export 27 items

to Pakistan which included coal, cloth, cotton yarm, jute
manufacture, railway stdres materials, sea salt, tobacco,
and chemicals; Pakistan was to export to India raw jute,

rew cotton, hides and skins, mustard seed, and rock salt,

As mentioned earlier, there was a surplus of
Rs. 50 crores for Pakistan as a result of the exchange of
goods provided in the first trade agreement, At the
suggestion of Pakistan, the Indo-Pakistan payments agreew
ment was revised to provide for larger margins for the
settlement of the rupee account between the two countries,

in terms of the sterling pound.

The JapanwPakistan trade agreement, for one year,

was signed in July 1949. It provided for the export of raw




- 178 =

cotton, raw jute, wool, hides, and animal by-products
from Pakistan to Japan, and the export of cotton piece=-
goods, cotton yarn, textile machinery, hydro~electric
appliances and equipment from Japan to Pakistan, It is
very difficult to examine the actual results of this
agreement as the relevant data are not available, It
seems, however, that Pakistan's supply of raw cotton was
almost equal to the agreed quantities; but the supply of
raw jute was far below, and of raw wool far above, the

agreed quantities,

The agreement with Poland was also signed in

July 1949, It provided for the export of raw cotton, raw
jute, wool and cow hides from Pakistan to Poland; and var-
ious items including coal, iron and steel products, cotton
and wool textiles, chemicals and textile machinery from
Poland to Pskistan, The actual exports of Pakistan, as
compared to the agreed quantities, were higher for jute
and lower for cotton. 6 Imports from Poland were below

the agreed gquantities,

The France-Pakistan Trade Agreement was signed in

7« Foreign Trade of Pakistan, opecit.,p.45,
8, Ibid. Foreign Trade of Pakistan, op.cit,

9. Economic Appraisal Committee Report, op.cit., Appendix 7.
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November,1949; it provided for a bilateral exchange of

10 items of Pakistan for 92 items of France, Pakistan's
exports consisted of raw jute, raw cotton, raw hides,
cotton seed cakes, wool, breeding bulls, tea, hand-made
sports goods, horses, and cotton seeds., ZExports from
France included machinery, consumer goods, pharmaceuticals,
and patent medicines, The actual trade ended with a
surplus for Pakistan as & result of lower volume of trade

between the two countries, 10

In 1950, Pakistan concluded trade agreements with
ten countries: Germany, Czechoslovakia, Indis, Poland, Italy,
Switzerland, Jepan, Austria, Hungary and France, respective-
ly. The agreement with Germany was signed in January 1950
and was valid till September 1950, It included a provision
for the most-favored-nation treatment, The specified
commodities in the agreement were as follows: raw cotton,
raw jute, animal by-products, crude drugs, food and
agricultural products, and chromium ore from Pakistan; and
chemicals, finished metal products, iron and steel products,
textile and paper mill machinery, optics and fine mechanics,
electrical goods, etc, from Germany to Pakistan, The value

of Pakistan's exports was U.S.$42 million as against U.S.$41

10, Poreign Trade of Pakistan, op.cit,
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million of Germany's exports. No detailed account of the
actual working of the agreement is available, but it seens
that the actual volume (and value) of trade was much below

the stipulated quantities in the agreement.

The agreement with Czechoslovakia was the second
trade agreement of Pakistan with that country. It was
broadly similar to the first agreement which ended with a
trade surplus in favor of Pakistan. The second agreement
provided for increased imports from Czechoslovakia to
Pakistan, 11 The values and the quantities of goods to
be exchanged were agreed upon in the agreement, with 5 items
from Pakistan against 117 items from Czechoslovakia., This

agreement, too ended with & surplus in favor of Pakistan,

The trade agreement with Indis was gigned in
February 1950 and ratified in April 1950, It was Pakistan's
third trade agreement with India and perhaps more important
than the other two, in being a first step towards breaking
the trade and payments deadlock existing between them,
following the nonedevaluation of the Pakistan rupee in
September 1949, The agreement was valid for four months
only and provided for the supply of raw jute from Pakistan

against payment in the Indian currency. With these Indian

11, See Article I (b) of the Agreement, Pakistan Trade, op.cit,,

April 1950,
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rupees Pakistan agreed to purchase a number of
commodities from India. This procedure of payment was
adopted to avoid the exchange rate controversy which was

still very much alive between them,

Pakistan's trade agreement with Poland was &
renewal and an extension of the previous agreement between
the two countries, However, the new agreement, contained
the provision that contractse made during the period of
the agreement for the purchase of machinery and other
capital goods would not be rendered void until six months
after the expiry of the agreement, The actual trade that
took place under the agreement was below the agreed quant-

ities with Pakistan's exports exceeding her imports,

In July 1950, an agreement was signed with Italy
which wag valid until June 1951, According to this
agreement, exports from Pakistan were to consist of 18
items against 124 items from Italy, Pakistan was to supply
goods such as raw cotton, raw jute, raw wool, chrome ore,
sports goods, and handicraft articles; Italy was to supply
various goods including textiles, iron and steel manufacte-
ure and stationary. It was provided in the agreecment that
'if either party comsiders that the flow of goods is taking

place in a manmer which would seriously affect the balance
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of trade between the two countrieScsesessccscscscces

eecscesconsultations will proceed on the following lines:

a) to leave the adverse balance unadjusted
with a view to correcting it during the
following year;

b) to increase immediately exports from the
country that has run into an adverse
balance of trade, and

¢) to curtail immediately exports from the
country with & favorable balance of

'brade.'l2

It was further provided that 'any one or more of
the above mentioned measures may be adopted to meet the

situation after due consultation,!?® 13

The trade sgreement with Switzerlend was signed
in September 1950. It was agreed that Pakistan would supply
raw cotton, raw jute, wheat, rice, hides and skins, sports
goods, tea, carpets and rugs, guts, dried fruit, resin,
turpentine, and handicrafts; Switzerland was to supply
cheese, condensed milk, chemicals and drugs, electrical

instruments, optical instruments, watches, small and millwork

12, Pakistan Trade, op.cit., October 1950, p.20,
13, Ibid,
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machinery, cotton and rayon piece goods, etc, The agreee.
ment required that the two contracting parties consult
each other in the event of a serious dislocation in the
balance of trade, It also provided for extra imports of
cotton and rayon piece goods by Pakistan if the balance
of trade did not deviate from the estimated quantities of
goods given in the agreement, The actual trade was below
the agreed value of goods and resulted in a heavy deficit

in Pakistan's halance of trade with Switzerland,

The agreement with Japan was signed in October
1950, This wag the third Japen~Pakistan trade agreement.,
It provided for a balanced trade between the two countries
baged on the exchange of goods valued at 34,8 million from
each side, According to Article IV of the agreement, Japan
agreed 'to make available technical assistance, qualified
technicians, tools, machinery and other products required
for Pakistan's industrialization.'t? The trade agreements
with Austriea and Hungary, concluded in October, and with
France in November 1950, provided for a bilateral exchange
of goods between Pakistan and each of these signatory
countries. The actual trade resulted in a favorable

balance to Pakistan with Austria and France, and an

14, Economic Appraisal Committee Report, op.cit. Appendix 7,

15, Pakistan Trade, op.cit., February 1951, p.l1l6,
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unfavorable balance with Hungary.

The year 1951 saw some important developments
for Pakistan in the area of her trade agreemenis. The
previous agreements with Czechoslovakia, France, Germany,
Hungary, Italy, and Japan were extended for another year
in each case. New trade agreements were concluded with
Spain, Iraq, Norway and Ceylon, apart from two important

agreements concluded with India and the U,K,

Thg Pekistan-Spain trade agreement was made
effective from January 1951, for one year, The agreement
contained provisions for the processing of raw jute in
Spain on behalf of Pakistan, The raw jute to be exported
from Pakistan for this purpose was in addition to the
guantities of jute otherwise specified in the agreement.,
This step was perhaps taken to fill up the needs of jute
manufactures, imports of which had stopped due to the

Indo=-Pakistan trade impasse referred to above,

The féurth Indo~Pakistan trade agreement, conw
cluded in February 1951, brought to an end the 18 month
old battle between the two rupees. It was hailed in India
as a 'welcome improvement in the economic relations between

the two countries,! and in Pakistan as a 'vindication of
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Pakistan's non-devaluation decision of September 1949."16

The agreement was made possible by the declaration of

the Government of India that, "they were prepared to

have exchange transactions conducted on the basis of

the existing par value of Pekistan currency."=l7 But

the agreement on the new exchange rate brought with it
the extension of exchange control on all payments between
the two countries. The settlement of their dispute,
however, gave them a chance to establish, once again, the

normal trade relations between then,

The Pakistan-U.K. trade agreement signed on
April 2, 1951 replaced the twelve year old Indo-U.K, trade
agreement of 1939, The 1929 agreement was signed by the
then Government of India and the U.K. to adjust and revise
gsome of the provisions of the Ottawa Pact of 1932, popul~
arly known as the Imperial Preference. When Pakistan
inherited the agreement of 1939 there was a feeling in the
country that it was in need of modifications to suit her
requirements, The then commerce minister, in his speech
delivered in the Pakistan Constituent Assembly, in April

1951, put the matter as follows:

"The fact that some of the concessions

16, Pakistan Trade,‘op.cit., March 1951, pe.l3.
17. Ibid.
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granted by the United Kingdom to
the Indo-Pakistan subcontinent
ceased to be of any consequence 1o
Pakigtan while the concession
received by the United Kingdom in
return remained intact, was suffic-
ient to realize that the 1939«
Agreement had lost its balance to
our disadvantage,"1l8
The main factor which forced Pakistan to seek
revigion of the pact was the development of her textile
industry. "Both from the point of view of the volume of
trade and loss of revenue, cotton textile constituted the
most important item in the Agreement."l9 In the new
agreement, preference was abolished on more than 30 items,
including cotton piece-goods., Since this agreement, most
of the tariff concessions have been negotiated by Pakistan

through the G.A.T.T,

In 1952, Pekistan concluded trade agreements with
Austria, Italy, Germany, Czechoslovakia, France, India and
the U,3.S.R. The previous trade agreement with Spain was
extended for another year, The agreement with Austria
provided for FPakistan's exports to Austria consisting
of raw materials, and of Austrian exports to Pakistan

consisting of metals, manufacturing, electrical appliances,

18, Pekistan Trade, May 1951, p. 3.
19, Ibid.




- 187 =

machinery and scientific instruments. Pakistan-Italy
trade agreement was broadly similar to the previous

trade agreement between the two countries, as mentioned
above., The Pakistan®France agreement was also based on
the previous agreement signed by the two countries,

The agreement with Germany provided for the exchange

of raw materials from Pakistan with iron, steel, and machi-
nery from Germany. The agreement with Czechoslovakia
provided for the exchange of 4 Pakistani commodities for
11 Czech products, The trafe agreement with the U,S.S.R.
was a barter contract, and it was signed in August 1952,
It provided for the supply of 150,000 tons of wheat from
the U.S.5.R. in exchange for 22,000 tons of jute and
13,150 tons of cotton from Pakistan. The value of the
goods involved on each side was about £6 million, The
Indo«Pakistan trade agreement of 1952 contained fewer
items for trade, signifying the contraction of trade
between the two countries ~ a trend which continued in
spite of (or because of?) various trade and other agree-

ments,.

Pakistan concluded trade agreements again in
1953 with various countries such as France, Indonesia,

China, India, Japan, and Italy. Perhaps only two of these
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are worth mentioning here, The agreement with India
was the first long term agreement made by Pakistan with

any country, Its contents were never published,

The agreement with Japan was the first to
provide credit arrangements for Pakistan's imports.
The agreement was aimed at facilitating, inter alia, the

import of capital goods and machinery from Japen to Pak-
20
istan. Article III of the agreement reads as follows:

"In respect of the capital goods to be exported
from Japan to Pakistan, the Government of Japan
and the Government of Pakistan agree to give
facilities to exporters and importers for con-
cluding contracts for the supply of such goods
on the basis of deferred payment, For this
purpose the price of capital goods shall be
fixed in Sterlingoooooo“

The method of deferred payment was expleined in Sectiomn A
of the Article VII as follows:
(1) "The Government of Japan agree to permit:

a., the exporters of capital goods in Japan to
export such goods to Pakistan and to settle
payments therefor by receiving remittance in
gterling in instalments extending over a
period of five years from the date of the
contracts, provided such contracts are
concluded within the currency of this Brade
Agreement at commercially competitive prices.

b. the exporters of capital goods to open a non-
regident rupee account in a bank in Pakistan,

20, Pakistan Trade, op. cit., March 1953, p. 17.
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and in order to wnsure the fulfilment of
the terms of the contracts, to receive
deposits from the importers to that account
in such instalments, as may be mutually
agreed upon between exporters and importers
concerned.,

¢, the exporterg, if they so desire, to invest
the amount available in their non-resident
account in Government of Pakistan securities.

d, The Government of Pakistan agree to permit the
importers of capital goods in Pakistan upon
due authorization by exporters of such goods,
to make remittances to the exporters in
Sterling out of the amount held in non-resident
account of the exporters till the full C,I.F.
value of the capital goods in sterling has
been remitted in instalments over a period of
five years from the date of the contract
as follows:

a. about 10 % of the c,i.f. value of the
capital goods at the time of placing the
order;

b. about 15 % of the c.i,f, value of the capital
goods on proof of shipment of such goods
from Japan to Pakistan and, therefore, the
balance in approximately pqual half-
yearly instalments over a period of five
years from the date of the contract."

In 1954, trade agreements were concluded with
Germany, France, Yugoslavia, Italy, and Japan, respectively.
Apart from the agreement with Ymgoslavia, the other trade
agreements were similar to the previous ones signed by
Pakistan with those countries, respectively. The agreement
with Yugoslavia provided for Pakistan's exports to Yugo~

slavia to the value of#£ 2.995 million and imports from

Yugoslavia worth £ 3.098 million.
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In 1955 the previous agreement with Japan
was extended and a new agreement was signed with India,
The trade agreement with France, like the previous Pakis-
tan-France trade agreement, provided for the bilateral

exchange of goods between the two countries.

In April 1955, Pakistan signed separate agree-
ments with the Govermments of the U.K. and Hong Kong,
providing for the import of cotton textile and yarnm worth
$7.7 million in exchange for primary commodities made
available to Pakistan by the United States, Similar agree-

ments were also concluded with six other countries.

Pakistan concluded about 16 trade agreements in
1956, The countries with which these agreements were signed
included the U,S.A.,, Japan, U.K., and the U.S.S.R. Two
types of agreements precominated throughout this year.
According to the first type, the primary commodities re-
ceived from the U,S5,A. were bartered for manufactured
products from other countries., The second type of agree-
ments were concluded mainly to procure food for the country,
Such agreements were signed with Burma, the U,S,A., and

the U.S.S.R.
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1I.

Our main purpose in presenting the above survey

was to bring out the broad trends of Pakistan's commercial

policy as indicated by her trade agreements with other

countries, We may now summarize these tremds as follows:

1.

4.

Most of the trade agreements were state-
ments of intentions rather than binding
commitments for exchange of goods. Some
agreements included provisions for the

single country license;

The trade agreements concluded up to 1954
provided mainly for the exchange of Pakistan's
raw materials with manufactured products of
other countries; the agreements signed during
1955 and 1956 included substantial quantities
of jute manufacture, sports goods and cottage
industries products;

Most of the agreements did not allow credit
margins or credit provisions, short term or
medium term. The agreement with Japan, with
the single exception of the U.K., is unique
in this sense;

The agreements did not ensure and guarantee
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the supply of goods as there was disparity
and fluctuations in their deliveries from
the contracting parties;

5. In most cases the agreements provided for
the stipulation that trade in goods would
take place through normal private channels,
and that, it would not be confined to commodi-

ties mentioned in the trade agreements.

III.

The importance of trade agreements depends on
the functions they are supposed to perform. During the
early thirtees, when most of the European countries
including Germany were suffering from payments difficulties,
bilateralism grew as a solution to their trade problems.
The commonest device for securing trade balances between any
two countries was compensation and clearings. Germany,
under the Schacht plan of the thirtees, disc®vered an
oppprtunity to sell her goods in exchange for the much
needed raw materials and primary products, through
bilateral agreements. Other countries such as the U,K.
made an attempt to improve their share of the world trade

through milder forms of bilateralism, i,e., imperial

preference,




- 193 -

Since the Second World War, bilateralism has
flourished partly due to the rise of planned economies,
and partly as a result of exchange and payments diffi-
culties faced by various countries, Pekistan has her own
reasons for turning towards bilateralism. Apart from the
perennial scarcity of foreign exchange, there was the
problem of ensuring the supply of goods for which Indis
had been the main source before partition of the country.
The policy of trade agreements was started with a view to
solving this immeciate problem, It was referred to as the
divergsification of trade in the official policy state-
ments. Moreover, there had been the general problem of
finding markets for the primary commodities and of
procuring essential consumer and producer goods. In some
cases, the solution to these problems was sought in single
country licenses; but in most cases, trade agreement was
used to make propaganda in the business communities of
the signatory countries and thereby publicize what each
country could export or import., Apart from a few
barter agreements, the agreed gquantities were never taken

to represent the binding commitments,

The main advantages to Pakistan from such trade

agreements seem to be as follows. In the first place,
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the trade agreements indicate a possibility and scope

for relaxing the import restrictions, at least up to

the specified maximum limits of the goods mentioned in

the agreements, Secondly, in some cases the country

has been able to get essential goods through barter,

which it would have been difficult to get otherwise due

to the payments difficulties, Thirdly, the supply of
capital goods on credit has been made possible by trade
agreements, However, all these advantages are of a limited
nature, The trade agreements have failed to solve the

problems of Pakistan's foreign trade,

The dilemma of Pakistan's foreign trade will
not be solved by bilateralism or good-intentioned trade
agreements, Bilateralism requires a double coincidence
of wants as well as willingness on both sides to buy
almost equal quantities of goods. Also, the other
contracting party may not necessarily be the cheapest
market to buy from or the best market to sell to. These
are all the disadvantages for a newly industrializing
country, It is in the best interests of a developing eco-
nony to seek participation in a competitive world market

rather than take refige in bilateralism.

We are now in a position to discuss the role of
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commercial policy in economic development with a view to
establishing some criteria of international economic

policy for a developing ecpnonmy.




CHAPTER VIII

TH8 ROLE OF COMMERCIAL POLICY
IN ECONOMIC DEVELOPMENT

I.

The main purpose of commercial policy for
economic development is to stimulate the domestic capital
formation through various national and international
measures, The choice between these measures, or the forms
of commerciel policy, depends essentially on the nature
of the domestic economy as well as the goals of economic
development., In order to proceed with our anaslysis, there=-
fore, we must mention briefly the sort of domestic

policy for economic development that we have at the back

of our mind,

Economic backwardness is a complex phenomenon.

The backward countries, almost in all cases, are predo-
minantly agricultural; a large number of them are also
faced with the problem of over-population. DMost of the
advanced countries are predominantly industrial, and most
of them do not suffer from the pressures of population,
in relation to their economic growth, It has become,
therefore, almost a matter of faith with the developing
countries that, in order to break the vicious circle of

their poverty, they must industrislize, Some economic
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experts in the West are skeptical about the role of
industrialization in raising the standards of living
of the backward pe0ple.l They would like the
developing countries to concentrate mainly on agrie-
culture as it is the present source of livelihood

for them,

Why is agriculture inefficient in the backward
countries? In Chapter II, we mentioned various factors
responsible for the low productivity and yield of agri-
culture in Pakistan., We noticed that the land tenure
gsystem of the country is defective, the methods of culti-
vation are primitive, and the labor force engaged in agri-
culture suffers from malnutrition and ill-health, Above all,
we noticed that the agricultural sector of the country is
over-populated, Now if through some state action the land
tenure system could be reformed, the methods of cultivetion
could be modernized, and action could be taken to improve
the heagalth of the people, would agriculture become more
efficient and productive? DPerhaps these measures would
somewhat improve the production of land per acre; the

production per capita would not improve as there would still

l, See for example Jacob Viner, International Trade and
Economic Development, Oxford, 1953, F. Benham, The Colombo
Plan and Other Essays, London, 1956,
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be too many workers on the land,

This problem is often referred to as 'disguised
unemployment' or 'under employment,! Whatever termi-
nology one may wish to adopt, the problem poses different
questions from those of unemployment kmown in the
industrial societies.2 The disguised unemployment or
under~employment in developing economies is a struc-
tural problem of a static variety. It is not a tempo-
rary phenomenon which is caused by the cyclicel fluctu-
ations of economic gectivity; it is a long rum problem,
We may define the agricultural under~employment as &
gituation where, with given technigues and factors of
production, the elimination of some workers may not
cause any decrease in production. 4As long as the elimi-
nated workers can be put to better uses elsewhere in the
economy, the under-employment will exist, If the
techniques of production are changed then this under=-

enployment will become more serious.

Due to the abundant supply of cheap labor, many
processes of agricultural production in the developing
economies have become labor intensive over &he period of

time, In order to increase production substantially

2. Joan Robinson, Disguised Unemployment, Economic Journal,
1936, pp. 225=237.
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it may be necessary to introduce some capitalistic
techniques in agriculture, and to dispense with some of
the labor intensive methods, It is clear, therefore,
that no improvement in agriculture can be made effective
without reducing the surplus workers from land. The
problem might be simple if other avenues of employment
were available to the workers, Then, there will be only
the marginal shift of factors of_production involved,
from one sector to the other, and the marginal gain will
be determined by a zero loss to agriculture on the one
hand, and on the other, at least some gain to the non-
agricultural sectors, If opportunities for alternative
enmployments are meagre, or nil, there will be only two
solutions available to the country: either the surplus
population be allowed (or persuaded) to migrate to other
countries where more labor is needed, or to establish and

develop thé alternative employment opportunities for it

3. It may be said that this argument ignores the consequences
of bresking up the family units attached to the agri-
cultural land. But, in the first plece, it is not necess-
ary to divert all the surplus workers to cities; away
from their families; it ought to be possible to develop
some kind of occupations for them within the rural areas,
Secondly, when the unnecessary duplication of work in
agriculture is as great as the writer himself has
witnessed in his native surroundings of what is now West
Pakistan, perhaps the social complications arising as a
result of the elimination of the present duplicity of
work may be nothing as compared with the economic gains
from the proper use of the manpower resources in the
country., See also Chapter II, ppe 26=27.
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within the country. Large scale emigration may be
regarded as out of question due to the racial, ethnical,
and cultural problems involved in it. More often than
not, migration means a loss of better kind of people who
may be more useful in their own countries than elsewhere
ebroad, particularly from the point of view of the

backward countries.,

The second alternative, perhaps for the lack
of proper terminology, is often referred to as 'industriale
ization', by the spokesmen of the backward countries, We
may at this stage define this term, By industrialization, we
mean the expansion of commercial, financial, and manue-
facturing activities as well as the personal services in
the country. If we divide: the economy into agricultural
and non-~agricultural sectors, we may call the develop-
ment of the non-agricultural sectors as industrialization,
The manufacturing aspect of industrialization is the most
complex and difficult to decide. There is an obvious
choice there between what is. known as the heavy industries

and the light industries. Perhaps the problem can be

4, For further discussion see Eugene Staley, The Future
of Underdeveloped Countries, New York, 1954; Singer,
op. ¢it., The Mechanics of Kconomic Development,
Indian Economic Review, Vol., 1, 1952«53,
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determined with reference to the specific circumstances

of a country.

The industrialization of a developing econony,
as seen in the context of the above pbservations may be
regarded as a supplementary economic activity in the
country, not a replacement of agriculture, Agricuiture
as such has no causal relationship with poverty; it
becomes a problem when, instead of being a commercisal
persuit, it turns into a mode of living' for families
which may be increasing in nukbers as well as size, In
other words, the real problem is the 'poor' agriculture,
and it is not possible to visualize any suitable means
of improving it without the help of the non-agricultural
sectors, At times, objections are raised against the
emphasis on the industrdalization of backward areas, and
Denmark, New Zealand, Australia, Iowa or Nebraska are
cited as the outstanding examples 0f high-income agricul«
tural areas.5 But perhaps the example of these countries
supports our contention. There is a vast difference
between the percehtage of economically active population

engaged in agriculture in these countries and in the

developing countries, It ranges from 21 for New Zealand

5. Viner, op. cit., International Trade & Economic Develop-
ment, pp. cit., p. 44.
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6
to 29 in Denmark, "The high income agricultural

countries or areas are no longer 'agricultural' in the
sense in which underdeveloped countries are agricultural,
for, in the latter, 50 to 85 per cent of the working

1

population gets its living directly from Land,"

Agriculture and industrialization, therefore,
cannot be taken as two alternative meagures with a strict
choice between them for the backward countries, In fact
both are interdependent, Industrialization will help
to make agriculture more productive; more efficient
agriculture will mean higher national income which will
have induced effects on the demand for industrial goods
and services. A proper coordination between agriculture
and industrialization will result in the widening of the

domestic market; it will also increase the capital
8

endowment of the country, It is sgid that the industrial-

ization, instead of solving the problem of population, will

6. Statistical Year Book, United Natiomns, op. cit.; W.S.
Woytinsky and E,S.Woytinsky, World Population and Pro-
duction, New York, 1953,

7. Staley, op. cit.,, p. 303.

8, It is said that in order to industrialize, s backward
country should first put the agricultural sector in
order, and then with the help of agricultural surplus,
try to foster industrialization, This argument is

correct only insofar as it emphasises the need for extira

food production in a developing economy.,
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aggravate it, because the general health and life
expectancy of people will lmprove and consequently the
rate of population growth will increase, But these
results will follow with any kind of improvement in the
backward countries., It becomes then possible to argue
that, 'if only misery can check the growth of population,
all improvements are worse than vain, for they only
permit a large population than before to live in misery.'9
Population is a serious problem in backward
societies, and perhaps even the cruel shadows of the
Malthusian devil,which often loom-large on the horizons
of these societies, have not been able to clieck the
consistent growth of their population, If economic
equilibrium can be achieved only by fubther promoting
the sbominable activities of the devil of death through
misery, it becomes difficukt then to decide whether our
goal is the economic equilibrium or mankind, However,
population cannot be taken as an ineluctible fact in any
analysis of economic development, For the sake of their
own progress, the people of backward areas will have to

reconcile themselves with the need of making birth

9. K.E.,Boulding, Economic Analysis and Agricultural Policy,
Canadian Journal of Economics, August 1947, p. 442,




- 204 -

control as an integral part of their industrialization

programs.
11,

In Chapter II, we surveyed the progress that Pak-
istan has made gince her establishment., Following the
jargon of modern economic planning, we may divide the
economy into two sectors: public and private, In the
private sector of the economy the major event has been the
establishment of heavy and meddum size industries, In
the pmblic sector the achievements are difficult to
judge, but the 'planned' targets as mentioned in the
development plans do give a broad indication of the govern-
ment activities., The 8ix Year Plan was based on the
following targets of economic development: out of the
total funds estimated as the revised cost of the plan,

25 per cent was allotted to agriculture, 17 per cent to
industry, 23 per cent to fuel and power, 24 per cent to
transportation and cummimications, and 11 per cent to
gocial capital development, The PFirst Five Year Plan
envisages public expenditure in various sectors of the
economy as follows:

1. Village Aid and Rural Development 3,0 %

10, The First Five Year Plan, op. cit.
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2, Agriculture. 10,9 %
3, Water and Power Development, 32.0 %
4, Industry. 13,0 %
5., Transport and Communications., 20,0 %
6. Housing and Settlement. 9.5 %
7. Education and Treining. Tel %
8, Health. 3.5 %
9, Social Welfare, 0.4 %

10, Labor & Employment, & Miscella-
neous, 0.2 %

The Plan gives more emphasis to water and power
development, as well gs transport and cummunications, than to
other aspects of development., DPublic expenditure in the
industrial sector is low, as it is the private enterprise
which is mainly respomsible for its development, Similarly,
ggriculture is the responsibility of the provinces , and
80 is education and welfare, The contributions of the
central government to these items are low, as they are in
addition to what the provinces will spend on them, The
general purpose of the plan is only to supplement the
efforts of the private sector and the provincial govern~-

ments towards economic development,

Both agriculture and industrialization are
being emphagised in Pakistan's planning., Perhaps enough
is not being done in each direction; may be, the main
cause for this is the lack of economic organizetion.

However, the country needs food in order to keep her
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people away from starvation, and industries in order to

increase her exports,

The above discussion brings out the importance
off adopting a coordinated plan of economic develcpment
in the country., This coordination of various aspects of
planning, however, involves structural changes, not
marginal calculus, It is similar to the problem of a
mountaineer whé, in order to reach the highest peak in
a mountain range, may have to abandon the mountain which
he has already climbed, or is in the process of climbing,
and go to the next mountain., We can best illustrate
this point in the words of Professor Meade:
(The mountaineer)....."%can always get higher
as long as he moves uphill, whenever, he is
on a slope, the marginal conditions for maxi-
mising his height are not fulfilled; by moving
a little way in the uphill direction he can always
reach @ higher point .... (but) he may not be
on the highest peak of the mountain range; he

might be able to get still higher if he came
down again and went up the next mountain,"lLl/

IIT.

What part can commercial policy play in bringing
about the structural changes in a backward country? In
other words, what results will follow when free trade

pelicy is adopted by the country, and on the other hand,

11, J,E, Meade, Trade and Welfare, op. cit., pp. 11920
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what gains or losses, if any, will accrue to the country
if she adopts the polimy of conscious direction of her

foreign trade?

The free trade argument is based on the assump-
tion that the 'unrestricted international exchange of
goods increases the real income of all the participating
countries., The price mechanism, under competition,
automatically ensures that each country specializes in the
production of those goods, and only those goods, which
it can obtain more cheaply, taking account of transport
costs inl;his indirect manner, than by producing them

itgelf,' The case for free trade, then, is the case

for efficiency of competitive price system,

The efficiency of competitive price system implies
certain importent conditions the fulfilment of which is
a necessary pre-requisite of free trade, These conditions
13
may be stated as follows:

"(1) Given productive resources within each
country, all fully employed, and no
mobility of factors of production between
countries;

(2) Given tastes and technical knowledge;

(3) Perfect mobility of factors betwemn industries

12, Haberler, op. cit.,, p. 221,

13, Joan Robimnson, The Pure Theory of International Trade,
Review of Economic Studies, 1946-47. p. 98.
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within each country;

(4) Perfect competetive conditions within
each industry.

(5) Annual value of imports and exports
equal for each country,"

We may include surplus labor in the productive
resources available in a backward country. As long as
this surplus labor exisis there is no full employment, Now
if & small capitalist sector exists in the economy side by
gside the subsistence agricultural sector, productivity in
the capitalist sector will be higher than that of the
agricultural sector. In the agricultural sector the
labor productivity may fall to zero, or near zero, but
wages will not fall below the subsistence level.14 The wages
in the capitalist sector will be slightly higher than in the
agricultural sector. In spite of surplus labor available in
the agricultural sector, the labor may never become a free
good., How will this situation affect the foreign trade of
& backward country? Let us illustrate the problem with the
help of our two countries A and B, Talking in terms of
marginal productivities, if one day's labor

in A produces 3 food or 3 cotton manufacture
in B produces O food or 1 cotton manufacture

14. For further discussion see Harvey Leibenstein, Theory of
Underemployment in Backward Economies, Journal of Political
Economy, Vol, 65, April 1957, pp.91-103,
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then the Law of Comparative Cost thus stated would regquire
that the backward country (B) specialize in cotton man-
ufacture and the advanced country (A) in food production,
This is how the existence of surplus labor will affect the
prospects of specialization in the backward country. Of
course, the use of labor-cost in the classical framework

of the argument implies that labor is a scarce factor; it
is the surplus labor which keeps the productivity of
agriculture low in a backward society, by whatever standard
we may wish to measure it in real terms, The conditions of
agricultural over-population seriously distorts the
classical argument for free trade, at least for trade
between over~populated agricultural countries and the ad-
vanced industrial countries which are also rich in agricule

tural land,

The assumption of constant tastes and constant
technical knowledge is unreal with regard to a developing
economy. In reality, such an economy is in & transitional
phase: the tastes are constantly changing, and consumption
and economic habits are shifting their patterns, If we
abandon the assumption of constant technical knowledge,

the assumption of given factors of production then becomes

15, W.Arthur Lewis, Economic Development with Unlimited Supplies
of Labour, The Manchester School, Vol.22, 1954-55, p.185,
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irrelevant, Any improvements in technical kmnowledge will
have direct bearing: on the factor endowment of the

country.

The assumption of perfect mobility of the factors
of production implies that their allocation in the economy
should take place in such a mammer as to equalize their
rewards according to their marginal productivity in each
sector, In the resal world, the element of non-competing
groups, ignorance of the market, prejudice in favor of a
place or a position, and such other sogial and economic
factors may hinder perfect mobility. Above all, the exist~
ence of surplus labor and the lack of diversificatiom of
the economy may be considered as the most unfavorable con-
ditions for perfect mobility of factors of production, The
assumption of perfect mobility implies that the economy has
reached a certain level of growth in various sectors so
that marginal shifts from one sector to the other can
operate to equalize prices and wages. Such conditions do

not exist in a developing econonmy.

The lest of the above assumptions is the most
formidable for a developing economy, It entails that the price

levels in the trading countries are flexible so that automatic

mechanism succeeds in establishing an equilibrium between then,
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Now this machanism will operate either through wage level
fluctuation or exchange rate variation. If we assume that
the rate of exchange is fixed and the trading countries are
on the gold standard, the country with the favorable bal-
ance of trade will suffer from higher prices and the
country with unfavorable balance of trade will have
deflationary pressure on her economy, The exports of the
former will be discouraged, and similarly, the exports of
the latter will be encouraged. Now if the latter country
becomes a surplus country the same process will operate

again, starting with a reduction in her exports.

Two conditions are necessary to make this mechan-
ism possible: first, the banking systems of both the
countries whould allow full impact, on their economies,
of the surplus or deficit in their balance of trade;
Secondly, the banking prihciples followed in both the
countries should be identical, Both these conditions are

difficult to fulfil,

According to the classical argument, the rate of
interest regulates the economic activity in the economy.
In fact, the use of the interest rate policy mey be limited
because of the lack of interest sensitivity of investment

16
and capital use, In a backward country, interest rates

16, Joan Robinson, op. cit.
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may be still less effective; The subsistence sector may
be completely insensitive to changes in the rate of interest,
and in the capitalist sector there may be serious limitations

on its use as an instrument of economic policy.

We noticed in Chapter III that it might be difficult
to establish foreign trade equilibrium between country
A and country B if a serious disparity existed in their
income elasticities for each other's goods. From this
point of view, the fifth condition of competitive price
system Blso has its limitations., In fact, the price
and income elasticities cannot operate effectively in
the foreign trade of a developing economy unless she ig
in a position to expand her monetary sector, to increase
the production of her import-competing goods, and raise

the level of national investment.

We may conclude this secticn by saying that
free trade is an ideal which cannot be completely fulfilled,
for, the conditions which are necessary for its fulfile
ment may never exist in their entirety in any country,
at any level of economic growth, The above observations
have heen made mainly with a view to emphasising the
weaknesses and difficulties of free trade, They may
not be taken as an argument in favor of the abandonment

of the ideal, A developing economy cannot derive the
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of free trade unless it reaches a certain

stage of maturity in her economic development, The

assumptions of

action that a

free trade in fact indicate the lines of

developing economy should adopt in order

to achieve the goal of economic development, Various

factors are involved in such a line of action which may

be summarized

1,

3

4.

as follows:

The price mechanism cammot be expected to
operate effectively in a developing econony
unless the agricultural sector is modernized
and the non-asgricultural sectors are
expended;

The income and price effects may be erratic
in their behavior owing to the lop-sidedness
of the economy, The demand and supply may
also lack shiftability and substitutability
due to the same reason;

In order to make the economic system of the
developing economy properly competitive, the
problem of the su;plus labor must be solved;
Stated in terms of the marginal cost, the
Law of Comparative Cost requires an agri-
cultural country with a surplus of population
to specialize in goods produced in her small

capitalist sector (i.e, manufactured goods)
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for export rather than goods produced in

her agricultural sector.
IV,

We may now make an attempt to answer some other
aspects of the question that we posed at the beginning of

Section III,

The modernization of agriculture and industriali-
zation are the two desirable objectives of economic
development that a country should adopt in order to raise
the standard of living of her people, Industrialization
will not only provide the new avenues of employment, it
will also bring with it new techniques and skills for the
people., "A purely agricultural country is likely to be
unprogressive even in its agriculture."l7 However,
industrialization has its complexities, and it entails
various difficulties and bottlenecks; we may call them the
controlling factors of industrial progress, First, there
are the problems regarding the urbanization of the surplus
rural population, which have already been pointed out in
this study., The other controlling factors may be

enumerated under five headings: (1) Machinery; (2) Entre=

17, J.K. Galbraith, Conditions for Economic Change in Under-
Developed Countries, Canadian Journal of Economics,
November 1951,
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preneural ability and management; (3) Skill; (4) Social
over~head capital and external economies; (5) Long run
economies of production., These five categories do not
exhaust the 1list, but they serve as a basis for a

discusgsion of the problem,

Capital deficiency is a serious matter for a
backward country. The poor classes, who form the bulk of
her population, live on & subgistence level; usually their
capacity to save ig almost zero, The upper classes may
consist of the landed aristacrac&, or the nouveaux riche or
a combination of both, depending upon the country's social
framework. They may lack investment traditions or may
confine themselves to occupations which bring them quick

rewards.

The institutional framework is an important
limiting factor for the growth of financial resources,
It may be unsuitable for mobilizing savings for medium
and long term investments. Also, technical know-how is
an integral part of capital, and if the countryis deficient
in this respect the prospective investors may be discouraged.
The solution of the problem may lie in improving the
financial system on the one hand, and on the other, in

establishing corporatiors like the Pakistan Industrial
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Development Corporation to serve as pioneering entrepreneurs.
Also, the capital and technical know«how may be imported
from abroad, The foreign capital may, however, hesitate

to participate in the industrial development of the country
if it suffers from social and political instability. These
are all important aspects of industrial development, but

they essentially belong to the domestic economic policy.

Commercial policy may, however, have a direct
bearing on one aspect of the above problem, The country
may decide to impose tariffs on foreign products with a
view to fostering the domestic industrialization. It may
result in the import of capital in the form of memufacturing
activity behind the tariff walls by the producers of the
'protected' good, In this manner, the protective measure
may succeed in inducing foreign capital to set up what
Nurkse calls the 'tariff factories.'18 But the movement
of this kind of capital may not take place in large volumes,
Egssentially, the real inducement to foreign capital la the
nature of the domestic market, as well as the relative
efficieﬁcy of economic orgenization in the country; and if

these factors are favorable, there may not be any necessity

to encourage the 'tariff factories,'

18, Nurkse, op. cit., p. 106,
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The import of machinery can be facilitated with the
help of suitable measures of trade policy. As we mentioned
in Chapter IV, the country's imports cen be divided into
developmental and non«developmental; the developmental
imports can be encouraged through preferential regulations.
It is necegsary, however, to add that this approach
assumes that the domestic economic policy is sufficiently
dynamic and that the export expansion program is being

vigorously implemented,

The entrepreneurial sbility and management are
outgide the scope of commercial policy. The entrepreneurial
functions can be divided into various elements, and in the
advanced countries there is a tendency for each of these
elements to be carried out as functions by‘separate persons
or groups. In the backward countries, these entrepreneurial

functions are, in most cases, performed by one person; he

is rarely a technical innovator and 'more frequently his
tagk is one of technical adaptation -« the application of
technologies evolved in the industrial countries to the
particular conditions of the less developed country.'19
Obviously, the development of entrepreneurial ability is a

social as well as an economic problem; in a backward

19, Processes and Problems of Industrialization in the
Underdeveloped Countries, United Nations, op. c¢it., p. 30,
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society, the govermment as an entrepreneur or promoter of

entrepreneurship can play an important role in this regard,

The skill and training of manpower which are
important aspects of industrialization can be promoted
directly by the domestic economic policy. The lack of
industrial development may be the cause as well as the
effect of scarcity of skill and of trained menpower;

but the problem is outside the scope of commercial policy.,

Social over-head costs and external economies are
important elements of economic development, They are
in fact the solid foundations on which a progressive
gociety is built, In this study we have often referred
to what is kmown as the proper atmosphere for economic
development, The creation of this atmosphere is essentially
a part of the general problem of over-head capital end
external economies. Now the building of roads or the
digging up of canals may only require the use of simple
capital and labor, but the bridges, buildings, and
schools may require the type of capital which may only
be obtained from advanced countries, The development
of the social over-head capital, in this sense, may imply
extra pressures on the foreign exchange resources of

the country.
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The long run economies of cost are & complex
phenomena. The scope of these economies is determined
by the above factors such as the over-head capital, the
entrepreneurial ability, skill, etc. When these factors
are themselves undeveloped, the problem becomes more
complicated, It is nedessary, however, to mention that
the economies of production, in so far as they are part
of the total extermal economies, imply an interdependence
of various sectors, or of various industries, in a country,
We propose to discuss this problem with reference to the

role of protective measures in a developing economy,
V.

Two main structural arguments for protection are
relevant for our present study: (1) The infant industry
argument; (2) The diversification argument, The infant
industry argument says that an industry deserves protection
in which & country possesses no experience, or in which
the country lacks sufficient experience, but otherwise
may be better suited to its development. The argument
has been so widely used and interpreted that it might be
better to recall the actual words of John Stuart Mill,

who originally propounded the proposition as follows:

"The only case in which, on mere principle
of political economy, protecting duties can
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be defensible, is when they are imposed
temporarily ( especially in & young or a

rising nation ) in hopes of neutralising a
foreign industry, in itself perfectly suitable
to the circumstances of the country. The
superiority one country over another in a
branch of production often arises only from
having begun it sooner, There may be no
inherent advantage on one part, or disadvantage
on the other, but only a present superiority
of acquired skill and experience, A country
which has this skill and experience yet to
acquire, may in other respects be better adapted
to the production than those which were
eatlier in the field,...s it cannot be expected
that individuals should, at their own risk, or
rather to their certain loss, introduce a new
manufacture, and bear the burden of carrying it
on, until the producers have been educated up
to the level of those with whom the processes
are traditional." 20/

Mill's argument underlies the fact.that the industry
seeking protection should be able to dispense with pro-
tective duty after a time, Though he mentions young
industries in paranthesis, Mill's main exposition is in terms
of skill and experience which always take time to acquire,
That Mill had in his mind the problems and difficulties

of what Taussig calls the 'false starts and initial losses'
is clearly indicated by the last sentence of the above
quotation, It is to solve these difficulties that ﬁhe
infant industry argument was developed. To what extent
can the protective duties be effective in this regard is

another matter, An uncompromising free trader might

20, J.5, Mill, Principles of Political Economy, Book V,
Chapter X, para 1. The underlining provided,
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say that if an infant industry cant't grow without
protection, perhaps it is not worth bothering about.

Also, it is said that infant industry may never grow
properly behind the tariff walls and the protective

duties may thus perpetuate, In spite of such objections,
it seems, that within its limitations, the argument is
valid and zs:.pplicaa,‘ol@e.z2 The first objection is based on
the implicit assumption of perfect competition which may
never exist. Under the impact of various imperfections
and the time-~lags, many a new venture: may remain buried
and hidden, and it is only a momnopolist or semi~monopolist
large sized firm with huge financial sources at its
disposal which msay be inclined to start a new line of
production. A firm which is relatively competitive will
certainly hesitate to come forward unless some sort of
guarantee is given to it ensuring the market for a reasonw
able period, The ultimate test of infant-industry
argument is that the firm receiving protection should be
able to stand on its own feet after the expiry of
protection., There are many instances in the industrial
history of the U.S.A. and other countries when the 'infant?

industries have firmly established themselves; not only

21. Haberler, op.,cit., pp.280-283,

22+ Kindleberger, op.cit., p.190,
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that, they successfully compete in the international
market, A case against infant industry argument,
therefore, cannot be established on pure deductive
reasoning in intermational trade, As Taussig says,
Meeseoif the industry does accept the challenger, or

is clearly able to do so without danger of defeat, then
the free trader who maintaing that all the protection was
unnecessary, and that the same development would have
taken place in any case, is fairly called on to show just

how and why it would have taken place."24

The infant industry argument is not fully
applicable to a developing economy, particularly if this
country is on the very first stage of her development,

The argument assumeg that all conditions of development
exist in the country except a particular kind of skill in
which she may be lagging behind, A developing economy
suffers from a general backwardness in almost all phases

of economic life, In other words, when the whole economy
is 'infant'! the structure of the argument changes:basically.

In that case, the main stimulus to the economy will have to

23, Kindelberger, op.cit,

24, F,W, Taussig, Some Aspects of Tariff Question, Cembridge,
MaS'o ’ 19-’ p.27.

25. i,e, in a pre-take off period, ' .
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be provided by measures taken mainly within the scope

of the domestic economic policy. In the field of
commercial policy selective import controls can play

an important role provided they are properly coordinated
with the development plan., However, there may be a case
in favor of protection to an industry on the grounds that
its establishment will encourage the growth of other in-
dustries, Particularly, if the pioneer firm, or industry,
falls outside the scope of the development budget in the
foreign exchange resources of the country, it might be in
need of some encouragement through protection against
foreign competition. Such & protective policy will be
justified on the grounds that the growth of one infant
will help the growth of other infants as "it is difficult
for one infant to learn without thereby affecting the

n26
knowledge of other infants,

Another possible case may be of an industry
which, if established, could serve as a supplement or a
subsidiary to another industry already‘éstablished, and
thus help increase the economies of production as well as
contribute towards the widening of the market., Here again

protection can provide the necessary impetus to the new

26, J.E., Meade, Trade and Welfare, op.cit., p.256,
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industry if the policy is properly integrated with the

general economic plan,

The infant industry argument, when modified for
the purpose of establishing a case for protective policy
of a developing economy, does not remain an infant
industry argument, It becomes an argument for external
econonmiegs, These external economies are of a special
kind, and can be considered in terms of a simultaneous
development of all the basic factors of industrial develw
opument as mentioned in section IV of this chaptery These
factors may not get sufficient stimulus to grow if the
industrial plans regarding different kinds of plants are
uncoordinated, and investment decisions are made at
different points of time, The external economies will
take place merely because of the simultaneity of investe
ment decisions and not necessarily due to their being

27
better foresighted or superior,

The second structural argument regarding the
diversification of the eccnomy also needs to be specially
adapted to the requirements of Bconomic development. In

its usuel form, the argument favors measures taken to

27. Te. Scitavsky, Two Concepts of External Economies,
Journal of Political Economy, Vol.62, 1954,
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reduce the dependence of a country on a single export

(or a small group of commodities with the largest percentage
share of exports). The purpose of diversification policy,
as mentioned in Chapter II1I, is to minimize the uncertainties
of foreign markets and to avoid the economic fluctuations
that the above kind of specialization involves., The role

of protection in the diversification policy will depend

on the nature of economic changes required for the ful-
filment of such a policy; for example, it may be considered
necessary to foster a mixed agricultural=-industrial economic
structure in the country, ahd protection may play only

a secondary pert in it, the main burden being on the

domestic economic policy.

Some important points emerge out of the above
discussion, which may now be supmarized:

1., Protection should be granted mainly to
those industries whose establishment will
encourage and assist the establishment of
other industries,

2, Protection pdlicy should be flexible, favoring
ad valorum rather than specific duties, and
subject 30 periodié¢ revisions.

3. The aim of the policy should be to withdraw
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protection from an industry at the expiry
of a given period of time regarded as
sufficient to indicate whether the industry
has grown out of infancy, or whether it is

incapable of establishing itself,
VI.

We may now turn to Pakistan's policy of
protection. The policy began with the establishment of
the Tariff Commission in April 1950, The Commission was
set up 'to (1) comsider and recommend protective measures
or other forms of assistance necessary for the protection
of an industry and (2) to report from time to time on the
progress made by the industries in implementation of the
approved recommendations.'28 The Gommission was empowered

to study the case for protection to an industry only

where = reference was made to it.

The Tariff Commission holds public enguiries
on industries seeking protection, and gives opportunity
to all interests involved in the production or import of
the relevant goods.to present their case, Then the

Commission makes its own study of the case keeping various

28. Pakistan, 1955-1956, Opo Cito, po 1060
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29
criteria of judgement in mind, which are as follows:

"1, the industry should possess certain
natural advehtages such as the availability
of raw materials, existence of intermal
markets and regquisite supply of labor...;"

"9, the industry should be essential to the
security or ecomomy of Pakistaneess;"

"3, the irdustry should be able to expand and
yield increasing returns within & reasonable
period of time,"

"l eese.the industry must be established on
gound lines and conducted with reasonable
efficiency....", "It should, however, be
mentioned that in applying this condition
the normal difficukties which an industry
may experience in ite infancy have to be
taken into consideration,"

"5. the industry should be able to stand on its )
own legs after the protection period is over,.;"

"6, the industry should be protected against
foreign dumping." '

These criteria are somewhat overlapping. However, if an
industry fulfils them satisfactorily, there will be no
need to protect it from foreign competition, It seems
that the Gommission has been interpreting these criteria
in a broad mammer; otherwise, most of the industries which
received protection would have failed to win favors with
it, The period since 1950, in which the Commission has

been working, is too short to allow detailed comments

on its achievements or shortcomings, but it is interessting

29, Protection for Pakistan Industries, Dr, Nazir Ahmad,
Karachi Commerce (Karachi), May 31, 1952,



- 228 =

to note the type of industries which have received
30
protection (or similar assistance) since 1950:

A, Industries granted protection during 1955-56:

l, Incendescent electric lamps;
2. Gripe cure mixture;

3, Pulleys;

4, Fire bricks;

5. Ivory producs;

6, Berets;

7. Beer;

B, Industries granted protection during 195055

1, Grinding wheel;
2. Lathes;
3, Paints, Color and Varnish;
4, Bidi;
5. Industrial type of power board;
6. Electric fans;
7. Hurricane lanterns;
8. Motor car and cycle pumps;
9. Leather footwear;
10, Steel rerolling;
11, Umbrellahs;
12, Macaroni, Spaghetti, and Vermieilli;
13, Fruit preserving;
14, Sodium sillicate;
15, Locks;
16, Steel casting.
17. Matches;
18, Wire netting.
19. Washing soap;
20. Toilet Soap;
21, Canvasg footwear;
22, Cycle tyres and tubes.
23, Diesel 0il engines;
24, Battery parts and battery plates;
25, Iron safes and almirahs;
26, Plastics and fountain pens;
27. Brushes;
28, Woolen textile and carpets;
29, Cotton textile;
30. Cutlery;

30, The list has been prepared from Pakistan 1955-1956, op. cit.,
and Karachi Commerce (Karachi), op. cit.
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31. Sewing machinesg;

32, Pharmaceuticals,
The above list contains a great mixture of industries;
some are small scale and cottage industries, others are
established on factory basis. It is very difficult to
examine the work of the Commission with reference to
these industries, as detailed information on the Commigsion's
anslysis and conclusions regarding each industry is  not
available, The reports of the public enquires, however,
held by the Commission from time to time, bring out
the following facts:31

1. In most cases the methods of production
used by the industries seeking protection
were geriously out of date and outmoded;

2. The quality of goods produced at home was
very low, in most cases, according to the
importers, gg compared to . the imported
goods of the same kind, Only some manu-
facturers admitted that the quality of
the good produced by them was low, but they
said that this was due to causes beyond their
control;

3. Most industries seeking protection used

.31, See Appendix E for some relevant extracts from public
enquires of the Commission as reported in Pakistan Trade
from time to time,
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imported raw materials, and their represen-
tatives complained of higher prices of these
raw materials which, according to then,
resulted in higher prices for their products;
4, In some cagses, it was said that the cost of
production was high because the market was

small for the good, and was being held by the

imported goods, and that if this market
could be protected the cost of production of
the domestic good would fall;

5. Many manufacturers complained that they
could not compete successfully with the
imported goods because they did not enjoy
all the facilities that they expected in
their business, e,g,, financial assistance,

banking, technical kmow-how, etc,

If a -domestic good cannot compete with an imported
good due to the difference in quality, it is obvious that
it is not protection but business organization and research
which will remove the defect, The solution does not lie
with the Pariff Board, it lies with the development of the
modern businegs administration in the country., Similarly,

the methods of production cannot be improved through
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protection; they can be improved through competition.

The question of establishing industries on the
bagis of the imported rew materials is a tricky one, The
success of such a policy will depend on the extent to

which the country possegses, or can develop, other

advantages to compensate for the disadvantages of having
to import the raw materials required for the production of
a good., Yor example, the high cost of the imported raw
material may be counterbalanced by cheap and productive
labor. From the complaints of the manufacturers, it
appears that the imported raw materials become expensive,
in terms of the local currency, because of the import
controls and customs duties, Obviously, the customs
tariffs and proceduies of the country are in need of
simplification and revision from the point of view

of her industrial requirements.

The fourth case seems to belong to the protection
proper, A tariff imposed on an imported product may
give a chance to the domestic industry to expand its
production and establish itself on a competitive level
before the expiry of protection. But the fifth case
has no direct relation with the policy of protection. There

is one aspect of the problem, however, which may have
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direct bearing on it. The complaints in the fifth
category in fact refer to the difficulties experienced

by various industries due to the lack of external economies
in the country. From this point of view, protection may be
granted to such industries during the transitional period,
in which the external economies may be developing, but may

not yet be in a position to play their part effectively.

The Tariff Commission's recommendations consist
of ad valorum duties in general, but the rate of duty
suggested by them in most cases is higher than 45 per cent,
and in some cases as high as 100 per cent. Such high
rates of duty are liable to provide crutches even to
the permanently infirm industries., As Pakistan exchange
and trade control system already provides considerable
incidental protection to the domestic industries, it seems
economically unnecessary to impose high protective
duties on top of that system. Moreover, the constitution
of the Tariff Commission is defective in the sense that
its role is mer#ly advisory, and it has no permanent
organizational functions of carrying on research in its
field by keeping in touch with the trends of industrial
development, national and international, The Commission
should be part of the development authority, and it should as
such work in coordination with the requirements of economic

development as envisaged by that authority.
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So far, we have only dealt with the protective
duties, We may now offer a few comments on the other form
of protection, i.e., subsidies. Technically speaking,
the effects of a tariff or a subsidy may be the same for
a domestic industry, as far as foreign competition is
concerned, However, there are important differences,

In the first place, the impact of a tariff is more general
than that of a subsidy, unless the good on which the

tariff duty is imposed is highly specialised,

With regard to tariff, the distribution of

the final burden of duty between the domestic consumer

énd the foreign producer will depend on the supply and
demand situation, Unless the foreign producer is faced
with the inelastic supply at home and a highly elastic
demand in the protected market, and unless the protected
market is an important market for him, he is unlikely

to share much of the burden of duty imposed on the protected
good, In such a cage, the main burden of the duty will

fall on the consumers.

The subsidyy being more specific than tariff,
may be given out of surplus fumds available to the
government, In that case there will be no burden of tax

on the people, If, on the other hand, the amount for
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the subsidy is raised through taxes, the immediate loss
or gain will be determined by the effects of the new tax
on the economy., If the burden of the tax is equal to

the amount of subsidy, the effect of the tax may be
neutralized, However, if the gain that accrues to the
people from buying thé subsidized product is higher (or
lower) than the loss incurred by them as a result of the
higher taxes, then the final outcome may be a gain (or a
loss) to them. In subsidy, therefore, there is no problem
of scarcity value that exists in the case of tariff, but
there is the problem of the direct burden of taxes. This
leads us to the second difference between tariffs and

subgidies,

Subesidy is a direct aid to industry; it is
usually more visible than tariff, Subsidy, therefore is
unlikely to be continued indefinitely.’7)2 And the main
difficulty with tariffs is that they tend to linger, and
do not disappear so easily once they become part of a

country's trade policy.

In many respects, therefore, subgidies are pref-
erable to protective duties., However, there are serious

limitations on their use in a develcoping economy., The

32, D.B. Marsh, op.cit. pe351,
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main limitation is financial; the existing financial
resources may be insufficient even to cope with the
direct expenditure of & development plan; there is
hardly eny scope to include extra expenditure of sube-

sidies in themn,

If the matter of choice between subsidies and
tariffs is confined only to a few industries, the sub-
sidies then may not involve very heavy expenditures, But,
in the case of a developing economy, there is need for
government action in almost all sectors of industrial
activity and it may not be possible to depend on subside

ies alone for the industrialization of the country.

We noticed in the previous section of this
chapter that most industries receiving protection in Pakw
istan are small scale and cottage industries. The amount
of subsidy involved in helping these industries cannot be
too great, and it may be possible for the government to
adopt a policy of subsidization of small scale industries.
The policy can be planned in such a way that only pioneer-
ing firms receive government gid, With regard to heavy
industries, or large-sized enterprises, a combined policy
of tariff-subsidy can be instituted, 1In all cases, sub-~

sidies can be administered by the Industrial Development
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Corporation or Cottage Industries Corporation.

If a country adopts the policy of protection
in order to develop her economic resources, her
departure from the free trade position may not be inter-
preted to mean a conflict with the international economic
order., It is sometimes argued that protection is undes-
irable because it has a tendency to arouse retaliation
from other countries, Now the other countries should
differentiate between protection for economic development
and protection of vested interests, If protection is
used to raise the standard of living of the people, then
it should benefit not only the protecting country, but

other countrieg as well,

VII.

We have almost reached the end of our story.
However, before closing this chapter, we propose to make
a8 few comments on the investment criteria for economic
development end their relationship with commercial policy.
It is a problem which belongs to economic planning proper;
also it has a direct bearing on foreign borrowings and the
repayment of foreign loans. We have abstracted from thege

issues throughout our present study. Therefore, we shall
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discuss the problem only within the scope of our analysis.
Perhaps we can best explain the importance of the invest-
ment criteria by tracing the argument as it has developed

during the recent years.

We may begin with J.J. Polak, His "Balance of
Payments Problems of Countries Recomnstructing with the
Help of Foreign Loans" is an attempt towards dreating a
"vetter understanding of the interrelations between
capital importy domestic expansion, and commodity imports
then that which was commonly shown by the gtatesmen and
the financial experts of the ‘cwenties.'%’/4 He says
that 'the crucial problem attending foreign lending is
the solvency of the debtor country on international
account.'34 When the foreign capital is invested in the
economy it affects the country's trade position with other
countries, including the lending countries. The investment
may take place in industries which, as they grow, may
further increase the demand for foreign capital., Or, it
may take place in industries producing import-substitutew,
The execution of investment, therefore, will affect the

country's foreign exchange position., In order to consider

this problem, Polsk divides the industrial activity in

33, Quarterly Journal of Economics, Vol, LVII, February 1943;
reprinted in Readings in the Theory of International
Trade, American Economic Association, op. cit,

34, Ibid. p. 459. (The page numbers are from Readings).
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the borrowing country into three sectors producing the
35
following three types of goods:

1. 'Goods additionally sold for export or
gsold on the domestic market in place of
goods previously imported,'

2. 'Goods s0ld on the home market replacing
pimilar goods previously sold on the home
market, and goods sold abroad replacing similar
goods previously sold sbroad,'

3. 'Goods sold on the market in addition to
those previously sold, and in excesgs of
the increase in demand owing to the rise
of income,'

If the type I goods are produced, they will have
favorable effects on the balance of trade; type II will be
neutral and type III will create deficit in the balance
of trade, The net result of investment through foreign
borrowing will depend 'on the relative proportions in
which operation is divided between groups (1) and (3)
whether it will result in a net export surplus or a net

36
import surplus.'

The type III goods are defined by Polak as
‘durable consumer goods which are sold by an extension
of consumer instalment credit', public utilities, and

slum clearing projects. ( ..!or a municipality may invest

money in public utilities or slum clearance projects, which

35. 0p. cit., p. 468«469,
%6, Ibid, pe. 470,
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it operates at a loss without covering this loss by
taxation.'). The argument may seem to discourage the
investment in transportation amd public utilities in
countries in need of reconstruction in these sectors,
The author dispels this impression: 'In such a case,
though the railroasd which makes transport possible may
charge only a moderate rate and thué show a low rate of
turn-over, the rise in the value of the crop should, in
fact, be calculated in its economic yield.'37

Polak concludes that, "given the magnitude of
the capital investment.eecesseit is desirable, from the
point of view of foreign exchange, to maximize output
and thus the rate of turnover; and also, given the
possible output of a certain g00dseeeesit is desirable
to mipnimize the investment required in order to keep

the cost of the service of the debt down."38

Polak's argument was carried forward by Prof=
essor Buchanan.39 He describes the three types of
investments as follows:

(1) Type I investments call into existence

37+ Opecit, p.471.
380 Ibid' P.470.

39+ N.S. Buchanan, International Investment and Domestic
Welfare, New York, 1945. See Chapter 6, pp.95«108,
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industries which either take the place
of goods previously imported from abroad
eseeeeOr make goods for export in excess
of what was previously sold abroad,"

(2) Type II investments are mainly those made
in response to technical improvements in
production methods or because already ine
stalled capital equipment is worn out.
esseselt sSeems best to assure that such
investments are neutral in terms of their
effect upon the foreign balance,"

(3) Type III investments are those which add
nothing to the foreign balance; at least
they add nothing directlyeecese...While
Type III production investments may add
nothing directly to the available foreign
balance, their indirect contribution may be
substantial,®

While broadly following Polak's three-fold classw
ification of productive activities, Buchanan has rephrased
each type of investment in his own words, Type I and Type II
remain similar to those of Polak, but the Type III invest-
ments in Buchanan's scheme remain only apparently similar
to that of Polak; in reality they are different, as such
investments do not result in the production of exportable
goods and when completed they produce income and partially
result in increased demand for foreign goodse. This leads
us to the second stage of the argument about investment

criteria,

The Polak-=Buchanan criteria of investment were
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criticized by Alfred E, Kahn in his "Investment Criteria

40 According to him, "The

in Development Programsi"
Borrect criterion for obtaining the maximum return from
limited resources is marginal productivity « or, from

the point of view of society as a whole, social marginal

prOduCtiVity (S.MoPo ) LI BB B "41

The sociel marginal
productivity is determined by the relative abundance of

factors of production; in other words, 'China will and

should in general specialize in industries and use tech~
niques requiring a lower capital:labor ratio than the
United States,' This does not mean however tinat the
capital:labor ratio as such should become a criterion;

the S,M,P, viewpoint prevails, and 'the S.M.P. of capital
is not corelated with the rate of turnover,' In sonme
cageg, ‘'substitution of capital for labor becomes possible

and desirable.’42

Kahn contends that the Type III investment (as
defined by Buchanan) does not involve any indirect threat
to the balance of payments, His position may be
43

summarized, in his own words, in the following propositions:

#"(1) It is possible for investments to yield
additional products for domestic consum-

40, Quarterly Journal of Economicsg, Vol. 65, 1951, p. 38«61,
41, Ibid. p. 39.
42, Ibid., p. 41.

43- Ibldo Pe 430
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ption, and to increase real national
income, without increasing money income
availeble for expenditure on (additional)
imports;

"(2) It is possible for such investments to
yield additional money as well as real
income without increasing imports;

"(3) If it is assumed that the conditions neces-
sary for the outcome above are absent, or
that only those investments are imcliuded
in the dangerous type III which do, ex port,
increase national money income freely
disposable for the purshase of (additional)
imports, the thesis is tautological: the
definition of type III necessarily implies
8 threat to the balance of payments, but
provides no assistance in ascertaining,
ex ante, whether any given investment
which is int¥émded to increase and which
does indeed increase, the supply of pro-
ducts for the home market will turn out,
ex port, to have fallen into this category.
Yet Professor Buchanan implies very
clearly, and erroneously, that all invest-
ments with this intention and consequences
are almost certain to result in a weaker
balance of trade,

In short, Professor Buchanan makes

the appatently reasonable assumption of a

marginal propensity to import greater than

zero, Our argument reduces to the apparently

surprising contention that his assumption

is not reasonable,®

The basic difference between Polak's defimition

of type III investments and Buchanan's type III investments
is Polak's proviso with respect to the inflationary
financing of the type III, which apparently escaped

Buchanan's attention., If such investments are financed
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through inflation, their pressure on the balance of
payments will be similar to those anticipated by Polak,
According to Profegsor Kahn, this is the only aspect of
type III investments which will be dangerous from the point

of view of balance of payments,

If the type III investments are financed in a
non-inflationary manner, then according to Kahn, an increase
in money incomes as a result of these investments will be
matched by the relative increase in output, In other
words, the increase in money income of the factor of
production « F -« will be equal to 'the absorption of
purchasing power from G - G being the government providing
for the investment, by reducing their expenditure on other
goods equivalently.'44 In such a situation, the net effect
on imports will be indeterminate, according to Kahn.45

So far the anmalysis of the invesgtment criteria was
purely theoretical, H.B. Chenery made an attempt in
his "The Application of Investment Cz%teria" to bridge

the gap between theory and practise. The countries on

which his analysis is based are Greece, Turkey, Portugal

44, Kahn, op. cit., p. 44.
45, Ibid,
46, Quarterly Journael of Economics, Vol, 67, 1953, pp. 76«96,
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and Southern Italy. The basic tool used by him is an
approximation to the social marginal productivity. Three
effects of investment projects have been taken into account:
effects on national income, ém the distribution of national

income, and on balance of payments, He uses the formula:
V*C ) Br .
v tg ¢
social value added domestically, K is increment to capital,

In the formula V is

SM.B, = (L) (
K

C is total cost of domestic factors, B is total balance

of payments effect, r is the marginal rate of substitution

between Y (national income effect) and B, and measures the

average over-valuation of the national currency at existing

47
rates of exchange.

Chenery takes his position nearer to Kahn than
Polak and Buchanan in emphasising the desitability of
adopting investment projects with low capital turn-over
ratio., However, he modifies his formula with regard to
the balance of payments criterion, and agrees with Polak
and Buchanan, 'because there are relatively few invesiments
which increase production for domestic use without at the

same time increasing the requirements for producer imports,'

47, Chenery, ap. cit. p. 83,

48, Ibid, p. 93, Chenery believes, however, that the
balance of payments effect is of limited value as a
ceteris paribus test.
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The conclusions reached by Kahn and Chenery
werpe examined by W. Galenson and H, Leibenstein in their
paper "Investement Criteria, Productivity, and Economic
Development."49 They are of the opinion that per capita
output must be considered as an appropriate index of
econonic development as there are serious difficulties
in adopting the maximigzation of per capite income or
per capita level of consumption as indices for this
purpose, They take into consideration the corollaries
which may be deduced from the social marginal productivity
rule: (1) to maximize the current output/investment
ratio; (2) to maximize the labor/investment ratio; (3)
to maximize the export goods/investment ratio. They

confine themselves to the first two corollaries only.

With regard to output/investment ratio, Galenmson
and Leibenstein consider that capital turn-over corollary
is an inappropriate criserion of investment: ",... the
capital-turnover corrollary would appear to favoreeeess
short-lived oWer long-lived capital, But if national
capital is to be maintained, and the total effect on incone
stream is to be considered, then the length of life of

50
any individual capital good is an irrelevant consideration,”

49, Quarterly Journal of Economics, Vol. 69, 1955, pp.343-370.
50. Ibid. pp. 346-347.



- 246 -

And again, "Where industries of increasing return with
respect to scale are among the possible alternatives, it
is likely that the capital-turnover criterion will result
in the wrong choice, A constant or decreasing retiarns
industry may have a higher capital~turnover ratio than
an alternative increasing returns industry, but the
increasing returns industry may in the long run make a
greater contribution to national product."5l

The second cormilary of labor/investment ratio is
also unacceptable to Galenson and Leibenstein, They
consider that if an investment alternative absorbs less
labor but adds more to total output, then that alternative
is more consistent with S.M.P, than an investment which

absorbs more labor and adds less output,

The writers claim that & likely conseyuence of
the abwve two corollaries will be that the low labor
productivity will be perpetuated., The solution, according
to them, lies in increasing the capital/labor ratio
which will determine output per capita., They take into
congideration the problem of population growth in underdeve-
loped economies: 'the urbsn, industrially and commercially

developing sectors, rather than rural agricultural areas

51. Galenson and Leibenstein, op, cit. p. 347.
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52
provide the environment conducive to falling birth rate.,®

This leads them to conclude that the initial effort towards
increasing capital nust reach a critical minimum, 'so
that it is not possible for population increases to reduce

53

the average amount of capital per worker,'

We may now summarize the main points of the
argument:

1. Polak and Buchanan offer two criteria of
investment: (1) capital turnover criterion;
(2) valance of payments criterion.

2, Kahn says that Social Marginal Productivity
as determined by the availability of the
factors of production is the best criterion.
In other words, if an economy possesses more
labor and less capital, the investments
cf that economy should be labor intensive,

3. Chenery accepts Kahn's criderion that high
capital turnover ratio is not consistent
with the social marginal productivity. But
he comes to the cnclusion that the balance
of payments considefations are very important
for judging alternative investments.

4, According to Glanson and Leibenstein, the

52. op. cit., p. 363,
53, Ibid. p. 366.
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best criterion of investment is capital
intensity., They regard per capita increase
in output as the basic goal of economic
development, and for this purpose, they
recommend extensive use of modern machinery

in underdeveloped countries.

The above discussion indicates two distinct
trends of thought: the balance of payments criterion of
investment, and the S,M,P., criterion of investment, Within
the scope of the S,M.P. there are differences ag to the
best combination of various factors of production, i.e.,
capital and labor., The main question is not which of the
two criteria are more appropriate for underdeveloped
countries; it is rather, are the two criteria incompati-
ble? It seems impossible that either of them should
independently be able to solve the problems of investment
in underdeveloped countries, The §.M,P, principle, on
its own, might lead to a blind alley. The balance of
payments criterion might involve sacrifice of industries
which may not directly expand the export sector, but at
the same time such industries may be essential for the

economy &as a whole,

The social marginal productivity criterion

requires that development should take place in such a
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manner as t0 increase the external economies in the
country, as well as encourage other factors of economic
progress. The balance of payments criterion fawvors

the establishment of industries producing export goods.
The growth of such industries, however, will depend on

the general economic environment of the country, i.e.,

the S,M,P, criterion, the external economies and all that,
Now if a country devotes all its energies to the fulfilment
of the S.M.P. principle, then until the time when the
econonmy is capable of producing export goods there will be
balance of payments difficulties; these difficulties
might hinder the implementation of the S.M.F. principle
itself. Therefore, it may become necessary for the
country to encourage export industries side by side the
development of other sectors in the economy., The higher
the import-content ratio of capital goods regquired by the
country, the greater will be the need to expand export
industries; otherwise, the balance of payments deficits
will not only create problems of their own, they will also
affect the country's capacity to import capital goods.

The sociel marginal product principle and the balance of
payments principle are interdependent., The simultaneous
consideration of both criteria seems to be an essential

condition of economic development,

From the point of view of commercial policy, it
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is necegsary for a developing economy to increase not
only the output or income per capita, but also to
maximize the export/investment ratio. This conclusion
conforms with our observations about Pakistan economy

that we have made throughout this study,.

We may now conclude this chapter with a summary of

its main arguments:

1. It is necessary for the over-populated and
backward agricultural countries to diversify
their economies and to find solution to their
problem of under-employment,

2. The diversification of the economy will create
favorable circumstances for a developing
country to enjoy the fruits of freer trade,and
at & higher standard of living.

%3, Commercial policy can provide strong indirect
stimulus to industrialization with the help of
technigues such as taeriff-subsidy program, but
the main stimulus must come from within the
economy,

4, The commercial policy measures can be most useful
when they are coordinated with the domestic

megsures.,
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5., With regard to the investment criteria, both
external economies and export industries

should be given equal importance,



CHAPTER IX
CONCLUSION
I.

International policies are largely determined by the
nations which have power and independence. Power is
determined by complex factors such as the economic circum-
stances, the geography, the political institutions, the
business organization, the social traditions, and last but
not least, the quality of leaders and the capacity of a
nation to produce good leaders., Similarly, independence
means not merely independence from foreign rule or domination;
it is much more than that. Are power and independence inter-
related? How do they interact on each other? The answers
to these questions are difficult; they belong to the field of

sociology, history, politics, and anthropolgy.

The role of a backward or a developing country in
what is called The Internmational Economics is, at best, vague;
perhaps even passive, and sometimes defensive. Only one
thing is clear: the backward countries do not set the tome
of international policies. In view of this fact should
we, then, under the title of "Commercial Policy and Economic
Development", rather study how the 'big' nations formulate
the international economic policies, And how do these

policies affect the economies of underdeveloped countries?
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Thet will not be the proper approach, It is true
that the scope of world trade depeﬁds on how the important
trading nations influence the intermational regulation of
trade, the establishment of an intermatiomal currency
system, the future of the sterling and the U.S, dollar, and
many such other matters., But it is perhaps because of
this state of affairs that it is necessary to determine
the scope of commercial policy of & small nmation; to
study how she can safeguard her interests in a world of
free competition of 'mational' interests, The fulfil-
ment of the ideals of world trade depends on those who
have the capacity to do so, in terms of power and indepen-
dence. However, a small nation, within the limitations of
practicability, can derive many heﬁefits from a policy of
'‘freer trade', irrespective of whether the other nations
practice free trade or protectionism. This has been our
approach throughout this study. Therefore, we have
avoided the direct discussion of intermational circumstances,
and internmational institutions, as they affect a developing
nation. We have emphasised only how the methods of
trade control should be adjusted, from the point of view
of the national and international welfare, to suit the

requirements of an underdeveloped country.
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II,

Pakistan is economically backward; her perdcapita
income is below U.S,$100.00. Her foreign trade is ﬁn—
important from the point of view of her national incone,
but as a means of procuring essential goods from abroad
for her economic development, it is extremely important.

A notable characteristic of her trade is the gudden and

wide fluctuations in it. But if this were the only
problem, it could be said in consclation that, in the long
rufh, the country does not lose very much; the losses of
downward fluctuations are compensated by the gains from

a boom, even though the gain, as we mentioned in Chapter

VI, is smaller than the loss from the cyclical fluctuations;
in most cewes, the commodities which are subject to a
sudden fall in price are also subject to a sudden rise in
price, A great deal has been written, particularly in

the United Nations publications, on how the primary pro-
ducing countries suffer from trade fluctuatioms because
their capacity to accumulate foreign exchange reserves is
less as compared to the changes in the value of their H
exports, This may be true, but the solution of trade
fluctuations seems to lie not merely in increasing the
size of the reserves but in diversifying the exports, The

analysis of Pakistan's foreign trade problems supports

this point of view,
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The industrialization of a developing economy
poses two important problems: the processing of an
exportable raw material may or may not improve the
country's capacity to export; it will depend mainly on
the quality of the goods produced by the country and the
prospects of international demand. This leads us to the
second problem, The country may experience a breakdown
in the existing direction of her foreign trade, if she
starts processing the exportable raw materials at home; in
other words, the countries which import raw materials from
Pakistan may not necessarily be inclined to import manu-

factured goods from her, made from the same raw materials.,

This is equally true of a different situation:
Pakistan's raw cotton has been subject to a decline in the
world demand since the end of the Korean boom. The estab-
lishment of cotton textile has in no manner improved her
export prospects. The §Jute, of course, is a special case.
This does not lead us to the conclusion that a backward
country should discourage the manufacturing activities. The
basic need is to develop the export industries which should
produce goods that the country can sell in the world
markets., In this sense, the criteria of economic develop-
ment may require a little adjustment in favor of what is

called the balance of payments point of view.
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In the world of expanding national incomes, a
country speciaslizing mainly in the agricultubal commodities |
may not be able to derive full benefits from world trade.
The low income-elasticities of demand for her commodities
may tend to limit her capacity to expand her exports. A
foreign trade model consisting of two countries, with one
specializing in the agricultural products and the other in
the industrial products, may not indicate, in reality, a
situation of stable foreign trade egquilibrium, particularly
for the agricultural country. Even by tﬁe simple logic
the prospects of trade equilibrium will be better for two
countries with mixed economies. The facts of world trade
tell us that the foreign trade between two industrial
countries is greater in value and volume, than hetween an

industrial country and an agricultural country.

Commercial policy plays an important part in
regulating the imports of a developing country. The exports
depend mainly on the factors which cannot be changed basically
through trade regulation. The import policy for economic
development may be devised in such a manner as to encourage
the essential imports as against the non-essential imports.
Now, the total volume of the essential imports required by
the country will depend on her absorption capacity, her

marginal propensity to import, the tempo and the rate of
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economic development, the targets of economic planning,
and the export capacity including the rate of foreign
exchange earnings., A4ll these elements will determine
each other's scope, and their combined effects will
indicate broadly whether the rate of economic develop-
ment of the country, from the point of view of foreigm

trade, is fast, normal, or slow.

The above import policy for economic development
will be flexible, according to our assumption; the
distinction between essential and non-essential imports
will be gradually removed, as the country becomes more
developed, The present system of allocation of foreign
exchange to various imports is defective and undesirable,
We have suggested the auctioning of import licenses, to
replace the present rigid and arbitrary restrictions. A4s
far as the administrative efficiency is concerned, there
may be scope for corruptiomn in auctioning as well, simile
ar to the corruption generally associated with import
restrictions., But it is very difficult to find a system
wiiich 1s perfect and ideal, It is clear that auctioning
will introduce the element of price mechenism in the
allocation of foreign exchange to various imports. On

the whole, auctioning will be more flexible than the
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existing system of import controls.

The role of protective tariffs, subsidies and
trade agreements in economic development is of a limited
nature, Usually it is the strong political forces that
shape them as well as sustain them, In the case of Pake-
igtan the industrisl vested interesgts are not yet strong
enough to exert their full influence, but the economic
benefits derived from tariffs, subsidies or trade agree-
ments have been either nil or insignificant, It is not
the intention here to deny the effectiveness of these
wegpons: particularly, tafiffs can play a part in
creating amd expanding the benefits of external economiesg
in the country, but they will have to be used as an integral
part of the development plan, and only as a tenmporary

meagure,

Commercial policy can play no significant role
in iwmproving the terms of trade, if they are deterioratinge
The solution lies, again, with the domestic economic policy.
And in order to improve the domestic economic situation, it
is the import capacity and not the terms of trade which seem
to be important; in other words, the country musﬁASéii more
even on disadvantageous terms, and thus earn more foreign

exchange, than wait for the prices to become favoreble,
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ITI.

The foreign trade of a developing economy
such ag Pakistan presents two transitional problens:
first, the search for export markets for domestic
goods, second, the search for a solution for the balance
of payments difficulties, As we noticed during the course
of our study, it is easier to find export markets for new
producte in the multilateral system of trade than in the
bilatersl system. Like free trade however, complete
multilateralism is difficult to adopt for a country such
as Pakistan unless her economy is in a position to dis-
pense with tradelrestrictions, and to bear the shocks of
external forces, Practicability, again, points out a
compromise solution, Such a solution is nowadays referred

to as the economics of regional cooperation,

There are various forms of regional cooperation:
customs union, economic union, payments union, common
market, and free trade area, Under the present circum-
stances, none of these forms of economic cooperation seem
to have much scope for Pakistan., There is a great national
enthusiasm abroad, in the countries of South and Southe~East
Asia including Pakistan, Also these countries are develw

oping almost identical industrial activities, and
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are not in a mood to care for the supposed or apparent

benefits of a regional imion.

The other alternative is the payments agreements,
Pakistan, as a member of the sterling area, ®njoys a
wider trade contact with the world than she would otherwise.
Usually she has a deficit in her balance of trade both
with the sterling and the doller area, This deficit is
normally compensated by her favorable balance of trade
with 'other countries' including Japan. It seems that
the deficit with the dollar and the sterling area is
mainly the result of Pakistan's desire to import large volumes
of essential goods ( including the capital goods) from these
regions., The dollar deficit is more complex, as it can be
settled only in dollars, unless there is a free convertibility
of sterling into dollars, or there are special arrangements
for clearing such deficits through commodify trade or aid,
The non-dollar deficits, however, may be settled through
multilateral payments and credit arrangements, within the
scope of the sterling area system., This may be done in
the following manner:
l. As far as possible, to carry the annual trade
deficits to the years following, until they

are cleared through mutual trade.

2. To extend credit to each other so as to
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import goods from each other on deferred
payment basis,

3., As far as possible, to settle deficits by
arranging for greater imports to the surplus
country from the deficit country, or by
partly reducing imports to the deficit
country and partly increasing imports to the
surplus country.

4, To try to settle deficits with the surplus
country through settlement of trade balance
with a third country, when the third
country happens to possess independent trade

relations with both the countries concerned,

The above system of payments settlements could
also be extended to the dollar area, with some adjust-
ments, Apart from the international obligations that
Pakistan has to fulfil as a member of the G,A.T.T. and the
I.M.F., the above approach may become the basis of her
commercial policy, and the aims of expanding her foreign
trade by removing payments difficulties may be largely

solved.,
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APPENDIX A

Pakistan's rate of exchange. Rs. 4.76190 = UsS$l.

Area of Pakistan: 365,907 Sq. miles.
East Pakistan, 54,501 Sqg. miles.
West Pakistan. 211,406 Sq. nmiles,

East and West Pakistan are about 1,000 miles apart;

East Pakistan being on the southeeast of India, and
West Pakistan on the north-west of India.

1 lakxh (or lac) = 100,000,

1 crore = 10,000,000,



APPENDIX B

SIX YEAR DEVELOPMENT PLAN

The Plan wasg prepared in the middle of 1950 and
became part of the Colombo Plan for Cooperative Economic
Development of South and South-East Asia. The original
targets of the Plan were as follows:

Rs.Million Per cent.

Agriculture, 820 32
Transport & Communicationss
Railways. 200 ¢
Roads, 100 8
Ports. 140 530 20
Telecommuni- 0
cation. 90 0
Fuel & Power. 470 18
Industry & Mining. 490 19
Social Capital:
Housing. 40 §
Health & Medical., 40 {
Education. 100 290 11
Technical training
and polytechnig- g
ues, 90
Water supply. 20 {

2,600 100

The largest contribution of the Plan was made
to the agricultural sector, The aim was to develop and
improve, in order of precedence, irrigation, land settle~
ment, anti-waterlogging measures, varieties of seeds,
fertilizers, mechanization, animal husbandry, fisheries,

and other miscellaneous schemes,
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In Tramnsportation and Ceommunications section,
the Plan provided for repair and replacement of railways,

bullding of roads, and the development of 6hittagong port.

In Industry & Mining, the Plan contemplated the
establishment of six jute mills with a capacity to produce
130,000 tons of jute goods a year, The other major

industries were cotton and paper,

The greater part of the total expenditure in the
Plan was to be incurred by the central government owing
to the nature of the schemes to be financed, i.e,,
electric power, tramsport, ports and irrigation, In the
industrial sector, the Plan envisaged independent invest-
ment and participation with government financed projects
from private individuals, The following is the summary

of the sources of finance for the Plan:

Internal and External Finance for Investment.

Rs.(Million)

Development program 2,600

of which -

Public Investment, 2,200

Private Investment. 400
Private investment outside the program

and resettlement expenditure, 450
Total investment, 3,050
Internal Finencial Resources 1,700

of which -

Private savings. 1,200

Public funds. 500

ConNbevesoo
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Balance of Payments deficits. 1,350
Financed by sterling balances, 150

Other external finance reguired. 1,200

Some of the targets of the Plan were later

revised, particularly in 1952. They are mentioned

in their revised form in Chapter VIII,



APPENDIX C
BROAD OUTLINES OF THE FIRST FIVE YEAR PLAN

The Plan is designed to achieve the following
objectives:

"1, To raise the national income and the
standard of living of the people;

2. To improve the balance of payments of the
country by increasing exports and by
production of substitutes for imports;

3., To increase the opportunities for useful
employment in the country;

4, To make steady progress in providing social
serviceg: housing, education, health and
social welfare; and,

5. To increase rapidly the rate of development,
especially in East Pakistan and other
relatively less developed areas."

The Plan is divided between the private sector

and the public sector. The estimated costs of the

schemes in the public sector are as follows:
Rs.(Million)

Village AID and rural development
outgide village AID aregq, 243%
Lgriculture (Including colonization,
animal husbandry, forestry, and

fishing. 886
Water and power development. 2,001
Industry(including fuels & minersls 1,076
Transport & Communications, 1,642
Housing & settlement 771
Education & training, 581
Health, 287
Social welfare, 33
Labor and employment, and Miscell, 16
Reserves, 1,100

9,256

less likely shortfall 1,236
Estimated net expenditure. 8,000
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As sgainst the estimated net public expenditure
of Rs, 8000 million, the private investment was estimgted
at Rs. 3,600 million during the plan period, The total

amount of Rs, 11,600 million was to be financed as follows:

Re.(milliom)
Public savings. 1,500
EPrivate savings. 5,900
Total savings. 7,400
External finance, 4,200

Total sources., 11,600

The village AID (Agricultural snd Industrisl
Development) is aimed at providing the rural areas with
increased production in agriculture and village industries,

and thereby to increase the income of the rural people,

With regard to agriculture, the Plan envigaged increased
production of food and cash crops of the country, develop-
ment of fisheries, animal husbandry, soil conservation,
extension of rural credit, research in agricultural
problems, development of water and water-power, and reforms

in the tenancy system,

Industrial development, under the Plan, is expected
to consolidate the progress already made, and further
expand the country's capacity, leading to an estimated
70 per cent increase in production. In meking various

schemes for industrial development the Plan gave particular
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consideration to foreign exchange problems and development

of industries which would support those now in existence.,

The plan envisaged reconditioming and improvement
of railways. In regard to roads, the expenditure was
almost equally divided between new comnstruction and improve-
ments of the existing mileage of roads, Also, the developw-
ment of inland water transpert, port facilities, air
transport facilities, and improvements of postal services

were given due consideration,

In housing and settlement the Plan emphasises
survey, planning, designs, research and education, Improve-
ments in urban facilities and of rural towns are also
provided for in the Plan. In education and training, the
emphasis has been laid on technicsl education, scientific
research and teacher training. With regard to health,
social welfare and labor the plan envisaged necessary

improvements during the plan period.

Table
Agricultural Outpub Targets 195560

00d grains: Miscellaneous:

Rice. 11 % Fruit & Vegetables, 17 %
Wheat. 17 % Sugar cane 28 %
Maize, 25 % Tea, 1.3 %
Others, 13 % Tobacco, 1.6 %
Fibre crops: Fish, 30 %
Jute. 15 % Forest products:

Cotton, 28 % Timber(sawn & Square) 750 % _
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Projected Large Scale Industrial Development 1955«60
Teble,
Industry. Installed Installed Investment required
capacity, capacity, for increased capacity.
April, '55. April, '60 (crores rupees.)

Agricultural
processing:
Cotton ginning
(lakh bales) 20 22.5 1.62
Tea manufacturing
(crores pounds) 5¢5 6.0 0,6
Food products:
Sugar (tons) 115,000 235,000 22,59
Cigarettes
(erores) 450,0 750.0 3,10
Textiles:
Cotton Textile:
Lakh spindles.  16.8 20.5 8 51,26
Looms, 20,000 33,000 *
Jute manufacture
Looms. %4300 12,000 17.30
Paper:
Newsprint,.(tons) nil 23,000 10,74
Card/strew board
(toms,) nil 35,000 4,98
Hard-board
(tons)., nil 12,000 1.92
Chemicals:
Sulphuric acid
(tons). 12,330 18,330 0.25
Caustic soda(") 6,000 26,000 4,09
Rayon & Cellephane
(tons). nil 5,400 7,02
Penicillin(lakh
mega-units), nil . 80 0.91
Fertdlizers.
(tons. ) nil 162,000 T.72
Cement & Glass:
Cement.(tons) 670,000 1,280,000 7.94

Glass(hollow-ware
and sheet).
(tons). 20,000 44,800 1.50
Iron & Steel:
Steel re-rolling:
(tons). 125,000 155,500 1,35.




Receipts.
Jute export.
Cotton export.
Other export.
Other receipts.
Payments,
Imports on pri-
vate account,
Imports on other
payments and
government
account.
Other payments.
Balance,

Receipts.
Payments.
Balance,

APPENDIX D

PAKISTAN 'S BALANCE OF PAYMERNTS

1948

766.8
210.8
345-2
148.8

62,0
796.9

365.5

352.0
79.4
-30.1

111.0
142.0
“31.0

1949

1,051,2
375.7
282,6
182,0
210.9

1,500.5

849.7

473.1
1777
"‘4'4‘9 . 3

113,.6
267.1
~153.5

million Rs.
1950 1951

All Countries
1,%63,0 2,878.5
521,2 1,226.1
549,3 1,092.5
178,6 3778
113,9 182,.2
1,511.4 2,361.2

975.8 1,521.1

333.4 563.2
202.4 276.9
-14804 51702

Dollar Aresa
137.8 1729.1
183.7 383%.7
"4‘509 -24406

1952 1953

1,916.0 1,554.9
729.5 579.1
807.1 638,0
165.7 18646
21%,6 151.2

2,766.6 1,432,5

1,859.9 823.5

591.9  382.9
314.9  226.1
~850,6 122.4

101.32 130.5
236,0 200.4
=134.7 -69.9

Contoooo

1954

1,274.6
555.6
369.8
223.7
125.4

1,436.7

806.8

418,6
211,3
-162.1

11%.1
127.9
-14,8

1955

1,767.7
7743
431.4
366,4
195.6

1,482,0

716.4

498.2
267.4
285.7

21344
184.4
29.0



Receipts.
Payments.
Balance,

Receipts,
Payments.,
Balance,

220.8
525-8
-30500

425.0
129.1

305.9

497.2
835.7
-338.5
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Sterling Ares

491.6.1,

208.3

..659.2°

848,5 1,172.,3 1,565.9

"35609

36,0

Other Countries.
73%,6 1,531.1 1,155.3

440.4
397.7
42,7

479.2
254.4

Source:; Central Statistical Office.,

805.3
125.8

964.7
190.6

.575.2
872.6
~-297.4

849.3
359.6
489.7

546,2
869.6
"323 04'

615,2

439.0
176,2

73545
905,6
-170.1

818.3
390.4
427.9
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APPENDIX E

SOME DETAILS OF PROTECTION

TO

INDUSTRIES IN PAKISTAN

Name of Industry.

Grinding Wheels

Lathes,

Measures of Protection/Assistance.

(a) Protective duty of 80 % ad valorum
imposed on grinding wheels of sgizes up
to and including 14" diameter with
immediate effect,

(b) Synthetic abrasive grains and bonding
material known as 'bond' both used in

the manufacture of grinding wheels
exempted from customes duty levisble
thereon,

(c) Bed of the river Chenad to be sur-
veyed to find cut whether carborandum
of good cuality used for manufacturing
grinding wheels is available in adeguate
gquantities,

(@) Electrical power and techmical
advice and assistance to be provided to
grinding wheels manufacturers to enable
them to work sll their machines to
capacity,.

(a) A survey to be made of the different
types and sizes of lathes at present
installed in the factories and workshops
in Pakistan and of the future annual
requirements of the different types and
sizes of lathes,

(b) Every lathe manufactured, whether it
is against govermment order or for the
civilian consumption to be inspected at
government cost,

(¢) An account of the imports of lathes to
be kept separately by customs authorities.

(d) A rebate of duty paid in excess of
5 % ad valorum to be allowed on raw
materials used by the industry,




3. Paints, Colour &
Varnish.

4, Bidi.

5 Industrial fype
Power Switch
boards.,

6, Electric PFans.

7. Hurricane Lanter-
ns.
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A rebate of duty paid by the manufacturers
of the paints, colour and varnishes in
excegs of 15 % to be granted on raw
materials imported for the industry. The
period of protection has now heen extended
to March 31, 1956.

(a) Protective duty of 50 % ad valorum
imposed on all types of imported bidis.

(b) The excise duty on locally produced
unmanufactured tobacco intended for use in
bidis reduced from 12 annas to 6 annas

per 1b.

(c) Special attention to be paid to the
development of types of tobacco available
for bidi industry and to provide facili-
ties for the flue curing of tobacco in
East Pakistan.

(@) Experiements to be made to find out if
Tandu plant or any other plant whose leaves
are guitable for bidi making can be

grown successfully and economically in any
part of Pakistan.

A rebate of duty paid by manufacturers of
industrial type power switchboards in
Pakistan granted on raw materials actually
consumed by the industry. Protection
period extended upto December 1955,

The duty of 45 % ad valorum on electric
fans converted into & protective duty.

(a) A protective duty of 40 % ad valorum
imposed on the imported Hurricane lanterms.

(b) Full rebate of duty to be allowed omn
raw materials consumed in the manufacture
of Hurricane lanterns.

(c) Special consideration to be given to
the licensing to raw materials used by
the industry.

(d) Special shipping facilities to be



8. Motor car and
Cycle pumps,

9, Leather foot-
wear.,

10, Steel re-roliing

1ll, Imbreliss.

12, Macaroni, Spag-
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granted for the transport of Hurricane
lanterns in East Pakistan.

A protective duty of 100 % ad valorum
imposed on (i) foot pumps and hand pumps
for motor car and (if) cycle pumps made of
metal or plastic materials.,

(a) The revenue duty of 40 % ad valorum
converted into protective duty.

(b) A pilot plant to be set up within the
Central Technical Imnstitute at which
facilities for imparting training in
modern methods of shoe manufacture.

(a) Protection to be granted to the industr
if at agy time it finds itself faced with
serious competition from imported goods of
the type and class which it is able to
manufacture,

(b) The services of an expert on steel
re-rolling industry to be ohtained for
the work of revamping and modermization
of steel re-roliing mills in Pakistan,

The customs duty on umbrella cloth of the
description given reduced to 26 % ad valo-
rum if imported from U,K, ard to 30 % ad
valorum if imported from other sources.

Description: cotton umbrella cloth, dyed
fast black not more than 22% in width with
edge borders not less than 1/4" in breadth
beginning at a distance of 1" or more from
the edge borders amd covering in all a
breadth of not less than 1-1/4",

The revenue duty of 45 % ad valorum conver=

hetti, and Vermi-ted into a protective duty.,

celli,

13, Fruit Preserving

(a) A rebate of duty at the rate of Rs. 7
per cwt., to be allowed on sugar consumed
in the manufacture of fruit preserves
exported out of Pakistan.,

(b) Provision to be made of adequate
nunber of refrigerator vans on the

1




- 275 =

Railways for transportation of fresh
fruits and vegetables and measures to be
adopted by the Railway administration to
stop pilfrage of fresh fruits etc., in
transit.

(c) Arrangements to be made with shipping
companies for the provisiomn of cold sto-
rage facilities in ships plying between
East and West Pakistan.

(d) Facilities to be provided to the
industry for import of labels,

14. Podium Silicate. A protective duty of 60 % ad valorum im-
posed on the import of sodium silicate
from abroad.

15, Locks. The 40 % ad valorum duty raised to 80 %
ad valorum duty.

16, Steel Castings. (a) Price control on steel scraps to be
reimposed if necessary and the price of
melting scraps of different categories to
be fixed to the industry at reasoxnable
price,

(b) The question of the grant of & subsidy
to the industry to be investigated by the
Ministry of Industries in comsultation with
the Tariff Commission.

17. Matches. The present system of excise duties and
import duties on different types of
matches to be simplified as soon as
possible,

18. Wire Netting. The revenue duty of 30 % ad valorum changed
into a protective duty.

19. Washing Soap. (a) Private individuals to install a tallow
rendering plant.

(b) The scheme of the Government of East
Bengal for the establishment of the Copra
crushing industry to be speeded up in order
to free the soap industry from the necessi-
ty)of importing coconut oil from abroad.

c

¢) The import of soap stome, which is
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used as an adultrant in the soap industry
to be discouraged.

20, Toilet Soap. (a) The toilet soap manufacturers to be
afforded facilities to enable them to get
their labels printed in foreign countries
until such time as adequate facilities for
quality printing hecome available in
Pakistan.

(b) A qualified soap technologist to be
appointed whose services shall be freely
available to the toilet socap indusiry.

(¢) The local manufacturers to be persuaded
and encouraged to install Glycerine reco-
very plant in their factories and if for
this purpose technical or financial assi-
stance is required from the Government,
this is to be provided as far as possible,

21, Canvas Footwear. (&) The present protective duty of 40 %
ad valorum on boot and shoes to continue
upto March 31, 1956,

(v) Facilities to be provided for the
regular supply of raw materials to the
industry as far as possible by issuing
licenses for the purpose., The local
industry to be persuaded to use asg much of
the local raw materiasl and semi-finished
products as possible,

22, Cycle tyres and
tubes, (a) Stendard specification for the indige-
nous cycle tyres and tubes to be set out
by the Government,

(b) Facilities to be provided in the Gov-
ernment Laboratories for carrying out all
kinds of tests on indigenous cycle tyres
and tubes and on the raw materials used
in their manufacture.

(c) The test laboratories to be empowered
to issue certificates of quality in terms
of standard speeifications, if required
by the consumers.,
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23, Diesel 0il Engines (a) The existing rate of revenue duty of

24, Battery and Bat-
tery Plates,

5 % ad valorum enhanced to and conveted
into a protective duty of 35 % ad velorum
on imported diesel o0il engines upto 50
H.P, both horizontal and vertical and
their spare parts, This, however, does
not apply to marine engines and diesel
engines coupled with electric generators.

(b) Satisfactory arrengements to be made
for importing blooms., The concessions al=-
ready given in respect of railways freight
on pig iron, cast iron, scrap and billets
to be extended to blooms,

(c) A representative of the Department of
Supply and Development to be associated
with the authorities responsible for
giving electric connections and fixing
guota of electric supplies to the industry.

(d) A testing laborstory to be set up and
testing facilities to be made available
to the industry free of charge. Govern-
ment 1o appoint also an expert to give
technical advice to the industry.

(e) Suitable arrangements to be made for

grading the diesel 0il engines manufact-

ured in the country for making the graded
engines.,

(£f) Govermment arrange to give guidance to
the diesel 0il engines manufacturers for
maintaining accounts in the proper mauner,

(g) Government to puchase their require-
ments locally, as far as possible,

(a) Government to provide technical assi-
stance to the industry by obtaining tech-
nical experts under the Technical Assise
tance Programme,

(b) Facilities to be given to the industry
for the import of raw materials viz., leag
oxides, containers and separators.

(¢) If lead is purchased locally,
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manufacturers to be allowed to move

lead from their buying centres to their
factories consistent with the regulations
in force and having regard to their
previous production.

25, Iron safe and (a) The present revenue duty of 30 % ad
Almirahs., valorum on iron safe, steel almirahs,
filing cabinets, cupboards and wardrobes
converted into protective duty.

(b) To establish a branch laboratory at
Gujranwala or a section in any laboratory
in Lahore to enable the manufacturers to
determine the gquality and the strength

of their raw materials and finished produc
Se

(¢) To appoint a Technical Expert for
helping manufacturers in acquiring know-
ledge of the latest developments in this
field and making his services freely
available to the home manufacturers.

(d) To send promising Pakistanis engaged
in the industry to visit manufacturing
centres of this industry in the United
Kingdom and other places.

fe) The principal raw materials required
by the industry to be made available to
it in adequate quantities and at reason-~
able prices.

(f) Government Departments to patromize
local prpducts provided they come up to
the prescribed.specifications.

(g) Recommendations regarding industries
presale and post-sale service also accepted

26, Incandescent
Electric Laemps. (2) The existing revenue duty of 60 % ad
valorum converted into a protective
duty.

(b) Licenses for importing raw materials
to be granted liberally,
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(c) Pacilities to be provided by
Government for conducting research into
the quality of raw materials, either in
Government sponsored institutions or in
collaboration with local industries., These
facilities to be made available to all the
manufacturers of incandescent electric
lanmps.

27. Plastic and
Fountain Pens, (a) A protective duty of 60% ad valorem on
switches and 50% ad valorem on plugs and
cut-outs, ceiling roses and pendent
holders! imposed,

(b) The revenue import duties on the under-
mentioned plastic goods:-

(i) Combs, Hair slides and grips;

(iig Bangles;

(iii) Toothebrushes and

(iv) Soap boxes, buttons and conical
tubes, converted into protective
one, The import duties on
fountain pens and balle~point pens
will also be changed into protect-
ive duties,

(c) Import duty of 374% ad valorem on
moulding powers abolished,

(d) Pull rebate of duty paid by the
manufacturers of fountain pens and ball=
point pens on imports of fountain pen nibs,
gold plated nibs and re-~fills consumed in
the industry granted,

(e) The Department of Supply and Develop-
ment to provide technicel assistance and
advice to the factories manufacturing
electrical accessories and fountain pens
and ball-point pens.

(£) Government Departments and canteens to
purchase locally produced products,




28, Brushes,

29. Gripe Cure
Mixture,

30, Pulleys,
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(a) The present practice of exempting all
sorts of bristles (including Mexican fibre)
imported for the manufacture of brushes
from abroad, from customs duty to continue,

(b) The existing revenue duty of 30% ad
valorem on brushes converted into a
protective duty.

(¢) Import licences for hog bristles and
other raw materials to comtinue to be
granted liberally to brush manufacturers
as well as to the local importers of the
bristles (who supply cottage scale workers
with these materials),

(a) The Provincial Governments concerned
to be required to provide adequate staff
for the enforcement of Drugs Control Act
and its rules to ensure the quality of the
products,

(b) Pacilities to be provided for the
import of such essential equipment as
cannot be manufactured in the country and
for the import of raw and packing material
required by the industry, subject to the
availability of foreign exchange and
competing demands from other industries,

Protection granted to the indigenous
industry manufacturing pulleys for a
period of three years ending August 31,
1958, The Government have also imposed
with immediate effect a protective duty of
30% @G valorem on all sizes of American
type and wrought iron pulleys imported as
Such.

The Government have also accepted as a
measure of agsistance to provide facilitie
at Karachi, Lahore and Dacca for testing
the "trueness" of the pulleys products by
local manufacturers; and alsc to provide
adequate supplies of rew materials, steam
coal and hard coke to the industry for
manufacturing pulleys.
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31, Fire Bricks The Government of Pakistan have on th
Industry,. recomuendation of the Tariff Commission,

decided to grant protection to the fire
bricks industry for a period of three year
ending September 11,1358, They have
imposed a protectlve import duty of 30%
ad valorem on Fire Bricks having alumina
content upto 50 per cent,

The fire bricks having alumina conten
exceeding 50 per cent will be allowed to b
imported duty-free as usual,

The following are some of the other
recommendations of the Tariff Commission
for the protection to the industry that
have been accepted by Government,

(a) The Department of Supply and Develop-
ment should advise the industry regarding
the additional equipment and testing
apparatus required to be installed, Facil-
ities should also be provided in the
existing laboratories for carrying out mor
elaborate tests on fire-clay and finished
products.

(v) The Department of Geological Survey
should carry out complete tegts on Bauxite
available in Azad Kashmlr.

Copied from the Pakistan Trade, Vol. VI, No. 12,




APPENDIX F

EXCERPTS FROM PUBLIC ENQUARIES HELD
BY
THE PAKISTAN TARIFF COMMISSION

1, Lathe Industry.

8.

'Mr, Latif of the Batala Engineering Company said that
his firm could manufacture up to 25 lathes per month,

but that in spite of his best efforts he was unsuccessful
in - selling any lathe in Pakistan to private industry,
though the quality and performance of his machines were
equal to any imported similar lathes....'

'The representatives of the Sind Industrial Corporation
said that his firm was using Pakistani machines and
were '"guite satisfied" with their performance, though
they were not fit for precision work.'

Pakistan Trade, Vol, 1, No. 4, Sept:1950.

2. Hurricane Lantern Industry.

=1

'He (representative of manufacturers) appealed for the
complete ban on imports of hurricane lanterns, If that
were not possible, he suggested that the following
measures to assist the industry to stand against the
imported article:-
1, Minimum possible ceiling for imports of lanterms.
2, Protective duty to be charged on imported articles,
3. Reduction in customs duty on raw materials
imported from abroad which go into production of
hurricane lantermns.'

Pakistan Trade, Vol. 1,No. 4.

3, Electric Fan Industry.

8.

'"The revresentatives of the importers stated that although
the price of some of the imported fans was higher, there
was a large unsatusfied public demand for electric fans,
80 much so that orders had to be refused, They further
stated that the quality of the imported fans was superior
and that wasg the main reason why the buyers preferred
foreign fans even at higher prices.'

Pakistan Brade, Ibid,
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4, Glassware Industry.

8. 'es.o. The Commission (Bariff Commission) found that
the glassware industry in Pakistan had not adopted modern
methods of production, and that the greater portion of
their products are produced by mouth blowing, which does
not give the same uniformity in size, shape and weight
as automatic or even semi-automatic methods,'

b. 'The Manufacturers' representatives stated that the
main reasons for their insbility to compete with the
foreign glassware were scarcity and high prices of
raw materigls and fuelS.....'

Pgkistan Trade, Vol, II, No. 7,July 1951.
5¢ Fruit Preserving Industry.

8. Pleading their case the Manufacturers represented that
whereas the c.i,f. prices of sugar was Rs. 17 per maund,
the import duty was Rs, 14-11-3 per maund, i.e,, 87,2 %
eesssees The Commission was informed that in Australia,
for example, where industry was helped by the Australian
Government, sugar was supplied to it at the lowest world
rate with the help of a subsidy from Government, if
necessary. '

Pgkistan Trade, Vol., II, No., 8, August,

1951,
6., Plastic Industry.

a., 'Price Issueg: As for electrical accessories, it was
found that apart from G.E.C. products, the accessories
imported from Japan, West Germany and the U.K., were
cheaper in prices than the local products. The
reason given for this by the manufacturers was that they
incurred overhead charges on account of smaller pro-
duction, and had to pay import duty, in some cases, sales
taxes on raw materials,'

Pakistan Trade, Vol, II, No. 8.
7. Rayon Industry.

a. 'Enumerating the difficulties experienced by them in
running the power looms, the manufacturers said that
they had to pay higher wages per unit of production as
compared to wages in other countries, for example, in
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Japan, where the labour efficiency was very high.e....
Secondly, rayon yarn for home consumption in foreign
countries was available at lower prices as compared to
the prices they had to pay which included packing and
freight charges and customs duty at %5 %. Thirdly, the
industry in Japan was organized into various branchep
industries such as winding, warping, bleaching, dyeing,
finishing industries which they said proved more efficient
and more economical, Fourthly, the capital outlay in
Pakistan was much higher owing to the currently high
prices of machinery......the running costs were also
high owing to higher electric rates, higher prices of
mill stores etCoiceeoss!

Pakistan Trade Vol, III, No., 6, June 1952,

8. Toilet Soap.

a.,'The manufacturers did not agree with the Departmentsal
(Department of Supply and Development, Government of
Pakistan) estimate regarding capacity but they admitted
that the actual production had been low, They, however,
contended that this was because of difficulties in the
procurement of raw materials and the high duty imposed
thereon, as also because of the low duty on the imported
toilet soaps.'

Pakistan Trade Vol, III, No. 8, August 1952
9. The Lock Industry.

a, 'Discussing the difficulties and demands put forward by
manufacturers of locks, the chairman of the Tariff
Commission, Dr. Nazir Ahmad, explained to the represen-
tatives of the industry about the availability of loans
from Industrial Finance Corporation, the incidence of
sales tax on an anmual turn over exceecéing Rs,., 36,000 and
the technical assistance being made available to industria-
lists by Development Wing of the Central Ministry of
Industries, Other aspects of the industry such as
co~ordination of manufacturing and marketing, abolition
of import duties on raw materials, welfare arrangements
and amenities for workers, difficulty of bank advances
against finished products, inadequacy and irregularity
in supply of water, electric power and technical advice,
grant of facilities for liceénsing the import of raw
materials and relaxation of bank deposits for bona fides
manufacturers were set out in a memorandum which the
Commigsion examined in detail.'

Pakistan Trade Vol, III, No, 12, Dec.,1952,
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10, Brush Industry.

a. 'Representatives of the manufactirers very strongly
pressed that although they had enough capacity to meet all
the requirements of the country in toilet brushes, house-
hold brushes and even in paint brushes, it was mainly
because of the non-receipt of import licenses for the
required quantities......of nylon and bristles that they
were unable to produce up to e¥en half of their
production capacityeec..’

Pakisten Trade Vol, V, No. 1, Jen. 1954,
11, Drugs and Pharmaceutical Industry.

g, 'The menufacturers brought to the Commission's notice the
following main difficulties faced by the industry and
asked for their removal:

a, high rate of duty on raw msterials,
containers and packing materisls,

b. short supply of raw meterials and delay in
the issue of import licenses,

¢, high price for suger for use in syrups,

d. imposition of sales tax on almost all the
row materials and the accessories as
against exemption from sales tax of imported
finished drugs and pharmsceuticals.

e, high excise duty on rectified spirit and
varistion in excise duties in the different
provinces,.

f. non-issue of import license for further
development of the industry,

g. keen competition from some countries
enjoying a preferential rate of duty.'

Pakistan Trade, Vol, VI, No, 1, Jan, 1955,




Commodity groups.

Fuels,

Ores & Metals.
Textile Fibres.
Rubber,

Sunm of Materials
listed-

Other Materials.

NET IMPURT OF RAW MATERTALS IN WESTERN EUROPE

APPENDIX G

AND

NORTH AMERICA
1953~55 and 197375

Western Europe

1953~55 1973-75

1.5
1.0
2.1
0.35

4.95
1.25

Total Raw Materials

and Fuels,

6,20

4.3
242

1.7

(8,7)
(1.9)

(I046)

000 million dollars,fee.b.
at 1953-~55 prices.,

North America

1953-55 197575
0.4 0.5
0.65 | 0.8
-0.15 /=0.5 — =0.95/
0035 T
1.25 [/ 1,40== 0,60/
~0.1 0

Total
1953-55  1973-15
1.9 4.8
1.65 3.0
1.95 /1.55—0.75/
0.7 0.75

6,20 /10.,1—=G,3/
1.15 1.9

“Copied from International Trade 1956, G.A.T.T., Geneva, June 1957. pe 21
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