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PREFACE

This study is concerned with the short-term fluctuations in export
earnings of developing countries-—oqg\of the problems believed to arise
because of the heavy dependence of their exports on primary products.
The study examines the causes and effects of export instability within
the context of export performance and economic development of a devel-
oping country, Pakistan, for the period 1948 - 1968. A case study
approach was chosen so as to allow for a detailed examination of the
specific factors relevant to an individual country and the related
developmefits in the domestic economy.

The study was initiated in the economic development seminar given
by Professor Mohammad W. Khouja at Oklahoma State University. I wish
to express my gratitude to him for his invaluable assistance and in-
spiration in the early stage of the project. Sincere gratitude is
expressed to Professors Michael R. Edgmand and Rudolph W. Trenton for
their guidance and timely comments on numerous drafts throughout this
study. Appreciation is also expressed to the other committee members,
Professors Richard H. Leftwich, Frank G. Steindl, and John L. Folks,
for their valuable suggestions in the preparation of the final
manuscript.

I am deeply indebted to Professor Rudolph W. Trenton, chairman of-
the advisory committee, for his deep understanding of an often-troubled
Oriental mind and his never-failing encouragement, counsel, and
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assistance throughout the entire phase of my graduate study program at
Oklahoma State University.

A note of thanks is given to the staff members of the Commodity
Division, Food and Agriculture Organization of the United Nations in
Rome, the Embassy of Pakistan in Washington, D.C., Pakistan Institute
of Development Economics in Karaéhi, and Ames Library of South Asia at
the University of Minnesota, for their assistance in providing the
badly needed research materials. Thanks are also due to the staff mem—
bers of the North Dakota Sﬁéte University Computer Center for their
assistance in the preparation of the Fortran programs.

Special thanks are extended to Mrs. Fran Dexter for her excellence
in typing the final copy of the thesis and her valuable suggestions
concerning form and wording.

Finally, I owe a never—-repayable debt to my wife, Fun Sook, who,
with understanding and patience, has brought up three infants to be
healthy toddlers. This thesis--whatever merits and/or faults it may
have-—is dedicated to her. To our daughter, Young-Mee, and our twins,
Young-Nan and Young-Joon, who all came into this world at inopportune
times and missed their daddy's care, I now promise merry-go-round rides

in the park every weekend.
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CHAPTER I
INTRODUCTION

For many of the developing Qountries, exports of primary products
are the overwhelmingly important source of foreign exchange earnings.
In view of the virtual absence or lack of capital goods industry,
steadily rising imports must provide the investment goods and in-
dustrial raw materials necessary to increase productive capacity.

The ability to import, of course, depends not only on the foreign
exchange earnings from exports but also from official and private
capital inflows from abroad. At present, however, it is generally
believed that the flow of foreign capital is not likely to meet the
foreign exchange requirements for the desired rate of economic growth
of the developing countries. For these countries, therefore, the
behavior (both thellevel and year-to-year time path) of export earnings
is crucial to their developmental efforts.

The heavy dependence of many developing countries on the export
of primary products gives rise to two separate types of problems
widely discussed in the literature on trade andldevelopment. The first
is the instability of primary product prices and, more generally, of
export earnings. The other problem is the lagging growth rate of
primary product exports. This study is concerned with the former--the

problem of short-run fluctuations in export earnings.



The Problem

It is often claimed that the export earnings of developing coun-
tries undergo greater year-to-year fluctuations than do the earnings
of developed countries. The argument runs as follows: Low price
elasticities of demand and supply for most primary products, coupled
with uncontrolled variability in demand and supply, lead to sharp
fluctuations in both prices and proceeds of these commodities. Export
instability tends to be greater for developing countries owing to the
tendency for specialization in primary products, concentration on the
export of a limited range of products, i.e., lack of diversification,
and geographic concentra£ion of their exports in one or few‘developed-
country markets.

Such excessive instability, it is argued, is detrimental to the
stability and growth of the economy. Among other things, year—to-year
fluctuations in export earnings tend to produce combined multiplier
and accelerator effects on domestic income, with inflationary and
deflationary consequences, unless offset by appropriate domestic pol-
icies. Even if the degree of instability were the same in developed
and developing countries, the latter may suffer more damage because
of their alleged greater dependence on foreign trade and lack of tech-
niques and facilities necessary for effective counter-cyclical monetary
and fiscal policies.

Apart from its destabilizing effects on the domestic economy, ex-
port instability may also cause adverse effects on economic growth in
various ways: Severe fluctuations in.export earnings generate uncer-

tainties that affect adversely both the level and composition of



investment--a key variable for economic growth. Also, economic growth
is allegedly hindered by the disruptive effects of uncertainty and
variability of foreign exchange earnings on the formulation and execu-
tion of the development plans. Consequently, it is argued that inter-
national schemes for stabilizing primary product prices and/or the
export earnings of developing countries would facilitate their planned
development by enhancing the predictability and reliability of export
earnings.l

This, then, is the cru% of the conventional, widely held view of
the causes and effects of export instability; and itlappears that the
problem is indeed serious for many of the developing countries.

Recent empirical studies, however, have produced evidence which is

somewhat at odds with the conventional view just described. Empirical

studies by such writers as Coppock, Michaely, Reynolds, and Massell?

lThe Final Act of the first session of UNCTAD (United Nations Con-
ference on Trade and Development) recommended thus: " . . . All coun-
tries should cooperate through suitable international arrangements, on
an orderly basis, in implementing measures designed to increase and
stabilize primary commodity export earnings, particularly of developing
countries, at equitable and remunerative prices and to maintain a
mutually acceptable relationship between the prices of manufactured
goods and those of primary products." Secretariat of UNCTAD, Proceed-
ings of UNCTAD, Vol. I: Final Act and Report (New York: United
Nations, 1964), pp. 19-20. Emphasis added.

2Joseph D. Coppock, International Economic Instability: The Ex-
perience after World War II (New York: McGraw-Hill Publishing Co.,
1962); Michael Michaely, Concentration in International Trade (Am-
sterdam: North-Holland Publishing Co., 1962); Clark W. Reynolds,
"Domestic Consequences of Export Instability," American Economic Re-
view, LII (May 1963), pp. 93-102; Benton F, Massell, "Export Concentra-
tion and Fluctuation in Export Earnings: A Cross-Section Analysis,"
American Economic Review, LIV (March 1964), pp. 47-63 and "Export In-
stability and Economic Structure,' American Economic Review, LX (Sep-
tember 1970), pp. 618-30; Michael R. Edgmand, "Concentration, Export
Earnings, and the Terms of Trade," unpublished Ph.D. thesis, Michigan
State University, 1968.




reveal some doubts concerning the conventional explanation of export
instability with respect to its causes and consequences. More re-
cently, MacBean3 has questioned the generally accepted assumption that
export instability is harmful: He finds that developing countries are
not subject to significantly greater instability in their export earn-
ings than developed countries and that there is no evidence that export
earnings instability has retarded economic growth of developing coun-
tries.

It is against this background of variance between the theoretical
arguments and the diverging statistical evidence available that the
present study is undertaken. One of the important contributions of
the recent empirical studies has been to show that the conventional
hypotheses regarding the causes and effects of export instability have
to be qualified in many respects. However, empirical evidence that
challenges the earlier presumptions has been derived mostly from cross-
country analysis. Generalizations valid for all developing countries
are difficult to make in the field of export instability. Furthermore,
from the viewpoint of policy for an individual country, such generali-
zations may even be misleading, as the causes and effects of export
instability vary greatly with the economic structure and government

4

policies of individual countries.

3plasdair I. MacBean, Export Instability and Economic Development
(Cambridge: Harvard University Press, 1966) and '"Causes of Excessive
Fluctuations in Export Proceeds of Underdeveloped Countries,'" Bulletin
of the Oxford University Institute of Economics and Statistics, XXVII
(November 1964), pp. 323-41,

4A1fred Maizels, "Export Instability and Economic Development: A
Review," American Economic Review, LVIII (June 1968), pp. 575-80; Hans




As such, we feel that the causes of instability can better be ana-
lyzed at a more.detailed level in terms of the specific factors rele-
vant to the individual country and its particular export commodities.
The same holds true for the effects: A priori, there is no réason to
believe that the domestic consequences of instability would be neces-
sarily commensurate with the‘magnitudes of export fluctuations; the
effects can be either mitigated or accentuated by the over-all develop-
ments in the economy and the government policies as well., Hence, it
is proposed that a single cbuntry be selected for a case study in the
belief that the problem of export instability can be more appropriately
(and perhaps more meaningfully) studied on a country rather than a

cross—-country basis.
Purpose of the Study

It is the purpose of this thesis to examine the causes and effects
of export instability within the context of export performance and
economic development of a developing country, Pakistan,S during the
post-war years 1948-1968, By analyzing the nature and extent of the
problem of export fluctuations as experienced by Pakistan, it is hoped
that the study will shed further light on the problem of export in-

stability.

Singer and S. Schiavo-Campo, Perspectives of Economic Development (New
York: Houghton Mifflin Co., 1970), pp. 163-71.

5The Indo-Pakistani War of 1971-72 has led to the independence of
East Pakistan, which has now become Bangladesh. Throughout the study,
the term Pakistan refers to the pre-war Pakistan that had included both
wings of West and East, unless otherwise specified.



Pakistan was selected because it is a typlcal developing country
and agricultural raw materials comprise the bulk of its exports. Ex-
port prices and proceeds of two major export commodities, jute and
cotton, have been subject to severe fluctuations, as have been the
total export earnings of the country. Pakisfan is not an export-
oriented economy; exports account for a meager 6 per cent of GNP. How-
ever, the country's resource endowments are such that severe techno-
logical limitations are placed on any meaningful import substitution.
Accordingly, it is the export sector that must carry the burden of
dispensing with foreign aid and meeting steadily rising import requiré—
ments of investment goods and other industrial raw materials necessary
for continuous economic development. As such, the behavior of export
earnings is of critical importance. In view of this, a study of the
problem of export instability with special preference to Pakistan will

be of particular interest.
Focus of the Study

In Chapter II, we first consider the theoretical issues and empir-
ical evidence pertaining to the causes and effects of export instabil-
ity for the developing countries in general, so as to provide a
framework for subsequent analyses.

There are three main aspects of the study. First is the problem
of the actual measurement of fluctuations in export earnings or any
variable in question. For this purpose it is necessary that we discuss
the statistical methods of measuring "instability." Chapter III is
devoted to a discussion and selectionbof the measures to be used in our

study. In Chapter IV, we then measure and discuss the degree and



pattern of export instability of Pakistan in the context of the experi-
ence of other primary product producing countries whose exports are
heavily dependent on a few primary products,

Having established the presence of a considerable degree of ex-
port fluctuations in Pakistan, the second step is to discover what
specific factors have been responsible for such instability observed.
The extent of instability in the total export earnings of a country
depends, among other things, on the types of commodities exported and
their relative shares in the total exports, export markets, and export
price and volume fluctuations. In Chapter V, the underlying causes of
instability are sought from the study of jute and cotton because of
their predominant position in Pakistan's exports. After all, it is
the instability of individual export commodities that leads to the
instability in the total exports. Chapter VI disaggregates the total
export instability by major export commodities and export markets so
as to determine their relative contributions to instability. Such
analysis is seldom possible when one deals with a cross-country analy-
sis. An attempt is also made to assess the impact of export diversifi-
cation on the pattern of export instability in light of Pakistan's
experience.

The third aspeét of the study is to assess the impact of export
instability on the domestic economy and economic growth in Pakistan.
Chapter VII considers some microeconomic aspects of the domestic con-
sequences by examining the instability in producers' incomes and trend
in the production of export crops. Some macroeconomic effects are
analyzed in Chapter VIII. The instability in some of the key macro-

economic variables is measured and related to export earnings



instability so as to determine to what extent and by what manner export
instability has been transmitted into the domestic economy. Chapter IX
examines the relationships between export instability, imports and
income, and their implications on economic growth. Chapter X contains

a summary of findings and conclusions.



CHAPTER II

CAUSES AND EFFECTS OF EXPORT INSTABILITY:

THEORETICAL BACKGROUND

Most of the debates on the problem of export instability largely
center around the two main hypotheses: First, developing countries are
subject to a greater degree of instability in their export earnings
than are developed countries. Second, such instability of exports
has detrimental effects on the economic stability and growth of these
countries.

This chapter provides a discussion of both the theoretical and
empirical issues surrounding these hypotheses. 1In the latter part of
the chapter, we shall also consider several reasons for the need for

case studies of the problem of export instability.

Causes of Excessive Export Instability

The tendency for the export earnings of developing countries to
undergo greater fluctuations than those of developed countries is
usually ascribed to the fact that their exports are heavily concen-
trated in primary commodities, whose prices are characteristically
unstable, and the demand and supply of which are strongly influenced
by a large number of uncontrollable factors that lead to instability
in their markets. Given export concentration in primary commodities,

instability in the markets for these commodities imparts a similar
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instability in the export proceeds of exporting countries, most of
which are developing countries.

The claim that developing countries are subject to greater in-
stability in their export earnings was first substantiated by a
United Nations study,l which demonstrated the high degree of instabil-
ity in both prices and export earnings of a large number of primary
commodities and exporting countries.

Even without such results, however, it is not difficult to sustain
such a claim on an a priori basis. It is widely known that both the
demand and supply functions of primary commodities tend to indicate
very low price elasticities in the short-run.2 The implication of the
low price elasticities, as would be understood by many, if not all,
students in the principles of economics, is that a small shift in
either demand or supply results in a relatively large change in price
and hence in total receipts. In other words, with rigidities in both
demand and supply (which is the case for many primary products), a
change in one plays havoc with price as the other remains relatively
fixed,

Besides being price inelastic, there are also a large number of
uncontrollable factors governing the supply and demand of primary

commodities. These potential sources of both demand and supply shifts

lynited Nations, Instability in Export Markets of Underdeveloped
Countries (New York: TUnited Nations, 1952), p. 1.

2price elasticities of demand for primary commodities have been
found to be very low--considerably lower than unity in most cases.
See, for example, Food and Agriculture Organization, Trade in Agri-~
cultural Commodities in the U. N. Development Decade (Rome: FAO,
United Nations, 1967), Tables S.1 and S.2.
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tend to set up fluctuations in price and export proceeds of developing
countries,

On the demand side, one obvious source of instability lies with
business cycles in advanced industrial countries. Cyclical variations
in the income and industrial production impart similar (perhaps more
pronounced) variations in the demand for primary products that are in-
puts to the industrial production. Second, and even more obvious than
cyclical influences originating from the importing countries, is the
impact of sporadic noneconomic events such as the Korean War, the Suez
Crisis, and recently the Vietnam War, all of which have had profound
effects on the price, quantity, and value of many primary products.
Third, changes in government policies of the importing countries, es-
pecially those relating to strategic stockpiling, surplus disposal
programs, trade and exchange restrictions, affect in no small degree
‘the trade of primary commodities. The increasing protectionist poli-
cies for domestic agriculture by the industrial countries have al-
legedly had destabilizing effects on the world market for agricultural
products.3 Fourth, technological progress and development of synthet-
ics alter the proportion of the different raw materials used. Last,
but not least in importance, speculative activities induced by expecta-

tions regarding the price and quantity are particularly pronounced in

3See, for instance, Raul Prebisch, "Commercial Policy in the Under-
developed Countries," American Economic Review, XLVIII (May 1959), pp.
251-269 and Towards a New Trade Policy for Development (New York:
United Nations, 1964); Werner Baer, '"The Economics of Prebisch and
ECLA," Economic Development and Cultural Change, X (January 1962),
pp. 169-182,




12

the trade of primary commodities.4 Primary product prices are "more
influenced by speculative buying and selling, and changes in invento-
ries often tend to aggravate instead of dampening fluctuations in
demands."?

On the supply side, an important source of instability for primary
commodities, especially agricultural, is that output is subject to the
vagaries of unpredictable nature, such as weather, floods, droughts,
and diseases.

For certain commodities, such as coffee, rubber, and hard fiber,
cyclical variations in their output are also attributable to the longer
gestation period required. If adjustment in production requires time
lags of a year or more, adjustments in the quantity supplied in the
short-run must be made from inventory, which implies the relatively low
price elasticity of supply in the short-run. Moreover, supply may
react in a perverse way to price changes. One such example is the so-
called cobweb mechanism that tends to perpetuate fluctuations in price
and quantity supplied. For instance, a high price in a given year will
induce increased supply that can only come forth one or two years
later, at which time price will be driven down; the lower price will
then induce a lagged reduction in supply which in turn will drive price
back up, and so forth. This cobweb mechanism, which is allegedly

prevalent in certain agricultural commodities, may be a continuing

4Gunnar Myrdal, An International Economy: Problems and Prospects
(New York: Harper & Row, 1969); Henry C. Wallich, "Stabilization of
Proceeds from Raw Material Exports," in H. S. Ellis, ed., Economic
Development for Latin America (New York: Macmillan Book Co., 1961),
pp. 342-361.

SMyrdal, p. 238.
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source of instability in price, quantity, and hence export proceeds
even if demand remains constant,

With these wvarious sources of instability in the demand as well
as supply of primary commodities, which are in fact beyond control by
the producing countries, the fact that for many primary commo&ities the
demand and supply are price inelastic only tends to reinforce the mar-
ket instability.6 To the extent that exports of a country consist
mainly of primary products, therefore, there is a strong presumption
that its export receipts will in all probability be relatively un-
stable,

In addition to the heavy dependence of their exports on primary

products, export instability is also believed to be greater in

6Mathematically, it can be shown that uncontrollable, autonomous
factors lying behind both the demand and supply of a primary commodity
will cause a greater change in price of the commodity if the price
elasticities are smaller. Assume the constant price elasticity demand
and supply functions for a certain commodity X in the form:

= Ap—O
Xq = AP (D
X, = BPR : (2)
Solving for the price in equilibrium, we get:
1
P = (A/B)OFB (3)
From Equation (3) we obtain:
dp/P _ 1
dA/A  otB (4)
dp/p _ -1
dB/B  otB ()

Thus, it is obvious that the percentage change in price (dP/P) with
respect to the percentage change in the autonomous factors (dA/A or
dB/B) tends to be greater the smaller the values of the price elas-
ticities of demand and supply of commodity X, a and B.
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developing countries because of the commodity and geographic concentra-
tion of their exports. That the exports of many developing countries
are highly concentrated in one or two commodities and that they usually
are destined to one or two importing (developed) countries have been
amply demonstrated by the evidence.’

If a country's exports consist of a large number of commodities,
one would expect that changes in export proceeds of individual export
commodities will tend tb of fset each other, thereby stabilizing the
country's aggregate export earnings. If, however, a country's exports
are highly concentrated on a few commodities, it is not likely that
changes in price and/or volume in one commodity will be offset by
changes in the opposite direction in the price and volume of other
commodities, with the result that the country's aggregate export earn-
ings tend to fluctuate more. In a similar manner, a heavy concentra-
tion of a country's exports towards a few importing countries may also
have the same effect.

From the above (a priori) arguments it seems likely that develop-
ing countries may be subject to an exceptionally high degree of in-
stability in their export earnings and this phenomenon is linked to

certain characteristics of the economies (and the export sectors in

particular) of these countries.

7See, for instance, Michael Michaely, Concentration in Inter-
national Trade (Amsterdam: North-Holland Publishing Co., 1962), pp.
11-12, 16; Joseph D. Coppock, International Economic Instability (New
York: MeGraw-Hill Book Co., 1962), pp. 99-101.
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Effects of Export Instability

The other aspect of the problem of export instability concerns the
damaging impact that severe fluctuations in exports may have on the
economic stability and development of the developing countries. It has
been widely believed that:

. « « export instability affects domestic investment, consumer

incomes and government revenue and expenditure, and that its

consequences on less developed economies are instability of

key domestic variables and retardation of growth of internal

sectors. Furthermore, a planned dependence of development

projects on certain projected levels of foreign exchange earn-
ings may add an element of rigidity to internal adjustments

to export variations, hampering implementation and follow-up

of planned projects. At the very least, there are repercus-

sions on the external payments sector, with implications for

exchange policy, liquidity needs and programs of export
diversification.
As such, economic stability and growth is hampered by export instabil-
ity.

Behind this broad generalization, however, lie a large number of
alternative hypotheses regarding which domestic variables are affected
by export instability and the manner by which the alleged adverse ef-
fects operate. Different writers have stressed different aspects of
1t,9

First of all, it is contended that the national incomes of devel-

oping countries are more sensitive to the year-to-year fluctuations in

8G. F. Erb and S. Schiavo-Campo, "Export Instability, Level of
Development and Economic Size of Less Developed Countries,'" Bulletin
of the Oxford University Institute of Economics and Statistics, XXXI,
No. 4 (November 1969), p. 263.

9For an excellent summary discussion of the consequences of export
instability, see A. I. MacBean, Export Instability and Economic Devel-
opment (Cambridge, Mass.: Harvard University Press, 1966), Ch. 1,
- esp. pp. 26-31. "




16

export earnings because these countries are lacking effective monetary
and fiscal policy instruments to counterbalance such instability. As
a result, there is a danger that export instability will generate
domestic price instability, especially inflation:
A degree of fluctuation (in export receipts) such as that
indicated by this study, threatens underdeveloped countries
with inflation in both prosperity and depression. During
recessions, reduction in export proceeds and balance of pay-
ments deficit encourage the devaluation of currencies or
restriction of imports; both measures may increase inflation-
ary pressures on prices. Conversely, the money income of

exporters may expand so rapidly in times of increased demand
that %gmestic controls become inadequate to prevent inflation,

Here, the emphasis is placed on the effect of export instability on the
rate of change in domestic prices and ultimately on development. The
implication of the argument is that fluctuations in export earnings
are expected to cause parallel fluctuations in domestic prices. This
is so because, given the low (short-run) supply elasticities associated
with agricultural products in developing countries, it is likely that
changes in demand will result in significant changes in domestic
pfices. Moreover, it is further argued that governments of developing
countries, owing to political and institutional reasons as well as
greater effectiveness in coping with deflationary than in combating
inflationary pressures, may be inclined to react only to the deflation-
ary pressures and by so doing transform the impact of export instabil-
ity into a long-run inflationary process.

Apart from its destabilizing effects on the domestic economy, ex-

port instability may cause adverse effects on economic development in

10ynited Nationms, Instability in Export Markets . . . , p. l.
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various ways: One line of reasoning is centered upon the dependence of
economic growth of developing countries on the imports of investment
goods and other necessary raw materials which must be paid by export
earnings, unless a country has other sources of foreign exchange:
Fluctuations in export receipts of developing countries

tend to cause similar fluctuations in the ability to import

because the international reserves of the underdeveloped

countries are limited and because aid and investment from

advanced countries are not necessarily compensating. If,

as a result, imports essential for development are forced to

fluctuate, development will be sporadic, if not retarded,

and a steady progression to sustained economic growth will

be made extremely difficult.ll
Here, economic growth is believed to be hampered through the adverse
effects of export instability on capital goods imports, given the non-
compensatory nature of foreign aid and investment and a lack of foreign
exchange reserves that can serve as an effective cushion against fluc-
tuations in export earnings. It is often argued that for each develop-
ing country there may be a certain minimum of capital goods imports
required for its economy to operate at full capacity.l?2 If this mini-
mum is not maintained due to frequent fluctuations in export earnings,
the economy would not be able to operate and grow at the optimum rate.
During periods of sharp declines in export earnings, a country may try
to maintain the minimum requirement of capital goods imports by further

cutting back the imports of consumer goods. However, to the extent

that imports of consumer goods cannot be reduced below a certain

11g, Hawkins, et al., Stabilization of Export Receipts and Eco-
nomic Development: International Commodity Agreements and Compensa-
tory Financing Plans, The New York University Bulletin, No. 40 (New
York: New York University, 1966), p. 8.

125, B. Linder, Trade and Trade Policy for Development (New York:
F. A, Praeger, 1967), p. 9.
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minimum because of no domestic substitutes, capital goods imports are
likely to suffer from any deterioration in the capacity to import.

A close association between fluctuations in imports and those of
domestic fixed capital formation can be expected because of the high
import content of investment in many developing countries. Imported
capital goods account for almost 40 per éent of domestic fixed capital
formation in the average developing country.l3 With the producer goods
sector virtually missing or at the initial stage of development, one of
the major sources of increaéing investment in fixed capital formation
is to increase imports of capital goods. Furthermore, as these coun-
tries continue to pursue thelr developmental efforts, one would expect
that import demand for capital goods will increase steadily. Under
these circumstances, therefore, any shortage and/or interrupted flow
of imported capital goods are likely to slow down the growth rate of
capital formation, a key variable for economic growth.

Excessive fluctuations in export earnings may also have adverse
effects on long-run private investment on other grounds. 1In this argu-
ment, the insecurity and uncertainty created by export instability are
emphasized, which ultimately tend to deter investment in primary
production itself and other industries in the economy as well:

The instability of export markets for primary commodities

. « o discourages investment in primary production itself;

generally limits the 'economic horizon,' and destroys the

sense of continuity so necessary in private as well as

public planning . . . . The violent fluctuations of the
export trade may well be a major cause of the speculative

13ynited Nations, "Investment Trends and Policies in Underdevel-
oped Countries," World Economic Survey, 1959 (New York: United
Nations, 1960), Ch. 2, Tables 2-9,
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attitude and the 'get-rich-quick' mentality so widespread

among businessmen in underdeveloped countries.lé
The uncertainty generated by a high degree of export instability in-
creases the difficulty of estimating the expected rate of returns on
investment in the export industries., Similarly, the insecurity and
uncertainty regarding the future imports of spare parts and raw mate-
rials may also discourage investment in those industries that are
heavily dependent on imports from abroad. Moreover, 'the existence
of these risks may make the suppliers of capital and credit charge
higher interest rates and impose more stringest conditions,"15 thereby
raising the borrowing costs. Under these circumstances, instability
in the export sector is likely to deter investment.

Theiuncertainty and variability of foreign exchange earmnings also
render effective development planning extremely difficult by destroying
"the sense of continuity so necessary in private as well as public
planning."16 Intuitively, with stable export earnings, "it is easier
to take a long view and plan domestic investment without the constant
interruption that destroys half its value."l7 1In the absence of ample
foreign exchange reserves and continuous flow of foreign aid, the plan-
ning authorities of developing countries are greatly hampered by sudden

export short-falls since:

l4Ragnar Nurkse, "Trade Fluctuations and Buffer Policies of Low-
Income Countries,'" Kyklos, XI, Fasc. 2 (1958), p. 143.

‘15MacBean, Export Imstability . . . , p. 29.

16Nurkse, p. 143.

17A. K. Cairncross, Factors in Economic Development (New York:
Praeger Publishers, 1962), p. 214.
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.« « o a project halted because of an unexpected lack of the

foreign exchange with which to finance the imports necessary

for it cannot in actual practice be replaced on the spot by

another project with lower import requirements.18
Worse yet, if "development projects are expected to result in the pro-
duction of exportable goods, calculations of cost and income may be
completely upset by wide fluctuations in price and demand."l9 Perhaps
Wallich has put this argument in its proper perspective by stating that
"Instability turns programming, at least a guessing game, into a rank
speculation."20

Finally, sharp fluctuations in export earnings may also aggravate
the balance of payments difficulties, which in turn may lower confi-
dence in the maintenance of the exchange rate; and any fear for devalu-—
ation will further stimulate the flight of capital overseas, which is
already endemic in many developing countries.

The arguments for the detrimental effects of export instability
discussed so far are all related to the fluctuations in the aggregate
export receipts and purport to theorize the mechanism by which the
export-induced instability transmits its impact on the rest of the
economy. There are other arguments that are couched in terms of the
micro, rather than macro, effects; they are primarily related to the

instability in prices of primary products per se, rather than the in-

stability in the aggregate export earnings of a country.

18S. Schiavo-Campo and Hans Singer, Perspectives of Economic Dev-
elopment (Boston: Houghton Mifflin Co., 1970), p. 167.

19¢nited Natioms, Insﬁability in Export Markets . . . , p. L.

20Henry C. Wallich, "Stabilization of Proceeds from Raw Material
Exports,”" in H. S. Ellis, (ed.), Economic Development for Latin America
(New York: Macmillan Book Co., 1961), p. 344,
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Because of the unstable prices of primary commodities, the eco-
nomic risks of devoting resources to the production for exports are
. high; and consequently, production for exports becomes less profitable
and less attractive. This will discourage investment in primary pro-
duction for exports, which in turn will retard the growth of the export
sector. Excessive price fluctuations very often cause hedging behavior
on the part of the farmers, inducing them to devote their resources to
subsistence crop production which normally yields lower average returns
rather than to production of cash crops for export with higher returns.
With the subsistence crop, a farmer can at least be assured of feeding
his family for the year:

The hazards of being faced with high food prices in years of

low income are sufficiently disastrous in many parts of the

world to induce farmers and nonfarmers alike to retain land

for home use., This risk—averting behavior helps perpetuate

extremely low productivity in agriculture.21
Over all, then, export price.fluctuations, in essence, cause a retarda-
tion in the growth of exports and a perpetuating low productivity in
agriculture, which will ultimately prevent optimum allocation of
resources.,

Price instability may also encourage the development of synthetic
products, replacing natural raw materials. Moreover, high prices of
raw materials may force the importers to modify their production
processes and techniques:

In the post-war period when prices of Egyptian cotton were

both high and unstable, spinners in Lancashire and Western
Europe bought other varieties and adapted their machines

2lyilliam C. Brainard and Richard N. Cooper, "Uncertainty and
Diversification in International Trade," Studies in Agricultural
Economics, Trade, and Development, VIII, No. 3 (1968), p. 274.
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and the quality of their products accordingly. Once such a

change has been made it requires a considerable fall in

prices to persuade spinners to reset their machines and

they are not, in any case, likely to do so until existing

stocks have been exhausted and until they can be assured of

a reasonable degree of stability in prices in the future, 22
Over the long-run, therefore, price instability of exports tends to
cause a decline in the demand for the traditional primary product
exports of developing countries,23

While there are many economists who take as axiomatic the evils
of fluctuations in primary product prices and export proceeds, as we
have seen above, there are also some economists who argue otherwise.
Therefore, it behooves us to look at their dissenting views on the
effects of export instability.

According to Sidney Caine,24 for instance, instability of export
incomes may result in greater rather than lesser savings and real in-
vestment. He theorizes that individuals whose incomes are subject to

large fluctuations tend to save more against contingencies than do

those whose incomes are relatively stable, because the proportion of

22R, S. Porter, "Comment," Kyklos, XI, Fasc. 2 (1958), p. 236.

23This is, of course, one of the long-run trade problems--e.g.,
the lagging growth of exports and the declining terms of trade, which
are basically associated with the heavy dependence of developing
countries' exports on primary products. To be sure, the long-term
trade problems and the problem of (short-term) export fluctuations
with which the present study is concerned are conceptually different.
In practice, however, they are not totally separable from each other.

245idney Caine, "Instability of Primary Product Prices: A Protest
and Proposal,"”" Economic Journal, LXV (September 1954), pp. 610-14;
"Comment," Kyklos, XI, Fasc. 2 (1958), pp. 187-93; "Stabilizing Com-
modity Prices," Foreign Affairs, XXXVII (October 1958), pp. 131-43;
Prices for Primary Producers, Hobart Paper No. 24 (London: Institute
of Economic Affairs, 1966), pp. 16-~18.
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income saved is greater after a marked rise in income.25 This is, in
fact, in accordance with Friedman's "permanent" income hypothesis.Z26
Nearly the same is true of societies in general: when the initial
fluctuations are upwards, it is certain that the proportion of income
saved will be particularly high; and in a subsequent period of lower
prices and incomes, a portion of the savings will be released for con-
sumption, but it is probable that a fair amount of it will also be
spent on genuine investment.

In essence, Caine's argument implies the so-called "ratchet mech-
anism" thesis of investment--that investment is magnified by windfall
profits during the upward phase of business cycle but somehow muddles
through on the downward phase, thus ensuring a higher long-run rate of
investment. As such, investment may not necessarily be deterred by
export fluctuations.

Clark Reynolds,27 pointing out that a high rate of reinvestment

has actually occurred during periods of wide fluctuations in export

25Caine, "Instability of . . . ," pp. 611-12.

26Milton Friedman, A Theory of Consumption Function (Princeton,
N. J.: Princeton University Press, 1957). For the recipients of in-
come there is some level of "permanent" income that they normally ex-
pect and out of which they save a certain proportion. 1If, however,
income rises temporarily above the '"permanent' level, consumption,
being a function of "permanent" income, would not be affected by this
unexpected increase in income above the "permanent" level, particularly
in the case of windfall gains as would be the case of a sudden increase
in export prices and earnings. The marginal propensity to save for the
windfall income, as a matter of fact, would be equal to one according
to the strict "permanent” income hypothesis. A very high proportion of
the income increase would be saved, therefore, when fluctuations in
incomes are upwards.

27¢1ark W. Reynolds, '"Domestic Consequences of Export Instabil-
ity," American Economic Review, LII (May 1963), pp. 93-102.




24

sales and profits in the Chilean copper industry, argues that the be-
havior of investors in the export industry is such that export fluctua-
tions may not have caused a lower rate of investment over the long-run:
Investors in the export industry regard upswings as be-

ginnings of trends rather than as temporary phenomena, and

behave accordingly; downswings, on the other hand, are ap-

parently considered short-run phenomena, since no major dis-

investment occurred for any of the companies-even during the

severe depression of the 1930's.28
It may be that export booms generate optimism, thereby increasing in-
vestment, and this increase in investment may not be matched by disin-
vestment in the same magnitudes in years of export slumps.29 It is,
however, equally difficult to see why people would regard downswings in
exports only as short~run, temporary phenomena since, as Nurkse once
described:

'People have learned out of the past that wealth comes

quickly in Brazil through a boom, and that a sudden turn of

events may bring disaster.' The violent fluctuations of the

export trade may well be a major cause of the speculative

attitude and the 'get-rich-quick' mentality so widespread

among businessmen in underdeveloped countries.

Whether more will be saved from stable income than from unstable
income is an unsettled question. Even if more would be saved from
unstable income, it is doubtful whether these savings will be channeled

into the productive investment. In many developing countries it is

mostly the well-to-do groups who are able to save; and, among others,

281bid., p. 100.

29MacBean, Export Instability . . . , p. 113.

30Nurkse, "Trade Fluctuations . . . ," p. 143.
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the demonstration effect succeeds, in no small degree, in diverting
these savings into a variety of nonproductive activities.3l

Whether increased or reducéd investment is likely to result from
stable export prices and incomes cannot be established on an a priori
basis. For instance, one can justifiably argue that investors invest
in the production of agricultural raw materials or minerals simply be-
cause they are the best alternatives open to them for export, owing to
the country's comparative advantage in their production, but not be-
cause of unstable export prices and incomes. Similarly, it can also
be argued that investors might be reluctant to invest in primary prod-
ucts simply because their price prospects are poor, even if prices are
in fact very stable. 1In either case, therefore, short-—run fluctuations
in export prices and receipts may not be too relevant for the invest-
ment decisions. Besides the paucity of empirical studies, this may be
one reason why the two opposing arguments on the effects of export in-
stability (especially on the relationship between export fluctuations
and investment) remain yet unresolved.

Summing up, the arguments—-that the developing countries tend to-:
undergo exceptional instability in their export earnings and that such
instability has detrimental effects on the economic stability gnd
growth of these countries--have strong theoretical underpinnings based
on usual price and income theories and appear to have received a wider

acceptance among economists and policymakers of the developing

3lror a discussion of the demonstration effect on the interna-
tional plane that "tends to limit the supply of investible funds by
inhibiting the willingness to save" in developing countries, see
Ragnar Nurkse, Problems of Capital Formation in Underdeveloped Coun-
tries (New York: Oxford University Press, 1953), pp. 58-67.
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countries as well. 1In fact, the arguments have become "an orthodoxy of
development economics,"32 and have provided the basis of a host of
proposals for stabilizing commodity~trade instability both nationally

and internationally.
Empirical Aspects of the Problem

Recent empirical studies, 33 however, have produced results which
are somewhat at odds with the conventional views in many respects.
According to the a priori arguments, one may expect that the instabil-
ity in the prices of primary commodities would be greater than that
for manufactured goods. However, Michaely and Coppock find that there
is surprisingly no such evidence for items in international trade. 34

Also, there is no conclusive evidence that fluctuations in the ex-
port earnings of developing countries are primarily the result of ex-
port price rather than volume fluctuations. A United Nations study

finds that, for 39 primary commodities which are important in

32Harry G. Johnson, Economic Policies Toward Less Developed Coun-
tries (Washington, D. C.: The Brookings Institution, 1967), p. 143,

33Joseph D. Coppock, International Economic Instability: The Ex~
perience after World War II (New York: McGraw-Hill Publishing Co.,
1962); Michael Michaely, Concentration in International Trade (Amster-
dam: WNorth-Holland Publishing Co., 1962); Benton F. Massell, "Export
Concentration and Fluctuation in Export Earnings: A Cross-Section
Analysis," American Economic Review, LIV (March 1964), pp. 47-63;
Alasdair I, MacBean, ''Causes of Excessive Fluctuations in Export Pro-
ceeds of Underdeveloped Countries,"” Bulletin of the Oxford University
Institute of Economics and Statistics, XXVII (November 1964), pp. 323-
341 and Export Instability and Economic Development (Cambridge:
Harvard University Press, 1966); Michael R. Edgmand, "Concentration,
Export Earnings, and the Terms of Trade," unpublished Ph.D. thesis,
Michigan State University, 1968.

3%4ichaely, pp. 75-78; Coppock, p. 33.
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international trade, price and volume fluctuations were approximately
the same in their magnitudes.35 However, the study concludes that
downward movements in price were, on the average, greater than declines
in export volume, thus indicating that price movements are.the more
important factor in causing fluctuations in export earnings. Coppock,
however, concludes that export volume fluctuated more than export
price; therefore, instability of export quantity was more important as
a source of instability in export earnings than export price instabil-
ity.36 The same conclusion is reached by MacBean and Edgmand.37 One
impdrtant implicgtion of the finding, of course, is that price stabi-
lization might aggravate rather than mitigate export earnings instabil-
ity.38

Furthermore, the developing countries are not significantly more
subject to instability of export earnings than the developed countries;
the differences in export instability between the two "are much less

than commonly supposed."39 Nor is there conclusive evidence that the

35UNCTAD, Commodity Trade, Proceedings of UNCTAD, Vol. III (New
York: United Natiomns, 1964), p. 85.

36Coppock, p. 125.

37MacBéan, Export Instability . . . , p. 46; Edgmand, pp. 135-36.

380ne cannot, however, conclude definitely that stabilizing export
volume will be more successful in stabilizing export earnings than sta-
bilizing export prices. To the extent that variations in export
quantity are essentially the result of changes in export prices in
previous years--i.e., through the operation of the so-called cobweb
mechanism, which is believed to be prevalent among agricultural ex-
port commodities, fluctuations in export quantity and export proceeds
may very well be ameliorated by stabilizing export prices.

39MacBean, Export Instability . . . , p. 34. MacBean found that
D p
during the period 1948-58 export instability of LDC's as measured by
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commodity concentration of exports is a major explanatory factor in
determining the extent of instability in export prices and/or export
earnings,40 as would be expected on a priori considerations. The same
goes for the other two propositions for expecting greater instability--
specialization in primary products and geographic concentration of
exports. 4l

Most important of all, there is little relationship between export
fluctuations and variations in domestic economic variables, which
MacBean attributes, among other things, to the operation of built-in
stabilizers and especially high marginal propensities to import in the
developing countries. 42 And, in particular, there is no statistical
evidence that there is "any relation between growth in per capita real
income and export instability,"#3 and that export instability has re-
tarded economic growth of the developing countries:

All in all, our search for evidence demonstrating the adverse

influence of short-term instability of export earnings on the

prospects of growth in underdeveloped countries gives us no

grounds for believing that export instability is in fact so

harmful. Almost every chain of reasoning leading to the con-
clusion that serious damage is inflicted by instability has

the Coppock index (the log~variance method) was greater than that of
DC's, but only by 31 per cent, hardly the difference which was thought
to exist (Ibid., p. 36).

40Michaely, pp. 73-74; Massell, "Export Concentration . . . ,"
pp. 47-63; MacBean, Export Instability . . . , Ch. 2.

41MacBean, Export Instability . . . , Ch. 2 and "Causes of Exces-
sive Fluctuations . . . ," pp. 323-341; Edgmand, Ch. 5.

4zMacBean, Export Instability . . . , Ch., 3, esp. pp. 85-96.

43Coppock, p. 107.
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been found wanting when confronted with analyses of U. N.

and I. M. F. data.%4

While the results of empirical studies cited above%d are against
the widely-held, conventional views in many respects, there are some
recent studies the results of which generally tend to éubstantiate the
conventional hypotheses.46 Indeed, not only was the degree of export
instability of developing countries over twice as high as that of
developed countries during the later post-war years, 1954—66,47 such
instability is related, for one thing, to the concentration of ex-
ports48 and other structural characteristics of developing economies—-
e.g., the small size of the domestic market, the higher ratio of food

exports to total exports, and the higher ratio of domestic consumption

44MacBean, p. 127.
45Notably, Coppock and MacBean's.

46G, F. Erb and S. Schiavo-Campo, "Export Instability, Level of
Development and Economic Size of Less Developed Countries," Bulletin of
the Oxford University Institute of Economics and Statistics, XXXI (Nov-
ember 1969), pp. 263-283 and "Instability of Exports, of 'Develop-
mental' Imports and of Domestic Income in Less Developed Countries,"
unpublished manuscript, November 1969; M. R. Edgmand, 'Concentration,
Export Earnings, and the Terms of Trade," unpublished Ph.D. thesis,
Michigan State University, 1968; B. F. Massell, "Export Instability and
Economic Structure," American Economic Review, I1X (September 1970),
PP. 618-630.

478rb and Schiavo-Campo, "Export Instability, Level of . . . ,
p. 268. Also, Edgmand, pp. 122-131,

48Massell, "Export Instability . . . ," pp. 626-628 and Edgmands
pp. 157-161.
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to exports.49 Furthermore, there is a positive association between
export instability and domestic economic variables.50

It is now well acknowledged that one unequivocal contribution of
the recent empirical research has been to show that the conventional
hypotheses regarding the causes and effects of export\inséability have
to be qualified in many respects. While most of the studies dealt with
cross—country analysis, practically no detailed country studies on the
subject have been made,

One of the serious drawbacks of a cross-country analysis is, of
course, its implicit assumption that there is a single, unique rela-
tionship between a given degree of export instability and the resulting
changes in the domestic economic variables. Without taking into ac-
count the possibility of deliberate offsetting policies by the govern-
ment and the over-all developments in the economy, and without taking
into account the differences in economic structures and in the degree
of foreign trade dependency of different economies, what one hopes for
is that the relationship between export instability and domestic eco-
nomic variables, such as the growth rate of GNP or GDP, is strong
enough to be picked up by the data.

Moreover, the conflicting statistical evidence presented by the
analyses of essentially the same type may be due to the choice of a

particular instability index, a particular sample of countries, and/or

49Erb and Schiavo-Campo, ibid. and Massell, ibid.

50Erb and Schiavo-Campo, "'Instability of Exports, of 'Develop-
mental' Imports . . . ,'" unpublished manuscript, 1969, quoted in S.
Schiavo-Campo and H. W. Singer, Perspectives of Economic Development

(Boston: Houghton Mifflin Co., 1970), p. 169.
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time period covered. This. is well demonstrated, for instance, by
Massell who, in his later study, obtains a significant association be-
tween export instability and the commodity concentration of exports,

reversing the conclusion reached in his earlier study,51

and by Maizels
who shows a significant relationship between export fluctuations and
the growth rate of GDP by employing the same data used by MacBean but
simply excluding from the regression analysis a few countries which
appear to be special cases 22 suggesting that generalizations both
across countries and for different time periods are particularly diffi-
cult in the field of export instability.

Such being the case, a study that explores the causes and effects

of export instability of a single country should be of particular

interest and should provide us with further insights into the problem.
Summary

This chapter has provided a discussion of both the theoretical
and empirical issues pertaining to the causes and effects of export
instability for the developing countries in general, It has been shown
that the cénventional hypotheses regarding export instability appear to
have strong theoretical underpinnings. Because of the predominant
share of primary products in total exports, Aeveloping countries are

expected to face severe fluctuations in their export earnings; and the

51Massell, "Export Concentration . . . ," and "Export Instability

and Economic Structure."

52p1fred Maizels, "Export Instability and Economic Development:
A Review,'" American Economic Review, LVIII (June 1968), pp. 575-580.
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export-induced instability is transmitted into the domestic ecomomy to
the detriment of economic stability and growth of these countries,

We have also noted that recent empirical studies have prodﬁced di-
verging statistical evidence--~some in favor of, and some against, the
conventional views of the problem. While these studies have mainly
dealt with cross-country analysis, practically no case studies have
been made. Generalizations as to the causes and effects of export
instability appear to be particularly difficult both across countries
and for different time periods. The diverging statistical evidence
available in the literature, among other things, is one indication of
such difficulty. 1In view of this, a case study should prove to be a
meaningful and fruitful approach to the problem.

In order to analyze the causes and effects of export instability
as experienced by Pakistan, a country of our special concern in the
present study, we need first to determine whether Pakistan has actually
been subject to any instability in its export earnings, and if it has,
to what extent. This requires a discussion of the statistical methods
of measuring "'instability" and the actual measurement of export insta-
bility that has occurred in Pakistan during the post-war years. The

following two chapters are devoted to this task.



CHAPTER III
MEASUREMENT OF INSTABILITY

A wide variety of different measures of instability are used in
the study of export instability. The purpose of this chapter is to
review and evaluate the variéus measures of instability available in
the literature and select the measures that appear to be most appro-

priate for the purpose of our study.
Statistical Methods of Measuring Instability

The simplest conventional method of measuring instability in a
time series is to calculate the average year-to-year percentage

changes. Symbolically, the index of instability can be expressed as:

100 lEt - E¢ 1
1, = § .
2

i

where: 1, the index of export instability

E = the value of export earnings
t = the year
n = the total number of years covered in the series.l

lThis method has been used in numerous studies done by Food and
Agriculture Organization, United Nations, and other writers such as
Michaely who used the method in measuring fluctuations in export and
import prices and the commodity terms of trade [Michael Michaely,

33
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Although easy to compute, this method is deficient in that it does
not allow for trend factors. The actual observable changes over time
in the value of exports (or any variable in question) are essentially
the sum of the two different sets of forces--namely, long-run forces
which can be said to determine the trend, and short-run forces which
can be considered as determining fluctuations around the trend. Thus,
if an index of instability is used without correcting for trend, a
country with a rapid secular increase in export earnings will exhibit
greater instability than a éountry whose export earnings secularly re-
main unchanged. Take, for example, a country whose export earnings
have risen continuously over time, say from 100 to 200, 300, 400, and
500 in successive years., Using this method the index would show an
average annual fluctuation of 52 per cent while graphically there is
only an upward linear trend with no fluctuations at all. In the
presence of the strong upward trend, use of such an index would seri-
ously overstate the degree of instability. Particularly in the case
of a cross-country study, use of such a method is least desirable be-
cause countries with strong upward trends in their export earnings

would show greater instability than other countries.2 However, use of

Concentration in International Trade (Amsterdam: North-Holland Pub-
lishing Co., 1962), pp. 68-70].

21n Coppock’s study only 4 out of 83 countries showed no trend in-
fluences [J. D. Coppock, International Economic Instability (New York:
McGraw-Hill, 1962), p. 92]. All but one of 35 countries showed trend
influences in Massell's study [B. F. Massell, "Export Concentration and
Fluctuations in Export Earnings: A Cross-Section Analysis," American
Economic Review, LIV, No. 2 (March 1964), p. 50] and strong trend in-
fluences were also shown in Michaely's study [M. Michaely, Concentra-
tion in International Trade (Amsterdam: North-Holland Publishing Co.,
1962), p. 991.
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this method may be justified }f_there'is little or no trend in the

series under study.3

4

Another widely used index is the United Nations index,” which is
quite similar to the previously discussed conventional method, except
that the denominator of the ratio is the higher of the two values in
two successive years rather than the value of the preceding year. The

U. N. index of instability as measured in terms of percentage average

annual fluctuation can be expressed as:

o}

1, = 100 Z |Ee - Be-a ] (3.2)

n-1 max. (E., E,_1)
£ £r Be-1

where max. (E¢, Ei.1) denotes the value of exports in years t and t-1,
whichever is larger.

This method, widely used in numerous U. N. studies, is easy to
compute and also has some advantages over the conventional method (Il).
In this method, "a rise is measured as a percentage of the terminal
high point, rather 'than of the lower starting point of an increase.

Thus, a rise from 100 to 150 was not considered an increase of 50 per

3Michaely justified the use of this method on the grounds that
there is little or no trend in export and import prices and the com-
modity terms of trade. Michzely, p. 69. On the grounds of the absence
of any discernible trend and easiness of computation, FAO also used
this method.

4E.g., United Nations, Instability of Export Markets in Under-
developed Countries (New York: United Nations, 1952); "Commodity Trade
and Policies in the Post War Period," World Economic Survey, 1958 (New
York: United Natiomns, 1959), pp. 12-56; "Trends and Fluctuations in
World Trade of Primary Commodities," World Economic Survey, 1959 (New
York: United Nations, 1960), pp. 17-65.
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cent . . . but an increase of 33 1/3 per cent . . . "3 But in meas-
uring a fall the conventional method was retained. Hence, this method
produces symmetrical results for successive rises and falls of the
same magnitude. For example, a fall from 200 to 100 is expressed as

a 50 per cent decrease and a rise from 100 to 200 as a 50 per cent
increase rather than a 100 per cent increase, which would be the case
when using the conventional method.

This U, N. method also takes some account of trend factors. This
is so because in case of a fise in export earnings (or any variable in
question) it is the attained higher value that is used as a base.
Thus, calculating the absolute change as a percentage of this '"base"
is equivalent to viewing the value of exports (or any variable) in the
given year as a short-fall from the attained higher value. Using this
procedure, the average year-to-year fluctuation of export earnings in
our previous example would be 32 per cent, which is the same result as
in the case of secularly falling export earnings. Overstating the
degree of instability because of the presence of strong upward trends
is therefore reduced.

There are a number of measures of instability which make formal
adjustments for trend factors. Different ways of correcting for the
trend give rise to different indices of instability. One way of cor-
recting for the trend is to fit a regression line to export earnings
(or any variable in question) as a function of time, and measure ex-

ports as deviations from this estimated trend. Then, we can write:

Synited Nations, Instability of . . . , p. 77.



37
E, = By t+ B3t (3.3)

where E = export earnings; t = time, and‘B0 and Bl can be estimated by
least squares. The residuals, u;, are then obtained by subtracting the
estimated trend values of export earnings in each year from the actual
values, i.e., up = Et - (b + blt). In each case, the gbsolute value
of‘the difference between ut and ug-] is obtained, divided by ug_j,

and multiplied by 100 to produce the trend-corrected year-to-year
fluctuation of export earnings in percentage. The annual percentage
rates of change in export earnings are then summed and divided by n-1
observations to obtain the trend-corrected average annual fluctuation
of export earnings in per cent form. Algebraically; the instability

index, I3, can be written as:

N .
1, = 100 } lue - ve-d (3.4)
=2

In this method it is assumed that the trend can most appropriately
be approximated by a linear function of time. In the absence of any
discemmible linear trends, either an exponential or polynomial trend
should be used.

Quite similar to the method discussed above, some variants of the
method are also suggested by the writers on the subject. One variant

used by Massell® is as follows:

6Benton F. Massell, "Export Concentration and Fluctuation in Ex-
port Earnings: A Cross-Section Analysis," American Economic Review,
LIV, No. 2 (March 1964), pp. 48-52.
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e}
= _100
t=2

|ue = ueg |
max. (Et, Et—l)

max.(Et, Er.1) = the larger of the actual
exports in two successive

years, t and t-1

t = time or year.

This method differs from the previous one, I3, only in that in comput-

ing the trend-corrected year-to-year annual fluctuation, w¢, the ab-

solute value of the difference between the residuals u; and u._1, 1s

divided by the actual export earnings in two successive years, which-

ever is larger, rather than the residual in the preceding year, u¢-j.

This difference is akin to that between I and I, discussed above.

Another measure of instability is a modified version of the coef-

ficient of variation or the "normalized standard error of the estimate"

as used by Massell,7 Neuberger,8 and Staller.? 1In it, the standard

error of the estimate (square root of the unexplained variance) is

divided by the mean of the observations to produce the instability

index, Ij:

71bid.

8Egon Neuberger, '"Is the USSR Superior to the West as a Market for

Primary Products?"
1964), p. 287.

Reviewlgg Economics and Statistics, XVII (August

9George J. Staller, "Fluctuations in Economic Activity: Planned
and Free-Market Economies, 1950-60," American Economic Review, LIV

(June 1964), p. 386.
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Sr t=1

I5 = (100) = (100) = (3.6)

- n
where E = :E; E¢ / n, the arithmetic mean of the observatioms,
t=

u, = E¢ - (b0 + blt), the deviation from the trend value. The index of
instability, so computed, is a pure number and is independent of the
level and rate of growth of export earnings.

While both measures, I, and Is5, are obtained by fitting a linear
regression line to export earnings as a function of time, they are con-
ceptually quite distinct. The instability index I, is rather a measure
of year-to-year changes of a country's export.earnings whereas the
index IS is a measure of the variation of the series as a whole around
the trend line. Both measures are affected by the appropriateness of
fitting a linear trend line to a country's export earnings, but Ig
would be more affected by a poor fit than 14.10

Coppock has suggested a measure of instability, known as the
Coppock index, where the adjustment for the trend is made by the so-
called "log-variance" method. ™ The instability index Ig is equal to
the anti-~log of the square root of logarithmic variance of the series

E, / E¢-1, with unity subtracted from the anti-log. The algebraic

formula of the index is as follows:

10Massell, "Export Concentration . . . ," p. 52.

11y, p. Coppock, International Economic Instability (New York:
McGraw-Hill Book Co., 1962), pp. 23-24.
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16 = (100) anti-log \/ Vlog -1 (3.7)

n—

'_l

A
log n-1
t

[log (E - m]

er1 /B

]
=

export earnings

time of year

the number of observations

n-1

;%I log (Et+l / Et), the arithmetic mean of
t=1

the difference between the logarithms of Et and

Et+l’ Eit1 and Ei4os Epqo and Ey43, « . . , etc.

The index of instability so derived is "a close approximation of the

average year~to~year percentage variation, adjusted for trend."12 As

claimed by Coppock, this method avoids the complication of estimating

the trend line by the least squares method and therefore is less

" laborious and lends itself to machine methods .13 However, it still

involves complicated logarithmic scales in transforming the data.

In addition, the index has a serious defect in that it is heavily in-

fluenced by the two extreme values, i.e,, the first and last observa-

tions in a time series. This is so because:

'_l

n—

log (B, / B = n}l log (E, / Ep). (3.8)

(a3
]
=

121pid., p. 24.

131pid., p. 23.
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Thus, the value of "m" is solely determined by the two extreme observa-

tions, E; and Ej.

Another index--which Coppock calls the "average—percentage-
deviation-from-trend" methodl*—-involves simply fhe deviations from a
straight line trend fitted by the least~squares method. The index I7

can be written in algebraic terms as follows:

hey
1, = 100 l ‘A‘t l ' (3.9)
n Et

t=1

where: u. = B¢ - (b0 + blt)

ﬁt by, + bjt, the trend value in year t.

This index is deficient in that it is not a measure of average year-to-
year fluctuations but a measure of instabilify about the trend, and a
poor fit of the linear time trend will affect this index far more than
other indices such as I3, I,, and 15; hence no real advantages over
them exist except the relative ease of computation.

| The Pearson's coefficient of variation of the series can also beA
used as an index of instability. It is simply the standard deviation
of the annual observations divided by the arithmetic mean of the

observations. Algebraically, the index, Ig, is as follows:

n
Ig = E%Q-ZE:: € - B2/ (n-1) (3.10)
=1

141bid., p. 25.
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- n
where E = Et / n, the arithmetic mean of the n observations. This

t=

index is a pure number but is solely dependent on the size and the rate
of growth of the variable in question, i.e., it only measures the vari-
ation around the mean and takes no account of separating the short-run
and long—rﬁn (trend) fofces. Thus the index is the least desirable one
for the purpose of a study involving year-to-year changes in economic
variables.

There still exists another type of method of measuring instabil~
ity--the so-called "moving average' method, Ig. This method involves
the deviations from either 5-year or 3-year moving averages centered on
the mid-year. It is expected that the instability indexes so obtained
are considerably lower because of the weight given to the current

15

year-—i.e., the numerator is included in the denominator. This

method has been favored by the International Monetary Fund.16 The main

l5Algebraically, the index using 5~year moving averages, 19(5—yr)’
may be expressed as:

m *
I 100 lEti - My
g(s—yr) - n_4 Mi

i=1

for i =1, 2, 3, . . . , m=n~4 and where m = the number of moving
averages, equaling n-4, n = the number observations, E:i = export earn-
ings of the mid~year t of the ith group of 5 years when t = 3, and

M; = moving average, i.e., the mean export earnings of the ith group

of 5 years such as My = (Ey_9 + Eryp + E¢ + Egqq + Epg2)/5, My =

(Et_l + Et + E§+l + Et+2 + Et+3)/5’ s & o 9 etc.
163, M. Fleming and F. Lovasy, "Fund Policies and Procedures in

Relation to the Compensatory Financing of Commodity Fluctuations,"
IMF Staff Papers, VII (November 1960), pp. 1-76.
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reason for the choice of the measure by the Fund is that it measures
the variations of the variable in question from a mid-term trend rather
than a long-term one; and, consequently, it is considered a better
basis by which the developing countries should be compensated for
fluctuations in their export earnings by borrowing from the Fund.

These different indices of instability may be grouped into two
categories--(1l) those that measure annual changes in the variable in
question against a selected norm; and (2) those that measure the vari-
ation of the series as a whole around a selected norm. In constructing
an index of average instability throughout the selected period, the
numerators of the ratios to be averaged in (1) would be the changes in
export earnings or residuals over two successive years (first differ-
ences), whereas the numerators to be averaged in (2) would be the value
of exports or residuals in each year. Included in (1) are: Iy (the
conventional method——averagé year-to-year percentage change), Iy (the
United Nations method-—average year-to-year per cent change), i,
(average annual per cent change adjusted for trend by least-squares),
I4 (Massell version of average annual percentage rate of change ad-
justed for trend by least-squares), Iy (Coppock index--the log-variance
method), and Ig (IMF index--5-year or 3~year moving average method).
The indices, I5 (modified version of the coefficient of variation),

I7 (average-percentage-deviation-from-trend fitted by least-squares)

and Ig (Pearson's coefficient of variatioﬁ) are included in (2); they
are essentially a measure of changes of a series as a whole around a

selected norm.

To be sure, the indices in (1), which are measures of year-to-

year changes, are preferred to those in (2) because they represent
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the type of instability we consider appropriate for the purpose of the
present study.

Finally, these different indices may also be grouped into two
categories, this time according to whether they take account of the
trend factors: 1I;, Iy, and Ig make little or no adjustments for trend
while the rest correct for trends in one way or another. Generally, it
seems appropriate, but not always, as will be discussed shortly, to use
a trend-corrected instability index when there is trend influence, even

though there is always a préblem of defining a correct trend.
Choice of Instability Index

As mentioned earlier, the actual observable changes over time in a
country's export earnings (or any variable in question) are essentially
the sum of the two different sets of forces--i.e., the long-run forces
considered tp be determining the trend, and the short-run forces which
can be said to determine fluctuations around the trend. The problem of
export instability is concerned with the short-run phenomena--i.e.,
year-to-year fluctuations in export earnings. Therefore, any measure
that does not distinguish between fluctuations due to the trend of ex~-
port earnings and fluctuations around the trend is deemed unacceptable
for the purpose of our study. This is so, particularly in the case of
a cross—-country analysis, since countries with a strong upward or down-
ward trend in export earnings over the séme period will exhibit a

greater instability than countries with a milder one, even if
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fluctuations around it are the same.l’ It may be argued that differ-
ences in the trend are more important for economic development than
differences in the fluctuations around it. In dealing with the problem
of export instability, however, we are primarily interested in isolat-
ing the importance of the latter. Hence, an acceptable measure of ex-
port instability would have to be the one which corrects for the trend
in one way or another.

As was seen earlier, different ways of correcting for the trend
give rise to a number of different indices of instability. All indices
have their own statistical limitations. A tendency for some of these
different indices to be intercorrelated has been demonstrated by sev-—

eral studies.l® The implication of observing such a tendency is that,

l7However, for a case study, particularly when there exists no
discernible trend, use of an index without trend adjustment may as well
be acceptable., This will be discussed in some detail in the following
pages.

181p his study, Coppock computed instability indices of export
earnings of 83 countries for the period, 1947-1958, by using three dif-
ferent methods--namely, the U. N. method (I5), the log-variance method
(Ig), and the average-percentage-deviation-from-trend method (I7). He
found that the simple correlation coefficient (r) between Iy and Ig was
.91, whereas r was found to be .89 between Ig and I;. Coppock, Inter-
national Economic Instability, pp. 25~26.

Massell also demonstrated a rather close correspondence between
the two indexes of export earnings instability (for a sample of 36
countries during the 1948-59 period) computed by the average year-to-
year percentage rate of change method by Massell (I4) and the 'mor-
malized standard error of the estimate" method (Ig). To test the
significance of the country rankings according to the two indexes, a
Spearman's rank correlation coefficient was computed and found to be
.718, with standard error of .17, which is significant at the .01
level. Massell, "Export Concentration . . . ," pp. 52-57.

Staller notes in his study ["Fluctuations in Economic Activity:
Planned and Free-Market Economies, 1950-1960," American Economic
Review, LIV, No. 4 (June 1964), pp. 385-395] that all of the five
measures of instability tested '"led to essentially the same results,"
Those five measures of instability tested by Staller include (1) the
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at least in the absence of trends, the different measures should give
rise to more or less the same results. However, the fact that there is

no unique way of measuring "instability" itself indicates that the re-
sult of a study may as well hinge upon the choice of the index.

One way of choosing among them is according to the goodness of fit
of the relationship from which these indexes are derived. A more im-
portant criterion than this, however, would be the specific purpose of
the study on hand in which the particular index will be used. If one
is Interested in a cross—country analysis of the relationship between
export instability and other variables, any measure when consistently
used for all countries will.be acceptéble if the differences in trends
are corrected and there is no reason to expect that the measure intro-
duces systematic biases across countries. In such a case, relative
ease of computation may be an important factor determining the selec-
tion of an index.

In the absence of any marked trend in the series of the variable

in question, average year-to-year percentage changes in observed values

standard error of the least-squares fit of the series of Vi/Vi—1 to
time, where V is the variable in question and t is time period, (2) the
anti-log of the square root of logarithmic variance of the series

Vi /Vie-1, with unity subtracted from the anti-log, (3) Pearson's coef-
ficient of variation, (4) the standard error of the least-squares fit
to the index of growth with 1950 as the base year, and (5) the standard
error of the least-squares fit to the logarithms of index of growth
with 1950 as the base year.

Edgmand also found a close correspondence between three indexes of
export instability as measured by the U. N. method (Ig), the Massell
version of the average annual percentage rate of change (I4), and the
"normalized standard error of the estimate" method (I5) for a sample of
78 countries for the 1948-64 period. M. R. Edgmand, 'Concentration,
Export Earnings, and the Terms of Trade," unpublished Ph.D. thesis,
Michigan State University, 1968, pp. 123-127.
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may serve as a satisfactory index, regardless of whether one conducts
a study on a cross—country or one-country basis, Even if trends exist
there are some cases where adjustments for trend may not be desirable:

The measure of year-to-year change in trade and prices may

be of interest insofar as wide annual swings in export earn-

ings could have, for example, serious balance of payments

repercussions or have other important policy implications

(e.g., in connection with determination of annual support

levels), quite irrespective of whether such swings contain

large elements of a long~term trend.19
Second, one may not have enough information on hand to identify the
correct trend. Third, if one is interested in the effect of export in-
stability on the domestic macro-economic variables, one might be led
to believe that the different economic units may react to year-to-year
changes in export earnings rather than to deviations from any abstract
norm such as trend. If so, for such purpose, it might also be appro-
priate to emphasize the year-to-year percentage changes in export
earnings rather than the deviations around the trend; and a trend-
uncorrected measure may be a satisfactory device. Fourth, even if a
marked trend exists in a particular series, the influence of a few
years of relatively large (or small) change tends to affect the value
of the trend-corrected index more than the trend-uncorrected one. In

such a case, a trend-corrected index tends to exaggerate the true ex-

tent of the short-term instability.20

19F00d and Agriculture Organization, The Stability of World Trade
in Coarse Grain, FAO Commodity Policy Studies, No. 14 (Rome: United
Nations, 1963), p. 35.

20This was the case for the series of export earnings from jute
and cotton manufactures in Pakistan for the period 1951/52 ~ 1966/67.
Export earnings from jute manufactures were none up to 1950/51, and
were not significantly different from 1 million rupees in two years
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For the reasons discussed above, this study will not be restricted
to the use of a single measure of instability because it is believed
that each method has ité own merits and consequently is appropriate
under different circumstances. Two measures, however, will be given
special preferences over the others in our study——namely; the United
Nations index (I;), which makes little formal adjustment for trend, and
the Massell version of annual percentage rate of change (I4), which
corrects for trend by the least-squares method. However, other meas-
ures will also be used under the different circumstances and according

to the different purposes at hand.

1951/52 and 1952/53, but increased sharply thereafter. Pakistan also
did not export any cotton manufactures up to 1950/51, and for four
years from 1951/52 to 1954/55 their exports remained around one million
rupees, then increased sharply thereafter. Export earnings of jute
manufactures and cotton manufactures fluctuated annually on the average
by 33.7 and 40.2 per cent, respectively, according to the United
Nations method (12) which makes little formal adjustment for trend,
whereas they fluctuated by 287.2 and 404.9 per cent, respectively, for
the same period according to the trend~corrected method by Massell
(14). See Chapter VI of this study.



CHAPTER IV

INSTABILITY IN EXPORT EARNINGS OF PAKISTAN
AND OTHER PRIMARY PRODUCING COUNTRIES:

THE POST-WAR EXPERIENCE

Using the measures of "instability" discussed and selected in the
preceding chapter, we now measure and compare the degree and pattern
of export instability in Pakistan within the context of the experience
of other selected primary product producing countries during the post-—.
war period 1948-68, Such comparative analysis is necessary in order
for us to determine, in better perspective, the relative severity of
export fluctuations experienced by Pakistan.

Following a brief discussion of the characteristics of our country
sample and export data selected, the first section presents the results
of computation of the instability indexes, and the extent of export in-
stability experienced by Pakistan is compared with others. In the
second section, attention is directed toward the seemingly changing
pattern of export instability over time for many primary producing

countries and Pakistan in particular.
Fluctuations in Export Earnings

In order to assess, comparatively, the severity of export fluc-

tuations of Pakistan, a sample of 34 countries was taken from the
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earlier study by the United Nationsl (see Table I). With a few excep-
tions—-namely, Australia and New Zealand-~these countries are all
developing countries. Export concentration in a few primary products
characterizes all of these countries as can be seen in Table I. The
degree of concentration as measured by the percentage of total exports
accounted for by three major export (primary) commodities varies
greatly among countries, ranging from 29 per cent for India to 98 per
cent for Venezuela in 1953-55 and 26 per cent for India to 98 per cent
for Venezuela, again, in 1959~61. TFor these countries as a group, how-
ever, three principal commodities accounted for 75.7 per cent and 70.8
per cent of their total export earnings in 1953-55 and 1959-61,
respectively.

In order to compare the extent of instability in export earmings
among countries, it is necessary that each country's export earnings be
expressed in a common currency. Otherwise, the calculated instability
indices will be influenced by changes in exchange rates. For such
purpose, common practice is the use of the U. S. dollar; it is a com-
monly accepted international currency, and data in U. S. dollars are
available for a large number of countries.? Data for export receipts,

in U. S. dollars, for 34 primary product exporting countries, are taken

lUNCTAD, Commodity Trade, Vol. IITI (New York: United Natioms,
1964), p. 111, Table 2-9.

2yse of a common currency is not altogether free from any errors
and biases, however. The official exchange rates used to convert ex-
ports to dollar terms may diverge frequently and widely from free
market rates. Such divergence along with exchange controls may blur
the meaning of an exchange rate.



CONCENTRATION OF EXPORTS:

TABLE 1

PRIMARY PRODUCT EXPORTING COUNTRIES,
1953-55, 1959-61, 1960, 1966 AND 1965-67

Concentration?
Country 1953-55 1959-61 1965-67 1960 1966 Three Major Export Commodities in 1959-61
(1) (2) (3) @)  (5) (6)
Argentina 71 86 60.0 .300 ,322 Meat, cereals, wool
Australia 63 60 39.8 Wool, wheat, meat
Bolivia 82 74 69.6 Tin ore, lead ore, tungsten ore
Brazil 81 65 38.4 .580 .463 Coffee, cocoa, cotton
Burma 82 79 81.3 674,647 Rice, teakwood, metals and ores
Ceylon 90 90 90.8 .660 .651 Tea, rubber, coconut products
Chile 80 76 86.3 Copper, nitrates, wood
Colombia 97 92 69.6 743  ,664 Coffee, petroleum, vegetable seeds and oills
Costa Rica 93 82 65.2 .609 .462 Coffee, bananas, cocoa
Ghana 85 84 78.3 .674 .686 Cocoa, diamonds, manganese ore
Guatemala 91 69 63.6 .694 ,496 Coffee, bananas, cotton
Haiti 91 75 68.6 Coffee, sisal, sugar
Honduras 76 66 68.4 .511 .531 Bananas, coffee
India 29 26 32,7 279  ,256 Tea, fibres, cashew nuts
Iraq 96 98 92.8 Crude petroleum, dates, barley
Jamaica 88 63 75.8 .560 .536 Metaliferous ores, sugar, bananas
Kenya 52 68 46,2 .368 .388 Coffee, sisai, tea
Malaysia 62 64 58.4 644 524 Rubber, tin
Mexico 65 42 29.4 272,243 Cotton, nonferrous metals, coffee
Morocco 45 49 49.8 .312 ,354 Minerals, citrus fruits, wheat
New Zealand 86 84 57.8 Wool, meat, dairy products
Nigeria 74 69 73.0 422 422 Oil-seeds and o0il, cocoa, tin concentrates
*Pakistan 86 58 40.1 .500 .326 Jute, cotton, wool
Peru 64 63 62.8 Non~ferrous metals and ores, cotton, sugar
Philippines 79 - 70 72.5 .415 ,370 Coconut products, sugar, timber

16



TABLE I (Continued)

Concentration? .
Country 1953-55 1959-61 1965-67 1960 1966 Three Major Export Commodities in 1959-61
(1) (2) (3) 4  (5) (6)
S. Africa 56 52 20.9 Gold, wool, diamonds
Sudan 73 81 71.0 .635 .560 Cotton, gum arabic, ground-nuts
Thailand 78 68 55.3 451 410 Rice, rubber, tin ore
Tunisia 43 43 47.5  .280 .297 Phosphates, olive oil, wheat
Turkey 58 52 58.5 - Tobacco, cotton, hazel nuts
Uganda 86 79 84.6 .564 .587 Cotton, coffee
United Arab Rep. 87 78 62.4 .713 .574 Cotton, rice
Uruguay 80 81 83.5 Wool, meat, hides and skins
Venezuela 98 98 97.6 .725 ,702 Petroleum, iron ore, coffee
Mean 75.5 70.1 63.3 .524  ,480

aColumns (1), (2), and (3) show the percentage of total exports accounted for by three principal export
commodities listed in column (6) in 1953-55 and 1959-61, respectively; columns (4) and (5) con-
tain the Hirschman concentration index C, defined as:

m
€= Z (xi/X)2
i=1

n
where xi{ = value of export of commodity i, n = number of commodities, x = E X{, m = number
of commodities chosen for the index computation, and m < n. i=1




Sources:

The two measures of concentration above are conceptually distinct; thus columns (4) and (5) are
not directly comparable with columns (1), (2), and (3), although they are closely correlated.

Colums (1), (2), and (6) from UNCTAD, Commodity Trade, Vol, III (New York: United Nations,
1964), p. 111, Table 2-9; Column (3) computed from IMF, International Financial Statistics,
various issues and UN, Yearbook of International Trade Statistics, various issues; Columms
(4) and (5) from UNCTAD, Handbook of International Trade and Development Statistics (Geneva,
Italy: United Nations, 1969), pp. 143-146, Table 4-10.
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from the various issues of International Financial Statistics published

by the International Monetary Fund.

In computing fluetuations in export earnings three different meas-
ures were used-—-the United Nations index (12), average annual per-
centage rate of change adjusted for trend by least-squares method as
used by Massell (14), and the modified version of the coefficient of
variation or the normalized standard error of the estimate (IS)' The
properties and reasons for selection of these indices were discussed
previously.3

The results of the calculations are summarized in Table II; they
indicate that export earnings of these countries fluctuated consider-
ably during the period under consideration. The extent of instability,
however, varied greatly among the countries. Also, the degree of ex-
port instability experienced by these countries as a group varies
somewhat according to the method used in computing the indices.

If the United Nations method I, is used, export earnings of these
countries as a group fluctuated by 10.4 per cent during the post-war
period 1948-68, whereas the means of export instability indices by two
trend-corrected measures, I, and Ig, were 9.8 and 14.9 per cent, re-
spectively. Even though these three measures give rise to different
degrees of instability experienced by these countries, they are closely
associated. The simple correlation coefficients between Iy and I,, I,
and IS’ and I, and Ig were found to be .935, .692, and .749, respec-
tively, which are all significant at the .0l level. As can be seen in

Table II, the two measures, I, and 14, tended to show almost identical

3see Chapter III above, especially pp. 44-48.



TABLE II

THREE INDICES OF EXPORT EARNINGS INSTABILITY
FOR 34 PRIMARY PRODUCT EXPORTING COUNTRIES,
1948-1968
(In Per Cent)

Instability IndexP

Countryd
12 14 15
Sudan 15.5 16.0 17.6
Uruguay . 15.5 15.8 21.8
Bolivia 14.8 14,6 33.4
Iraq® 14,6 14.6 11.3
Malaysia 14.1 14.4 20.2
Haiti 14.2 14.2 17.9
Burma 12.3 12.2 19.7
*Pakistan 12.4 12,1 26.7
Argentina 11,7 11.4 19.6
Honduras 10.5 10.7 26.2
Ugandad 9.5 10.5 14.4
Chile 10.6 10.5 17.1
Turkey 11.4 10.4 14,0
Nigeria 10.7 9.9 14.9
Tunisia 10.4 9.8 13.8
Jamaica 9.2 9.7 9.4
UAR 9.4 9.5 14.3
Peru 10.6 9.5 16.7
Ghana 9.5 9.3 10.1
Australia 10.3 9.2 13.2
Brazil 9.4 9.2 12.9
Philippines 10.1 9.1 10.6
Thailand 10.4 8.9 13.9
Colombia 8.5 8.4 17.3
Guatemala 8.9 8.2 16.0
Costa Rica 9.9 8.2 15.7
India 8.1 7.8 10.3
Kenyad 9.8 7.5 9.3
New Zealand 7.5 7.3 7.4
Ceylon 7.2 7.1 8.3
Mexico 8.0 6.9 8.6
S. Africa 7.6 6.4 9.4
Morocco 5.8 5.3 6.8
Venezuela 5.8 4.7 7.6

Mean 10.4

O
oo

14.9




56

TABLE II (Continued)

8Countries are arranged in descending order of the
degree of export earnings instability in
terms of Iye

bIZ = average year—-to-year fluctuation in export
receipts with no formal adjustment for
trend; I, = average annual percentage
rate of change in exports corrected for
trend by least-squares; I5 = the ratio
of the standard error of estimate to the
mean of exports, trend corrected. For
detailed explanation of these indices,
see Chapter III.

€1950~1968.
d1949-1968.

Source: Calculated from IMF, International Finan-
cial Statistics, various issues.
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results for all countries in the sample while when Ig is used, the ex-
tent of export fluctuations tended to be much larger for most coun-
tries. Why this divergence? It will be recalled that these measures
are conceptually different--the former (Iy and I,) being a measure of
year-to-year fluctuation and the latter (I5) a measure of fluctuations
of the series as a whole around the trend line. Unusually large in-
creases or decreases in export earnings in a few years should affect
I5 far more than either Ij or I4.4

Using I, series, Pakistan was in the top one-fourth (8th in rank)
on the list in terms of the extent of export instability; her export
earnings fluctuated by 12.0 per cent annually throughout the entire
post-war period 1948-68, relative to the group mean, 9.8 per cent,
and the median, 9.5 per cent. In terms of I5 series, Pakistan's export
instability was far more severe than others with 26.7 per cent per
year, one of the highest among the countries in our sample. The mean
and median of the group were 14,9 and 14,2 per cent, respectively.,

It is interesting (and important) to observe a wide diversity of
experience with export instability even among the countries whose ex--
ports are highly concentrated on a few primary products, As Table II
reveals, the degree of export instability varies greatly among coun-
tries, ranging from a low of 4.7 per cent for Venezuela to a high of
16.0 per cent of Sudan in terms of I, series; and from a low of 7.6 per

cent for Venezuela to a high of 33.4 per cent for Bolivia when using

45ee Chapter III above, pp. 37-39. In order to see whether the
country rankings are affected by the two measures I, and I5, a Spear-
man's rank correlation coefficient was computed. The coefficient was
found to be .787 and significant at the .01 level,
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I5 series. A coefficient of variation (standard deviation divided by
the mean of a series) is a frequently used statistical measure of rela-
tive dispersion in a giﬁen series. These coefficients are .250, .286,
and .403, respectively, for I,, I, and Iy series;

This divergence in export instability even among the primary prod-
uct exporting countries may be at least in part traced to the wide
diversity in price fluctuations of different primary commodities that
these countries are exporting. It is now believed, contrary to the
widely held views, that export proceeds of manufactured goods are also
subject to a more or less similar degree of instability as are those of
primary products.5 The average degree of instability of unit values,
however, is greater for primary products than for manufactured goods,
which is consistent with the conventional view.6 What is perhaps more
important is that the extent of instability in unit values of primary
commodities varies greatly among them.

Table III reflects this wide variability in unit value fluctua-
tions of 39 primary commodities which are important in international’
trade for the period 1950-61. The unweighed average instability (as
measured by the U. N. method--I, in our notation) for 39 items was 11
per cent. The extent of instability ranged from a low of 3 per cent

for crude petroleum, tobacco, and bananas to a high of 21 per cent for

SCoppock, International Economic Instability, pp. 33-37. 1In fact,
Coppock concluded that "export proceeds were decidedly more stable for
primary goods than for manufactured goods'" for the period 1948-58;
average instability indices as measured by the log-variance method
(equivalent to Ig in our notation) were 3.8 and 6.8 per cent, respec—
tively, for primary and manufactured goods.

61pid., p. 35.



FLUCTUATIONS IN EXPORT UNIT VALUE, VOLUME, AND PROCEEDS

TABLE III

OF MAJOR PRIMARY COMMODITIES, 1950-1961

59

Year-to-year fluctuations®

Per cent
Commodity?2 of imports
by DC's Export Export Export
from LDC'sP Unit Value Volume Proceeds

Natural Rubber 100 21 5 21
Cocoa 85 20 10 15
Linseed 42 17 23 18
Tallow - 17 13 16
Lard - 17 14 20
Sisal 93 16 7 16
Zinc metal 13 16 6 16
Wool 15 16 11 15
Jute 98 15 . 10 15
Copra 94 15 10 12
Abaca 98 14 11 20
Lead metal 27 14 7 10
Cotton—-seed 56 14. 26 25
Copper-metal 53 13 8 16
Olive oil 35 12 21 18
Palm kernels 91 11 6 12
Soya beans 2 11 24 24
Palm oil 84 11 5 9
Cotton 61 11 10 14
Barley 17 10 15 20
Tin metal 75 10 8 10
Butter 2 10 7 12
Coffee 99 9 7 8
Beef, veal, pork

mutton, and lamb 19 9 13 15
Maize 20 9 10 10
Rice 52 9 10 10
Ground-nuts 93 8 10 10
Oranges 40 7 9 8
Synthetic rubber - 5 20 18
Wheat 14 5 13 13
Bauxite 87 4 10 13
Bananas 96 3 5 5
Tobacco 30 3 7 8
Crude petroleum 93 3 10 9
Mean (39 items) 11 11 14
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TABLE III (Continued)

8Arrayed in descending order of average 1950-1961 year-to-year change
in export unit value.

bPercentage of imports of industrial countries coming from developing
countries, 1962, 1Industrial countries consist of N. America,
W. Europe, and Japan; developing countries, of Latin America,
Africa (other than the Republic of 8. Africa), and Asia (other
than mainland China, Japan, and Turkey).

CIn computing year-to-year changes, the higher figure has always been
used as denominator irrespective of whether it was the earlier
or later year.

Source: UNCTAD, Commodity Trade, Vol., IIT (New York: United Nations,
1964), p. 85, Table 2-1,
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natural rubber. The relative dispersion of this unit vélue series was
.333, which is high.

It 1s this wide range of unit value fluctuations of different com-
modities that is responsible (at least partly) for the wide variation
in the degree of instability in export earnings among the countries in
- our sample. Take, for example, the cases of those countries with

greater export instability, such as Sudan (16.0), Uruguay (15.8),
Malaysia (14.4), Haiti (14.2), gnd Pakistan (12.0); they are the main
exporters of such commoditiés as natural rubber (Malaysia), jute
(Pakistan), wool (Uruguay), cotton (Sudan), and sisal (Haiti), all of
which have shown greater fluctuations in their unit values. Instabil—
ity in export proceeds of these commodities is correspondingly higher
than those of other commodities (See Table III). On the other hand,
the bulk of export earnings of Venezuela and Ceylon are derived from
such commodities as crude petroleum (Venezuela) and tea (Ceylon), which
"registered rather stable prices; and export earnings instability of
these countries 1s among the lowest in the sample-—~7.1 per cent for
Ceylon and 4.7 per cent for Venezuela.

As such, there 18 an indication that the nature or type of commod-
ities that a country is exporting may be, among other things, an impor-
tant factor contributing to the differential degrees of export earnings
instability among the primary product exporting countries themselves.
This implies that specialization in a few commodities (or commodity
concentration) itself may not necessarily lead to a higher instability
in export earnings. This, however, is not to say that increased diver-
sification of exports may not lead to a reduction in the instability of

export earnings., More will be said on this later in Chapter VI,
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Changing Pattern of Export Instability

It is evident that the degree of export instabilitybhas declined
markedly over time for the 34 primary product exporting countries in
our sample.7

Irrespective of the measures used in computing the indices of in-
stability, the extent of export fluctuation has declined by approxi-
mately 30 per cent in the recent period 1957-68 compared to the earlier
period 1948—59.] Using I, series, export receipts of these countries
fluctuated annJally by 12.0 per cent in 1948-59, but only by 7.7 per
cent during the recent period 1957-68. This amounts to a 36 per cent
decline. Similarly, the means of I and I5 also declined from 12.5 to
8.5 per cent, equivalent to a 32 per cent decrease and from 13.5 to 9.7
per cent, a decline of 30 per cent, respectively. This seemingly
changing pattern of export instability for different historical periods
is summed up in Table IV.

When countries are examined individually in terms of the I,
series, all but twé countries (Guatemala and the United Arab Republic)
experienced a decline in the extent of instability in their export

earnings., The size of decline varied widely among countries, however,

/See Appendix A, "A Comparison of the Degree of Export Instability
for Selected DC's and LDC's, 1948-68," and G. F. Erb and S. Schiavo-
Campo, "Export Instability, Level of Development and Economic Size of.
Less Developed Countries,'" Bulletin of Oxford University Institute of
Economics and Statisties, XXXI, No. 4 (November 1969), pp. 268-283,
Also, J. Clark Leith, "The Decline in World Export Instability: A
Comment ," Bulletin of Oxford University Institute of Economics and
Statistics, XXXII, No. 3 (August 1970), pp. 267-272.




TABLE IV

TWO INDICES OF EXPORT EARNINGS INSTABILITY FOR
SELECTED PRIMARY PRODUCT EXPORTING COUNTRIES,

1948-59 AND 1957-68
(In Per Cent)

Countrya

Instability IndexP

Sudan
Haiti
Malaysia
Uruguay
Bolivia
*Pakistan
Argentina
Iraq©
Chile
Turkey
Burma
Jamaica
Australia
Ugandad
Philippines
Thailand
Ghana
Tunisia
Nigeria
India
Kenyad
Brazil
Honduras
Peru
Colombia
Costa Rica
Mexico
Ceylon

S. Africa
New Zealand

United Arab Rep.

Guatemala
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1959 1957 -~ 1968
15 14
26.2 10.5
22.5 10.1
19.8 10.0
23.4 12.6
18.2 12.1
22.6 5.9
18.7 6.8
20.7 7.2
13.8 8.7
17.7 10.2
13.9 10.6
15.0 6.1
10.2 8.6
14.4 8.5
9.3 5.5
11.8 8.5
11.5 6.8
12.2 7.5
10.0 8.6
10. 4 5.4
11.8 4.7
13.8 7.7
10.2 8.5
9.5 8.9
19.8 6.3
11.9 8.0
9.8 3.8
9.1 4.7
8.0 5.8
7.4 7.7
12.6 9.8
9.3 10.5
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TABLE IV (Continued)

Instability IndexP

1948 - 1959 1957 - 1968
Country?

Iy Ig I, Ig
Morocco 6.2 7.7 4.4 4,7
Venezuela 5.9 6.1 2.5 2.3
Mean . 12.0 13.8 7.7 9.7

4Countries are arrayed in descending order of the degree of
export instability in terms of I, during the earlier
post-war period 1948-59,

bFor explanation of instability indices, I, and Is, see
Chapter III, esp. pp. 37-39.

€1950-1959 for the earlier period.
d1949-1959 for the earlier period.

Source: Computed from IMF, International Financial Statistics,
various issues.
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ranging from a small decline of 2.5 per cent for New Zealand to a sub-
stantial decline of 61.9 per cent for Pakistan.,

To what factors, then, can we attribute this over-—all decline in
the degree of export instability experienced by these countries, in-
cluding Pakistan, in the more recent period? Adequate answers to such
a questijon will certainly require a full-scale study. As tentative and
partial explanations, however, one can think of a number of reasons
that might have produced the wide diversity in experience with export
instability in the two historical periods. Compared to the more recent
period 1957-1968, the earlier period 1948-1959 was characterized by the
occurrence of some major events that might have brought about signifi-
cant destabilizing effects on international trade.

One, the Korean War with the ensuing commodity boom was no doubt a
clear-cut case of a major destabilizing event. Mainly through the ris-
ing prices of raw materials during 1951 and 1952, many primary produc-
ing 1LDC's registered record high export earnings. The Korean War
export booms were short-lived, however; export slumps followed immedi-
ately when the War ended in 1953. Worse yet, the effects of export
slumps were prolonged, manifesting themselves through general reces-
sion; and such effects were felt continuously up to the mid-fifties in

many primary product exporting countries.8

8The mean values of I, I, and Ig for 34 primary product export-
ing countries were 10.4, 9.8, and 14.9 per cent, respectively, for the
entire post-war period 1948-1968, If the Korean War years were ex-—
cluded, the corresponding figures were found to be 9.0, 8.2, and 12.8
per cent, respectively. Similarly, the degree of export instability
for all countries in the sample was found to be lower than when the
Korean War years were included.
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Two, political instability characterizes many LDC's since World
War II up to the present. However, it may be argued that many LDC's,
especially those countries that had gained independence immediately
after the Second World War, were politically more unstable during the
immediate post-war years than In the more recent years. Also, a number
of LDC's actually emerged as independent nations in the early 1950's.
Greater political instability in these countries must have affected
more domestic production and exports in the earlier period.9

Three, there are also a number of other factors in operation in
the earlier period which could have affected significantly the trade of
both DC's and LDC's. Some of them are the trade consequences of the
post-war European recovery, the capital inflow under the Marshall Plan
that might have exerted some stabilizing and/or destabilizing effects
on export earnings instability, and the wider amplitude of the business
cycle relative to the more recent years.lo No generalization regarding
the direction, let alone the magnitude, of the influence of these fac-~
tors is possible, of course. However, it is quite plausible that those
factors together should have produced a net negative influence on the
stability in intermational commodity trade.

The more recent period 1957-1968, on the other hand, had a number
of events or factors which seemingly exerted some stabilizing effects
on the commodity trade of LDC's. First of all, it was only in the more
recent post-war years when considerable attention was given the problem

of export instability in many LDC's, particularly the damage that the

9pakistan is a case in point as will be seen in Chapter VI,

10Erb and Schiavo-Campo, "Export Instability . . . ," p. 269.
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severe fluctuations in export prices and proceeds might inflict on the
domestic economy, the process of economic development, and the growth
potential of these countries.!l Several commodity agreements were

12

negotiated or extended in these years for tin, coffee, and olive oil.

Besides such formal commodity agreements, less formal international

1lrhe growing concern with the problem among the professional
economists and the planners and government officials as well led to
‘the 1958 and 1959 Kyklos Symposiums, "The Quest for a Stabilization
Policy in Primary Producing Countries-—A Symposium," Kyklos, XI, Fasc.
2 (1958), pp. 139ff. and '"Stabilization and Development of Primary
Producing Countries--Symposium II," Kyklos, XII, Fasc. 3 (1959), pp.
269ff., and to the first meeting of UNCTAD (United Nations Conference
on Trade and Development) in Geneva in 1964 and the second in New
Delhi in 1968.

12por a historical review of the experience with international
ccmmodity agreements, see United Nations, Commodity Trade, Proceedings
of the UNCTAD, Vol, III (New York: United Natioms, 1964), Ch. 2, esp.
pp. 86-93; R. G. Hawkins et al., Stabilization of Export Receipts and
Economic Development—~-International Commodity Ag;éements and Compensa-
tory Financing Plans, The New York University Bulletin, No. 40 (New
York: New York University, 1966); L. Baranyai and J. C. Mills, Inter-
national Commodity Agreements (Mexico City: CEMLA, 1963).

Six commodities have been covered so far by formal commodity
agreements at various times in the post-war period; they are wheat,
coffee, sugar, tin, olive oil, and tea. The first agreement ever to
be negotiated was that for wheat in 1949, then sugar (1954), tin
(1956), olive oil (1959), and coffee (1962). An agreement has been in
force ever since the first Wheat Agreement became operative in 1949.
The first five-year Sugar Agreement covered the period 1954-59 and
another five-year agreement was ratified which was to cover the period
1959~64, However, the agreement was suspended in 1962 as a result of
the political upheaval in Cuba and the elimination of the U.S. sugar
quota for Cuba in 1960. As for tin, three post-war agreements have
been negotiated, the first covering the period 1956-61, the second for
1961-66, and the last, which went into effect in July 1966, will run
until 1971. After many abortive attempts, the first five-~year Coffee
Agreement became effective in 1962, A formal agreement for olive oil
was also negotiated in 1959; it was renewed and extended in 1963, Un-
like other commodity agreements, however, the agreement has no price
or export control provisions. Hawkins et al., pp. 28-50.
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arrangements13 also came into being for a large number of other commod-
ities under the auspices of.the United Nations' ICCICA (Interim Coor-
dinating Committee on International Commodity Agreements) and FAO (Food
and Agriculture Organization). Such arrangements exist for cocoa,

cotton, rice, tea, grains, wool, lead and zinc, and rubber.14

Apart
from the international scene, a large number of primary producing LDC's
also adopted various production schemes at the national level and es-
tablisﬁed a marketing board charged.with the operation of the national
buffer stocks in an effort to stabilize their export earnings.

| There are several other factors that might have exercised some
stabilizing effects on the commodity trade; they include, among other
things, the increased use of bilateral trading arrangements with the
Socialistic countries by a number of LDC's in recent years and the
movements toward regional economic integration among some countries in
Latin America, Asia, and Africa.

Last, but not least, it may be argued that an increased degree of
export diversification on the part of many LDC's in the more recent
years has tended to reduce the extent of export earnings instability
of these countries. Most countries in our sample of 34 primary produc-
ing countries have shoﬁn‘a decline in their export (commodity) concen-
tration over time. This is shown in Table I. Export concentration as
measured by the percentage of total exports accounted for by the three

leading export commodities has been reduced for most countries. For

13These arrangements provide an international forum for discussion
of the market problems of the producing and consuming countries and
propose solutions to the commodity problems.

légawkins et al., p. 31.



69

the group as a whole the average percentage figures were 75.5, 70.1,
and 63.3 per cent, respectively, in 1953-55, 1959-61, and 1965-67.

Of 24 countries for which the concentration indices in the Hirschman
sense are available for the years 1960 and 1966, the value of concen-
tration index declined over time in most countries; and the group mean
value declined from .524 in 1960 to .480 in 1966. Hence, it appears
that many primary producing LDC's have actually succeeded in di&ersify—
ing their exports.

Dealing with the earlier post-war period, several empirical
studies by Coppock, Massell, and MacBean found a positive but rather
insignificant relationship between export (commodity) concentration and
export instability, a relationship which is not strong enough to war-
rant export concentration to be an important variable in explaining the
variation in the degree of export instability.15 However, studies by
Edgmand and Massell, covering the period extending into the more recent
years, found a positive and significant relationship between the two.16
To the extent that the intensity of export earnings instability is

significantly and positively related to export concentration, the

15Coppock, International Economic Instability, pp. 102-104; B. F.
Massell, "Export Concentration and Fluctuation in Export Earnings: A
Cross-Section Analysis," American Economic Review, LIV (March 1964),
pPp. 47-63; A. I. MacBean, Export Instability and Economic Development
(Cambridge, Mass.: Harvard University Press, 1966), Ch. 2 and "Causes
of Excessive Fluctuations in Export Proceeds of Underdeveloped Coun-
tries," Bulletin of Oxford University Institute of Economics and
Statistics, XXVII (November 1964), pp. 323-341.

16M, R. Edgmand, "Concentration, Export Earnings, and the Terms
of Trade," unpublished Ph.D. thesis, Michigan State University, 1968,
pp. 157-161; Massell, "Export Instability and Economic Structure,"
American Economic Review, LX (September 1970), pp. 618-630.
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observed over—all decline in the degree of export earnings instability
in the more recent period can partly be attributed to the increased

(decreased) export diversification (export concentration) experienced
by many of these countries. A close examination of this relationship

will be made in light of Pakistan's experience later in Chapter VI.
Summary

The purpose of this chapter has been to measure the degree and
pattern of export instabilify in Pakistan within the context of the ex-
perience of other selected primary product producing countries whose
exports are heavily concentrated in a few primary commodities during
the post-war period.

Regardless of the different measures of instability used,
Pakistan's export instability was one of the highest among the coun-
tries in our sample. In terms of the trend-corrected measure of in-
stability, I,, her export earnings fluctuated by 12.0 per cent
annually, relative to the group mean, 9.8 per cent and the median,

9.5 per cent,

Also observed was a wide diversity of experience with export in-
stability even among the. countries with their exports being highly
concentrated on a few primary products. The variation in the degree
of instability ranged from a low of 4.7 per cent for Venezuela to a
high of 16.0 per cent for Sudan in terms of the instability index, I,.
This wide variation can partly be traced to the wide range of export
price fluctuations of the different commodities exported by these coun-
tries. As such, the nature or type of commodities that a country is

exporting may be, among other things, an important factor that is
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responsible for the wide variability in the degree of export instabil-
ity among the primary product producing countries themselves.

Finally, we found that the pattern of export instability has been
changing over time for Pakistan and other primary product exporting
countries as well, thus pointing to some substantial structural changes
in international commodity trade and the export sectors of these coun-
tries over time. Pakistan's export instability has declined over time
substantially more than any other primary product exporting country in
the sample., fhis is intriguing, particularly in view of the fact that
the structural change in Pakistan's exports over the same period of
time has been also substantial.l’ We shall concern ourselves with an
assessment of the impact of this structural change on export instabil-

ity in Chapter VI.

171n fact, the change in the export structure (the commodity com-
position of exports in particular), induced by the various government
policy measures aimed at industrialization and import substitution, has
been found most pronounced in Pakistan relative to other countries be-
tween the 1950's and the 1960's. See Bela Balassa and Associates, The
Structure of Protection in Developing Countries (Baltimore: The Johns
Hopkins University Press, 1971), Ch. 2, esp. pp. 44-48. Other coun-
tries in Balassa's study include Brazil, Chile, Mexico, Malaya,
Philippines, and Norway.




CHAPTER V
SOURCES OF PAKISTAN'S EXPORT INSTABILITY

Fluctuations in export. earnings are the combined result of fluc-
tuations in both price and quantity of exports. The ultimate causes of
instability, however, lie in the interaction of both the demand and
supply factors governing individual export commodities. And the extent
of instability in a country's total export earnings depends, among
other things, on the types of export commodities and their relative
shares in total exports, and export markets and the stability therein.
From a policy viewpoint, i.e., In implementing measures to ameliorate
the total export earnings instability, investigation of the underlying
causes as well as the make-up of such instability is essential, which
is the task of Chapters V and VI.

The purpose of this.chapter is to examine the underlying sources
of export instability in Pakistan. The first section presents, as a
background, a brief discussion of the structure of exports in Pakistan.
This is followed by an assessment of the relative effects of export
price and quantity fluctuations on the earnings instability in total as
well as individual commodity exports. The basic causes of instability
are then sought from a study of jute and cotton in the rest of the

chapter,

72



73

Export Structurel

Pakistan is not an export-oriented economy; exports2 have ac-
counted for at best 6 per cent of gross domestic product on the average
throughout the period under study.3 Nor is Pakistan a dual economy
characterized by high productivity plantations isolated from the sub-
sistence sector. The bulk of Pakistan's exports consists of agricul-
tural raw materials produced on diversified farms by peasants. This
land use is in direct competition with the production of foodstuffs
for domestic use and other marketed crops. The export sector is there-
fore closely tied to the agricultural sector of the economy.4

Heavy export concentration in primary commodities characterized

Pakistan's exports during the first decade since Partition in 1947.

1For a review of the general features of the Pakistan economy, in-
cluding its foreign trade sector, one may refer to: J. R. Andrus and
A. F. Mohammed, Trade, Finance and Development in Pakistan {(Stanford:
Stanford University Press, 1966); M. R. Sharif, Modern Economic Devel-
opment of Pakistan (Dacca, Pakistan: Mullick Brothers, 1966); S. R.
Lewis, Jr., Economic Policy and Industrial Growth in Pakistan
(Cambridge, Mass.: The M. I. T. Press, 1969) and Pakistan: Indus-
trialization and Trade Policies (London: Oxford University Press,
1970); G. F. Papanek, Pakistan's Development: Social Goals and Private
Incentives (Cambridge, Mass.: Harvard University Press, 1967); S. R.
Lewis, Jr., and S. E. Guisinger, "The Structure of Protection in
Pakistan," in Bela Balassa and Associates, The Structure of Protection
in Developing Countries (Baltimore: The Johns Hopkins University
Press, 1971), Ch. 10, esp. pp. 223-229,

2Throughout the study, the term "exports" refers to "merchandise
exports" only, unless specified otherwise.

3Government of Pakistan, Pakistan Economic Survey 1968-69
(Islamabad, Pakistan: Ministry of Finance, 1969), Statistical
Appendix, pp. 4-5, 90.

4Thus one would expect that, among other factors, the prices of
export crops relative to those of domestically marketed crops play an
important role in affecting the allocation of resources and, accord-
ingly, the export performance of the country as well.
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Virtually all exports consisted of a few primary commodities like raw
jute, raw cotton, raw wool, tea, hides, and skins. Two agricultural
raw materials, jute and cotton, provided over 80 per cent of total ex-
ports, with other primary commodities accounting for the rest. Exports
of manufactured goods were virtually nonexistent in the early 1950's.
Basic manufactures such as jute and cotton textiles entered the export
market only after the development of the cotton textile and jute mill
industries in the late 1950's. Table V shows Pakistan's major export
commodities and their relative shares in total exports for different
time periods.

During the 1960's rapid growth of manufacturing, coupled with ex-
port promotion policies, resulted in a drastic change in the composi-
tion of exports as well as imports. The transformation of the export
structure was characterized by a marked shift from raw materials to
processed manufactured goods. As shown in Table VI, the export share
of agricultural raw materials in total exports declined from 94 per
cent in 1951/52 tolonly 47 per cent in 1967. Exports of basic manu-
factures, namely jute and cotton textiles, increased their share from
virtually nil to 39 per cent. Minor exports, mostly manufactured goods
such as leather, sport goods, footwear, and carpets, were also intro-
duced (Table V).

This marked shift in the export structure that has occurred in
Pakistan over time 1s of special interest in the context of the present
study, for a country's export instability is presumed to be closely re-

lated to its export structure, the commodity concentration of exports
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TABLE V

MAJOR EXPORTS OF PAKISTAN: AVERAGE ANNUAL EXPORT EARNINGS
AND EXPORT SHARES, 1950/51 - 1964/65

1950/51 - 1954/55 1955/56 - 1959/60 1960/61 - 1964/65

Export
Commodity

Value Share Value Share Value Share

(million (million (million

U.S. %) (%) U.S. $) ¢3) U.S. $) (%)

Raw jute 230.7 45,3 158. 4 47.3 171.7 38.6
Raw cotton 196.9 38.7 59.2 17.7 53.5 12.0
Raw wool 16.1 3.2 15.7 4.7 15.0 3.4
Hides and skins 12.1 2.4 10.4 3.1 11.0 2.5
Tea 11.5 2.3 7.0 2.1 1.6 0.4
Rice 6.1b 1.72 6.3 1.9 22.5 5.1
Fish, fresh 5.0¢ 1.1P 6.5 1.9 17.7 4.0
Jute textiles 2.6¢ 0.6P 28.2 8.4 65.0 14.6
Cotton goods 0.3¢ 0.1b 18.8 5.6 29,8 6.7
Leather 0.0¢ 0.0b 1.1 0.3 6.1 1.4
Carpets 0.0P 0.02 0.4 0.1 4.1 0.9
Footwear 0.0b 0.02 0.4 0.1 1.7 0.4
Sport goods 1.8P 0.52 2.4 0.7 3.1 0.7
Others 19.2 5.4 20.1 6.0 42.3 9.5
Total 509.2 100.0°¢ 334.9 100.0¢ 445,1 100.0¢

qAverage of 1951/52 - 1954/55 only.
b1954/55 only.
CTotals may not equal 100 due to rounding.

Sources: Adopted from S. R. Lewis, Jr., and S. E. Guisinger, "The Struc-
ture of Protection in Pakistan," in Bela Balassa and Associ-
ates, The Structure of Protection in Developing Countries
(Baltimore: The Jchns Hopkins University Press, 1971), Ch.

10, p. 227, Table 10.4.




TABLE VI

COMMODITY COMPOSITION OF EXPORTS AND IMPORTS,

PAKISTAN, 1951 AND 1967
(In Per Cent)
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Commedity Group (SITC) Exports Imports
1951/52a 1967 1951/528 1967
Food, beverages, tobacco (0+1) 5 9.7 10 17.7
Industrial materials (2+4+ unwrought
metals) 94 46.4 5 8.2
Fuels (3) 0 0.6 7 5.7
Total primary commodities 99 56.7 22 31.6
Chemicals (5) 0 1.0 5 11.0
Basic manufactures (6-unwrought
metals) 1 39.0 54 19.5
Machinery and transport equipment (7) 0 0.5 15 35.7
Capital goods (7-732-733) n.a. n.a. 12 31.2
Durable consumer goods (732+733) n.a. n.a. 3 4.5
Miscellaneous manufactured goods (8) 0 2.7 4 2.2
Total manufactured goods 1 43,2 78 68.4
Other (9) 0 0.1 0 0.0
All commodities (0 through 9) 100 100.0 100 100.0

dFigures for 1951/52 are based on incomplete commodity breakdowns.

Source: Adopted from Bela Balassa and Associates, The Structure of

Protection in Developing Countries (Baltimore:

The Johns

Hopkins University Press, 1971), pp. 45, 47, Tables 2.7 and

2.8.
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in particular.5 The impact of export diversification on export insta-
bility will be examined in some detail later in Chapter VI,

The growth of cotton textile and jute mill industries, which
spearheaded industrialization in Pakistan, not only changed the export
structure but also replaced basic manufactures previously imported with
domestic production and necessitated increasing imports of capital
goo@s. The import share of basic manufactures in total imports fell
from 54 per cent in 1951/52 to 20 per cent in 1967, and that of capital
goods rose from 12 to 31 per cent (Table VI).

Immediately after Partition, diversification in export markets
became a necessity for Pakistan, which was a major supplier of food and
agricultural raw materials to India in exchange for manufactured goods.
In 1948/49 about 60 per cent of Pakistan's exports still went to India.
A trade deadlock with India in 1949, however, forced Pakistan to search
for alternative export markets.® The bulk of her exports went to the
Western industrial countries, namely, U.S.A., U. K., West Germany,
France, and Japan, compensating for the loss of the Indian market.
These countries thereafter remained Pakistan's major export markets.

In the 1960's, however, exports to developing countries and com-
munist bloc countries assumed an increasing importance, whereas the
export share to developed countries, i.e., Pakistan's traditional ex-

port markets, continued to fall. This changing direction of Pakistan's

5See Chapter II, pp. 9-14 and Chapter IV, pp. 68-69 of this study.

bpakistan's decision of non-devaluation of its rupee in conformity
with India and the rest of the sterling area in 1949 led to India's re-
fusal to recongize the new value of the Pakistan rupee, and ultimately
to trade suspension between the two countries until 1950,
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export trade is also in part related to both the marked shift in the
composition of exports from raw materials to processed goods and the

export promotion policies undertaken by the government in recent years.
Instability in Export Price and Quantity

Whether fluctuations in export earnings are caused predominantly
by price fluctuations or by volume fluctuations is an important issue
in setting up appropriate stabilization programs. If the primary
source of instability in export earnings were fluctuations in export
quantity rather than in price, one might expect that stabilizing prices
of export commodities would not help much in reducing the earnings
instability.

On a priori grounds, sharp price fluctuations are expected to form
a major source of instability in the export earnings of many primary
products, especially agricultural raw materials, because of the price
inelastic and characteristically unstable supply of and demand for
them.7 Accordingly, one may expect price fluctuations to be a prime
source of instability in Pakistan's exports, the bulk of which has been
accounted for by such agricultural raw materials as jute and cotton.
Our analysis of Pakistan's experience, however, suggests otherwise,
generally conforming to the findings of other studies.8 Nevertheless,

in the case of raw jute, Pakistan's leading foreign exchange earner,

Tsee Chapter II, pp. 9-1l4.

8Notably, J. D. Coppock, International Economic Instability (New
York: McGraw-Hill Book Co., 1962); A, I, MacBean, Export Instability
and Economic Development (Cambridge, Mass.: Harvard University Press,

1966); M. R. Edgmand, "Concentration, Export Earnings, and the Terms of
Trade," unpublished Ph.D. thesis, Michigan State University, 1968.



79

price fluctuations were found to be a major source of earnings insta-
bility.

Data for the exporf volume of jute and cotton manufactures are in-
complete, Our analysis will be limited to the five major primary
products~--namely, raw jute, raw cotton, raw wool, tea, and fish (ex-
cluding canned fish). These export commodities accounted for more than
70 per cent of total exports per year on the average during the period
under study, 1951/52 - 1966/67.

One way of determining whether earnings instability was caused
more by fluctuations in price or quantity is to compute the degrees
of instability in the two for the entire period and compare them.

If export unit value? fluctuated more than export quantity, this

would be taken as an indication that price fluctuations were a more
important contributory factor to export earnings instability, and vice
versa. Also, fluctuations in unit value and quantity must have been
reinforcing if the intensity of earnings instability were to be greater
than that of either unit value fluctuation or volume fluctuation.
Similarly, if the opposite case would occur, that is, when the insta--
bility of export receipts were smaller than that of either export unit

value or quantity, the latter two must have been offsetting.

%1n considering the relationship between price fluctuations and
export earnings, the movement in export unit values is more relevant
than that in export prices themselves. This 1s so as export unit
values are related to the total volume of trade of the commodity con~
cerned, whereas a price series at a certain market (or port of exit or
entry) may not be representative of all markets. Also, export unit
values embody the effects of changes in the volume of transactions,
which is likely to be smaller at higher prices than at lower prices.
UNCTAD, Commodity Survey, 1967 (Geneva: United Nations, 1968), p. 24.
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Table VII contains the computed instability indices of unit value,
volume, and total value of the five major export commodities and the
total exports of Pakistan for the period 1951/52 - 1966/67. For raw
cotton, raw wool, and tea, volume fluctuations contributed more towards
the earnings instability of these commodities., In the remaining two
commodities, raw jute and fish, it was unit wvalue fluctuations that
contributed more to earnings instability.

The analysis above, however, does not tell us exactly (i.e.,
quantitatively) to what extent fluctuations in either export unit value
or volume accounted for the instability in export earnings. A method

10

suggested by Sackrin—Y can be used in measuring the relative effects of

changes in export unit value and volume on the total value of exports.
What follows is a brief description of the method.ll
The total value of exports of a commodity concerned is essentially
the product of export price (unit value) and quantity; thus we write:
V="PxQ (5.1)
where V = total value of export, P = export price or unit value, and
Q = export quantity. The multiplicative relationship in Equation (1)
expressed in natural numbers becomes an additive relationship when ex-
pressed in logarithms:
log V= log P + log Q ‘ (5.2)
When expressed as first differences of logarithms in order to get

changes from the preceding year, Equation (2) becomes:

105, M. Sackrin, '"Measuring the Relative Influence of Acreage and
Yield Changes on Crop Production," Agricultural Economic Research, IX,
No. 4 (October 1957), pp. 136-139.

111pid., p. 137.



TABLE VII

INSTABILITY INDICES OF EXPORT UNIT VALUE, QUANTITY AND
TOTAL VALUE OF MAJOR EXPORT COMMODITIES, AND TOTAL
EXPORTS OF PAKISTAN, 1951/52 - 1966/672

Commodity I,y I,
Raw Jute: P 16.5 16.8
Q 13.8 ' 14.1
v 12.3 12.3
Raw Cotton: P 11.4 11.1
Q 22,5 22,2
v 21.5 9.3
Raw Wool: P 9.2 9.1
Q 16.3 16.4
v 19.3 19.3
Tea: P 11.5 11.5
Q 44.0 49.8
v 44,4 49.4
Fish: P 37.0 36.8
Q 26.3 26.4
v 23.6 20.3
Total ExportsP: P 10.8 10.7
Q 14.8 12.8
v 11.7 11.9

4Calculated from Govermment of Pakistan, Central
Statistical Office, Statistical Yearbook 1967;
» 20 Years of Pakistan in Statistics
1947-1967; Ministry of Finance, Pakistan Eco-
nomic Survey 1968/69.

bFor the period 1954/55 - 1966/67 only.
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Alog V = Alog P + Alog Q (5.3)
But in Equation (3), the equality of both sides of Equation (2) is
preserved in the sums,

Now, a least;squares regression can be used to estimate the rela-
tionship in Equation (3), with Alog V as the dependent variable Xy, and
Alog P and Alog Q as the independent variables X; and X3, respectively.
However, the estimated regression coefficients associated with two
independent variables X; and X5 will not show us the proportions of a
given unit change in X; (Alog V) that are attributable to changes in Xp
(Alog P) and X3 (Alog Q).12 Instead of the net regression coeffi-
cients, we are interested only in the simple regression coefficients,
b1 and b3;. We therefore express both Alog P and Alog Q as separate
functions of Alog V,13 and the simple regression coefficients bjyj and
b3; can be estimated by the least-squares method.

The coefficients so obtained can be interpreted as follows: On
the average, of each one-unit change in X; (changes in export earnings)
from the preceding year, byj per cent is due to X, (changes in export
unit value) and b3y per cent is ascribable to X3 (changes in export
volume). This is so because the coefficient by; measures the change
in X, associated with a one-unit change in Xj; and bgj; the change in X3
associated with a one-unit change in Xj. Since the data are expressed

in the first differences of logarithms, the unit change involved here

12These net regression coefficients bj2.3 and by3 o will each be
one, because the unit change in export earnings will exactly be equal
to the unit change in either independent variable, unit value or
volume, with one of them being held constant.

13Note that Alog V (X1) now becomes the independent variable, and
" Alog P (X5) and Alog Q (X3) the dependent variables.
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is a one-per cent change from the previous year. Also, it should be
noted that, because of the additive relationship in Equation (3)--i.e.,
the unit change in export earnings is the exact sum of the changes in
the two determining variables, export unit value and quantity, the
estimated coefficients bpj and bj; not only represent fhe proportion
that each comprises of the total but also add up to unity. |

Using the method described above, the relative effects of changes
in export unit value and quantity on the annual variation in export
earnings were estimated for each of the five major export commodities
and the total exports of Pakistan for the period 1951/52 - 1966/67,
Table VIII summarizes the results.

In two cases, raw jute and fish, changes in export unit value were
the overwhelmingly important source of annual variation in export re-
ceipts. About 98 per cent of the variation in the export receipts of
jute can be attributable to changes in export unit value and only 2 per
cent to changes in export volume. The corresponding figures for fish
were 74 and 26 per cent, respectively, for unit value and quantity
changes.

Changes in export quantity were the primary source of export earn-
ings fluctuations for raw cotton, tea, and raw wool. In the case of
tea, changes in export earnings appeared to have depended almost en-
tirely on volume fluctuations, the latter contributing about 99 per
cent. The predominant influence of changes in export volume is also
found in raw cotton; about 94 per cent of changes in export receipts
of cotton is ascribable to changes in volume and only 6 per cent to
unit value changes. As for raw wool, quantity variation accounted for

approximately 73 per cent and unit value changes for 27 per cent.
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TABLE VIII

RELATIVE EFFECTS OF CHANGES IN EXPORT UNIT VALUE AND
VOLUME ON EXPORT EARNINGS OF MAJOR COMMODITIES AND
TOTAL EXPORTS, PAKISTAN, 1951/52 - 1966/672

Changes in Changes in
Export Receipts Export Receipts
Commodity Attributable to Attributable to
Changes in Changes in
Export Unit Value Export Quantity
b21 b31
Raw Jute .979 .021
Raw Cotton .062 .938
Raw Wool .274 726
Tea ' 014 .986
Fish .736 264
Total Exportsb .224 .776

8For data sources, see Table VII; the data were first converted into
logarithms, the first differences of logarithms were then ob-
tained, and the least-squares regression was used to estimate
the coefficients bpj and byy. For a discussion and interpreta-
tion of these coefficients, see pp. 80-83 above.

bpor the period 1954/55 - 1966/67 only.
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In aggregate, fluctuations in export volume contributed more to
the annual variation in the total export earnings of Pakistan, about
78 per cent. This compares with 22 per cent being attributable to
fluctuations in export unit value., The greater impact of volume fluc-
tuations on the aggregate export receipts can also be found by ob-
serving Chart 1, in which the indices of quantum, unit value, and total
value of exports for the period 1954/55 - 1966/671% are plotted. From
the chart, it is clear that the total value and volume of exports moved
in unison for 1l out of 12 cases. The only exception occurred between
years 1957/58 and 1958/59, when export receipts fell by 8.3 per cent
despite an increase in export volume by 9.7 per cent., In that same
period the unit value index declined by 10.5 per cent. However, in
years of rising export prices such as 1955/56 - 1957/58 and 1959/60 -
1960/61, export earnings actually declined mainly because of a sub-
stantial decline in export volume. Total value of exports was also
correlated more closely with export volume than with unit value. The
- simple correlation coefficient (r) between the total value and quantum
was found to be .958, and that between the total value and unit value
was ,665.

Moreover, regardless of the different measures used, the degree of
instability was larger for export volume than for unit value. Using a
trend-corrected measure of instability, I,, export volume and unit
value fluctuated per annum by 12,8 and 10.7 per cent, respectively

(Table VII). Since the total value of exports fluctuated by 11.9 per

14During which the comparable series of the index numbers of unit
value and volume of exports were available.
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cent per annum, which is less than volume fluctuation (12.8) but larger
than price fluctuation (10.7), fluctuations in volume and price must
have been offsetting to some extent, thereby dampening the degree of
instability in the total value of exports.15
In brief, the question of whefher export receipts instability is
caused more by fluctuations in price or quantity varies according to
the different individual export commodities. As for the aggregate ex-

port earnings, however, export volume fluctuations seem to have been a

more important contributory factor.

Potential Causes of Export Instability:

Demand and Supply

The analysis in the preceding section appears to indicate the pres-—
ence of stronger supply factors in causing the instability in Pakistan's
export earnings. The potential causes, and the factors influencing the
degree of export instability in a commodity are many and their interre-
lationships complex. A glance at the main determinants of the value of

exports of an exportable good for an individual exporting countx;y16 in

155 cémplete offsetting between price and quantity fluctuations
would yield a zero instability in the wvalue of exports.

16As opposed to the aggregate commodity approach in international
markets. The commodity approach in dealing with the problems of export
instability is best reflected in the numerous studies by Food and
Agriculture Organization of the United Nations (e.g., Commodity
Bulletin Series, Commodity Review, Monthly Bulletin of Agricultural
Economics and Statistics, etc.) and by UNCTAD (e.g., Commodity Survey,
etc.).
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general amply demonstrates this complexity. A brief theoretical dis-
cussion is given below. 17

Assuming no imports, the value of exports of a commodity is deter-
mined by domestic froduction, domestic demand, and foreign demand.
Given the hypothetical domestic supply (S), domestic demand (Dy), and
total demand (Dt)18 schedules for the exportable good X in the diagrém
below, OP is the equilibrium price, at which OB is produced, OA sold
domestically, and AB exported. The area of rectangle ACEB measures the
total value of exports. It can easlily be seen that the value of ex-
ports can change if any of the three curves shifts. The effect of a
shift in any of these curves on thé value of exports depends not only
on the magnitudé of the shift but also on the elasticities associated
with these curves. Therefore, the extent of year-to-year fluctuations
in export earnings depends upon the relative instability in domestic
production, domestic consumption, and foreign demand for the exportable
good X as well as the elasticities thereof.

It is generally believed that agricultural raw materials are sub-
ject to sharp supply fluctuations; unpredictable weather conditions,
pests, and plant diseases, which are all beyond the control of pro-

ducers, are often the cause. In addition, for annual crops, supply

17piscussion in this and the following few pages heavily draws on
pag

B. F. Massell, "Export Instability and Economic Structure,'" American

Economic Review, LX, No, 4 (September 1970), pp. 618-630.

18Total demand (Dt) is equal to the sum of domestic demand (Dh)
and foreign demand (Df). Thus Dgf = D, - Dy at each price. If domestic
consumption of an export item were negligible, the foreign demand and
total demand schedules would converge into one, and at the same time
the domestic supply schedule would become the export supply schedule
for the commodity.
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Quantity of X

instability may arise from a cobweb effect to the extent that produc-
tion decisions are made on the basis of the prices in the previous

seasons. The impact of a given shift in supply19

on the value of ex~
ports depends on the price elasticity of foreign demand. The less
elastic the demand for the commodity, the greater the fluctuations in
price and revenue for any given shift in supply.

A distinction should be made, however, between the elasticity of

total demand and that of foreign demand facing an individual country.

19Assuming that domestic consumption of the exportable good is

P g
none, and therefore, the domestic supply schedule is equivalent to the
export supply schedule. This assumption will be relaxed later.
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It is the latter that is relevant in determining the extent of the
country's export fluctuations. The price elasticity of export demand
facing an individual country is influenced by three factors: (1) the
elasticity of total demand, (2) the country's export share in the world
market, and (3) the elasticity of supply of the commodity concerned by
the rest of the world. The relationships between them can be shown in
the following equation:20

eqf = egy (L/m) - ego (1-m/m) ; O<m<1 ' (5.4)

where: eyf = price elasticity of foreign demand facing the country

concerned,
4w = Price elasticity of world demand,
ego = price elasticity of supply of other exporting countries,

m = export market share of the country concerned,

l-m = export market share of other supplier countries.
Thus, egr is the sum of ey, and eg,, each appropriately weighted by the
market shares. The importance of a country's market share in influenc-
ing the elasticity of foreign demand is clear from the equation. Given
a constant egy and egy, eqf is a decreasing function of m. If a coun-
try dominates the world export market, eqsf will become closer to egy;
whereas if a country is only a marginal supplier of a commodity in
world exports, egf will tend to become a large number, i.e., the rele-

vant foreign demand curve will become closer to a horizontal line,2l

20f, . shorter, "Jute Production Policies of India and Pakistan,"
Indian Economic Journal, III, No. 1 (July 1955), pp. 30-34 and Richard
Mallon, "Export Policy in Pakistan,'" Pakistan Development Review, VI,
No. 1 (Spring 1966), pp. 62-64.

211n the two extreme cases where m>l and m0, ego becomes rather
an insignificant variable in affecting the value of egf; if m>1,
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For many industrial raw materials like jute, cotton, wool, and
rubber, fluctuations in world demand form a major source of instability
in their export earnings. Shifts in either the world demand or supply
will cause a shift in the foreign demand curve faced by an individual
country. Demand fluctuations, which are generally believed to be much
more severe for industrial raw materials than for others, may ;rise
from business fluctuations with resultant fluctuations in incomes and
import demands in the major importing countries, changes in the prices
of competing materials (e.g., synthetic fibers for cotton and wool,
synthetic rubber for natural rubber, paper and cotton sheets for jute),
strategic stockpiling in times of war and other political crises, and
speculative activities by the dealers at all stages of marketing and
distribution.

Glven the elasticity of foreign demand, a shift in foreign demand
tends to cause greater price fluctuations when the export supply of a
-commodity is less elastic. More important, however, shifts in foreign
demand, cet. par., always tend to bring about the price and quantity
effects that reinforce each other, thereby accentuating fluctuations in

export earnings, regardless of the values of elasticities of demand and

supply.22
Instability in export earnings is also affected by the stability

in, and the level of, domestic consumption of the exportable good. The

edfregqy, and if m0, eyer, regardless of the value of egy. However,
in the intermediate cases where several countries share substantially
large portions of the world export trade, egy would significantly in-
fluence the value of egf, given m and egy.

22Assuming a constant supply schedule in particular.
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greater the proportion of its output consumed domestically, the greater
will be the relative effect on the value of exports of a given shift in
either demand or supply. Also, domestic consumption may not be stablej;
shifts in the domestic demand curve may arise from fluctuations in
incomes, changes in the relative prices, and the general fiscal and
monetary policies affecting the aggregate demand. To the extent that
changes in stocks and imports for re-export of an exportable good are
negligible, its net export supply is largely determined by domestic
demand, given the supply of domestic output. Therefore, instability in
domestic consumption tends to produce much the same effects on export
proceeds as those of supply instability we discussed earlier.

In view of the theoretical discussion presented above, the under-
lying causes of Pakistan's export instability can be traced to the
numerous factors on both the demand and supply sides of. her export com~
modities, her market position in world exports, economic conditions and
over-all developments in the domestic economy, and the specific policy
measures undertakeq by the government as well. In the subsequent
analysis, our attention will be focused on jute and cotton because of

their predominant role in affecting Pakistan's export instability.23

2355 will be seen later, about three-fourths of Pakistan's aggre-
gate export earnings instability was attributable to the instability in
jute and cotton exports during the period under study. See Chapter VI,
esp. pp. 116-117.



93

Causes of Instability in Pakistan's

Jute and Cotton Exports

Export Demand and Supply of Pakistan's Jute and Cotton

Pakistan and India are the two largest producers of jute; they
produce over 90 per cent of total world jute output. The remainder is
accounted for by mainland China, Brazil, Taiwan, and Burma. Pakistan's
share of total world jute output declined from 70 per cent in 1946~49
to 46 per cent in 1963/64. This was due mainly to the expansion of
output in India, where domestic output more than tripled since Parti-~
tion, replacing imports from Pakistan. Output in other countries also
rose sharply in recent years.24 Pakistan, however, has maintained a
near monopoly position in jute (raw) exports, accounting for over 90
per cent of world exports on the average during the period under
study.25 Pakistan's market shares in world jute and Eotton exports are

shown in Table IX.

24FAO, "Jute, Kenaf, and Allied Fibres: Trends and Prospects,"
Monthly Bulletin of Agricultural Economics and Statistics, XIII, No. 9
(September 1964), pp. 17-18 and Table 1. Hereafter cited as FAO,
Monthly Bulletin.

251ndia has prohibited exports of raw jute since late 1949 when
the trade deadlock with Pakistan cut off imports of raw jute from
Pakistan and domestic output fell far short of the jute-mill industry
requirements., Mainland China, third largest producer of jute behind
Pakistan and India, does not enter the world market. Accordingly,
during the 1950's Pakistan was virtually the sole exporter of raw jute.
In the 1960's, the most serious challenger to Pakistan in world jute
exports has been Thailand, where output of kenaf (mesta), a fiber very
similar to jute, increased more than five times over the period 1958-
1964. This and the growth of domestic jute-mill industry in Pakistan
are largely responsible for a declining share of Pakistan's jute ex-
ports in recent years.
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TABLE IX

PAKISTAN'S MAJOR EXPORTS AND THEIR MARKET SHARES IN
FREE WORLD EXPORTS, 1950-53 AND 1960-63

Pakistan Free World Percent
Export Total Export Total Export Share of
Commodity - Value Quantity Value Quantity World
(million (million Exports
U.S. $) U.s. $) : (5
1) (2) (3) (4) =(2)+(4)
Jute
(000 long toms): .
1950-53 241 983 250 988 99.5
1960-63 168 694 206 844 82,2
Jute Manufactures
(000 long tons):
1950-53 - - 381 852 -
1960-63 25 213 424 1,155 18.4
Cotton
(000 bales):
1950-53 225 1,031 2,276 11,101 9.3
1960-63 44 481 2,009 14,836 3.2
Cotton Textiles.
(000 metric toms):
1950-53 — - 1,125 561 -
1960-63 152 n.a. 1,200 607 1.3b

dFour-year average for 1959/60 - 1962/63.
bpercent share of world exports in total value.

Source: Compiled from: B. A. deVries, The Export Experience of Dev-
eloping Countries (Baltimore: The John Hopkins Press, 1967),
pp. 72, 74, 77, Annex Table III., All figures in columms (1)
through (4) are four-year averages for period specified. -
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It is generally believed that the demand for jute is price in-
elastic. Jute is a long fiber, comparable in length to flax, hemp, and -
the hard fibers. Over 75 per cent of all mill-manufactured jute (that
is, jute fabrics such as jute yérn and hessian) is used in the produc-
tion of containers for the movement of many agricultural and some in-
dustrial products.z.6 "Other end-uses of jute are in the production of
floor-coverings, roofing felts, string, rope, upholstery furnishings,
electric cables, and automotive felts. The prices of jute account for
such a small weight in the £otal cost of the final goods that competi-
tion with other fibers depends primarily on technical rather than price
considerations.27

Given the structure of final demand for jute and Pakistan's near
monopoly position in world jute exports, one would expect the short-run
price elasticity of foreign demand facing Pakistan to be less than
unity.28 A few empirical studies in fact estimated the price elastic-

ity of export demand for Pakistan's jute to be around -0.4.29

26FAO, Jute, Commodity Bulletin Series, No. 28 (Rome: FAO, United
Nations, 1957), pp. 2-3.

27FAO, "Trends in World Demand for Jute Manufactures, Part I & II)"
Monthly Bulletin, IX, No. 12 (December 1960), pp. 1-11 and X, No. 1
(January 1961), pp. 1-10; N. K. Choudhry, "An Econometric Analysis of
the Import Demand Function for Burlap (Hessian) in the U.S.A.,"
Econometrica, XXVI, No. 3 (July 1958), pp. 416-428,

28From the equation, edf = egqy (1/m) - ego (1-m/m), if m>1, re-
gardless of the value of eg,, egfrey, Since ey, (1-m/m)»0. Assuming
that m = 0.9 and egy = 1, for the value of eqf to be equal to or
greater than one would require the value of eg, at least equal to or
greater than 19.18, which is unrealistic and implausible.

297, P. Chatterjee and A. R. Sinha, "A Statistical Study of the
Foreign Demand for Raw Jute," Sankhya, V (December 1941), quoted in
Ralph Clark, "The Economic Determinants of Jute Production," FAO
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Furthermore, the presence of a specific export duty on jute tends to
make the demand curve facing the exporters less elastic.30 One of the
implications of the price-inelastic export demand, of course, is that
year-to-year changes in the quantity of exports are likely to bring
;bout the opposite changes in price and total value of exports, unless
offset by the shifts in foreign demand.

In cotton, Pakistan is a marginal supplier of world exports. Her
export market share declined from 9 per cent in 1950-53 to a mere 3 per
cent in 1960-63 (Table IX). The fast grow;ng cotton textile industry
since the mid-1950's has led the process of industrialization and im-
port substitution in Pakistan. Rapidly rising domestic consumption of
raw cotton had already absorbed by 1958 about two-thirds of total
cotton production, drastically reducing exports of raw cotton. At the
same time, other countries such as Mexico, Syria, Turkey, and Sudan in-
creased their market shares at the expense of Pakistan. In view of
this, the price elasticity of export demand for Pakistan's cotton is
likely to be very high, the demand curve probably being close to a
horizontal line.3l It is not likely, therefore, that autonomous
changes in the quantity of exports from Pakistan will affect the world
prices of cotton, although cotton production may be affected by the

world prices of cotton.

Monthly Bulletin, VI, No. 9 (September 1957), p. 7; A. I. MacBean,
"Problems of Stabilization Policy in Underdeveloped Countries," Oxford
Economic Papers, XIV (October 1962), p. 255, Table IIIL.

30Ri chard Mallon, p. 62.

31Even if we assume that egy = 0 and ego = 1, egg = -32.3 when
m = 0.3.
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Causes of Jute Instability

Table X shows the annual percent changes in the unit value, quan-
tity, and total value of jute and cotton exports during 1951/52 -
1966/67. The index numbers of the unit value, quantity, and total
value of exports are also plotted in Charts 2 and 3. Although the
exﬁort price of jute fluctuated (19.8 per cent) more than export
quantity (14.1 per cent), this may not necessarily suggest that fluc-
tuations in foreign demand have been the major cause of instability in
Pakistan's jute exports.3?2 |

In view of the structure of world jute markets and Pakistan's
position therein, Pakistan apparently is confronted with a downsloping
(to the right) export demand curve and an upsloping (to the right) ex~-
port supply curve. It follows, then, that autonomous changes in the
export supply are likely to produce the opposite changes in_the price
and quantity of jute exports, given stable demand. Moreover, the price
elasticity of foreign demand being less than unity, fluctuations in the
qﬁantity of exports tend to accentuate price fluctuations. This ap-
pears to have been the case: of 15 cases, price and quantity moved
more often in the opposite direction (10 times) than in the same direc-~

tion (5 times). If demand fluctuations were the main cause behind the

32Analytically, comparison of the instability indexes for the ex~
port price and quantity in assigning responsibility (to either the
demand or supply side) for export receipts fluctuations may not be
entirely correct. For these instability indexes, being a measure of
average annual fluctuation, hide considerable short-term movements of
price and quantity. Perhaps, a crude but practical way of accounting
for this is to compare the annual directional changes in export price,
quantity, and total value during the period under study, which is being
used in this section.
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TABLE X

ANNUAL PERCENT CHANGES IN UNIT VALUE (P), VOLUME (Q), AND
TOTAL VALUE (V) OF JUTE AND COTTON EXPORTS,
PAKISTAN, 1951/52 - 1966/67a

Year Jute Cotton
v Q P v Q P

1951/52 - - -— - - -
1952/53 -43.1 13.8  -50.0 -10.7 37.5  -35.1
1953/54 - 1.7 - 2.7 10.0 -28.3  -22.3 - 7.8
1954/55 7.6 0.1 7.4 -40.4  -39.1 - 2,1
1955/56 38.5 10.6 25.3 55.9 33.1 17.1
1956/57 -14.9  -28.4 18.9 -45.4  -=30.0  -21.9
1957/58 20.9 17.6 2.8 -14.5  -34.3 30.2
1958/59 -23.3  -14.6  -10.1 -11.8 5.8  -16.6
1959/60 11.3 17.9 - 5.6 - 0.8 - 2.7 1.9
1960/61 16.3  -38.8 90.0 -27.1  -34.7  -11.6
1961/62 0.2 36.6  =26.7 -10.2 -6.9 - 3.6
1962/63 - 6.7 7.7 -13.3 199.6  220.1 - 6.4
1963/64 - 50 -0.8 -4.3 - 8.1 1.9 -9.8
1964/65 - 12.3 - 8.5 22.7 -15.6  -18.5 3.6
1965/66 2.1 6.8 - 4.4 - 3.1 -9.4 7.0
1966/67 0.8  =-20.4 26.7 4.5 12.9 - 7.5
AverageP +13.7  #15.0  *20.6 +31.7  £33.9  #12.1
I, index® +12,3  #14.1  +16.8 +19,3  £22,2  #11.1

3Computed from data sources in Table VII,

barithmetic mean of annual percent changes disregarding signs. This is

' a conventional measure of year~to-year fluctuation without correct-
ing for trends, and equivalent to the Il index of instability dis-
cussed in Chapter II of this study.

CFrom Table VII. This is a trend-corrected measure of instability
which measures average deviation from a linear trend.
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jute earnings instability, price and quantity would have moved in the
same direction most of the time. Since this did not occur, it appears
that supply fluctuations were an equally important cause of jute in-
stability.

On the other hand, if supply fluctuations were the main cause,
changes in the quantity of exports, cet. par., would have caused the
opposite changes in export proceeds because of the price-inelastic ex~
port deménd. For the period under study, however, export quantity and
total value of jute exports moved more often in the same (10 fimes)
than in the opposite (5 times) directions, suggesting the presence of
autonomous shifts in foreign demand. Notice that most of ﬁhe same
directional movements, not only between quantity and price but also be-
tween quantity and total value, occurred in the eariier post-war years
1951/52 - 1959/60 during which the domestic jute-mill industry in
Pakistan had absorbed but a small part of the jute output. This is
consistent with our findings later in Chapter VI that raw jute earnings
were greatly stabilized in the later years 1958/59 - 1966/67 when a
large portion of the crop was being diverted to domestic mill consump-
tion for processing, thus making the supply of raw jute exports a
residual.33 Given the degree of instability in jute production, the
impact of fluctuations in foreign demand on jute export earnings must
have been reduced, whereas in the earlier years foreign demand fluc~
tuations tended to reinforce the jute earnings instability.

Given Pakistan's near monopoly position in the world jute market,

fluctuations in jute production and the resultant fluctuations in

I33ee Chapter VI, pp. 134-135.
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export supply immediately affect world prices of jute. Moreover, the
price elasticity of demand for raw jute at mills being inelastic in
the short-run, supply fluctuations tend to accentuate price fluctua-
tioms.

The annual variations in jute output are subject to such random
factors as planting, growing, and harvesting conditions, which are be-
yond the control of jute farmers. But it has been well established
that jute farmers are fairly responsive to price changes in making
their jute planting decisions.3% Jute is produced in direct competi-
tion with rice on the same land in the same season. Farmers, there-
fore, must make a choice between the cultivation of jute, a major cash
crop in East Pakistan, and that of rice, the main staple food crop.
Since rice production must be foregone to grow jute, rice prices
largel&idetermine the opportunity cost of using land for jute produc-
tion. Consequently, the relative prices of the two crops influence the
farmer's choice whether to grow more rice or jute, a decision of
allocating his land between the two crops in any particular season.

The price response of jute farmers is manifested primarily in the
" variations in jute acreage, which in turn account for over 90 per cent

of the annual variations in jute output in Pakistan.3? A close

34Ralph Clark, "The Economic Determinants of Jute Production,"
FAO, Monthly Bulletin, III (September 1957), pp. 1-10; S. M. Hussain,
"A Note on Farmer Response to Price in East Pakistan,'" Pakistan Devel-
opment Review, IV, No. 1 (Spring 1964), pp. 93-106; R. N. Stern, 'Price
Responsiveness of Primary Producers," Review of Economics and Statis~
tics, XLIV (May 1962), pp. 201-212; A. K. M. G. Rabbani, "Economic
Determinants of Jute Production in India and Pakistan,' Pakistan Devel-
opment Review, V, No., 2 (Summer 1965), pp. 191-228. ’

35Rabbani, p. 198.
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correspondence between annual fluctuations in jute acreage and output
can be seen in Table XI and Chart 4. In addition, average annual fluc-
tuations of acreage and output, as measured by the instability index
I, were roughly in the same magnitude during 1948/49 - 1966/67; jute
acreage fluctuated annually by 15 per cent and jute cutput by 16 per
cent (see Table XI).

Fluctuations in the acréage sown to jute are caused bf changes in
the price of jute relative to the price of rice in the previous harvest
season. This lagged response of jute acreage to the jute/rice price
ratio is clearly indicated in Chart 5 as well as in columms (1) and (4)
in Table XI. According to the estimates made by several sﬁudies, the
price elasticity of raw jute supply (as measured in terms of the acre-
age sown to jute) in Pakistan range from 0.4 to 0.76.36

When combined with the short-run price inelasticity of demand for
raw jute, this supply response to price changes, aggravated by the one-
year time lag, tends to generate a sort of self-perpetuating cobweb
effect; a season of short crops at high prices tends to bring about a
season of bumper crops with low prices, which tend to, again, result in
another season of short crops, driving up the prices, and so on. Since
the price elastici;y of supply tends to be a little larger than that of

demand, fluctuations in price and output seem to be mildly explosive.

36The difference in the estimates of the price elasticity of jute
acreage is largely due to the different methods of estimation used and
the different periods covered in the studies. Some of the estimates
are as follows: 0.4 for the period 1949/50-1962/63, Rabbani, p. 222;
0.68 during 1893/94~1938/39 for all India and 0.76 during 1911/12-
1938/39 for Bengal, Stern, p. 206; 0.4 for 1948-1963, Hussain, pp.
101-103; 0.6 for 1931/32-1954/55, Clark, p. 7. For a summary table of
the price elasticities of acreage in Pakistan, see Hussain, p. 102,
Table 1V.
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TABLE XI

FLUCTUATIONS IN JUTE AREA CULTIVATED, YIELD, OUTPUT, AND JUTE/RICE
PRICE RATIO IN PAKISTAN, 1948/49 - 1966/67

Area Yield® Output =~ Jute/Rice

Year (000 acres) (maund/acre) (000 tons) Price Ratio
(1) (2) (3) (4
1948/49 1877 14.2 978 _ 111
1949/50 1561 10.4 595 71
1950/51 1711 17.1 1073 148
1951/52 1779 17.3 1131 125
1952/53 1907 17.4 1218 45
1953/54 965 22,7 804 71
1954/55 1243 18.2 832 111
1955/56 1634 19.3 1161 105
1956/57 1230 21.8 985 78
1957/58 1563 19.3 1107 89
1958/59 1528 19.1 1071 76
1959/60 1375 19.6 992 79
1960/61 1518 14.3 796 178
1961/62 2061 16.4 1244 164
1962/63 1723 17.8 1125 n,a.
1963/64 1700 16.8 1049 n.a.
1964/65 1660 15.6 951 n.a.
1965/66 2090 14.8 1136 n.a.
1966/67 2165 14.4 1143 n.a.

Average Annual
Fluctuation, Iy,
in Per Cent 15.0 11.1 16.3 28.1¢ -

8Yield per acre in maunds. One maund equals 82.28 lbs.

bratio of averageﬁharvest price of jute to average harvest price of rice
multiplied by 100.

CAverage annual fluctuation in per cent for 1948/49 - 1961/62 only.

Sources: Columns (1) - (3) from Government of Pakistan, Central
Statistical Office, 20 Years of Pakistan in Statistics,
1947-1967, p. 52, Table 3.17; column (4) from S. M. Hussain,
"A Note on Farmer Response to Price in East Pakistan,"
Pakistan Development Review, IV, No. 1 (Spring 1964), p. 105,
Table A-II.




=100)

Index Numbers (1958/59

140

120

100

80

60

S

Source:

Chart 4.

Computed from Table XI.

Fluctuations in Jute Acreage (A), Yield (Y), and Output
1966/67

63 65 67
Year ending in June .30

(0), Pakistan, 1948/59 -

SoT



=100)

Index Numbers (1958/59

200
160
140
100
60
- .
0 ) { 1 | I | \ L L. L ) 3 ) ] 3 1 | 1 i
1949 51 53 55 57 59 61 63 65 67
Year ending in June 30
Source: See Chart 4.
Chart 5. Relationship between Jute/Rice Price Ratio (PJ/PR) and Jute Acreage (A),

Pakistan, 1948/49 - 1961/62

901



107

In addition to the instability of jute on the supply side de-
scribed above, the behavior of jute stocks held by Pakistan dealers
significantly affects world jute prices. While jute output fluctuates
widely in response to price changes, there seem to be no corresponding
variations in raw jute demanded by mills. Thus, most of the year-to-
year variations in jute output are reflected in the level of stocks
that varies widely in consequence, affecting world jute prices imme-
diately. According to the FAO estimate, '"for every change in stocks of
700,000 bales, there is an opposite change in prices of some 50 per
cent" during 1957-1962.37

Autonomous changes in foreign demand may have contributed to the
instability of jute export earnings in Pakistan. The main cause of the
instability, however, appears to lie in the fact that demand is inelas-
tic in the short-run while supply responds to changes in the relative
prices of jute and rice after a time-lag of one year. Stabilizing the
price of jute alone will not ensure increased stability in export earn-
ings from jute. Since jute output responds to changes in the relative
prices of jute and.rice rather than the price of jute alone, a well
coordinated jute-rice policy is deemed necessary in order to stabilize

the price ratio of the two crops.

Causes of Cotton Instability

With respect to cotton, autonomous changes in the quantity of ex-

ports from Pakistan are not likely to affect the world prices of cotton

37FAO, "Instability and Stabilization of the World Market for Raw
Jute--1," Monthly Bulletin, XIII (December 1964), p. 21l.
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in view of the fact that she is a marginal supplier in world exports
and presumably faces an export demand close to a horizontal line. As
can be seen in Table X and Chart 3, not only were fluctuations in quan-
tity and proceeds similar in their ﬁagnitudes, but the quantity and
total value of exports moved in the same direction in 12 out of 15
cases., Exceptions occurred in 1952/53, 1958/59, and 1963/64 when price
declines more than offset increases in the quantity of exports. Price
and quantity, however, appeared to be unrelated; the simple correlation
(r) between the two worked out to be -0,12, Fluétuations in world
demand and supply and the resulting fluctuations in cotton prices may
have influenced cotton production in Pakistan. But the factors under-
lying the supply of exports, namely domestic production and consumption
of cotton, seem to have been the main causes of cotton instability in
Pakistan during the period under study.

Since Pakistan does not import cotton for re-export and changes in
stocks have been very small,38 fluctuations in the quéntity of cotton
exports are largely determined by fluctuations in cotton output and
domestic mill consumption. Chart 6 shows the relationships between
domestic production and net export supply of cotton in Pakistan for the
period 1948/49 - 1963/64.

If domestic consumption were negligible, fluctuations in the quan-
tity of exports would correspond to those in production as was the case
for Pakistan's cotton exports up to the mid-1950's (see Chart 6). A

sharp increase in the domestic mill consumption of raw cotton,

38Ghulam Mohammad, "Some Physical and Economic Determinants of
Cotton Production in West Pakistan,' Pakistan Development Review, III,
No. 4 (Winter 1963), p. 521, Table A-2.
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accelerated by the rapid expansion of tﬁe textile industry, however,
has not only caused a precipitous decline in the exportable surplus
but also accentuated the annual variation in the volume of cotton ex-
ports. Given a degree of instability in the production of an export-
able good, the rising home consumption of the commodity tends to
reinforce fluctuations in the net export supply.39 In other words, a
given percentage change in production produces a greater percentage
change in exports when the level of domestic consumption is high than
when it is low.%0 As measured by the United Nations instability index
I5, cotton output in Pakistan fluctuated annually by 9.1 per cent dur-
ing the period 1948/49 - 1963/64. The quantity of cotton exports,
however, fluctuated severely by almost 27 per cent per annum largely
due to the rapidly rising domestic mill consumption since the mid-
1950's, coupled with fluctuations in cotton output heavily influenced

by natural hazards such as weather conditioms.
Summary

Because of the price inelastic and characteristically unstable
supply of and demand fér many primary products, sharp price fluctua-
tions are expected to form a major source of instability in their ex-
port earnings. Accordingly, one may expect, on a priori grounds, price

fluctuations to be a prime source of instability in Pakistan's exports,

39see pp. 91-92 above.

40To illustrate the point, suppose domestic production is 100,
home consumption 50, and exports 50. A fall in output by 10 per cent
will cause a 20 per cent fall in exports if consumption remains the
same. If, however, domestic consumption were 75, a 10 per cent fall

“in production would cause a 40 per cent decline in exports.
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the bulk of which has been accounted for by such agricultural raw
materials as jute and cotton,

The analysis of Pakistan's five major primary export commodities,
however, shows that export quantity fluctuations were a more important
source of instability in their export receipts during 1951/52 - 1966/67,
except for raw jute, Pakistan's leading foreign exchange earmer. As
for the total export earnings, export volume fluctuations also seem to
have been a more important source of instability: about 78 per cent
of the annual variation in total export receipts was found to be at-
tributable to export quantity fluctuations and 22 per cent to export
price fluctuations.

Fluctuations in foreign demand and the resulting fluctuations in
world prices of jute and cotton may have influenced their production
and export supplies from Pakistan. However, during the period under
study, the supply factors appear to have been largely responsible for
the instability in Pakistan's jute and cotton export earnings. Al-
though fluctuations in the export price of jute were the primary source
of jute earnings instability, this may not necessarily suggest that
fluctuations in foreign demand have been the major cause of instabil-
ity. Given the structure of demand and supply of jute in world markets
and Pakistan's near monopoly position therein, changes in Pakistan's
jute output and export supply are largely manifested in sharp fluctua-
tions in jute prices. The main cause of jute instability appears to
lie in the fact that demand for jute is inelastic in the short-run
while its supply responds to changes in the relative prices of jute and
rice with a one-year time lag, thus generating a self-perpetuating

price and output cycle, commonly known as a cobweb effect. The
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instability in cotton exports, on the other hand, were due mainly to
export quantity fluctuations, which are in turn caused by fluctuations
in cotton output heavily influenced by natural.hazards and the rapidly
rising domestic mill consumption of raw cotton since the mid-1950's due
to the rapid expansion of import-substituting cotton textile industry

in Pakistan.



CHAPTER VI
EXPORT STRUCTURE AND INSTABILITY IN PAKISTAN

The extent of instability in a country's total export earnings
depends, among other things, on the composition and concentration of
exports, i.e., the types of export commodities and their relative
shares in total exports, and export markets and the stability therein.

This chapter disaggregates the total export instability by major
export commodities and export markets, so as to analyze its make-up.
A marked shift in the structure of exports and its impact on the pat-

tern of export instability will also be examined in the final section.
Export Instability by Major Commodities

We first turn to an analysis of the components of export instabil-
ity in Pakistan by major export commodities. Our main objective is to
determine to what extent each of the major export commodities contrib-
uted to the total export earnings instability of Pakistan during the
post-war period.

The breakdown of the total export receipts instability of Pakistan

for the period 1951/52 - 1966/671 is presented in column (2), Table XII.

IThe analysis is limited to the period 1951/52 - 1966/67 because
data for export receipts by export commodities for the immediate post-
war years are not available. Standard statistics were first published
for the year 1951/52 in Pakistan,
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INSTABILITY BY MAJOR EXPORT COMMODITIES AND THEIR

CONTRIBUTIONS TO TOTAL EXPORT INSTABILITY,

PAKISTAN, 1951/52 -

1966/672

(In Per Cent)

Proportions
Average of Total
Annual Average Instability
Share in Annual Contributed
Commodity Total Fluctuation, by Export
Exports Izb Commodity®©
(D (2) (3)
Jute: 40,8
Raw 42.5 12.3 25,0
Manufactures 10.0 33.1 15.8
Cotton: 30.7
Raw 19.4 21.5 20.0
Manufactures 4.9 45.6 10.7
Wool, raw 3.6 19.3 3.3
Tea 1.6 44.4 3.4
Fish 2.4 23.6 2,7
Others 15,7 25.4 19.1
Total Exports 100.04 12.6 100,04

AComputed from data sources in Table VII,

bFor a discussion of the instability index I,, see Chapter III, pp.

35~36.

CProcedure for computing the proportions of total instability that
can be attributable to each export commodity is explained in
the following pages, pp. 116~117.

drotals may not add up due to rounding.
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As before, the instability measures used were the United Nations method
(I,) and the Massell version of average annual rate of change from
trend fitted by the 1eaét-squares method (14). In Table XII, however,
only the I, indexes are reported in order to ensure comparability be-
tween the calculated instability indexes for the major export commod-
iti_es.2

Column (2) in Table XII shows that all of the major commodity ex-
ports of Pakistan fluctuated rather severely during the period con-
cerned. The value of the I, index was the highest at 45.6 per cent
for the export receipts of cotton manufactures, followed by tea (44.4),
jute manufactures (33.1), the "all other commodities" category (25.4),
and fish (23.6).

It is of interest to note that the values of the instability
index, I,, were among the lowest for raw jute, raw cotton, and raw
wool--Pakistan's three leading exports; international markets for these
commodities, especially jute and cotton, have been quite unstable dur-

ing the post-war years. Raw jute, which has thus far produced

2yse of the index I, grossly exaggerates the true extent of in-
stability in export earnings of jute and cotton manufactures. For the
period concerned, the values of the I, index for jute and cotton manu-
factures turned out to be 217.4 and 438.5 per cent, respectively; and
12.3 for raw jute, 19.3 for raw cotton, 19.3 for raw wool, 49.4 for
tea, 20.3 for fish, 26.1 for "other commodities," and finally 13.6 per
cent for total exports. Exaggeration of the degree of instability for
jute and cotton manufactures as measured by the I, index can be attrib-
utable to the fact that trends are not approximated by a linear func-
tion of time. Exports of jute goods were none up to 1950/51 and were
not significantly different from one million rupees in two years
1951/52 and 1952/53, but increased sharply thereafter; exports of
cotton manufactures were also none up to 1950/51, remained at around
one million rupees for four years from 1951/52 to 1954/55, then in-
creased sharply thereafter., In computing the relative contributions of
major export commodities to the total export earnings instability,
therefore, the I series were used in order to ensure comparability.
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approximately half of total export earnings for Pakistan, registered
the lowest degree of instability at 12.3 per cent per annum., Exports
of raw cotton, the second most important commodity, and raw wool fluc-
tuated annually by 21.5 and 19.3 per cent, respectively.

Compared to the severe fluctuations in individual commodity ex-
ports, the total export earnings instability turned out to have been
milder at 12,6 per cent. Fluctuations in individual commodity exports
must therefore have been offsetting to a large extent. In other words,
severe fluctuations in minor export items such as tea, raw wool, and
fish, had little effect on the extent of instability in total export
earnings. These commodities accounted for only a small fraction of the
total export receipts for the period concerned. This can be seen in
column (1) in Table XII.

A clearer way of determining the relative contributions of each of
the major export commodities to the total export earnings instability
is to weigh instability indices by the percentages of total exports ac-
counted for by each of these commodities., This method involves three
steps 1n computation: First, we multiply the instability index by the
export share in total exports for each commodity; second, their prod-
ucts are summed; and third, each product is divided by the product sum
and multiplied by 100 to produce the proportion of total instability
ascribable to each export commodity. Column (3) in Table XII contains
the results of such computation.

As was expected, the bulk of Pakistan's export instability can be
ascribable to the exports of two mainstays-—jute and cotton., Raw jute
alone accounted for 25 per cent of the total export earnings instabil-

ity, followed by raw cotton, contributing 20 per cent. About 16 and 11



117

per cent of total instability can be attributable to jute and cotton
manufactures, respectively. Thus, exports of jute and cotton together,
both in raw and manufactured forms, were responsible for about three-
fourths of the aggregate instébility in Pakisfan's exports. Despite
the severe fluctuations in their exports, contributions to total in-
stability by tea, fish, and raw wool were very small, Hence both jute
and cotton exert a predominant influence on Pakistan's export instabil-
ity. The "all other commodities" category, which includes such items
as hides and skins, rice, and the minor manufactures other than jute
and cotton, contributed about 19 per cent to the total export earnings

instability.
Export Instability by Major Export Markets

A country's export earnings instability is influenced not only by
the type of product exported but also by the stability of export mar-
kets or countries to which the bulk of the export commodity is shipped.
The breakdown of Pakistan's export instability by major exﬁort markets
for the period 1948/49 - 1966/67 is shown in Table XIII. As before,
two measures of instability, Iy and I,, were used in calculating
average annual fluctuations in exports destined to each of the leading
export markets for Pakistan.

The values of the instability index, I, (average annual rate of
change or fluctuation from trend), rangéd from a high 48.7 per cent for
Commuinist China to a low 10.3 per cent for the United Kingdom. India
was second at 43.1 per cent. Thus, it appears that during the post-war
years China and India proved to have been the most unstable markets for

Pakistan's exports. The United Kingdom, on the other hand, has been



TABLE XIII

EXPORT EARNINGS INSTABILITY BY MAJOR EXPORT.MARKETS AND THEIR RELATIVE CONTRIBUTIONS
TO TOTAL EXPORT INSTABILITY, PAKISTAN, 1948/49 - 1966/673
(In Per Cent)

Relative Contributions

Average Share of Export Market
Major Export Market of Export Instability Measured by: to Total Export Instability
Total Exports I, 1, Based on I,
(1) (2) (3) (4)
U.S.A. 8.6 21.2 20.3 7.5
European Common MarketP 20.3 16.9 17.0 14.8  29.4
United Kingdom 15.2 10.3 10.9 7.1
Communistic Bloc 9.0 32.7 32.7
Eastern Europe® A 25.4 23.5 bt 1.0
China 4.6 49.4 48.7 9.6 ’
Hong Kong 4.1 36.8 36.3 6.4
India 11.9 44.4 43-1 22.0 56.5
Japan 8.9 22.7 22.5 8.6
Othersd 22.0 21.5 20.7 19.5
All Countries 100.0¢€ 16.5 17.0

100.0€

8Computed from Government of Pakistan, CSO, 20 Years of Pakistan in Statistics, 1947-1967, pp. 108-113,
Table 6.2,




bBenelux, France, West Germany, and Italy.
C€U.S.S.R., Bulgaria, Czechoslovakia, Hungary, Poland, Rumania, and Yugoslavia.
dincludes countries in Africa, Middle East, Asia excluding Hong Kong, India and Japan, and Latin America.

€Totals may not equal 100 due to rounding.

61T
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the most stable customer of Pakistan, purchasing on the average more
than 15 per cent per annum of Pakistan's total exports.

Pakistan's exports to the member countries of the European Common
Market as a group have been comparatively stable, the value of the
instability index I, being 16.9 per cent, the second lowest. Purchases
of Pakistan's exports by Hong Kong, however, have been relatively un-
stable (36.3 per cent). As for other major export markets—-U.S.A.,
Japan, and Eastern Europe--the values of the I, index were found to be
20.3, 22.5, and 23.5 per cent, respectively. Finally, exports to the
rest of the world fluctuated annually by 20.7 per cent.

Except those to the United Kingdom and the European Common Market
countries, exports to other major markets all exhibited greater in-
stability than the total export earnings instability for the period
concerned. The total exports of Pakistan fluctuated annually by 17.0
per cent.3 Fluctuations in’exports destined to the different export
markets, therefore, must have been to a large extent offsetting omne
another.

It is of particular interest to observe that the Communist bloc

countries appeared to have provided Pakistan with a less stable market

3The degree of instability turned out to be much higher for the
period 1948/49 - 1966/67 than for the period 1951/52 - 1966/67 (13.6
and 12.6 per cent in terms of I4 and Iy, respectively). This is be-
cause of the inclusion of the immediate post-war years 1948/49,
1949/50, and 1950/51. Trade with India was disrupted in 1948, with a
resultant decline in jute exports by a substantial magnitude--from Rs.
1,044 million in 1948/49 to only Rs. 318 million in 1949/50; and the
total exports dropped from Rs. 1,862 million to Rs. 1,211 million, ac~-
cordingly. The outbreak of the Korean War in 1950 and the ensuing com—
modity boom, however, more than doubled the total exports of Pakistan;
her export earnings went up to a record high Rs. 2,549 million in
1950/51 from a low Rs. 1,211 million in the previous year 1949/50.
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relative to the developed countries in the free world. The intensity
of instability was lowest among the latter--10.9 per cent for U.K.,
17.0 and 20.3 per cent,‘respectively, for the European Common Market
and U.S.A., whereas it was relatively high for the Communist bloc coun-

4 together, the value of the I, index

tries--China and Eastern Europe
being 32.7 per cent (Column 3 in Table XIII).

It has been sometimes claimed (especially by the economists from
the socialist and/or communist countries) that, because of the peculiar
characteristics of planned economies--e.g., the absence of business

5--planned economies provide the LDC's with

fluctuations in particular
more stable markets for primary products. Such contention, however,

does not appear to be upheld in the light of Pakistan's experience with
export instability during the post-war years. This is also consisten;

with the conclusion reached by Neuberger,6

who found that during the
period 1955-1961, the imports of primary products by the Soviet Union
were less stable than those by the Western industrial countries, al-
though the rate of growth in primary-product imports was higher in the
former. |

Several reasons can be offered for a greater instability in the

imports of primary products by these countries., First of all, the

4Eastern Europe includes the following countries: U.S.S.R.,
Bulgaria, Czechoslovakia, Hungary, Poland, Rumania, and Yugoslavia.

SFor example, "Socialism is characterized, above all, by the ab-
sence of cyclical disturbances in production." Cited by G. J. Staller,
"Fluctuations in Economic Activity: Planned and Free-Market Economies,
1950-1960," American Economic Review, LIV (June 1964), p. 385.

6Egon Neuberger, "Is the U.S5.S5.R. Superior to the West as a Market
for Primary Products?" Review of Economics and Statistics, XVLI
(August 1964), pp. 287-293.
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claim to superiority of planned economies over free-market economies--~
i.e., that they are not subject to fluctuations in outputs--is perhaps
wrong. A study by Staller’ comparing the year~to-year fluctuations in
outputs for the two groups of planned and free-market economies during
1950-1960 rejects such a claim by concluding that '"the planned econ-
omies of the Communistic bloc were subject to fluctuations in economic
activity equal to or greater than those experienced by the free-market
economies of the OECD.™S Hence, one would expect that the imports of
planned economies might have been subject to fluctuations in outputs
and therefore incomes and demands.

Perhaps more important may be the fact that foreign trade of these
countries is largely controlled by the'state, with the export and im~
port decisions being governed predominantly by political factors rather
than economic. For instance, the Soviet Union did not import from
Pakistan in the two years 1954/55 and 1955/56, and the imports by
Communist China have been quite erratic throughout the post~war years.

Finally, Pakistan's trade with the Communist bloc countries has
been conducted laréely through bilateral trade agreements. Bilateral-
ism, however, does not necessarily lead to stability in trade. Accord-
ing to Kidron, bilateral trade has not only "tended to restrict the

growth of trade beyond narrow limits" but also proved as erratic in

/G, J. Staller, "Fluctuations in Economic Activity: Planned and
Free-Market Economies, 1950-1960," American Economic Review, LIV (June
1964), pp. 385-395.

81bid., p. 389.
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practice as the traditionally unstable trade with the West.9 Uneven-
ness in purchases and payments characterizes the trade with the Com~-
munist bloc countries. Such unevenness in trade is inherent in the
economies of these countries:

They are relatively small traders and are undercapitalized;

they keep stocks to a minimum and shift stockholding out-

side the system wherever and whenever possible, As a con-

sequence changes in production in one or two factories are

as likely to result in purchasing agents receiving new in-

structions . . . as to changes in the level of stocks held

at home. There is little room left in which to exercise

commercial discretion on the spot.lO
Also, instability in trade results from the behavior of the Communist
bloc countries' foreign trade organizations themselves, e.g., attempt-
ing to "offset the fluctuations in rupee receipts by inducing a compen-
satory and wholly artificial unevenness in purchases and payments for
exports, with little reference to seasonal and other factors that might
. ull
affect local prices.

Speaking of the relative contributions made by each of the major
export markets to the total export earnings instability, each market's
relative share in total exports should also be taken into account along
with the stability of each market. A method of determining the propor-
tion of total export instability attributable to each market (or com-

modity) was discussed earlier.12 Column (4) in Table XIIL shows the

results of such' computation.

IMichael Kidron, Pakistan's Trade with Eastern Bloc Countries (New
York: Praeger Publishers, 1972), pp. 4-9.

lOIbido ’ ppo 49_500
111bid., p. 49.

12gypra, pp. 116-117.
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India contributed most to the total export earnings instability
dgring the period concerned; approximately 22 per cent of total in-
stability can be attributable to fluctuations in the Indian purchases
of raw jute from Pakistan. All other minor markets as a group ranked
second with about 20 per cent, followed by the European Common Market
countries together, contributing 15 per cent. The United Kingdom, the
second largest market for Pakistan's exports,13 contributed only 7 per
cent. This is not surprising because the United Kingdom was found to
be the most stable market for Pakistan (with the value of the instabil-
ity index I, being the lowest at 10.9 per cent).

The Communist bloc countries, though their relative sﬁare in total
exports averaged only 9 per cent per year, did exert a comparatively
greater impac; on the total export earnings instability of Pakistan.
The proportion of total instability ascribable to these countries was
14 per cent, which is far greater than their average share in total
exports.

Column (4) in Table XIII also reveals the fact that the bulk of
total export instability can be attributed to the export markets in
LDC's rather than to those in DC's. The "others" category in the table
includes LDC's in Africa, the Middle East, and Asia excluding Japan,
Hong Kong and India. These countries, along with Hong Kong, India, and

Japan, accounted for 57 per cent of total instability, more than their

13the largest export market for Pakistan is the European Common
Market countries as a group, which imported 20.3 per cent of the total
exports per year on the average during the period concerned. The
United Kingdom has been the single largest importer, however, when ex~
port markets are viewed on individual country basis; her annual average
share of Pakistan's total exports was 15.2 per cent. :
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average share in total exports (47 per cent). The Western industrial
countries (U.S.A., E.C.M., U.K.), however, contributed only 29 per cent,
far léss than their avefage share of 44 per cent.14 Hence, this ap-
pears to indicate that exports to the LDC's markets were not only more
unstable but also exhibited greater impact on the aggregate instability
in export earnings than exports to the DC's,

This finding is contrary to the widely-held view that fluctuations
in demand in industrial countries are one of the main causes of export
earnings instability of many primary producing LDC's. At least in the
case of Pakistan, the blame for instability may not be placed too
heavily on business fluctuations (and the ensuing fluctuations in
demand for imports of raw materials and other primary products) in
industrial copntries. For, as can be seen in Table XIII, Pakistan's
exports to these countries--namely, U.S.A., U.K., and E.C.M. coun-
tries--were most stable, contributing to total instability by the
magnitudes of far less than their relative shares in total exports.

Although the nature of the inquiry was somewhat different from

15 reached a similar conclusion; she found

ours, a study made by Stekler
that U.S. business fluctuations had a surprisingly small impact on the

total value of U.S. imports of most primary commodities, including raw

jute from Pakistan. Thus, factors other than U.S. business

141f the Eastern European countries and Communist China were in-
cluded in the category of LDC's and Japan and U.S.S.R. in the category
of DC's, the relative contributions made by these two groups worked out
to be 62 and 38 per cent, respectively.

1510is E. Stekler, "Effect of U.S. Business Fluctuations on Im-
ports of Primary Commodities," Yale Economic Essays, IX, No. 2 (Fall
1969), pp. 209-249.
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fluctuations may have played an important role in causing instability
in many primary commodity markets.l6
The loss of the Indian market for exports, raw jute in particular,
can be singled out as one of the main causes of the total export earn-
ings instability of Pakistan for the period under question, particu-
larly in the earlier post-war years. Instability in the Indian imports
from Pakistan was the highest (average annual fluctuation of 43 per
cent) and India was by far the most important jute consumer, purchasingA
5.3 million balesl’ as against 0.8 million by the rest of the world in
1947/48. The trade deadlock between India and Pakistan in 1949, how-
ever, resulted in sharp declines in jute exports to India, and Pakistan
was forced to explore other markets for jute. By 1950/51 two-thirds of
Pakistan's jute exports were absorbed by countries other than India
such as U.S.A., U.K., France, West Germany, and Belgium., The Indian
imports of raw jute declined progressively as India's domestic produc-
tion of jute rose sharply. And India, striving for its goal of virtual
self-sufficiency in raw jute, resorted to Pakistan's jute only as a
residual source of supply. Added to this were continuing hostilities
between the two countries, frequently leading to trade disruptions.18

Hence, a greater instability in exports to India resulted,

161p1d., p. 225.
170ne bale equals 400 1b. for jute and 392 1b, for cotton.

18The territorial disputes and the ensuing hostilities between
India and Pakistan in 1965 had virtually eliminated their trade.
Exports to India dropped from Rs. 220 million in 1964/65 to Rs. 18
million in 1965/66 and further dropped to only Rs. 1 million in
1966/67.
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Export Diversification and Instability

Earlier, in Chapter IV, we have argued that, among other factors,
increased export diversification (decreased export concentration) on
the part of many primary producing countries might have contributed to
the'observed over~all decline in their export instability in the period
1957-68 compared to the immediate post-war years 1948-59. It will be
recalled that Pakistan's exports fluctuated severely in the earlier
years but the extent of export instability (as measured by the insta-
bility index I4;) had declined substantially in the later years, from
15.5 per cent in 1948-59 to 5.9 per cent in 1957-68.12 At the same
time, the structure of exports in Pakistan, as we noted in the begin-
ning of Chapter V, had undergone a drastic change.

This section explores the relationship between the changes in ex-
port structure and export instability in light of Pakistan's experi-
ence. One of the conclusions is that successful diversification in
jute exports has been, among other things, an important factor respon-
sible for the substantial decline in the year-~to-~year fluctuations in
the country's export earnings.

It is apparent that Pakistan's exports have been diversified to a
larger extent than those of the average primary producing country. As
shown in Table XIV, export concentration by commodity has declined con-
tinuously over time. In 1953-55, three primary commodities--raw jute,

raw cotton, and raw wool, accounted for 86 per cent of the total

19The corresponding figures for the average primary product export-
ing country (the mean value of the instability index I, for 34 coun-
tries) were 12.0 and 7.7 per cent, respectively, in the two periods.
See Chapter IV, pp. 63-64, Table IV.
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TABLE XIV

CHANGING PATTERN OF EXPORT CONCENTRATION IN PAKISTAN
AND OTHER PRIMARY PRODUCING COUNTRIESZ

Period Pakistan Other Countries

(A) Percentage Share of Total Exports by Three
Major Export Items:2

1953-55 86.0 75.5b
1959-61 58.0 70.1b
1965-67 40.1 63.3b

(B) Hirschman Concentration Index:

1952 .610 .559¢
1960 .500 .524d
1966 .326 .480d

3Three-year average.

barithmetic means for 34 countries.
CArithmetic mean for 17 countries.
dArithmetic mean for 24 countries.

Sources: Compiled from Table I, Chapter IV of this
study, pp. , and I. B. Kravis, "External
Demand and Internal Supply Factors in LDC
Export Performance," Banca Nazionale del
Lavaro Quarterly, XLIII (June 1970), p.
179, Table 3.
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exports. Their export shares, however, declined to 58 per cent in
1959-61 and to only 40 per cent in 1965-67.. For the average primary
producing country, the e#port shares accounted for by three major ex-
port items also declined over time but at a much slower pace than in
Pakistan; the percentage shares were 76, 70, and 63 per cent, respec-
tively, in 1953-55, 1959-61, and 1965-67. In terms of Hirschman's
concentration index, the same pattern of export diversification is
observed., 1In 1952 the value of the concentration index for Pakistan
was measured at 0.61 compared to 0.56 for other countries as a group.
In 1960 and 1966, the corresponding figurés were 0.50 and 0.33 for
Pakistan and 0.52 and 0.48 for the average primary producing country.
Export diversification in Pakistan has been characterized by a
continuously increasing share of ménufactured goods in total exports.
The mdst phenomenal change in the composition of exports, however, has
occurred in jute and cotton exports. As can be seen in Table XV, ex-
ports of jute and cotton manufactures were virtually nonexistent in the
early 1950's. From the mid-1950's processed jute and cotton goods
started to enter the export markets, thereafter.gradually reducing the
shares of raw jute and cotton. As of 1966/67 manufactured jute and
cotton goods accounted for approximately 40 and 50 per cent of the
total jute and cotton exports, respectively. Although the composition
of exports has changed substantially over time, jute and cotton con-
tinued to play the dominant role in Pakistan's exports, accounting for
three-fourths of the total export earnings throughout the post-war
yvears under study. Columns (5) and (10) in Table XV show the relative

shares of jute and cotton exports in total exports.



TABLE XV

DIVERSIFICATION IN JUTE AND COTTON EXPORTS IN PAKISTAN, 1951/52 - 1966/672

(In Million Rupees)

Exports of Jute

Exports of Cotton

Year Jute Cotton
Exports Exports
Total Percent as Percent Total Percent as Percent
Manufac~ Jute Manufac-~ of Total Manufac—- Cotton Manufac- of Total

Raw tured Exports tured Exports Raw tured Exports tured Exports

(1) (2) (3) (4) (5) (6) @) (8) (9) (10)

1951/52 996.0 0.1 996.1 0.0 49.6 777.5 0.5 778.0 0.1 38.7
52/53 566.3 1.4 567.7 0.2 38.8 694.0 0.7 694.,7 0.1 47.5
53/54 556.4 9.6 566.0 1.7 45.1 497.4 0.9 498.3 0.2 39.7
54/55 598.5 22,8 621.3 3.7 53.2 296.5 1.3 297.8 0.4 25.5
55/56 829.2 105.9 935.1 11.3 52.6 462,1 35.7 497.8 7.2 28.0
56/57 705.8 91.1 796.9 11.4 49.6 252.4 92,7 345.1 26.9 21.5
57/58 853.6 91.3 944.9 9.7 66.4 215.8 32.0 247.8 12.9 17.5
58/59 654.8 155.2 810.0 19.2 61.1 190.4 52,1 242.5 21.5 18.3
59/60 729.1 227.1 956.2 23.8 51.9 188.8 231.4 420,2 55.1 22.8
60/61 848.1 314.1 1,162,2 27.0 64.6 137.6 118.2 255.8 46,2 14,2
61/62 849.5 302.7 1,152.2 26.3 62.5 123.5 43.0 166.5 25.8 9.0
62/63 792.9 306.8 1,099.7 27.9 49.0 370.0 88.0 458.0 19.2 20.4
63/64 752.9 323.2 1,076.1 30.0 46.8 340.1 189.3 529.4 35.8 23.0
64/65 845.4 300.7 1,146,2 26,2 47.6 287.0 272.2 559.,2 48,7 23.2
65/66 863.2 575.5 1,438.7 40.0 53.0 278.4 254.2 532.6 47.7 19,6
66/67 870.2 587.7 1,457.9 40.3 48.5 290.6 276.9 567.5 48.8 18.9

8Compiled and computed from CSO data in Pakistan Statistical Yearbook, various issues, and 20 Years of
Pakistan in Statistics, 1947-1967.

0€T
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Directly respﬁnsible for this phenomenal change in the structure
of jute and cotton exports are the Export Bonus Scheme introduced in
1959 and the various policy measures such as a combination of export
duties and subsidies, which are all designed to &iscriminate in favor
of processed goods and against raw materials. And the main benefici-
‘aries of such discrimination in Pakistan have beer manufactures of jute
and cotton.

In terms of the commodity composition of exports, the two periods
1951/52 - 1959/60 and 1958/59 - 1966/67 indicate different patterns, as
can be seen in columns (1) and (4) in Table XVI. In the earlier period
the bulk of exports consisted of primary products--largely raw jute and
raw cotton. Raw jute alone accounted for 47 per cent of the total ex-
ports per annum on the average, and raw cotton for 26 per cent. The
averaée annual shares of jute and cotton manufactures amounted to only
5 and 3 per cent. In the later period, however, the average annual
share of jute manufactures more than tripled (15.4 per cent) and that
of cotton goods more than doubled (7.5 per cent), thereby reducing the
export shares of raw jute and raw cotton to 38 and 11 per cent. No-
tice, however, that the export share of the combined jute exports actu-
ally increased from 52 to 54 per cent and that of the combined cotton
exports declined from 29 to 19 per cent. Absolute declines in the ex-
port shares of cotton and tea can be explained by the rising domestic
consumption as a result of rising incomes in the later post-war years.

Besides jute and cotton exports, a noticeable structural change
also occurred in the "others" category, which includes minor primary
products such as hides and skins, and rice, but mostly manufactured

items other than jute and cotton. The average annual share of this



TABLE XVI

INSTABILITY BY MAJOR EXPORT COMMODITIES AND THEIR RELATIVE CONTRIBUTIONS
TO TOTAL EXPORT EARNINGS INSTABILITY, PAKISTAN,
1951/52 - 1959/60 AND 1958/59 - 1966/672

(In Per Cent)

1951/52 - 1959/60

1958/59 - 1966/67

Commodity Proportion Proportion
of Total of Total
Average Export Average Export
Average Annual Instability Average Annual Instability
Annual Share Export Attributable Annual Share Export Attributable
of Total Fluctua- to Each of Total Fluctua~- to Each
Exports tion, I, Commodity Exports tion, I,y Commodity
(1) (2) (3) (4) (5) (6)
Raw Jute 47.0 18.2 35.2 45.5 38.4 6.2 14.7 29.8
Jute Manufactures 5.0 50.2 10.3 ’ 15.4 15.8 15.1
Jute Total 52,0 18.2 53.8 9,2
Raw Cotton 25.9 23.5 25.1 31.6 11.3 17.0 11.9 31.6
Cotton Manufactures 3.0 52.6 6.5 7.5 42.5 19.7 '
Cotton Total 28.9 27.8 18.8 23.5
Raw Wool 4,1 22,1 3.7 3.3 15.8 3.2
Tea 2.4 32.9 3.3 0.8 53.1 2.6
Fish 1.6 24,2 1,6 3.2 24,0 4,8
Others 10.9 31.7 14,2 20,1 22,5 28.0
Total Exports 100.0b 17.3 100.0P 100.0P 9.8 100.0b

8Computed from data sources in Tables VII and XV.

brotals may not equal 100 due to rounding,.

(4%}
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"others" category was 1l per cent in the earlier period but almost
doubled iq the later years mainly because of the introduction of new
industrial goods for exﬁort.

In order to examine the impact of export diversification on the
instability of export earnings, we have measured average annual export
fluctuations for each of the major export iteﬁs separately for the two
periods. This is shown in columns (2) and (4) in Table XVI. By taking
into account the changes in the composition of exports (i.e., the aver-
age annual export shares) we then have computed the proportions of
total instability that can be attributable to each export commodity.
Columns (3) and (6) in Table XVI contain the results of our computa-
tion.20

Instability iﬁ a country's aggregate export earnings arises basi-
cally'from the instability in individual commodity exports, and to what
extent the total export earnings instability is affected by a particu-
lar export commodity depends on the extent of export fluctuations of
the commodity as well as its relative share in the total exports.,
Therefore, the proportions of total instability attributable to each
export commodity in the two periods should convey valuable information
as to the factors that might have been responsible for a substantial
decline in export instability experienced by Pakistan in the later

post-war years.

20The procedure for computing the proportion of total export in~
stability accounted for by each export commodity is as follows:
(1) Multiply the export instability index by the relative export share
for each export commodity; (2) sum their products; and (3) divide each
product by the product sum and multiply by 100 to produce the contribu-
tion to the total instability in per cent.
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As shown in colums (2) and (5) in Table XVI, Pakistan's total ex-
port earnings were stabilized to a large extent in the later period;
average annual fluctuation (I3) declined from 17.3 to 9.8 per cent.
Except tea and fish, all of the major export commodities showed de-
clines in their earnings fluctuations, though in varying degrees} De-
creased export concentration (increased export diversification) in the
later period 1958/59 - 1966/67 may have increased the chances for the
fluctuations in individual commodity exports to offset one another,
thus greatly stabilizing the total export earnings.

However, a closer examination of Table XVI suggests thap the sub-
stantial decline in the total export earnings instability of Pakistan
can be traced primarily to substantially increased stability in jute
exports, raw jute in particular. In the earlier period, raw jute earn-
ings fluctuated annually by 18.2 per cent, but, because of its pre-
dominant export share in total exports (47 per cent), instability in
raw jute was responsible for more than 35 per cent of the total export
instability. Highly unstable earnings from jute manufactures con-
tributed 10.3 per éent to total instability despite their meager export
share of 5 per cent., Instability in the total jute earnings therefore
accounted for about half the aggregate export instability of Pakistan.

Diversification of jute exports in the later period resulted in a
substantial decline in the instability in earnings from both raw jute
and jute manufactures, thereby substantially reducing their impact on
the total export earnings instability. The average annual export share
of raw jute declined to 38 from 47 per cent, but greatly increased
stability in raw jute earnings (6.2 per cent) reduced the proportion of

total instability attributable to raw jute to only 15 per cent (relative



135

to 35 per cent in the earlier period). The export share of jute manu-
factures more than tripled but accounted for only 15 per cent of total
instability largely bgcause of a decline in earnings instability (from
50 to 16 per cent). Accordingly, despite the unchanged export share of
the combined jute exports (52 and 53.8 per cent, respectively, in the
earlier and later periods), jute earnings together contributed to the
total export instability by only 30 per cent (relative to 46 per cent
in the earlier period).

In fact, the size of the decline in the total export instability
(from 17.3 to 9.8, a 43.4 per cent decline) roughly corresponds to the
magnitude of the decline in the jute earnings instability (from 18.2 to
9.2, a decline of 49.5 per cent). |

Although a similar structural change has occurred in cotton ex-
ports{ export diversification in cotton appears to have had little, if
any, impact on the total export instability. Earnings from raw cotton
were stabilized somewhat but earnings from cotton manufactures con-
tinued to be highly unstable (42.5 per cent), accounting for about 20
per cent of total instability. In spite of a decline in the export
share from 29 to 19 per cent, the combined cotton exports remained un-
stable in both periods. As a result, the proportion of total instabil-
ity attributable to cotton exports remained unchanged at 32 per cent.

One reason why diversification in cotton had little impact in
stabilizing, if not destabilizing, the earnings from cotton exports and
the total exports of the country is the fact that cotton exports, un-
like jute, have been subject to fluctuations in domestic demand, which
in turn are greatly affected by fluctuations in national income.

- Domestic demand for cotton yarn and fabrics is believed to be income
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elastic.  Moreover, if the proportion of domestic consumption of an ex~
port commodity is higher, a given percentage change in output will
cause a greater percentage change in exports of the commodity than when
it was lower., Hence, fluctuations in domestic demand cause instability
in the net export supply.

Similarly, the "others" category, of which average annual share in
total exports in the later period almost doubled, reflecting mostly the
new manufactured goods that entered the export market, appears also to
have had a minimal, if any, impact on the aggregate export instability.
In fact, its contribution to total instability has actually increased
proportionately with the increase in its export share.?21

Briefly, then, the structural changes in jute exports and the re-
sulting stability in their earnings can be singled out as a main factor
that has been responsible for increased stability in Pakistan's export
earnings in the later years.

The case of Pakistan suggests that a primary product exporting
country may be able to reduce fluctuations in its export earnings by
processing raw materials produced domestically rather than exporting
them in the raw form.22 By so doing, price fluctuations arising from

unexpected fluctuations in foreign demand as well as variations in

211¢ adding the new products to the list of exports had produced
strong stabilizing effects on earnings, one would expect that the
proportion of total export instability attributable to this category
of exports would not have increased as much as an increase in their
export share.

22por an interesting and penetrating analysis of the relationships
between export diversification and instability, see W. C. Brainard and
R. N. Cooper, 'Uncertainty and Diversification in International Trade,"
Studies in Agricultural Economics, Trade and Development, VIII, No. 3
(1968), pp. 257-285.
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domestic production can be minimized. After meeting domestic demand
for fabrication, any excess supply of raw materials can be exported in

the raw state. Moreover, "

. « - even where the processing is rela-
tively high in cost, the gains from reduced risk may compensate for
the low yield."23

Pakistan's experience also indicates that mere export diversifica-
tion in word, i.e., increasing the number of export items, may not
necessarily lead to reduced fluctuations in export earnings in all
circumstances. We have seen that increased stability in Pakistan's
export earnings was due primarily to the structural change in jute ex~
ports and that the similar structural change in cotton exports had
little impact on the country's export instability. The increased ex-
port share of the "all others" category (nmew export items) also had
little impact on the aggregate export instability. As such, a decrease
in export concéntration per se may not always reduce a country's export

instability.24 This, however, is not to say that export diversifica-

tion is not related to export instability. Rather, the question is

231pid., p. 268.

241t geems that, over time, export diversification is more closely
related to the level (growth) of export earnings of a country. By
adding new products to the list of exports a country will have a better
chance to increase its export earnings over time. A study by Kravis,
in fact, shows.a significant, positive relationship between export
diversification and export growth, that is, countries with greater ex-
port diversification were more successful in achieving a higher rate
of export growth than those with less successful export diversifica-
tion. See I. B. Kravis, "External Demand and Internal Supply Factors
in LDC Export Performance," Banca Nazionale del Lavaro Quarterly,
XLIIT (June 1970), pp. 157-179.
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not so much '"to what extent a country's exports diversify" as "how well

diversify":25
« « o countries tend to produce a range of products which
have similar characteristics, e.g., their exports all
depend primarily on industrial production in the major
countries or they are all subject to the same vicissi-
tudes of rainfall and sunshine. These countries, though
ostensibly 'diversified,' have not diversified properly;
simply addin% commodities to the list of exports is not
sufficient.?2

1f earnings for many of the export commodities are subject to
similar sources of fluctuations in either demand or supply, export
earnings from these commodities will tend to fluctuate together and

hence export diversification would not stabilize by much the

255 regression analysis, based on cross-sectional data for a sam-
ple of 17 primary producing countries for which comparable data on ex-
port concentration were available for the two different time periods,
produced no systematic relationship between export diversification and
fluctuations in export earnings. The relationship tested was in the
form:

I, =a,+aD, +u (1)

vhere I, = IZ + Ii (100), the index of instability pattern

(the smaller the value of I
bility), and

p = Ci + Ci (100), the index of export diversification

(the larger the value of D,, the greater the degree of export diversi~-
fication); I, and G are tge indexes of export instability and export
concentration and superscripts 1 and 2 refer to the earlier and later
post-war periods, 1948-59 and 1957-1968.

It was hypothesized that aj, the regression coefficient associated
with D_, be negative and significantly different from zero., The esti-
mated equation was:

I, = 92.46 - 0.152D; R? = 0.019 2
(0.823)° F = 0.287 )
Although the regression coefficient carried the expected sign it was
not statistically significant.

p? the larger the decline in export insta-

D

]

26Brainard and Cooper, p. 271.
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instability of export earnings. For imstance, "diversifying from wheat
to wool or from coffee to cocoa . . . represented largely diversifica-
tion in name only, since price movements for these pairs of commodities
broadly paralleled one another."27

" the nature of

In addition to the question of "how well diversify,
the major export commodities and their export shares seem to be more
important than export concentration per se in affecting fluctuations in

a country's export earnings over time.28

Summary

In this chapter, we have disaggregated the total export instabil-
ity of Pakistan in order to examine its structural components. Fluc-
tuations in all of the major commodity exports were notoriously severe
during the post-war years, 1951/52 - 1966/67. Pakistan's three tradi-
tional exports—-raw jute, raw cotton, and raw wool--were surprisingly
stable relative to jute and cotton manufactures.

Although individual commodity exports exhibited severe fluctua-
tions, the degree ;f instability of total export earnings was milder
at 12,6 per cent per annum. This points to the fact that fluctuations
in individual commodity exports must have been offsetting each other to
a large extent.

The bulk of Pakistan's export instability can be attributable to

fluctuations in the exports of two mainstays, jute and cotton. Despite

271bid., p. 273.

28gee Chapter IV, pp. 58-61 above for the same line of argument
presented earlier,
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the relatively low degree of instability, raw jute alone accounted for
one~-fourth of the aggregate instability because of its predominant
share in total exports (42.5 per cent on the average per year). Ex-—
ports of jute and cotton, both in raw and manufactured forms, were
responsible for about three-fourths of the aggregate instability of
Pakistan's exports.

India and China proved to have been the most unstable markets for
Pakistan's exports while exports to the United Kingdom, the single
" largest importer, were most stable. Pakistan's exports to the Com-
munist bloc countries were found to be less stable than those to the
Western industrial countries. This suggests that planned economies may
not necessarily provide the LDC's with more stable markets for primary
products than free-market economies.

Exports to the markets of LDC's themselves were not only more un-
stable but also exhibited greater impact on the total instability than
exports to the DC's. Among other things, the trade deadlock and ensu-
ing hostilities with India following Partition in 1947 had a signifi-
cant impact on the instability of Pakistan's exports, particularly in
the 1950's.

Rapid growth of domestic manufacturing, spearheaded by the develop~
ment of the cotton textile and jute mill industries, brought about a
substantial change in the structure of exports in Pakistan in the
1960's. This transformation of the export structure characterized by
a marked shift from raw materials to manufactured goods was found to be

closely linked to the country's export earnings instability. Among
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other factors, successful diversification in jute exports was respon-
sible for the substantial decline in export instability in the later

years.



CHAPTER VII

DOMESTIC CONSEQUENCES OF EXPORT INSTABILITY:

SOME MICROECONOMIC ASPECTS
Introduction

The purpose of this chapter is to examine some of the microeco-
nomic aspects of the domestic consequences of export instability,
namely, the effects of severe price fluctuations of primary exports on
the producers' income and the trend in production of cash crops for
export.

It has been argued that severe fluctuations in the prices of
primary exports lead to similar fluctuations in export earnings as well
as incomes of the producers, affecting adversely their current welfare.
More importantly, price instability is alleged to affect adversely the
long-term growth of exports by operating both on the supply and demand

sides:l

Price uncertainty increases the economic risks of devoting
scarce resources (land, in particular) to the production of cash crops
for export, thereby making it less profitable and attractive than pro-
duction of other subsistence crops. This will discourage investment in

production for export which in turn will retard the export growth.

Since the production of subsistence crops yields average returns

lror a summary discussion of both pro and con arguments for the
effects of export instability, see Chapter II, especially pp. 20-22.

142
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normally lower than those of cash crops, this risk-averting behavior on
the part of farmers will also cause a perpetuating low productivity in
agriculture, which will ultimately prevent optimum allocation of re-
sources. On the demand side, price instability may encourage the pro-
duction of other substitutes such as synthetic products, replacing
natural raw materials, and may also induce the importers to modify
their production techniques which are seldom reversible. Thus, price
instability tends to cause a decline in the long-term demand for pri-
mary products.

In view of the discussion above, the effects of sharp fluctuations
in export prices in Pakistan may have been serious, since two agricul-
tural raw materials, jute and cotton, have been the mainstays of
Pakistan's exports, especially in the earlier years. The predominant
role ﬁlayed by jute and cotton exports in affecting the extent of in-
stability in Pakistan's aggregate export earnings was discussed in the
preceding two chapters.2 With jute as an example, the effect of price
instability on jute farmers' income and welfare will be examined first,
and the effect of price instability on the long-term production of jute

and cotton in the final sectionm.
Effect of Price Instability on Jute Farmers' Income?

Table XVII provides data on jute prices, output, and the estimated

cash incomes of jute farmers in Pakistan during 1948/49 - 1960/61. Two

2Especially Chapter VI, pp. 113-117.

3statistical analysis in this section is based on the data sup-
plied by Commodity Division, FAO, Statistical Appendix to "Fluctuations
in World Jute Markets, 1947/48 to 1960/61," a paper prepared for an



TABLE XVII

FLUCTUATIONS IN JUTE PRICE, OUTPUT, AND PRODUCER INCOME
EAST PAKISTAN, 1948/49 - 1960/612
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Estimated Trend-corrected
Jute Harvest Jute Farmer Annual Fluctuation
Output Price Income in Per Cent,
Year (000 bales) (rs./bale) (million rs.) 14
03 PIH Y3 Pin

1948/49 5479 152 832 - - -
49/50 3333 97 324 ~-40.1 -37.9 -63.4
50/51 6007 139 838 43.7 28.4 59.1
51/52 6331 127 802 4,3 -10.5 - 6.6
52/53 6823 52 354 6.5 -61.1 -58.2
53/54 3610 75 271 -47.9 27.3 -28.8
54/55 4662 71 333 21.5 - 8.7 12.9
55/56 5592 94 523 15.7 21.8 32.7
56/57 5514 123 677 - 2.3 21.5 19.9
57/58 5701 104 594 2.4 =~17.5 =-15.1
58/59 6001 79 476 4.1 -26.5 -23.1
.59/60 5554 109 604 - 8.3 25.2 18.0
60/61 5625 244 1374 0.3 54.5 54.7
Instability Index, I, 16.4 28.4 32.7

Instability Index, I; 20.6 38.4 49.9

2Compiled and computed from FAO, Commodity Division, Statistical Appen-
dix to "Fluctuations in World Jute Markets, 1947/48 to 1960/61,"

a paper prepared for an ad hoc meeting on jute held under the

auspices of FAO Committee on Commodity Problems and United Nations
ECAFE, CCP/Jute Ad Hoc/62/8, October 1962 (Mimeographed).
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different indices of instability in the related variables were computed
and are summarized in Table XVIII.

The trend-adjusted ﬁeasure of year-to-year fluctuations (I4) was
smaller for jute output at 16 per cent per year than for jute price at
28 per cent. Greater fluctuation in jute prices, which are largely
determined by the size of jute crop harvested, is expected because of
the price inelasticity of demand for and supply of jute in the short-
run.4 Since jute output within a crop year is completely price inelas-
tic, the cash incomes received by farmers deﬁend entirely on the
harvest price of jute that they can. fetch and are expected to move in
sympathy with price fluctuations. Instability in jute farmers' income
was in fact far more severe than either jute output or price, fluctuat~-
ing annually by almost 33 per cent (or 50 per cent in terms of the con-
ventional average annual percentage change, Ij). Instability in jute
producers’' income during the period under study was accentuated by the
parallel movements of jute prices and production that occurred in four
years, 1949/50, 1950/51, 1954/55, and 1960/61 (see Table XVII). In
these years, jute prices rose or declined independently of the size of
the jute crop in Pakistan, reflecting perhaps the autonomous shifts in

demand for Pakistan's jute in the world market.-”

ad hoc meeting on jute held under the auspices of FAO Committee on
Commodity Problems and United Nations ECAFE, CCP/Jute Ad Hoc/62/8,
October 1962 (mimeographed), the summary of which was subsequently
published later in FAO, Monthly Bulletin of Agricultural Economics
and Statistics, XII (January 1963), pp. 14-18,

4Chapter V of this study, pp. 93-107.

5In 1949/50 season jute price fell drastically despite a fall in
jute output as a result of non-devaluation of the Pakistan rupee vis-a-
vis other currencies in the Sterling Area countries. The ensuing
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TABLE XVIII

INSTABILITY INDICES FOR JUTE PRICES, OUTPUT, PRODUCER INCOME,
AND EXPORT EARNINGS, PAKISTAN, 1948/49 - 1960/612
(In Per Cent)

Variable _ Instability Index
03, Jute production 20.6 16.4
Pjyg, Harvest jute prices to growers 38.4 28.4
Yy, Estimated jute producers' income 49.9 32.7
Pjg, Jute prices at baling centers 25.4 20.1
Pjg, Jute prices at port of export 19.4 15.8
Ejg, Export earnings from raw jute 29.3 23.3
E, Total commodity exports 30.4 23.4

4Computed from data in Table XVII except for Eyg and E, for
which data are from Government of Pakistan, CS50, 20 Years
of Statistics in Pakistan 1947-1967.
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The sevére instability in jute price was undoubtedly the prime
source of instability in jute producers' incomes. This is borne out by
the same directional movements in jute prices and cash incomes for 10
out of 12 cases (Table XVII). The predominant influence of price fluc-
tuations on the instability of cash incomes is also evident from the

following regression results:

= - A . RZ =
AY; = -2.548 + 6.224 APyy 5 R = 0.882 7.1)
(0.721) D.W. = 2,411
AY; = 43.854 + 0.108 A0; ; RZ = 0.206 (7.2)
(0.071) D.W. = 1.580 .

where AYy, APJH’ and A0; are the annual changes in cash incomes, har-
vest price of jute, and jute production. Figures in parentheses denote
the standard errors of regression coefficients. 1In fact, using the

method suggested by Sackrin,6

it is estimated that about 73 per cent of
the instability in cash incomes can be attributed to jute price fluc~-

tuations and only 27 per cent to fluctuations in jute output.7

exchange rate dispute with India culminated into a trade deadlock, and
Pakistan faced a serious problem of disposing of a surplus jute crop,
which fortunately was solved with the outbreak of the Korean War in
1950. In spite of the increase in jute output, jute price rose in
1955/56 due to the devaluation of the Pakistan rupee, in 1950/51 due
to the rising raw materials prices in the wake of the Korean War com-
modity boom, and in 1960/61 owing to the world-wide shortage of jute.

65, M. Sackrin, '"Measuring the Relative Influence of Acreage and
Yield Changes on Creop Production," Agricultural Economic Research, IX,
No. 4 (October 1957), pp. 136-139.

’We have used this method in Chapter V in order to determine the
relative influence of export price and quantity changes on export earn-
ings instability. See Chapter V, especially pp. 80-87 and also
Sackrin, p. 137. The estimated cash incomes for farmers (YJ) are the
product of average harvest price of jute received by jute farmers (PJH)
and jute output (Oj), that is:
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Furthermore, fluctuations in jute farmers' incomes (33 per cent)
were far more severe than fluctuations in export earnings from raw jute
(23 per cent) during 1949/50 - 1960/61 (Table XVIII). This is ex-—
plained by the fact that jute price fluctuations were most severe at
the grower's level (28 per cent). Price fluctuations at the baling
centers were smaller at 20 per cent per year and smallest at the export

level at 16 per cent per year (Table XVIII).8

Y; =Py x O v (1)
Expressing (1) in logarithms, we get:
log Y5 = log Pjy + log O; (2)
To obtain changes from the preceding year, (2) Becomes:
Alog Yy = Alog Py + Alog Oy (3)

In (3) the equality of both sides of (2) is preserved in the sums.
Direct estimation of the regression coefficients associated with Alog
Pjy and Alog Oy will not give us the proportions of a given unit change
in Y; that can be attributed to changes in Pjy and O,. Thus, we ex-
press both Alog Py and Alog O; as separate functions of Alog Yy, and
the single regression coefficients can be estimated by OLS. The esti-
mated equations were:

Alog Py = -0.012 + 0.726 Alog Y;; R? = 0.676 (4)
(0.168)

Alog 07 = 0.011 + 0.274 Alog Yj; R% = 0.229 (5)
(0.167)

The sum of the two regression coefficients estimated should, of course,
be equal to unity because of the additive relationship in (3); in our
estimation, 0.726 + 0.274 = 1.

BAlso see FAO, "Fluctuations in World Jute Markets, 1947/48 to
1960/61," Monthly Bulletin, XII (January 1963), p. 17. Our measures of
instability are slightly different from those of FAO because of the
different instability indices used.
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Jute moves through many stages of marketing before reaching the
final port of export.9 In the process, a large number of additiénal
charges are added to jute price at the grower level such as the trans-
port and han&ling charges, the cost of sorting and baling, brokerage
fees, port charges, ocean freight, insurance, and export duty.10 of
these additional costs, only brokerage and insurance chérges appear to
vary proportionally to the price of jute at each stage of marketing,
while other charges vary little from year to year and are not directly
‘related to changes in jute price. Thus, fluctuations in jute prices
tend to be reduced when jute moves further away from the grower's level
to the export level.ll 1t is therefore the jute farmers who, in the
process of export trade of jute in Pakistan, seem to bear much of the
burden of price fluctuations as reflected in the severe instability in
their'cash incomes.

Whether such a high degree of instability in their cash incomes
may make jute farmers worse off in the long-run is impossible to tell.
The effect of such instability on the current welfare of the farmers,
however, seems quite serious. As discussed elsewhere, jute is grown
on the same land in direct competition with rice, the major subsistence
crop in Pakistan, by small-scale peasant farmers. Land is obviously

the scarcest factor of production for either rice or jute. The average

IFor a brief description of production and marketing of export
crops in Pakistan, see J. R. Andrus and A. F. Mohammed, Trade, Finance
and Development in Pakistan (Stanford: Stanford University Press,
1966), Ch. 1.

10fp0, ibid., p. 17.

111p4d,
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landholdings of jute farmers rarely exceed ten acres, three to six
acres being the most common size.12 Nearly 90-95 per cent of their

land has been devoted to rice and jute~~80 per cent for rice and 13

13 gy

per cent for jute on the average for all jute growers in 1958/59.
opting to grow jute in anticipation of higher returns from the land,
the farmers run grave risks of reducing their food supply. Worse yet,
they may run a double hazard if the harvest price of jute suddenly
falls and the retail price of rice they have to pay to buy rice rises
before the rice (aman) harvest time is reached, 14

The jute farmer would be able to protect his family against the
sudden fall in jute prices and therefore his cash proceeds if he could
withhold his jute crop for a while before selling because jute prices
tend to be lowest at harvest time. But such opportunities for hedging
againét severe price fluctuations are extremely limited by inadequate
credit facilities and storage capacity, and moreover by "difficulties
of transport once the floods begin to recede in October, leaving most

rural areas without boat routes to the larger market centers." So, the

average jute farmer ends up selling his crop on the spot to peripatetic

le. K. M. Ghulam Rabbani, "Economic Determinants of Jute Produc-
tion in India and Pakistan,'" Pakistan Development Review, V, No. 2
(Summer 1965), p. 195.

131pid., pp. 196-197.

l4The season of aus, autumn-harvested rice, coincides with the
jute season. But the season of aman, the winter-harvested rice which
accounts for 80 per cent of the annual production of rice in the jute
belt, lags behind the jute season by about three or four months. How-
ever, opportunities for double cropping are extremely limited. See
Rabbani, pp. 194-195.
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farias at whatever price he can fetch.12 A strong case can be made,

therefore, for stabilizing jute prices,16

if it can be done success-
fully, and if price stabilization leads to a reduction in the instabil-
ity in cash incomes of the jute farmers.l’ Several attempts at
stabilization in Pakistan in the past, either by acting directly on
price (by imposing minimum prices periodically at the grower level
and/or the export level) or by acting indirectly on supply (by imposing
acreage licensing to control production), have met so far with little
success.18 One of the difficulties for stabilization has been the fact
that "jute price'" is not and cannot be the only variable to be acted

"

upon; what is to be acted upon is a sort of "composite price," i.e.,

the relative price of jute vis-a-vis rice and imported foodgrains!
What seems to be required is a well coordinated policy for jute, rice,

19

and imports of foodgrains, which itself suggests the dimension of the

difficulty of stabilization in practice apart from theory.

15Andrus and Mohammed, p. 5.

16For a case for price stabilization and the resulting welfare
gains to producers as measured in terms of "producer surplus,' see
B. F. Massell, "Price Stabilization and Welfare," Quarterly Journal of
Economics, LXXXIII (May 1969), pp. 284-298.

17por a discussion of the possible effects of alternative stabili-
zation policies on the cash incomes of producers, export earnings, and
other related variables, see A. I. MacBean, '"Problems of Stabilization
Policy in Underdeveloped Countries," Oxford Economic Papers, XIV
(October 1962), pp. 251-266.

18Andrus and Mohammed, pp. 1-11; FAO, "Jute: Fluctuations . . . ,"
pp. 17-18, and "Instability and Stabilization of the World Market for
Raw Jute-~II1," Monthly Bulletin, XIV (January 1965), pp. 16-20.

19Chapter V of this study, pp. 102-~107.
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Effect of Price Instability on Production

for Export

Another argument for the detrimental effects of price instability,
apart from its effect on producers' current welfare, is that price un-
certainty may actually deter farmers' incentives to grow more cash
crops for export. If this is the case, the long-run consequences of
price instability may indeed be harmful to the economy in many aspects.
For the growth of exports will be hampered, thereby éggravating the
already serious foreign exchange problems; the over-all productivity
in the agricultural sector may also deteriorate since the cultivation
of jute in East Pakistan and that of cotton in West Pakistan means
better utilization of the scarce factor, land, both in terms of the
value of agricultural production and foreign exchange earnings.20 As
such, the argument appears quite appealing particularly to a country
like Pakistan where the export performance has been influenced to a

large extent by the over-all developments in the agricultural sector

in general.

Trend in Jute Production

Appealing though it may be, there seems little evidence to support
the above argument when viewed against the experiente of Pakistan with
respect to the two main cash crops, jute and cotton., Table XIX pre-

sents data showing the long-term trends in jute acreage, production,

20Rabbani, P. 225; Ghulam Mohammad, "Some Physical and Economic
Determinants of Cotton Production in West Pakistan,' Pakistan Develop-
ment Review, III, No. 4 (Winter 1963), pp. 510-513.
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TABLE XIX

TREND IN JUTE ACREAGE, PRODUCTION, AND JUTE/RICE PRICE RATIO
IN BRITISH INDIA AND EAST PAKISTAN, 1921/22 - 1966/672

Output Jute/Rice
Acreage Yield (000 metric Price

Period (000 acres) (1bs./acre) tons) Ratiob
Undivided British India:

1921/22-25/26 2398 1154 1730 136

1926/27-30/31 3454 1245 2479 152

1931/32-35/36 2275 1275 1671 105

1936/37-39/40 3025 1156 1984 140
East Pakistan (Pre~Partition):

1936/37-40/41 2952 1198 1349 147

1941/42-45/46 1803 1234 1008 102
East Pakistan (Post-Partition):

1946/47-50/51 1750 1188 1057 109

1951/52-54/55 1505 1464 994 87

1955/56-59/60 1443 1544 1095 71

1960/61-62/63 1716 1344 1065 89

(000 acres) (mounds/acre) (000 tomns)

1959/60-62/63 1669 17.0 1039 140¢

1963/64~66/67 1904 15.4 1070 -
1959/60 1375 19.6 992 79
1960/61 1518 14.3 796 178
1961/62 2061 16.4 1244 164
1962/63 1723 17.8 1125 -
1963/64 1700 16.8 1049 -
1964/65 1660 15.6 951 -
1965/66 2090 14.8 1136 -
1966/67 2165 14.4 1143 -

@Annual averages for period indicated.

bThe ratio of average harvest price of jute to average harvest price of
rice multiplied by 100.

CThree~year average for 1959/60-1961/62 only.
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TABLE XIX (Continued)

Sources: TFor undivided British India and East Pakistan up to 1962/63,
A. K. M. Ghulam Rabbani, "Economic Determinants of Jute
Production in India and Pakistan," Pakistan Development
Review, V, No. 2 (Summer 1965), pp. 224-225, Tables XI and
XII; for the 1960's, jute acreage, yield, and output data
are from Government of Pakistan, Central Statistical Office,
20 Years of Pakistan in Statistics 1947-1967, p. 52, Table
13.7; and relative price data are from S. M. Hussain, "A
Note on Farmer Response to Price in East Pakistan," Pakistan
Development Review, IV, No. 1 (Spring 1964), p. 105, Table
A-I1.
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and the price of jute relative to rice in undivided British India as
well as in East Pakistan for a period covering approximately half a
century. From the examination of the table, it is clear that the trend
in jute acreage followed the trend in jute/rice price ratio in undi-
vided British India. Because of no discernible trend, upward or down-
ward, in yield, jute production also followed closely the long-term
behavior of the relative price of jute. The same relationship is also
observed in East Pakistan.

There has been a long—term decline in jute acreage in Pakistan at
least up to 1959/60. The decline is found to be due mainly to the long-
term fall in the price of jute relative to the price of rice. Both
acreage and relative price reached a lowest level during 1955/56 -
1959/60 (Table XIX). The decline in the jute/rice price ratio in East
Pakisfan has been due to a sharp increase in the price of rice, which
rose rapidly during World War II and again more than doubled between
1954/55 and 1957/58,21 when rice production lagged far behind the rapid
population growth, thus causing a severe food shortage in the country.
Table XX provides some relevant data on foodgrains position and popula-
tion growth in Pakistan. In the face of a slow growth in the produc-
tion of rice and other foodgrains, population expanded by almost 30 per
cent between 1948 and 1961, with an average annual growth rate of 2.3
per cent (column 3 in Table XX). Under the circumstances, increased
reliance was placed on food imports; annual net foodgrain imports
amounted to more than 4 per cent of domestic production between 1952/53

and 1957/58 and increased steadily thereafter. Prices of foodgrains in

21Rabbani, p. 224,
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TABLE XX

INDICES OF FOODGRAIN PRODUCTION AND POPULATION GROWTH
PAKISTAN, 1948/49 - 1964/65

Indices (1948/49=100) Net Imports(+)of Foodgrains

Percent
All of Total
Food- Popu- Quantity Foodgrain
Year grains? RiceP lation© in 000 toms Production
(1) (2) (3 (4) (5)
1948/49 100.0 = 100.0 100.0 162 1.2
49/50 97.4 96.1 102.3 11 0.1
50/51 - 97.7 95.7 104.7 (-) 325 (-) 2.4
51/52 86.0 91.7 107.0 (-) 73 (-) 6.2
52/53 84,5 95.6 109.5 809 7.0
53/54 103.5 107.5 112.1 621 4.4
54/55 93.5 98.9 114.7 (-) 205 (=) 1.6
55/56 86.3 83.2 117.3 32 0.3
56/57 101.6 106.7 120.0 1248 9.0
57/58 95.9 99.0 122.7 1359 10.4
58/59 95.2 90.2 125.,6 705 5.4
59/60 106.7 110.5 128.4 1242 8.6
60/61 113.2 124.1 131.8 1623 10.5
61/62 116.2 123.4 135,2 952 6.0
62/63 112.0 113.8 138.7 1670 11.0
63/64 124.8 136.3 142.3 1551 9.1
64/65 129.3 134,7 146.0 1590 9.0

8Foodgrains include rice, wheat, barle maize, bajra, and jowar, for
b b 3> 3 b 3>
which rice accounts for over 63 per cent on average.

bRice production in East Pakistan only, which accounts for more than
90 per cent of total production of rice in Pakistan.

CThe size of population stood at 77 million in 1948/49 and 112.4 million
in 1964/65.

Sources: Compiled and computed from Government of Pakistan, Ministry of
Finance, Pakistan Economic Survey 1968/69, Statistical Sec-
tion, p. 10, Table No. 4 for columns (1), (3), (4), and (5);
Cs0, 20 Years of Pakistan in Statistics 1947-1967, p. 42,

Table 3.7 for columm (2).
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general rose sharply during the period; the sharpest rise was recorded
in the price of rice while wheat prices remained stable, owing to the
relatively large scale of wheat imports under the U.S. PL 480 assist-~
ance program.22

Since 1959/60, however, the price of rice has been kept from ris-
ing further because of increased imports of foodgrains and the excep-
tionally good harvests of rice in the subsequent years (Table XX). At
the same tiﬁe, the price of jute rose to an unprecedented record level
in 1960/61 (Table XVII) when Pakistan's jute output fell in the face of
the acute world-wide shortage of jute and the jute/rice price ratio
rose with it, but declined the next year due to the subsequent decline
in jute price (Table XVIII). From 1959/60 on, however, the long-term
decline in the relative price of jute seems to have stopped.

The long-term decline in jute acreage observed in Pakistan up to
1959/60 was due to the long-term decline in the jute/rice price ratio,
which was in turn influenced by the production of rice, population
growth, and the behavior of rice price. The decline in jute produc-
tion, although it moved closely with the long-term behavior of the
jute/rice price ratio, was less pronounced than in the jute acreage
because of the offsetting effects of yield rate on jute output to some

extent.

221n 1957/58 - 1959/60, for instance, wholesale rice prices rose
by 53.8 per cent in West Pakistan and 34.3 per cent in East Pakistan
over the period 1951-52 - 1953/54; during the same period wheat prices
increased by 13.7 per cent and 4.7 per cent, respectively, in East and
West Pakistan. See United Nations, ECAFE, "Economic Development and
the Role of the Agricultural Sector," Economic Survey of Asia and the
Far East 1964 (Bangkok: United Nations, 1965), pp. 131-133.




158

In conclusion, the severe fluctuations in jute prices cannot be
said to have affected adversely the long-term trend in jute acreage and
output. Rather, the production and price of rice has been, aﬁd is
likely to continue to be, the main limiting factor in the long-run pro-
duction and thus export potential of jute unless there is substantial

improvement in yield rate of jute.

Trend in Production of Cotton

In the case of cotton, too, price uncertainty arising from the
year-to-year fluctuations was not the main factor responsible for the
long~-term decline in the acreage of cotton relative to that of compet~
ing crops observed in West Pakistan during 1950-1963. After the Korean
War commodity boom, the period of stagnation in cotton production in
Pakisﬁgn coincided with a decline in the relative price of cotton, Be-
tween 1952/53 and 1959/60, cotton acreage failed to increase while
total area under crops in West Pakistan expanded by almost 20 per cent.

23 such as

At the same time, the acreage of the competing kharif crops
sugarcane, rice, and maize, recorded sizable expansion at the expense
of cotton. Table XXI presents data related to this change in the crop-
ping pattern in West Pakistan, which is reflected in the long-term de-
cline in the ratio of cotton acreage to the competing kharif crops
(column 5 in Table XXI).

It is believed and argued that such change in the cropping pat-

terns, i.e,, shifting away from cotton to other crops, has been and is

23gummer crops cultivated on irrigated land, which include sugar-
cane, rice, maize, jowar, and corn.
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TABLE XXI

AREA AND PRICE OF COTTON AND COMPETING KHARIF CROPS,
WEST PAKISTAN, 1949/50 - 1962/63

Price Indices

Price Area
Period Ratio Ratio
Competing
Cotton Kharif
Exports®  CottonP CropsP
1 - (2) (3) (4)=(2)+(3) (5)
1950/51-54/55 119.5 115.6 104.3 113.7 94.2
1955/56-58/59 101.3 106.0 118.2 90.4 95.5
1959/60-62/63 97.0 115.8 146.0 80.5 82.6
1949/50 94.2 97.6 78.2 124.8 -
1950/51 179.3 151.1 88.8 170.1 90.7
1951/52 139.1 153.6 117.9 130.6 111.9
1952/53 87.8 82.0 121.1 67.7 105.9
1953/54 96.1 92.2 106.1 86.9 73.0
1954/55 95.2 99.3 87.6 113.4 89.4
1955/56 108.9 108.5 106.3 102.1 101.5
1956/57 113.4 119.1 138.1 86.2 98.3
1957/58 96.1 108.0 130.8 82.6 97.7
1958/59 86.9 38.4 97.6 90.6 84.5
1959/60 93.3 112.7 149.0 75.6 86.1
1960/61 106.1 121.1 161.7 74.9 83.3
1961/62 97.0 119.6 159.1 75.2 82,7
1962/63 91.5 109.9 114.3 96.2 78.4
Instability
Index, I, 14.6 14.2 16.3 17.1 9.5

3ynit value of raw cotton exports with 1962/63 original base switched
to 1953/54-1955/56=100.

bindices of average prices received by the growers of cotton and com—
peting kharif crops, 1953/54-1955/56=100.

CAverage annual fluctuation in per cent for the period as measured by
the United Nations instability index, I».

Sources: Column (1) from IMF, International Financial Statistics,
1971 Supplement, pp. 198~199; columms (2), (3), and (4) from
Ghulam Mohammad, ''Some Physical and Economic Determinants of
Cotton Production in West Pakistan," Pakistan Development Re-
view, III, No. 4 (Winter 1963), p. 508, Table VI.
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undesirable, for it involves a net loss in terms of the value of agri-
cultural production per acre of land as well as in terms of foreign
exchange earnings..24 Furthermore, shift of land to rice is particu-
larly undesirable because it raises the water table in cotton-growing
areas, making it more difficult to grow cotton-~the second important
cash crop for export after jute, on which depends a continuous growth
of the import-substituting cotton textile industry. The stagnant
cotton prodﬁction, coupled with a rapid domestic mill consumption of
raw cotton, was in fact laréely responsible for the poor performance of
Pakistan's exports between 1954 and 1958 despite the devaluation of the
Pakistan rupee in 1955.

To what extent, then, can we say that price instability contributed
to this undesirable change in the cropping pattern in West Pakistan?
Probaﬂly none. Export price of cotton fluctuated annually by 15 per
cent, and the harvest price of cotton also fluctuated by more or less
the same magnitude during 1950-1963. Here again, as in the case of
jute and rice in East Pakistan, it is the relative price of cotton that
is important in making a choice between cotton and other kharif crops.
Compared to the case of jute and rice, the competition between them for
productive resources, land in particular, is more limited as there is a
certain amount of geographical specialization because of the ground
water table requirements for growing these crops. Nevertheless, the
responsiveness of the cotton farmers to the relative price changes has

been well established statistically. The cotton acreage response to

24For a discussion of the effects of changes in the cropping pat-
tern on the value of agricultural production and foreign exchange earn-
ings, see Mohammad, pp. 510-513.



161

the price ratio of cotton and competing kharif crops was found to be
0.41 by Falcon?? and around 0.5 by Mohammad,26 which are believed to be
"quite remarkable in light of similar studies for other countries."27
The area response to fluctuatioms in the price ratio of cotton vis-a-
vis competing kharif crops in the previous season can also be seen in
Chart 7.

As can be observed in Table XXI and Chart 7, the long-term decline
in the cotton acreage relative to competing kharif crops was due to the
similar decline in the price of cotton relative to other crops, approx—
imately 40 per cent from 1949/50 to 1961/62. This decline in the rela-
tive price of cotton was due in part to the fall in the world market
price of cotton in the wake of recession in world commodity markets in
the latter part of the 1950's, and partly to the increase in the prices
of combeting crops, particularly sugarcane and rice in Pakistan. Do-
mestic prices of sugar and rice rose largely because of government
policy as well as foodgrain availability. The impact of foodgrain
availability on the price of rice was discussed earlier in dealing with
jute,

Prices of sugar and rice were boosted by the restrictions on sugar
imports and by placing fine quality rice under the Export Bonus Scheme
in an effort to promote minor exports as part of the export promotion

policy undertaken by the new Government in 1959. Last, but not least,

25§alter P. Falcon, "Farmer Response to Price in a Subsistence
Economy: The Case of West Pakistan,'" American Economic Review, LIV
(May 1964), p. 585.

26Mohammad, p. 509.

27Falcon, p. 585.
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the export duty on raw cotton also contributed to the deterioration in
the relative domestic price of cotton. The export duty imposed on raw-
cotton during the period under review amounted to 20-30 per cent of the
unit value of cotton exports.28 Since Pakistan is a marginal supplier
of cotton in world market, the foreign demand for her exports is highly
elastic. Thus, little opportunity exists for shifting the burden of
export tax to the foreign buyers; the burden shifts back to the domes-
tic producers and traders.2?

All these factors have combined to depress the relative price of
cotton, making the production of cotton less profitable, and thus en~
couraging the allocation of land to competing kharif crops. Added to

this were some physical factors such as waterlogging, which has also

influenced directly the relative decline in cotton acreage.30
Summary

The long~term behavior of jute and cotton production in Pakistan

was governed primarily by the trend in the price of export crops

28R4 chard Mallon, "Export Policy in Pakistan," Pakistan Develop-
ment Review, VI, No. 1 (Spring 1966), p. 69.

291f, on the other hand, the taxing country accounts for a large
portion of total world production, as in the case of raw jute in
Pakistan, a greater opportunity exists for the tax to be shifted for-
ward to foreign buyers through the rise in the world market price.
However, such forward shifting is likely to be limited by the possi-
bility that a price rise will stimulate production elsewhere or induce
the introduction of substitutes for the taxed commodity. With rare
exceptions, export taxes should be regarded as ''taxes on their own
producers and traders rather than as a means of taxing foreigners."
See R. Goode, G. E. Lent, and P. D. Ojha, "Role of Export Taxes in
Developing Countries," IMF Staff Papers, XIII, No. 3 (November 1966),
pp. 169-184.

30Mohammad, pp. 491-506.
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relative to the price of other subsistence and cash crops that compete
for the same productive resources. The trend in the relative price was
in turn determined by faétors other than price instability of an export
crop per se, such as structural factors and government policy.

One may still argue that more jute or cotton would be grown in the
long-run were there little or no price instability. In light of
Pakistan's experience, however, the price instability in cash crops for
export cannot be said to have been a major deterrent to the long-term
behavior of their production.31 The effect of the severe price fluctua-
tions on the current welfare of the producers of export commodities may

have been serious, however.

3lfFor a similar conclusion, see A. I. MacBean, Export Instability
and Economic Development (Cambridge, Mass.: Harvard University Press,
1966), pp. 194-195.




CHAPTER VIII

DOMESTIC CONSEQUENCES OF EXPORT INSTABILITY:

SOME MACROECONOMIC ASPECTS
Introduction

In the literature, many of the hypotheses concerning the poten-
tially harmful effects of export instability are discussed in terms
of a macroeconomic transmission mechanism by which the external dis-
turbances originating from the export sector are supposedly transmitted
to thg domestic economy. It is the purpose of this chapter to deter-
mine to what extent and in what manner the instability arising from the
export sector has transmitted its impact to the domestic economy of
Pakistan.

In the absence of effective counteracting domestic policies, sharp
fluctuations in a country's export earnings are expected to give rise
to other kinds of instability in the domestic economic variables:

(1) instability in incomes of those who produce for export; (2) insta-
bility in general money incomes and prices; (3) instability in the
government revenue and expenditure, particularly when the taxes on
foreign trade account for a relatively large proportion of total reve-
nue; (4) instability in external purchasing power and ensuing instabil-
ity in imports; and (5) as a consequence of these, instability in real

expenditures, domestic fixed capital formation in particular, when the

165
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import conteat of investment is high. Thus export instability, it has
been argued, is detrimental to the stability and growth of the domestic
economy.l

Behind this broad generalization about the response mechanism of
the domestic economy to export fluctuations lie a large number of
‘alternative hypotheses regarding which domestic variables are affected
and by what manner the alleged adverse effects might operate. For our
purpose of analysis, however, the broad response channels described
above may be divided into two categories: the relationships repre-
sented by (1), (2), and (3) concentrate more on the stability aspects
and ultimately on development; and those in (4) and (5) on the growth
aspects of the export-induced instability of a country's capacity to
import,vwhich will be the subject of the following chapter.

in the section that follows, fluctuations in national income in
Pakistan will be examined‘in relation to export fluctuations. This is
followed by an assessment of the impact on the government budget of
export instability through export taxes. The final section examines
the relationship between export fluctuations and the internal price
movements.,

The basic methodology to be used in the present chapter is to re-
late the trend-adjusted year-to-year fluctuations in merchandise export
earnings to those of the domestic economic variables by using correla-
tion and regression techniques. Emphasis should be placed on the

importance of isolating the short-term fluctuations from the long-term

lsee Chapter II of the present study for a summary discussion of
the pros and cons about the effects of export instability on the
stability and growth of the domestic economy.
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growth factors reflected in the time trend in the variables concerned
before they are related. A priori, there is no reason to believe that
the impact of export instability would necessarily be commensurate with
its magnitudes: the effects can either be mitigated or accentuated by
over-all developments in the rest of the economy and the government
policies as well in a specific year or period.2 Accordingly, efforts
will be made to account for those specific factors that might have
mitigated or accentuated the potential impact of external disturbances.
A case study approach enables one to achieve such an objective, which

is precisely the goal that the present study hopes to achieve.

Export Instability and Fluctuations

in National Income

The expectation that the year—-to-year fluctuations in export earn-
ings tend to impart similar fluctuations in national income, particu-
larly when export income accounts for a relatively large portion of
national income, is of course based on the Keynesian~type multiplier
theory for an open economy. Through the combined multiplier and ac-
celerator effects on the domestic income, it is argued, export insta-
bility tends to destabilize the domestic economy with inflationary and
deflationary consequences, unless offset by appropriate monetary and
fiscal policies. From this, one moves one step forward to make further

inference to the possible (indirect) effects that export instability

2p point which, to some extent, has already been illustrated in
Chapter VII in connection with a discussion of the impact of export
price instability on the long-term trend in the production of export
crops.
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might ultimately have on the other key domestic variables such as sav~
ings and investment. Whether more will be saved from the stable income
than from the unstable income is an unsettled question. However, to
the extent that the marginal propensity to save is larger than the
average propensity, the domestic savings available for investment will
fluctuate proportionally more than fluctuations in national income. If
so, the export-induced instability in domestic income would tend to
make savings and investment much more unstable; and such instability
could be expected to have harmful effects on the time path of capital
formation and to lower the efficiency of investment.3

It should be noted that the argument is based on the following
implicit assumptions: (1) a country's exports account for a relatively
large proportion of its national income--the so-called "foreign-trade
orientedness" usually measured in terms of either the ratio of foreign
trade (exports plus imports) to GNP or the ratio of exports to GNP;
(2) either no offsetting government policies are undertaken (due to
political or institutional reasons) or such policies, if undertaken,
seldom bring about the desired effects (due to a lack of efficient
monetary and/or fiscal policy techniques or the general rigidity in-
herent in the economy of developing countries, or the combination of
both); and (3) the marginal propensity to save is greater than the
average propensity to save. Generally, the stability of domestic
income may become more sensitive to export fluctuations if the first

two conditions prevail., The export—induced instability in national

3For a more detailed discussion of this argument, see A. I.
MacBean, Export Instability and Economic Development (Cambridge, Mass.:
Harvard University Press, 1966), p. 29.
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income, however, is expected to cause a similar instability in domestic
savings when the consumption function (and therefore savings function)
is such that condition (3) is also met,

Some comments on each of these conditions are now in order:
First, the susceptibility of the domestic income to export fluctuations
may tend to be greater, cet. par., if a country's export/GNP ratio is
larger.4 But this is not the same thing as saying that the country's
export multiplier tends to be larger as the export/GNP ratio is
larger.5 The foreign trade multiplier may be small if there exist a
number of leakages, e.g., high marginal propensities to save and im-

port, marginal rate of taxation, and marginal rate of factor incomes

4Theoretically, it can be demonstrated that the elasticity of
domestic income with respect to exports tends to be greater as the
ratio of exports to income is greater. Assuming that there are only
two leakages represented by the marginal propensities to save (s) and
import (m) and that the marginal propensities and the average propen-
sities are equal, the simple foreign trade multiplier, kg, is:

d 1
k =_X= 1
£ dE s +m (1)

where Y is national income and E is export earnings. Then, the elas-
ticity of domestic income with respect to exports, eyxs is given by:

dy .E__1 | E_ E 2)

yx " qF Y s F¥m Y SN ¥y
If, initially, trade balance is assumed so that E = M, then:

= E = E = l
eyx T 5Y +mY S+ E  (S/E) + 1

(3)

Thus, the lower the savings/exports ratio, S/E, the higher the response
of income to exports or eyy. However, S/E = (S/Y)/(E/Y). Therefore,
the larger the exports/income ratio, the lower the savings/exports
ratio, which makes the value of ey larger. See United Nations, ECAFE,
Economic Survey of Asia and Far East 1968, pp. 21-22,

5The response of domestic income to changes in export earnings,
eyx = (dY/dE)-(E/Y), is the product of the export-trade multiplier and
tge exports/income ratio. Thus, even if E/Y is large, eyx becomes
small when dY/dE is small.
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paid abroad, which are all determined by the institutional‘factors of

a particular country. In the face of high marginal leakages associated
with a given change in export earnings, the impact of the latter on
income will be greatly reduced.

Second, many developing countries in general may be lacking
monetary and fiscal policy techniques for stabilization. However, the
possible effects of government intervention through the operation of
marketing boards, buffer stock policies, and the manipulation of export
duty rates should not be ignored. Their effects may be neutral or may
accentuate or mitigate the impact of export instability.

Third, once the export-induced income changes are found to be
strong, then the domestic savings can be affected by export instability
if the marginal propensity to save is greater than the average propen-
sity to save, which is essentially an empirical question. The expecta-
tion that the MPS tends to be larger than the APS in many developing
countries seems to have gained some empirical support; many exceptions,

- however, appear to exist.® As argued by Maizels,7 domestic savings may

6The question of whether the marginal propensity to save is
greater (smaller) than the average propensity to save is equivalent to
the question of whether the rate of saving rises (falls) as income in-
creases, i.e., whether the savings function intersects the horizontal
axis measuring income or the vertical axis that measures savings.
Empirically, therefore, the question is equivalent to that of whether
a statistically fitted savings function carries a negative or positive
constant term. A negative constant term in the estimated savings func-
tion was obtained for 31 out of 44 countries studied by D. W. Johnson
and J. S. Y. Chiu, "The Saving-Income Relations in Underdeveloped and
Developed Countries,'" Economic Journal, LXXVIII (June 1968), pp. 321-
333, for 21 to 24 out of 28 countries studied by J. K. Lee, "Exports
and the Propensity to Save in L.D.C.'s," Economic Journal, LXXXI (June
1971), pp. 341-351.

TAlfred Maizels, Exporﬁs and Economic Growth of Developing Coun-
tries (Cambridge: Cambridge University Press, 1968), pp. 57-58, 93-96.
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be affected by the variations in export earnings directly rather than
indirectly through the export-induced income changes, i.e., the
foreign~trade multiplier effect as suggested by the modern income
theory for an open economy. For the export-induced instability in in-
come to affect savings, however, conditions (1) and €2) must hold at
the same time.

Pakistan hardly meets the first condition to begin with. A
priori, therefore, the impact of export fluctuations on national income
is likely to be small, largély because of the small exports/income
ratio. During the period 1948-67, export incomes in Pakistan averaged
annually at best 6 per cent of her GNP. The exports/income or foreign-
trade/income ratio is widely used as a measure of the degree of foreign
trade involvement of a country although it is a poor measure of the
relative importance of the export or foreign trade sector in the econ-
omy. In terms of the foreign~trade/income ratio, Pakistan's is ome of
the smallest in the world; as of 1957, among 80 countries studied by
Coppock, Pakistan stood at 74th in rank with her foreign trade ratio
being 12 per cent.8 The ratio of exports to GNP even appears to have
been declining over the years; from a record high of 12.3 per cent in
the Korean War export boom it has progressively declined to only 5.2
per cent in 1966/67 (Table XXII).

Table XXII shows the time series data for merchandise export earn-
ings and GNP at factor cost in Pakistan as well as their fluctuations

measured by different instability indices. While export earnings

8J. D. Coppock, International Economic Instability: The Experi-
ence after World War II (New York: McGraw-Hill Book Co., 1962),
pp. 85-88 and p. 161, Table A-2.
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TABLE XXI1

FLUCTUATIONS IN EXPORT EARNINGS AND NATIONAL INCOME
PAKISTAN, 1949/50 - 1966/67

Export Earnings GNP2 Relative
Year Million  Annual Million  Annual Share of

Rupees Percent Rupees Percent Exports

Change Change in GNP

(1) (2) (3) (4) (5)=(3)=(1)

1949/50 1218 . - 19893 - 6.1
50/51 2554 109.7 20740 4.3 12,3
51/52 2009 -~ 21.3 22500 8.5 8.9
52/53 1510 - 24.8 21802 - 3.1 6.9
53/54 1286 - 14.8 21836 0.2 5.9
54/55 1223 - 4.9 21147 - 3.2 5.8
55/56 1784 45.9 22658 7.2 7.9
56/57 1608 - 9.9 26593 17.4 6.1
57/58 1422 - 11.6 28400 6.8 5.0
58/59 1325 - 6.8 28023 - 1.3 4,7
59/60 1843 39.1 31439 12.2 5.9
60/61 1799 - 2.4 34786 10.7 5.2
61/62 1843 2.5 36485 4.9 5.1
62/63 2247 21.9 38642 5.9 5.8
63/64 2299 2.3 41284 6.8 5.6
64/65 2408 4.7 45535 10.3 5.3
65/66 2718 12.9 49690 9.1 5.5
66/67 3006 10.6 58203 17.1 5.2

I; 20.4 7.6
Iy 15.1 6.9
I, 15.5 5.3

8Gross national product at factor cost in current prices.

bIl = average annual percentage change disregarding signs; I = United
Nations measure of instability in per cent; I, = Massell
version of average annual fluctuation after adjusting for
trend.

Sources: Government of Pakistan, Central Statistical Office, 20 Years
of Statistics in Pakistan 1947-1967, pp. 8-9, Table 1.3;

p. 107, Table 6.1; Ministry of Finance, Pakistan Economic
Survey 1968/69, Statistical Section, pp. 4-5, 90.
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fluctuated severely during 1949/50 to 1966/67, GNP was markedly stable
over the same period. The trend-adjusted measure of average instabil-
ity (14) was 15.5 per cent for export earnings and only 5.3 per cent
for GNP. The simple average annual percentage change (I;) was measured
at 20.4 per cent and ?.6 per cent, respectively, for exports and GNP.

A comparison of the timing, magnitudes, and direction of fluctua-
tions in GNP and export earnings gives little association between the
two., The index numbers of export earnings and GNP, both in current
prices, are sketched in Chaft 8 and the trend-adjusted year-to-year
fluctuations in the two variables in Chart 9. The lack of association
is clearly evident from the following results of the regression of

annual fluctuations in money GNP on export earnings fluctuations:

Y; = -0.840 + 0.084 E; ; RZ2 = 0.064 (8.1)
(0.083) F = 1.022
D.W. = 1.141

¥y = 6.472 + 0.024 E, ; RZ? = 0.016 (8.2)
(0.049) F = 0.239
D.W. = 1.476

AY = 2145.869 + 1.024 AE ; R2 = 0.039 (8.3)
(1.299) F = 0.621

D.W. = 0.8997

where Y is GNP at factor cost in current prices, E is merchandise ex-
port earnings in current prices, and subscripts 1 and 2 refer to the
trend-adjusted annual fluctuations in per cent (I,) and annual per cent

changes without removing the time trend (I;); and AY and AE are the

9The serial correlation between GNP and E apparently has not been
reduced much by first-differencing. The null-hypothesis of no serial
correlation can be rejected at the 5 per cent level since D.W. =
0.899 < dy, = 1.01 when N = 17, K = 1,
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Chart 8. Index Numbers of Export Earnings and Gross National
Product at Factor Cost, Pakistan, 1949/50-1966/67
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first differences in exports and GNP, respectively. Since we are pri-
marily interested in isolating the short-term fluctuations from the
time trend, the estimated relationship in the regression equation (8.1)
should be the appropriate one to consider; only 6 per cent of the
annual fluctuations in GNP is explained by export fluctuations, and
the regression coefficient is not statistically significant although it
carries the expected sign.

During the period under review, the econémy of Pakistan has under-
gone substantial structural changes, the most noticeable one being a
fast growth of the manufacturing sector that has helped reduce the
share of national product from the agricultural sector. Table XXIII
shows the components of GNP Qriginating from the various sectors and
their growth rates. The relative share of manufacturing rose from 6
to 11 fer cent of GNP at factor cost (in 1959/60 constant prices) from
1949/50 to 1964/65, while that of agriculture declined from 60 to under
50 per cent of GNP over the same period. However, it may be safe to
say that the economy is still predominantly agricultural. Therefore,
it is not surprising that fluctuations in GNP have moved closely to-
gether with fluctuations in agricultural output. This is clearly shown
in Chart 10 where the annual fluctuations in GNP and agricultural out-
put after removing the time-trend are plotted. Furthermore, the insta-
bility indices for GNP and agricultural output during 1949/50 - 1966/67
turned out to be the same. The I; index (average annual percentage
change ignoring the signs) was the same at 7.6 per cent for both GNP
and agricultural output; the Iy index (United Nations index of insta-.
bility) was measured at 6.9 per cent, again resulting in the same

magnitude for both; only in terms of the I, index (trend-corrected
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TABLE XXIII

SECTORAL ORIGIN OF GNP AND GROWTH RATES IN PAKISTAN,
1949/50 - 1964/65, AT 1959/60 FACTOR COST
(In Per Cent)

GNP
Agri-  Manufac- Other Per
Period culture turing Activities GNP Capita
Sectoral Origin of GNP:
1949/50 60.0 5.9 34,2 100.0 3112
1954/55 56.1 8.0 36.0 100.0 3162
1959/60 53.3 9.3 37.4 100.0 3182
1964/65 -49.1 11.0 40.0 "~ 100.0 3652
Growth Rates:
1949/50-1954/55 1.3 9.7 2.5 2.6 0.2
1954/55~1959/60 1.4 6.4 2.7 2.4 0.0
1959/60-1964/65 3.5 11.9 5.5 5.3 2.7

4Per capita real income in rupees.

Sources: S. R. Lewis, Jr., Pakistan: Industrialization and Trade
Policies (London: Oxford University Press, 1970), pp. 8-9,
Tables 1.1 and 1.2; Government of Pakistan, Ministry of
Finance, Pakistan Economic Survey 1968/69, Statistical
Section, pp. 2-3, Table No. 1.
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average annual fluctuation) did agricultural output (5.9 per cent)
fluctuate slightly more than GNP (5.3 per cent).

In short, the severe year-to-year fluctuations in Pakistan's ex-
port earnings have not caused similar fluctuations in her domestic in-
come, one obvious reason being that export income has accounted for a
very small share in GNP. With the economy being predominantly agri-
cultural, GNP fluctuations (apart from its growth) have closely fol-
lowed the fluctuations in agricultural output, which in turn are
heavily conditioned by natural hazards such as variable weather condi-
tions, flood, and drought. Moreover, it is estimated that nearly 30
per cent of national product originates from the subsistence sector and
is consumed directly on farms without reaching the market place.lO The
presence of a sizable subsistence sector tends to minimize the impact
on tofal GNP of the instability arising from the export sector, which
has been the center of the monetized sector in the economy of Pakistan.
As will be discussed later, the impact of export instability on the
monetized sector appears to have been fairly strong in influencing the
behavior of internal prices especially in the 1950's when the domestic

industries were still in the early stage of growth.

Export Instability, Export Taxes, Government

Revenue and Expenditure

Like many primary-product exporting countries, the foreign trade

sector has provided the most important source of government revenue in

10parvez Hasan, Deficit Financing and Capital Formation: The
Pakistan Experience 1951-59 (Karachi: Institute of Development Eco-
nomics, 1962), p. 47.
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?akistan. Because of the strategic role played by the export sector in
providing foreign exchange needed for importing capital goods and other
raw materials for developmental efforts and because of the heavy reli-
ance on foreign trade taxes as a major source of government revenue,
the economy of Pakistan has sometimes been called a foreign-trade

oriented economy despite its low foreign-trade/GNP ratio.ll

Tax Structure

Table XXIV presents the per cent distribution of major tax-heads
in the central government's total tax revenue in Pakistan during
1948/49 - 1966/67. Customs duties, central excise, income and cor-
porate taxes, and sales tax are the four major sources of tax revenue
in Pakistan; these taxes are collected by the central government and
shared with the provincial governments of East and West Pakistan.
Customs duties are the largest source and accounted for far more than
the three other tax-heads combined up to 1954/55. Their share has de-
clined progressively from 57 per cent in 1950-55 to 40 per cent in
1961-65. This decline is due to the shrinkage in export taxes and the
growth of other taxes as a result of industrial development. The high-
est rate of growth has been recorded in central excises followed by
sales tax. The share of income and corporate taxes went up during
1955-60 but declined in the subsequent years (Table XXIV) largely be-

cause of the liberal tax incentives given to industry.12

llSee, for instance, Hasan, pp. 6-7.

123, R. Andrus and A. F. Mohammed, Trade, Finance, and Development
in Pakistan (Stanford: Stanford University Press, 1966), pp. 213-214.




TABLE XXIV

TAX STRUCTURE IN PAKISTAN: RELATIVE SHARE OF MAJOR TAX HEADS

1948/49 - 1966/67

(In Per Cent)

Period
1950/51 1955/56 1960/61
Revenue 1948/49 1949/50 to to to 1965/66 1966/67
Heads 1954/558 1959/608 1964/658
Total Tax Revenue 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Customs 61.0 58.9 57.2 42.4 40.1 41.3 38.2
Export Duties 27.7 25,1 12.8 5.5P
Import Duties 31.2 32.0 29.6 34.6P
Central Excise 9.8 7.2 9.4 16.8 25.8 32.3 38.5
Income and Corporate Tax 12.2 16.1 17.0 22.8 17.7 11.0 8.2
Sales Tax 7.8 12.4 10.4 12.6 14.0 13.6 13.5
Other 9.1 5.5 6.0 5.3 2.1 1.8 1.7
Total Tax Revenue® 80.7 81.1 8l.4 72.9 74.1 69.7 73.2
Non-Tax Revenue® 19.3 18.9 18.6 27.1 25.9 30.3 26.8
Total Revenue 100.0 100.0 100.0 100.0 100.0 100.0 100.0

aFive-year average for period indicated.



bThree-year average for 1960/61 - 1962/63.

CPercent share in total government revenue.

Sources:

Compiled and computed from S. R. Lewis, Jr., and S. K. Qureshi, '"The Structure of Revenue from
Indirect Taxes in Pakistan,'" Pakistan Development Review, IV, No. 3 (Autumn 1964), p. 526,
Table A-8; Nurul Islam, A Short-Term Model for Pakistan Economy: An Econometric Analysis
(London: Oxford University Press, 1965), p. 118, Table 12; Government of Pakistan, CSO, 20
Years of Pakistan in Statistics 1947-1967 (Karachl, 1968), pp. 278-281, Tables 14. 1 and 14, 2;

and Pakistan Economic Survey 1967-68, pp. 42-45, Tables 22 and 23.

281
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Effect of Export Instability on Export Taxes and Total Tax Revenue

If a substanfial portion of government tax revenue is derived from
export taxes, the fluctuations in export earnings may be expected to
lead to domestic instability by destabilizing tax revenue and, ulti-
mately, government expenditures. If export taxes are steeply gradu-
ated, export tax revenue will tend to fluctuate more than export
earnings, resulting in a greater instability in total tax revenue. At
this point, however, it should be kept in mind that the export~induced
instability in tax revenue can affect the domestic economy only if the
government allows it to do so without manipulating its budget. As a
matter of fact, in a country where the dependence of tax revenue on the
export sector is high, export duties can provide an effective counter-
cyclical fiscal measure for stabilization if judiciously used.13

During the period 1950/51 - 1962/63,14 revenue from export taxes
amounted to 16 per cent of total tax revenue per year on the average;
in the export boom years of 1950/51 and 1951/52, the export sector
alone provided a record high 34 per cent. The impact of export insta-
bility on the government revenue via export taxes, therefore, may have
been substantial. Our analysis, however, gives no support for such an
expectation; export instability has not been transmitted to the govern-

ment revenue, let alone government expenditures.

13g, Ranesathasan, "Export Instability and Countercyclical Fiscal
Policy in Underdeveloped Export Economics: A Case Study of Ceylon
Since 1948," IMF Staff Papers, VII, No. 1 (April 1959), pp. 47-74.

L4For which period data on export taxes were available to this
investigator.
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" As was expected, export tax revenue fluctuated severely during
1950/51 ~ 1962/63; the value of the trend-adjusted average annual fluc-
tuation (14) amounted to 22 per cent compared to 15 per cent for expert
earnings over the same period. Table XXV contains a summary of the
computed instability indices for export taxes and other related vari-
ables, and Table XXVI analyzes the relative contributions!® to insta-
bility in total tax revenue by major tax-~heads. The trend-adjusted
index was the highest at 22 per cent for export taxes, followed by im-
port duties (19 per cent), minor taxes (18 per cent), central excise
taxes (17 per cent), and sales taxes (16 per cent). Revenue from in-
come and corporate taxes was most stable at 12 per cent.

The export-induced instability in the revenue from export duties
appears to have had a minimal, if any, impact on the stability of total
tax revenue during the period under review. Total tax revenue fluc-
tuated annually by 11 per cent. The relative stability in total tax
revenue indicates that the severe fluctuations in export tax revenue
must have been smoothed out by the offsetting fluctuations in other tax
revenues, particularly import duty revenue.

Although export taxes and import duties that make up the revenue
from the foreign trade sector were the major source of instability in
total tax revenue, each contributing 20 and 35 per cent (column 3,
Table XXVI)--more than their per cent shares, 16 and 32 per cent
(column 1, Table XXVI)--the net impact of their instability was neu-

tralized because of the offsetting movements of the two. This is

15Instability indices weighted by the relative shares of major
tax-heads in total tax revenue.
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INSTABILITY IN EXPORT EARNINGS, EXPORT TAXES, TAX REVENUES,

AND GOVERNMENT EXPENDITURES, 1950/51 - 1962/632

(In Per Cent)

Trend-
adjusted
Average Average
Annual Annual
Fluc~ Fluc-
Variable tuation tuation
Il 14
Export earnings (E) 17.2 14.7
Export earnings from raw jute and cotton (ch) 17.9 16,7
Export taxes (T,) 24,8 21,9
Import duties (Tp) 21.4 19.3
Customs (T.=To+T) 17.2 15.9
Central excise (T.p) 20.8 16.9
Income and corporate taxes (Ty) 15.6 11.9
Sales tax (Tg) 23.5 15.9
Other ‘taxes (T,) 19.8 18.2
Total tax revenue (Tx=Tc+Tce+Ty+Ts+To) 12.9 10.9
Other non~tax revenue (Rg) 16.2 13.8
Total government revenue (R=Txt+Ry) 12.2 10.2
Government expenditure on revenue account (G.) 11.6 9.9
Development expenditures (Gg) 22.9 15.5
Government expenditures (G=Gy+Gg) 12.5 9.5

QComputed from data sources in Tables XXII and XXIV.
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TABLE XXVI

RELATIVE CONTRIBUTIONS TO INSTABILITY IN TOTAL TAX REVENUE
BY EXPORT TAXES AND OTHER TAXES,
1950/51 ~ 1962/632
(In Per Cent)

Average Trend- Relative
Annual Corrected Contri-
Share in Average bution to
Total Annual Instability
Tax Fluctua- in Total
Major Heads of Taxes Revenue tion, I, Tax Revenue
(1 (2) 3
Customs 47.5 15.9
Export taxes 15.9 21.9 20.0
Import duties 31.6 19.3 35.1
Central excise 15,4 16.9 15.0
Income and corporate tax 19.8 11.9 : 13.6
Sales tax 12.3 15.9 11,2
Other tax heads 4,9 18.2 5.1
Total tax revenue 100.0b 10.9 100.0b

@Comput

brotals

ed from Tables XXIV and XXV.

may not equal 100 due to rounding.
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indicated by the fact that revenue from the combined customs duties was
far less unstable, fluctuating annually by 16 per cent compared to 22
per cent and 19 per cent for export taxes and import duties separately
(column 2, Table XXVI).

The tendency for import duty revenue to fluctuate in the opposite
direction from export tax revenue seems to have served to minimize the
impact of export tax instability, The collections from import duties
vary largely according to the level and composition of imports given
the duty rates and import restrictions, However, it is not unreason-
able to expect imports to respond to the fluctuations in export earn-
ings with some time-lag, which is found to be the case in Pakistan (to
be discussed in some detail in Chapter IX). The likelihood is, then,
that the import duty revenue may tend to fluctuate in the opposite
direcéion from the export duty revenue. 16

Perhaps more important, the relative importance of export taxes as
a revenue source diminished markedly after 1957/58, which was no doubt
an important factor responsible for little or no impact of export in-
stability on government tax revenue. The per cent share of export
taxes in total tax revenue declined from 39 per cent in 1950/51 to 13
per cent in 1955/56 - 1959/60 and to a meager 6 per cent in 1960/61 -
1962/63 (Table XXIV).

The decline in export tax revenue was due partly to the government
policy and partly to the structural changes in the economy. Export
duty rates were reduced continuously in order to maintain farmers' in-

centives to grow cash crops for export, along with the elimination of

16MacBean,'Export Instability . . . , pp. 88-89.
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the duty on wool (1952), hides and skins (1955), Comilla cotton (1962),
and tea (1963). Export tax collections from tea and Desi cotton de-
clined drastically as exportable surpluses were reduced by rising
domestic consumption in the face of stagnant output. While cotton
production (and exports of raw cotton) improved greatly since 1962/63,
duty rates were reduced progressively to increase foreign exchange
earnings as well as to meet the domestic demand by the import-
substituting cotton textile industry until 1967 when the duty on both
cotton and jute was finallyAexempted.17 Although belated (in the
opinion of the present investigator), the elimination of export taxes
as a source of government revenue partly reflects the fast industrial
growth achieved by Pakistan in recent years, which in turn provided a
broader tax base for both direct taxes on non-agricultural income and
indirect taxes such as central excise and sales taxes on domestically
produced manufactured goods.

For a comparison of the timing and direction of their movements,
export earnings, export taxes, and total tax revenue are sketched in
Chart 11 on a semi-~log scale. Only in the 1950's during which export
duty collections were sizable relative to total tax revenue, did they
show some association; since 1957, however, any link between them has
apparently broken owing to changes in the tax structure and other fac-

tors briefly described earlier.

17Government of Pakistan, Ministry of Finance, Pakistan Economic
Survey 1968/69, Statistical Section, p. 64, Table No. 33.
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Export Instability and Government Expenditure

As we move one step further away from export fluctuations to the
short~term fluctuations in total tax revenue, total government revenue
(including both tax and non-tax revenue), government expenditure on
current account, and finally government expenditure including develop-
ment expenditure, the degree of instability as measured by the I, index
tends to be smaller as can be seen in Table XXV, and their association
becomes weaker as evidenced by the regression results. Table XXVII
summarizes the simple relationships between the trend-adjusted annual
fluctuations in export earnings and the related variables through which
export instability is alleged to transmit its impact to the domestic
instability. Except for the relationship between export earnings and
export tax revenue, none of the regression céefficients estimated with-
stands the test of significance at the 0.05 level., 1In the case of the
relationship between export earnings instability and the year-to-year
fluctuations in government spending including development expenditures
(Regression equations (4-A) and (4-B) in Table XXVII), the regression
coefficient associated with government spending is not significant and
even carries a wrong sign. Throughout the period under review, the
rising development expenditures have been met by deficit financing
operations and, increasingly more in the 1960's, by the heavy inflow
of foreign aid and loans, the fluctuations of which have been quite

unstable and autonomous by themselves.
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TABLE XXVII

SUMMARY OF REGRESSION RESULTS OF RELATIONSHIPS BETWEEN
FLUCTUATIONS IN EXPORT EARNINGS, EXPORT TAXES,
GOVERNMENT TAX REVENUE AND EXPENDITURE
IN PAKISTAN, 1949/50 - 1966/67

Independent Variable = Export Earnings, E; Sample Size = 17

Dependent Regression
Variable and Coefficient®
Equation (Standard
Number@ Constant Error) R FC D.W.
1. T,
(I-a)b 5.505 1.048%% 0.716 10.539%% 2.312
(0.323)
(1-B)b ~ 23.909 0.118%%* 0.706 17.270%* 2.542
(0.028)
2. Ty
(2-4) 1.053 0.287 0.411 3.254 1.714
(0.159)
(2-B) 136.568 0.172 0.352 2.268 1.735
(0.114)
3. R
(3-4) 0.217 0.214 0.330 1.962 1.847
(0.153)
(3-B) 196.018 0.146 0.236 0.942 1.811
(0.150)
4, Gy
(4-A) - 0.023 0.206 0.275 1.307 1.933
(0.180)
(4-B) 160.848 0.151 0.157 0.402 2,284
(0.238)
5. G
(5-4) - 1,283 -0.181 0.265 1.207 1.641
(0.165)
(5-B) 372.526 -0.126 0.115 0.215 1.861
(0.273)

aTe = export tax revenue, Ty = total tax revenue, R = total government
revenue including non-tax revenue, G, = government expenditure on
revenue account, and G = government expenditure including develop-
ment expenditure on capital account. Regression variables in (A)
are the trend-corrected year-to-year fluctuations measured by the
instability index, I4, and in (B) they are expressed in first dif-
ferences. For example, regression equation (1-A) is in the form
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TABLE XXVII (Continued)

of ie = oy +.07E + u where T, and E are the annual fluctuations
in export tax revenue and export earnings in percent after ad-
justing for trend; regression equation (1-B) is in the form of
ATg = By + By AE + u where AT, and AE are the annual changes
from the previous year in export tax revenue and export earnings.

bFor the period 1950/51 - 1962/63 only. Accordingly, the sample size
equals 12,

Cx gignificant at the 5 per cent level; #* gignificant at the 1 per
cent level,
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Role of Export Taxes as a Stabilization Device

In brief, export instability in Pakistan has not been transmitted
to the domestic economy through export taxes and tax revenue. The
changing tax structure resulting from the transformation in the indus-
trial structure of the economy has progressively reduced the relative
importance of export taxes in the government revenue. In addition, the
role of export taxes as a stabilization device should not be overlooked.
The fiscal action taken by the Pakistan government during the Korean
War boom years is a good example. It will be worth examining the
events briefly to illustrate the point.

Export earnings in 1949/50 fell to a record low level in the after-
math of the deadlock in jute trade with India, but more than doubled in
1950/51 with the outbreak of the Korean War, rising from Rs. 1218
million to Rs. 2554 million. The impact of the rise in export income
on the domestic income and imports, however, was limited chiefly by the
government policy. The export duty on staple cotton was raised by 5
times from Rs. 60 per bale in 1949 to Rs. 300 by November 1950. The
duty rates on raw jute and other primary export commodities were also
raised.18 The raising of duty rates, particularly on cotton exports,
increased collections of export duties many times to Rs. 428 million in
1950/51, which amounted to 17 per cent of total export earnings and

accounted for 39 per cent of total tax revenue. As a result, the

18The specific duty rate for raw jute increased from Rs. 15 per
bale in the previous years to Rs. 20 in 1951 and to Rs. 35 in 1952,
The ad valorem duty rates on wool, hides, and skins were raised from
nil to 25 per cent, 10 per cent, and 13 per cent, respectively.
Pakistan Economic Survey 1968/69, Statistical Section, pp. 64-65,
Table No. 33.
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surpluses in the government budget soared and were funded. The net
monetary impact of the government's fiscal operations during 1950/51,

according to Hasan,_l9

was estimated to be contractionary to the extent
of Rs., 160 million. Due largely to this surplus in the government
budget, the money supply rose only slightly despite the powerful ex-
pansionary forces exerted by the foreign trade sector, 20 Export taxes,
therefore, served to stabilize the domestic income by siphoning off a
substantial portion of the swollen export income into a heavy govern-
ment budget surplus.

Apart from the adverse effects on production incentives for export

and export growth associated with export taxes,21

they nevertheless
provide an effective stabilizer against the destabilizing forces ema-

nating from the export sector.
Export Instability and the Internal Price Level

Another line of argument centers on the effect of export instabil-
ity on the rate of change in domestic prices and ultimately on develop-

ment. It is argued that the severe fluctuations in export earnings will

19parvez Hasan, "Balance of Payments Problems of Pakistan,"
Pakistan Development Review, I, No. 2 (Summer 1962), pp. 15-48.

201hid., pp. 24-25.

2lpor a discussion of the role of export taxes and their advan-
tages and disadvantages, see R. Goode, G. E. Lent, and P. D. Ojha,
"Role of Export Taxes in Developing Countries," IMF Staff Papers, XIII,
No. 3 (November 1966), pp. 453-501; E. P. Reubens, ''Commodity Trade,
Export Taxes and Economic Development," Political Science Journal,
LXXI (March 1956), pp. 42-59; K. J. Rothwell, "Taxes on Exports in
Underdeveloped Countries,' Public Finance, XVII, No. 3/4 (1963),
pp. 310-325; E. G. Ayal, "The Impact of Export Taxes on the Domestic
Economy of Underdeveloped Countries," Journal of Development Studies,
I (July 1965), pp. 330-362,
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tend to generate domestic price instability, especially inflation:

During recessions, reduction in export proceeds and balance

of payments deficits encourage the devaluation of currencies

or restriction of imports; both measures may increase infla-

tionary pressure on prices. Conversely, the money income of

exporters may expand so rapidly in times of increased demand

that domestic controls become inadequate to prevent inflation,

and increased export proceeds are dissipated for imports which

absorb purchasing power and reduce inflation rather than used

to import goods required for economic development.22
The sensitivity of domestic prices to export instability is likely to
be greater in developing countries because: first, these countries are

. ®
lacking effective monetary and fiscal measures to counterbalance such
instability; and second, the production structure in their economies is
rigid as reflected by the low short-run supply elasticities associated
with agricultural products.

A priori, one can expect that the internal price level in Pakistan
would be influenced by fluctuations in export prices and earnings.
Domestic prices in Pakistan are heavily weighted by the prices of food-
grains and other agricultural products: In East Pakistan, a two-crop
. economy, prices of jute and rice play the dominant role in governing the
internal price movements, and in West Pakistan, the prices of cotton and
other competing kharif crops. With the price inelastic supply of agri-

23

cultural products, subsistence crops in particular, and the income

22ynited Nations, Department of Economic Affairs, Instability in
Export Markets of Underdeveloped Countries (New York: United Nationms,
1952), p. 1.

23production elasticities estimated for subsistence crops such as
rice, wheat (irrigated), and bajra are much lower than those for cash
crops—-namely, jute and cotton. For other subsistence crops such as
unirrigated wheat, gram, and jowar, there is no significant response to
price changes. For a summary table of the price elasticities of acre-
age in Pakistan, see S. M. Hussain, "A Note on Farmer Response to Price
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inelastic demand for staple food, the severe fluctuations in the prices
of agricultural exports as well as in the incomes of jute and cotton
producers, middlemen, and exporters, may cause sympathetic fluctuations

in the domestic prices.

Instability in Domestic and External Prices

Table XXVIII provides data on the movements of prices in Pakistan,
both internal and external, during 1949/50 - 1965/66. The instability
indices were also computed and are summarized in the same table. While
external prices--the unit values of exports and imports, all measured
in domestic currency--fluctuated severely, domestic prices were mark-
edly stable. 1In terms of the instability index, I4;, the aggregate
domestic price index (GNP deflator) fluctuated annually by 4.7 per cent
during 1949/50 - 1962/63;24 the consumer price index fluctuated by only
1.7 per cent for government clerical workers and by 3.2 per cent for
industrial workers over the same period. On the other hand, external
prices exhibited severe instability--14 per cent for export price and
11 per cent for import price. Fluctuations in export earnings were

most severe at 18 per cent per year.

in East Pakistan,'" Pakistan Development Review, IV, No. 1 (Spring 1964),
p. 102, Table 1IV.

24pyplication of export and import price indices with the 1948/49
base was discontinued in 1963 and replaced by the new series with the
1954/55 base., Accordingly, the two series are not entirely comparable.
Use of the first series necessitated the computation of instability
indices for other variables for the same period 1949/50 - 1962/63 for
comparability. TFor the entire period 1949/50 - 1965/66, the instabil-
ity indices were 4.4 per cent for GNP deflator, 2.0 per cent and 3.0
per cent, respectively, for government clerical workers' and indus-
trial workers' cost of living indexes.
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TABLE XXVIII

PRICE MOVEMENTS IN PAKISTAN, 1949/50 - 1965/66
(1959/60 = 100)

Price Indices

Index
GNP Wholesale of
De~ Price, General? Consumer Export Import Export
Year flator A B PriceP  Price® PriceC Earnings
(1) (2) (3) (4) (5) (6) (7
1949/50 81.3 77.4 107.7 50.8 66.1
50/51 81.7 77.2 130.4 45.1 138.6
51/52 88.6 82.1 79.8 136.8 60.5 109.0
52/53 83.4 86.5 85.6 -80.7 49.7 81.9
.53/54 78.6 71.8 88.9 78.5 54.6 69.8
54/55 75.8 57.6 85.9 82.3 52.0 66.4
55/56 8l.4 72.5 85.2 99.9 77.3 96.8
56/57 90.2 94.5 95.4 90.7 111.7 91.9 87.2
57/58 95.6 91.5 95.6 98.4 110.7 98.0 77.2
58/59 93.0 94.8 93.9 94.6 101.2 99.1 71.9
59/60 100.0 100.0 100.0 100.0 100.0 100.0 100.0
60/61 105.1 103.0 101.8 165.0 104.3 97.6
61/62 104.1 105.9 104.0 131.0 101.4 100.0
62/63 106.5 104.8 102.4 116.4 102.0 121.¢
63/64 105.1 104.6 105.5 124.7
64/65 110.9 112.4 111.2 130.7
65/66  115.6 117.5 117.6 147.5
Instability Indicesd:
I;r 4.9 13.8¢  3.1f 3.9 16.68  12.48  21.0
I,: 4.4 #12.2¢ #2.9f 3.0 14.08  10.78 15.8

8A is the Institute of Development Economics index with original base
1951/52 = 100. B is the Central Statistical Office index
with original base 1959/60 = 100.

bConsumer price index for industrial workers, Karachi, with original
base 1948/49 = 100.

CuUnit values of exports and imports with original base 1948/49 = 100.

dIl is average annual percentage change and 14 is average annual fluc~
tuation in per cent after trend adjustment.
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TABLE XXVIII (Continued)

®For 1951/52 - 1959/60.

fFor 1956/57 - 1965/66.

8For 1949/50 - 1962/63.

#Average annual fluctuation as measured by the U. N. index, I,.

Sources:

Colums (1) and (4) are from S. R. Lewis, Jr., Pakistan:
Industrialization and Trade Policies (London: Oxford
University Press, 1970), p. 193, Table A, 18; column (2)
from A Measure of Inflation in Pakistan 1951-60, Mono-
graphs in the Economics of Development, No. 4 (Karachi:
Institute of Development Economics, 1961), p. 21, Table 9;
column (3) from 20 Years of Pakistan in Statistics 1947-
1967, p. 198, Table 11.1; columns (5), (6), and (7) are
computed from Pakistan Economic Survey 1968/69 and 20
Years of Pakistan in Statistics, 1947-1967, p. 107,
Table 6.1.
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Effect of Instability in Export Price and Earnings on

the Internal Price Level

The timing, magnitudes, and direction of annual fluctuations in
the internal price level, and export price and earnings are shown in
Table XXIX; they are also sketched in Chart 12. In this and the sub-
sequent analyées, the GNP deflator is assumed to be representing the
behavior of domestic prices since it is believed to be "the most ac-
curate over-all reflection 6f the movements of the level of prices in

Pakistan,"22

while the consumer price indices such as the one reported
in Table XXVIII reflect only the price movements in a particular area.

That the general price level has been quite responsive to the
fluctuations in export price and export earnings can be seen in Table
XXIX énd Chart 12. For a large number of years during the period under
review, fluctuations in the internal price level moved in the same
direction as export price (8 out of 13 cases) and export earnings in
the previous year (10 out of 15 cases), Furthermore, when the intermnal
price changes are regressed against the fluctuations in export price or
export earnings, the relationships are statistically significant.
Table XXX summarizes the regression results. All regression variables
are the annual fluctuations in per cent after removing the time trend
by using the instability measure, I,.

Introducing the annual changes in the money supply as an addi-

tional determinant of the internal price changes, the following equa-

tion was used to estimate the impact of export earnings fluctuations on

25g, R. Lewis, Jr., Pakistan: Industrialization and Trade Poli-
cies (London: Oxford University Press, 1970), p. 188. :

.



FLUCTUATIONS IN EXPORT PRICE (Pe), EXPORT EARNINGS (E), AND
THE INTERNAL PRICE LEVEL (P) IN PAKISTAN, 1949/50 - 1965/662

TABLE XXIX

(In Per Cent)
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Annual Percentage Change,

Annual Fluctuation,

Year Trend-uncorrected, I Trend-corrected, I,
P Po E P P E

1949/50 - - - -- - -—
50/51 0.5 21.1 109.7 -2.3 - 16,2 50.4
51/52 8.5 4.9 - 21.3 5.2 3.5 -23.3
52/53 - 5.9 -41.0 - 24.8 -8.4 -42.2 -27.3
53/54 - 5.8 - 2.7 - 14,8 -8.5 - 4.7 -18.1
54/55 - 3.6 4.8 - 4.9 -6.4 2.7 - 8.8
55/56 7.4 21.4 45.9 4.1 16.0 28.7
56/57 10.8 11.8 - 9.9 7.3 9.2 -12.6
57/58 6.0 - 0.9 - 11.6 3.3 - 2.3 -14.7
58/59 - 2.7 - 8.6 - 6.8 -3.1 -10.0 -10.3
59/60 7.5 - 1.2 39.1 4.7 - 2.8 25.4
60/61 5.1 65.0 - 2.4 2.7 38.4 - 5.1
61/62 - 1.0 -20.6 2.5 -3.1 -21.6 - 0.3
62/63 2.3 -11.2 21.9 0.1 -12.4 15.8
63/64 - 1.3 2.3 -3.4 0.1
64/65 3.5 4.7 3.2 2.5
65/66 4.2 12.9 2.1 9.6

Averages:

1949/50 to
62/63 5.1 16.6 24.3 4.7 14.0 17.9

1949/50 to
65/66 4.9 - 21.0 4.4 -- 15.8

AComputed from Table XXVIII.
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Chart 12. Index Numbers of Export Price (Pe), Export Earnings (E), and the Internal

Price Level (P) in Pakistan, 1949/50 - 1966/67

102



Dependent Variable =

TABLE XXX

1949/50 - 1962/632

Internal Price Level, P

SUMMARY OF REGRESSION RESULTS OF RELATIONSHIPS BETWEEN SHORT-TERM FLUCTUATIONS
IN EXPORTS, MONEY SUPPLY, AND THE INTERNAL PRICE IN PAKISTAN,

Regression CoefficientP

(Standard Error)

Equation Constant N R F D.W.
Number . . . .
Po E E_1 Mg
(L) -0.257 0.148%* 13 . 0.533 4.365 1.836
(0.071)
(2) -0.470 0.052 13 0.221 0.562 1.790
(0.698)
(3) -0.332 0.171%% 12 0.711 10.211 1.806
(0.054)
(4) -0.292 0.407 13 0.340 1.435 1.770
(0.339)
(5)¢ -~0,111 0,182%% 0.533%* 12 0.835 10.335 1.872
(0.044) (0.224)
(6)c ~0,230 0.044 0.162% 0.486% 12 0.844 6.602 2,112
(0.067) (0.055) (0.242)




aAl1l variables that entered regression are the trend-adjusted annual fluctuations in per cent as measured
by the instability measure, I4. All regression equations are in the linear form with the annual
fluctuations in the internal price level (P) as the dependent variable and the annual fluctuations
in export price (Po), export earnings in current year (E), export earnings in the previous year
(E-1), and money supply (Mg) as independent variables.

b% gignificant at the 0.05 level; #* significant at the 0.01 level.

CEquation (6) is less reliable than equation (5). This is because there is multicollinearity between
export price (Pe) and export earnings (B 1), the coefficient of correlation (r) being 0.711l. Inclu-
sion of Pe thus becomes redundant and reduces the size of the regression coefficients for E_l and MS.
In equation (5) E_l reflects the effects of export price on the internal price level, P.

€02
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the general price level:

Py = agi + alié—li + QZiﬁsi +ug; 1=1,2 (8.4)

where ?, E_l, and ﬁs are the annual fluctuations in the internal price
level, export earnings with a one~year time-lag, and money supply, and
u stands for random error. The subscript, i, denotes two different
measures of the annual fluctuations in the variables--1 refers to the
trend-adjusted annual fluctuations, and 2 the simple annual percentage
changes. In addition, the annual changes in the absolute values of the
variables (first differences) were also used; the relationship to be

estimated was in the form:
AP = 80 + BlAE-l + BZAMS + u (8.5)

The estimated regression equations are given below:

P, = -0.111 + 0.182 E_j7 + 0.533 My (8.6)
(0.044) (0.224)
R2 = 0.697
F = 10.335
D.W. = 1.872
r12.3 = 0. 806
r13.2 = 0.622
Py = =1.924 + 0,106 E_;, + 0.494 M, (8.7)
(0.035) (0.280)
RZ = 0,555
F = 5.611
D.W. = 1.226
AP = -0.695 + 0.007 AE_; + 0.008 AMg (8.8)
(0.002) (0.005)
RZ = 0.599
F = 6.728

D.W. 1.565
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In all thrée estimated equations above, export earnings flucfua—
tions are statistically significant whereas fluctuations in the money
supply are significant dnly in Equation (8.6) where the variables are
expressed in terms of the trend-adjusted annual fluctuations. As can
be seen in Equation (8.6), about 70 per cent of the short-term fluctua-
tions in the general price level in Pakistan during 1949/50 - 1962/63
are explained by the behavior of both export earnings and money supply.
Both regression coefficients are statistically significant: at the
0.01 level for export earnings fluctuations and at the 0.05 level for
money supply fluctuations. The regression equation as a whole is also
significant at the 0.01 level.

Judging from the partial correlation coefficients (0.806 for ex~
port fluctuations and 0.622 for money supply fluctuations), it appears
that éxport earnings exerted greater influence on the general price
level movements than money supply during 1949/50 - 1962/63. This can
also be seen in the estimated regression equation (4) in Table XXX
where the simple relationship between the general price level and money
supply alone fails to meet the test of significance at the 0.05 level.
This is not to say, however, that the money supply is not an important
determinant of the general price level; the impact of monetary expan-
sion, as will be discussed shortly, appears to have been offset by the

autonomous changes arising from the external sector and other factors.

Export Instability and Inflation

Undoubtedly, the short—term movements in the general price level
in Pakistan were influenced strongly by the fluctuations in export

prices and incomes. There seems no apparent evidence, however, that



206

the severe instability in export prices and earnings transformed its
impact into a long-term inflationary pressure in Pakistan. The general
price level fell continuously during 1951-55 despite the expansion in
money supply. The decline in export prices in the wake of recessionary
forces set in the world commodity markets with the end of the Korean
War boom and the cumulative shortfalls in export earnings (further ac-
centuated by the stagnant cotton output and rising domestic consump-
tion) were clearly the main factor behind the downward trend in the
general price level during the period. The impact of monetary expan-
sion which increased by more than 18 per cent between 1951/52 and
1954/55 was apparently conditioned by the balance of payments deficits
that caused a heavy drain in foreign exchange reserves, thus offsetting
the expansion in primary reserves caused by government deficit
finanéing.26

The devaluation of the Pakistan rupee in 1955 (by 30.5 per cent)
drove up export prices and earnings in terms of domestic currency,
helping reverse the downward trend in the general price level. Poor
crops and a curtailment of imports due to devaluation as well as re-
strictive import policy were also responsible for the reversal. 1In the
subsequent two years following the devaluation of 1955, the wholesale
price index rose by some 64 per cent and the general price level by 19
per cent (Table XXVIII); inflation seemed to have gathered a momentum.
The impact of devaluation was short-lived, however. Between 1956/57
and 1958/59 export prices and earnings again fell but the general price

level went up by 18 per cent. Unlike in the early years, internal

26Hasan, Deficit Financing . . . , pp. 19-20.
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monetary expansion appeared to have exefted a much stronger effect on
the general price level since 1956/57. The general price level moved
upward rather slowly without sizable swings and appeared to have been
stabilized from 1956/57 on (Table XXVIII and Chart 12), This stability
has existed despite a rather rapid expansion in the money supply. Cur—
rency in circulation and demand deposits increased from Rs. 3,676
million in 1950/51 to Rs. 5,185 million in 1956/57 and Rs. 10,887
million by 1965/66 with an average annual increase of 6.4 per cent and
8.7 per cent, respectively. Table XXXI shows data relevant to the
monetary developments in Pakistan during 1949/50 - 1966/67.

It is well known that one of the outstanding features of the dev-
elopment process in Pakistan has been the absence of noticeable infla-

tionary pressures,27

compared to many developing countries, especially
those in Latin America, where the runaway-type of inflation has been
rampant, posing a serious obstacle to development. A comparison of
rates of inflation in Pakistan and other developing countries illus~
trates the case, which is shown in Table XXXII. This price stability,
undoubtedly a fortunate blessing for Pakistan, has prevailed in spite-
of the rapid industrialization and the government's mounting develop-~
ment expenditures.

One of the main reasons for price stability after 1956/57 was, no

doubt, the rapid industrialization itself. The growth of the domestic

manufacturing sector brought the rapid increase in the domestically

27For example, see G. F. Papanek, D. M. Schydlowsky, and J. J.
Stern, Decision Making for Economic Development: Text and Cases (Bos~
ton: Houghton Mifflin Co., 1971), p. 21; G. F. Papanek, Pakistan's
Development: Social Goals and Private Incentives (Cambridge, Mass.:
Harvard University Press, 1967), pp. 208-209.




TABLE XXXI

MONEY SUPPLY AND MONETARY RATIO IN PAKISTAN,

1949/50 - 1966/67

Money Supply?

Monetary Ratio

b

Million Annual Annual
Year Rupees Percent Ratio Percent
Change Change
1949/50 2889 - 0.145 -
50/51 3676 27.2 0.177 22.1
51/52 3141 -14.6 0.140 -20.9
52/53 3482 10.9 0.160 14.3
53/54 3754 7.8 0.172 7.5
54/55 4345 15.7 0.205 19.2
55/56 4864 11.9 0.215 4.9
56/57 5185 6.6 0.195 - 9.3
57/58 5453 5.2 0.192 - 1.5
58/59 5718 4.9 0.204 6.3
59/60 6129 7.2 0.195 - 4.4
60/61 6175 0.8 0.178 - 8.7
61/62 6486 5.0 0.178 0.0
62/63 7411 14.3 0.192 7.9
63/64 8702 17.4 0.211 9.9
64/65 9496 9.1 0.209 - 1.0
65/66 10887 14.1 0.219 4.8
66/67 10597 - 2.7 0.182 -16.9
Instability Index: 1Ij +10.3
Iy + 6.0

4Currency in circulation, demand deposits, and other de-

posits with State Bank of Pakistan as of the last

Friday of December.

brRatio of money supply to GNP at factor cost in current

prices.

Source: Compiled and computed from Government of Pakistan,

Ministry of Finance, Pakistan Economic Survey

1968/69, Statistical Section, pp. 26-27, Table No.
13, for money supply and Table XXII of this study

for GNP.
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INSTABILITY IN THE COST OF LIVING AND RATES OF INFLATION
IN PAKISTAN AND OTHER DEVELOPING COUNTRIES, 1951-67

Cost of Living

Average Annual
Fluctuation in

Export Earnings

Rate of
Inflation

Average Annual
Fluctuation in

Country Percent, I; in Percent@ Percent, I4b
1) (2) (3)
Brazil 36.4° 35 9.2
Chile 32.6 31 10.5
Uruguay 31.4 29 15.8
Argentina 28.9 27 11.4
Colombia 9.8 9 8.4
Peru 9.2 9 9.5
Mexico 6.5 5 6.9
Taiwan 8.9 8 14.7
India 5.9 5 7.8
Philippines 3.7 3 9.1
*Pakistan 5.4 3 12.1

dAnnual compound percentage increase.

bTrend-corrected measure of instability for the period 1948-68.

Source: Columns (1) and (2) are compiled and computed from I. Little,
T. Scitovsky, and M. Scott, Industry and Trade in Some Devel-
oping Countries:

A Comparative Study (London: " Oxford

University Press, 1970), p. 468, Table A. 9.1; column (3)
is from Chapter IV, Table II, and Appendix, Table XLII of
this study.
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produced goods for the monetized sector of the economy, and at the same
time greatly reduced the need for consumer goods imports (which had the
effect of minimizing the influence of import prices on the domestic
prices). A rough indication of the extent of industriaiization and
import substitution in Pakistan can be seen in Table XXXIII. The most
phenomenal increase in the availability of domestically produced goods
was recorded in cotton textiles, a second most important item next to
food in the consumer budget. In the face of the increase in the goods
and services available for fhe market, the money supply can increase
without causing a rise in prices.

The industrial growth also enabled the private sector to achieve a
high rate of savings out of industrial profits (further stimulated by
the tax incentives to industry provided by the government), and thereby
helped to absorb part of the money supply increase in the form of cash
reserves for industrialists for future investment.28

Increased wheat imports from the U.S. under the P.L. 480 program
were another factor that directly helped stabilize the prices of food-
grains, an important determinant of the general price level in
Pakistan.2? Proceeds from the sale of surplus agricultural commodities
were accumulated in the counterpart funds, thereby absorbing part of

the increase in the money supply.

28Papanek, pp. 209-210.

29The impact of foodgrain imports on checking the downward trend
in the price ratios of jute/rice and cotton/competing kharif crops by
stabilizing food prices was discussed earlier in Chapter VII of this
study.
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TABLE XXXIII

DOMESTIC PRODUCTION OF CONSUMER AND INTERMEDIATE GOODS
AS PER CENT OF TOTAL SUPPLY2 IN PAKISTAN,
1949/50 -~ 1964/65

Period
Manufacture
Item

1949/50 1951/52 1954/55 1959/60 1964/65P

Consumer goods:

Sugar mfg. 18.3 22.8 49.7 99.9 90.2
Edible oils 60.3 63.6 95.4 96.6 79.0
Tea mfg. 94.0 92.3 97.7 99.4 98.5
Food mfg. n.e.c. n.a. n.a. 72.5 73.0 61.1¢
Beverages n.a. n.a, 71.2 62.2 70.7
Tobacco n.a. 88.6 98.5 99.6 99.7
Cotton and other
textiles 19.8 14.5 80.1 97.3 96.5
Silk and art silk
textiles n.a. n.a. 43.0 51.0 67.8
Footwear n.a. n.a. 99.8 99.8 98.4
Wood and furniture n.a. n.a. 34.5 82.7 52.3
Printing and publishing  mn.a. n.a. 91.0 88.9 92.7
Soap, cosmetics, etc. n.a. n.a. 84.2 94,2 88.9
Matches n.a. 10.9 97.0 100.0 100.0
Miscellaneous mfg. n.a. n.a. 34.2 37.4 54.3
Intermediate goods:
Jute textiles 0.0 5.3 99.4 99.9 100.0
Paper mfg. : n.a. n.a. 49,4 66.6 72.2
Leather mfg. n.a. n.a. 98.9 98.9 96.3
Rubber products 3.8 25.4 40.9 33.9 37.5
Fertilizer n.a. n.a. 20.0 41.9 60.9
Chemicals n.a. n.a. 29.3 39.3 40.7
Petroleunm products 36.0 31.5 34.9 32.8 66.7

aTotal supply equals domestic production and imports.,

bAverage of 1963/64, 1964/65, and 1965/66.

C1963/64 figure.

Source: S. R, Lewis, Jr., Pakistan: Industrialization and Trade

Policies (London: Oxford University Press, 1970), p. 107,
Table 5.2.
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Sumﬁing up, the industrial growth in Pakistan was accompanied by
the increased availability of goods and services for the market and a
high rate of savings in the industrial sector. This, combined with the
inflow of surplus agricultural commodities, was the main factor behind
the absence of a long~-term inflationary pressure despite a continuous
monetary expansion generated by the government's deficit financing

operations for development efforts.
Summary

The main objective of this chapter has been to evaluate some of
the macroegonomic consequences of export instability against Pakistan's
experience. Despite the severe instability in export prices and earn-
ings to which Pakistan has been subject, no causal relationship was
found between the instability emanating from the export sector and the
short-term movements of money GNP, The year-to-year fluctuations in
GNP were markedly stable throughout the period under review, although
GNP (in constant prices) grew slowly at less than 3 per cent during the
1950's with little increase in per capita real income but rapidly at
more than 5 per cent in the 1960's. Because of the small size of the
export sector relative to total GNP and the predominance of the agri-
cultural sector, the short~term fluctuations in GNP closely followed
those in agricultural output.

Although export tax revenue assumed an important position in the
central government's fiscal system in the 1950's, its relative impor-
tance diminished progressively vis-a-vis direct taxes and other indi-
rect taxes largely owing to the industrial growth. Export instability

has not transmitted its impact to the domestic economy by destabilizing
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the government fevenue. Rather, the manipulation of export duty rates
during the export boom years proved to be an effective fiscal device
for stabilization.

The unstable export sector, however, played an important role in
influencing the short-term (and medium-term) behavior of the general
price level in the 1950's. This was so because the internal price
level in Pakistan was heavily weighted by prices of agricultural prod-
ucts. Accordingly, the external prices of agricultural exports that
made up the bulk of Pakistan's exports in the early years affected sig-
nificantly the domestic price movements. No evidence was found, how-
ever, that the instability in export prices and incomes transformed its
impact into a long-term inflationary pressure in the economy. The
degree of instability in the general price level was rather small at
4.7 pér cent as against 14 per cent for export price and 18 per cent
for export earnings (as measured by the I, index) during the period
1949-1966, and the inflation rate of 3 per cent was one of the lowest
among the selected developing countries, The absence of noticeable in-
flationary pressures especially after 1956/57 can be attributed to the
rapid industrial growth, accompanied by the increased goods and services
available for the market and a high rate of industrial savings, and the
sizable inflow of surplus agricultural commcdities under the foreign
assistance program. These factors were instrumental in cushioning the

impact of monetary expansion frequently caused by the government sector.



CHAPTER IX
EXPORT INSTABILITY, IMPORTS, AND ECONOMIC GROWTH
Introduction

Apart from its destabilizing effects on the domestic economy, it
is maintained that short-term fluctuations in the export earnings of
developing countries cause serious damage to the growth of theif econ-
omies. The negative effect of export instability on economic growth
is attributed largely to the ensuing instability in a country's capac-
ity to import. The reasoning is centered upon the dependence of
economic growth of developing‘countries on the imports of capital goods
and other industrial raw materials that must be paid for by export
earnings, a major source of foreign exchange in these countries. This
chapter examines some "growth' aspects of the domestic consequences of
export instability in light of Pakistan's experience.

The process of economic growth is a complex one, and export per-
formance of a country is but one of many factors affecting the growth
process., Furthermore, the mechanism by which export fluctuations are
supposedly transmitted to the process of economic growth is an indirect
one--indirect because export instability is linked to income growth
through at least three sub-relationships: (1) the relationship between
exports and total imports; (2) the relationship between total imports

and capital goods imports; and (3) the relationship between capital

214
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goods imports and domestic investment, a key variable in any growth
model of the capital accumulation type. A study of the growth aspects
of export instability thus requires a detailed examination of these
triumvirate relationships, In the case of Pakistan, a detailed exam~-
ination of relationship (3) is not possible because of the absence of
time series data om investment. Accordingly, the present study will
concentrate on the first two relationships. As a substitute for re-
lationship (3), however, an attempt will be made to relate export earn-—
ings fluctuations directly to the sectoral incomes--such as income
derived from the manufacturing sector-—-under the assumption that the
import content of investment hinges more upon non-agricultural incomes.

Following an elaboration of the a priori argument in the section
that follows, each of these three relationships will be examined, so as
to determine to what extent and in what manner export instability in

Pakistan has affected its growth potential.
The Argument

At this point it may be useful to elaborate further on the a
priori argumentl in order to establish a framework for our subsequent

inquiry into the case of Pakistan.

1This line of argument has been introduced and expounded in vari-
ous writings of the United Nations and of academic economists. See,
for instance, United Nations, Instability in Export Markets of Under-
developed Countries (New York: United Nations, 1951), pp. 1-11; Inter-
national Compensations for Fluctuations in Commodity Trade (New York:
United Nations, 1961), pp. 9-13; '"Commodity Trade and Policies in the
Post War Period," World Economic Survey 1958 (New York: United Na-
tions, 1959), pp. 53~-65; '"Irends and Fluctuations in World Trade of
Primary Commodities,” World Economic Survey 1959 (New York: United Na-
tions, 1960); "Export Instability of Primary Producing Countries,"
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Fluctuations in export earnings tend to give rise to similar fluc-
tuations in imports unless offset by other sources of foreign exchange
(e.g., earnings from invisible trade and foreign investment, loans, and
aid) and/or ample foreign exchange reserves that can serve as an ef-
fective cushion against such fluctuations in export earnings. But the
external receipts other than export earnings are quite unstable by
themselves; many of them are autonomous and are seldom of a compensa-
tory nature. Thus experience of the average primary producing country,
according to an IMF study, shows that ''the magnitude of year-to-year
variations in imports . . . has been practically the same as that of
variations in the importing power of exports."? Also, it is generally
believed that the gold and foreign exchange reserves of many developing
countgies are rather low compared to their import requirements.

ﬁnder these circumstances, export earnings fluctuations are likely
to be associated with variations in imports. During periods of sharp
declines in export earnings, a country may try to maintain the minimum
requirements of capital goods imports by further cutting into the im-
ports of consumer goods. However, to the extent that imports of con-
sumer goods cannot be reduced below a certain minimum because of no
domestic substitutes, capital goods imports are likely to suffer from

any deterioration in the capacity to import.

ECAFE, Economic Survey of Asia and the Far East 1957 (Bangkok: United
Nations, 1958), pp. 125-132; M. Fleming and G. Lovasy, "Fund Policies
and Procedures in Relation to the Compensatory Financing of Commodity
Fluctuations," IMF Staff Papers, VIII, No. 1 (November 1960), pp. 12-15.

2Fleming and Lovasy, p. 14,
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Because of high import content of investment, also expected is a
close association between fluctuations in capital goods imports and
those of domestic fixed capital formation. Imported capital goods are
estimated to account for around 40 per cent of domestic fixed capital
formation in the average developing country.3 Furthermore, one would
expect that import demand for capital goods and other industrial raw
materials will increase steadily as these countries continue to pursue
their developmental efforts while their investment goods industry is
either missing or is still in the early stage of development. Any
shortage and/or interrupted flow of imported capital goods, therefore,
are likely to constrain the growth rate of capital formation and of in-
come. The insecurity and uncertainty (generated by export instability)
regarding future imports of spare parts and other raw materials may also
discodrage investment in those industries heavily dependent on imports
and vital to economic growth.

The argument appears quite convincing in principle, although it
can easily be pushed too far.4 The export-induced instability in a
country's capacity to import is likely to affect the rate of growth not
directly, but indirectly, under a number of specified circumstances:
(1) fluctuations in the export-based capacity to import arising from

export earnings instability are not offset to a large extent by

3United Nations, "Investment Trends and Policies in Underdeveloped
Countries," World Economic Survey 1959 (New York: United Natioms,
1960), ch. 2, Table 2-9.

4For a similar view see, for instance, Michael Michaely, Concen-
tration in International Trade (Amsterdam: WNorth-Holland Publishing
Co., 1962), pp. 118-120; A. I. MacBean, Export Instability and Economic
Development (Cambridge, Mass.: Harvard University Press, 1966), pp.

- 69-75, 78-85.
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fluctuations in other external receipts; (2) foreign exchange reserves
are not adequate to cushion the impact of export fluctuations; (3) per-
haps most important of all, the import content of investment is high;
and the components of imports other than capital goods are rather
rigid. If the first two conditions prevail, then it is most likely
that export fluctuations will lead to similar fluctuations in total
imports. A close association between fluctuations in total imports and
export earnings, however, may not itself imply a close association be-
tween the latter and the imports of investment goods. Even if the im-
port content of investment is high, for the export-induced stability in
total imports to affect capital goods imports, other components of im-
ports in total imports must be either inflexible or already at a mini-
mum level below which it may not be feasible to cut back further.
Otherwise, capital goods imports can be maintained at the expense of
other imports even in the face of a falling capacity to import. In
other words, the proportions of major categories of imports in total
imports do and can fluctuate; they are, in fact, a policy wvariable
which is and can be manipulable by the government through its import
control system. As such, a detailed investigation is necessary of the
relationship between export instability and fluctuations in the major
components of imports on one hand and the relationship between capital

goods imports and income changes on the other.

Export Instability and Fluctuations

in Total Imports

During 1949/50 ~ 1966/67 merchandise export earnings in Pakistan

fluctuated by 16 per cent per year after adjusting for trend
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factors. The total value of merchandise imports were more unstable
than export earnings, fluctuating by 21 per cent per year. Although
commodity imports in Pakistan have been subject to import licensing and
other quantitative restrictions throughout the period under review, it
appears clear that fluctuations in export earnings were closely fol-~
lowed by similar fluctuations in imports, but with an apparent time-lag
of one year. Table XXXIV provides data on annual fluctuations in ex-
ports and imports. The lagged response of imports to export fluctua-
tions is clearly shown in Cﬁart 13 where the total values of exports
and imports are sketched on a semi-log scale, and in Chart 14 where the
trend-adjusted annual fluctuations in the two variables are plotted.

A close association between the year-to-year fluctuations of ex-
port earnings and those of imports is also reaffirmed by the regression
resulgs. The simple relationship between export and import fluctuations

to be estimated was in the form:

=1,2,3 (9.1)

e

Mi Qi + aliEi + u; 3

M Boi + Brifoys +uf 3 1 =1,2,3 9.2)

e

i

where M and E are the annual fluctuations in imports and exports, all
in current prices; u is the error term; and the subscript i refers to
two different measures of fluctuations in the variables~-1 the trend-
adjusted annual fluctuations as measured by I; method, 2 the simple an-
nual percentage changes, and 3 the first differences in the absolute
values of the variables. It is not unreasonable to expect that the
impact of export fluctuations may spread over the current and following

years, thus:
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TABLE XXXIV

FLUCTUATIONS IN EXPORTS AND IMPORTS IN PAKISTAN,
1949/50 - 1966/67

Trend-adjusted

Annual Annual
E M Per Cent Per Cent
Fluctuation- Fluctuation
(Exports (Imports
in Million in Million
Year Rupees) Rupees) E M E M
(L (2) (3 (4) (5 (6)

1949/50 1218 1284 - - - ——
50/51 - 2554 1620 49.9 6.3 109.7 26,2
51/52 2009 2237 -23.8 17.1 - 21.3 38.1
52/53 1510 1384 -27.9 -48.6 - 24.8 -38.1
53/54 1286 1118 -19.0 -36.2 - 14.8 -19.2
54/55 1223 1103 ~ 9,8 -22.3 - 4.9 - 1.3
55/56 1784 1325 28.0 - 0.9 45.9 20.1
56/57 1608 2335 -13.4 33.2 - 9.9 76.2
57/58 1422 2050 -15.4 -22,2 - 11.6 -12.2
58/59 1325 1578 -11.2 -34.5 - 6.8 -23.0
59/60 1843 2461 24,7 26.4 39.1 56.0
60/61 1799 3188 ~ 5.8 15.5 - 2.4 29.5
61/62 1843 3109 - 1.0 - 9.8 2.5 - 2.5
62/63 2247 3819 15.2 12.5 21.9 22.8
63/64 2299 4430 - 0.5 8.5 2.3 16.0
64/65 2408 5374 1.9 13.2 4.7 21.3
65/66 2718 4208 9.1 -26.1 12.9 -21.7
66/67 3006 5192 7.5 14.4 10.6 23.4
Average Instability: *15.5 *20.5 * 20.4 +26.3

Source: Government of Pakistan, €SO, 20 Years of Pakistan in Statistics

1947-1967, p. 107, Table 6.1; Ministry of Finance, Pakistan
Economic Survey 1968/69, Statistical Section, p. 90, Table 42.
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f{i = YOi + Yllﬁl + YZiE—li + V.i 5 i= 1,2,3 (9-3)

The regression reéults afe summarized in Table XXXV. Irrespective
of different measures of the annual changes in exports and imports, the
regression coefficients for the current year exports all fail to with-
stand the test of significance at the 0.05 level (see regression equa-
tions 9.1.1, 9.1.2, and 9.1.3 in Table XXXV). When fluctuations in
imports are related to fluctuations in export earnings in the previous
year, however, the relationship is statistically significant (regres-
sion equations 9.2.1, 9.2.2, and 9.2.3 in Table XXXV). As the esti~
mated regression equation (9.2.1) shows, the lagged export fluctuations
after adjusting for trend are significant at the 0.01 level and explain
50 per cent of the short-term variations in imports. When fluctuations
in imports are regressed on fluctuations in both current and lagged ex-
port earnings, in all three cases the size of regression coefficient
increases and so does the size of the coefficient of determination
(Rz). However, except in regression equation (9.3.2) where the vari-
ables are expressed in simple annual percentage changes, the test of
serial correlation turns out to be inconclusive. Hence, the current
year export earnings will not be used in the subsequent analyses.

Briefly, export instability in Pakistan was transmitted to im-
ports, causing similar fluctuations in the latter. The response of
merchandise imports to export fluctuations was found to be significant

with a time-lag of about one year.
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TABLE XXXV

REGRESSION RESULTS OF ANNUAL FLUCTUATIONS IN IMPORTS
ON EXPORT FLUCTUATIONS, PAKISTAN,
1949/50 - 1966/67

Regression CoefficientP

(Standard error)

Equation N R F D.W.
Number? :
E E_q
9.1.1 0.647 17 0.426 3.097  2.232
(0.368)
9.1.2 0.527 17  0.339 1.815  2.365
(0.391)
9.1.3 0.535 17  0.253 0.961  2.599
(0.546)
9.2.1 0.844%% 16  0.708 14.067 2.117
(0.225)
9.2.2 0.543% 16 0.587 7.355 1.967
(0.200)
9.2.3 0.811* 16  0.541 5.779 2.516
(0.338)
9.3.1 0.740%%* 0.891%x* 16  0.858 18.170 2.803
(0.217) (0.170)
9.3.2 0.779% 0.650%* 16  0.763 9.052 2.518
(0.287)  (0.171)
9.3.3 0.738 0.896% 16 0.641 4.538 2.871
(0.455) (0.324)

The third digit in equation number refers to different measures of
fluctuations in the regression variables: 1 refers to the trend-
adjusted annual fluctuations in per cent, 2 the annual percentage
changes, and 3 the first differences in the absolute values of
variables.

bx significant at the 0.05 level; ** gignificant at the 0.01 level.
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Import Structure, Growth, and Instability

From the significant and positive relationship between exports and
imports found in the preceding section, no meaningful inference can be
drawn regarding whether export instability has been associated with
economic growth. As discussed earlier, it is the time path of capital
goods imports that links export instability with domestic fixed capital
formation and income growth. It is, therefore, necessary to examine
the relationship between total imports and the major components there-
in, their fluctuations, and trends as well, on the one hand and the
relationship between export instability and capital goods imports on

the other.

Import Content of Investment in Pakistan

The availability of imported capital goods greatly influences the
time path of domestic fixed capital formation in many developing coun-
tries. Accordingly, in these countries the availability of foreign ex-
change is an important constraint to economic growth. Pakistan is no
exception., Table XXXVI shows the importance of the imports of capital
goods and raw materials for capital goods in relation to total imports
and domestic capital formation in Pakistan as well as in some of the
other Sterling Area countries.

In Pakistan during the 1960's (compared to the 1950's), the share
of domestically produced industrial raw materials (for consumer goods
and other intermediate goods) in their total supply (meaning domestic
production plus imports) had been rising, but that of investment and

related goods had been nil. Virtually all capital goods were imported
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TABLE XXXVI

CAPITAL GOODS AND RAW MATERIALS IMPORTS RELATIVE TO TOTAL
IMPORTS AND DOMESTIC CAPITAL FORMATION IN PAKISTAN AND
OTHER DEVELOPING COUNTRIES,2 1960 - 1962

As % of Total Imports As % of GDFCEP
Country
My Mpk Mg + Mpx Mg MRk Mg + MRk

Burma 31 10 41 36 11 47
Ceylon 20 9 29 38 17 55
Malaya 18 13 31 47 30 77
India 43 9 52 17 4 21
Pakistan 46¢ 15¢ 61¢ 27¢ 10¢ 37¢
Ghana 24 8 32 32 11 43
Kenya 25 8 33 65 17 82
Pakistan:

1959/60 38 14 52 29 10 39

1960/61 38 18 56 26 13 39

1961/62 48 15 63 25 8 33

1962/63 51 11 62 31 7 38

1963/64 49 15 64 30 9 39

1964/65 48 11 59 © 31 7 38

4Developing countries in the Sterling area.
bGross domestic fixed capital formation.
CThree-year averages for 1960/61 - 1962/63.

Sources: Compiled and computed from Alfred Maizels, Exports and Eco-
nomic Growth of Developing Countries (Cambridge: Cambridge
University Press, 1968), p. 85, Table 3.5; Nurul Islam, Im~
ports of Pakistan: Growth and Structure--A Statistical
Study, Statistical Papers No. 3 (Karachi: Pakistan Insti-
tute of Development Economics, 1967), pp. 15, 29, Tables
XIV, B-5, and B-6.
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from abroad.® As noted earlier, the national income accounts in
Pakistan suffer from the absence of data on the expenditure side; some
existing data on investment, consumption, and savings are extremely
fragmentary. However, it was estimated that the foreign exchange com-
ponent of gross investment in Pakistan amounted to 35 per cent in the
1950's.® The import content of investment in the 1960'5 is shown in
the lower half of Table XXXVI. During 1959/60 - 1964/65 the imports

of capital goods (My) alone accounted for 29 per cent of the aggregate
investment expenditure, and the imports of capital goods and the raw
materials for capital goods (Mg + Mpg) together for 38 per cent on the
average for the same period. Although the import content of investment
fluctuated from year to year, it showed no discernible trend, either
downward or upward. 1In view of this high import content of investment,
any iﬁterrupted flow and/or shortage of developmental imports may have
entailed serious repercussions on the implementation of investment pro-

grams and income growth.

Major Imports by Function: Growth and Structure

In Chapter V, a brief mention was made of the changing commodity
composition of imports in Pakistan over time largely owing to indus-
trial growth. Discussion of the commodity composition of imports in

terms of SITC, however, may not be useful for our purpose as SITC is

53. R. Lewis, Jr., Pakistan: Industrialization and Trade Policy
(London: Oxford University Press, 1970), pp. 106~107, Tables 5.1 and
5.2,

6, Haq, The Strategy of Economic Planning: A Case Study of
Pakistan (Karachi: Oxzford University Press, 1963), pp. 228-230,
Table A~10.
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not the most appropriate commodity classification for an analysis of
the relationship between imports and income growth. A more relevant
one would be the classification by functional groups—-namely, consumer
goods, capital goods, and industrial raw materials. Fortunately, de-
tailed data on Pakistan's imports by functional classification have
been made available recently by Islam's study.7

Table XXXVII presents the composition of imports in Pakistan
classified into four functional categories for the period 1951/52 -
1964/65. The highest growth was recorded in the imports of capital
goods (MK) with an annual growth rate of 7.1 per cent, followed by the
raw materials for capital goods (Mgg), 5.4 per cent, and the raw mate-
rials for consumer goods (Mpc), 3.9 per cent. The lowest growth rate
was in the category of finished consumer goods (Mg) at 2.3 per cent.8

Dﬁring the period under review the composition of imports changed
considerably; the most phenomenal structural change occurred in the im-
ports of finished consumer goods and capital goods. The import share
- of consumer goods fell from 41 per cent in 1951-55 to 24 per cent in
1960-65, while that of capital goods rose steadily from 29 to 47 per
cent over the same period., No discernible trends were found for the
import shares of the raw materials for either consumer or capital
goods. This changing import structure can also be seen in Chart 15

where the relative shares in total imports of four major categories of

imports are sketched. A considerable decline in the import share of

"Nurul Islam, Imports of Pakistan: Growth and Structure, Statis-
tical Papers No. 3 (Karachi: Pakistan Institute of Development Econom-
ics, 1967).

81bid., p. 4.



TABLE XXXVII

COMMODITY COMPOSITION OF IMPORTS BY FUNCTIONAL CLASSIFICATION,
PAKISTAN, 1951/52 - 1964/65

Value in Million Rupees Per Cent Share
Raw Raw
Materials Materials
for for
Consumer Consumer Capital Capital
Year Goods Goods Goods Goods Total? Mc Mpe Mg Mpx Mb
M Mpe My Mpx M
1951/52 926 515 474 183 2098 44 25 23 9 100
52/53 662 184 297 150 1293 51 14 23 12 100
53/54 425 196 309 153 1083 39 18 29 14 100
54/55 310 163 419 151 1043 30 16 40 15 100
55/56 398 212 447 163 1220 33 17 37 14 100
56/57 876 348 704 242 2170 41 16 33 11 100
57/58 831 243 659 257 1990 42 12 33 13 100
58/59 521 198 540 264 1523 34 13 36 17 100
59/60 737 408 904 344 2393 31 17 38 15 100
60/61 936 453 1206 556 3151 30 15 38 18 100
61/62 682 476 1459 444 3061 22 16 48 15 100
62/63 805 645 1941 420 3811 21 17 51 11 100
63/64 981 621 2150 676 4428 22 14 49 15 100
64/65 1368 796 2600 603 5367 26 15 49 11 100

627



TABLE XXXVII (Continued)

Value in Million Rupées

Per Cent Share

Raw Raw
Materials Materials
for for
Consumer Consumer Capital Capital
Year Goods Goods Goods Goods Total? Mg Mpe My Mg MP
Mc Mrc My Mpk M
Annual Averages:
1951/52 - 54/55 581 265 375 159 1379 41 18 29 13 100
1955/56 -~ 59/60 673 282 651 254 1859 36 15 35 14 100
1960/61 - 64/65 594 599 1872 540 3964 24 15 47 14 100

dClassified imports only; 99 per cent of total imports are classified for the 1960's and 93-97 per cent for
The figures in this column are therefore slightly different from those reported in
columm (1) in Table XXXIV.

the 1950's.

bTotals may not add up due to rounding.

Source: Compiled and computed from Nurul Islam, Imports of Pakistan:
Study, Statistical Papers No. 3 (Karachi:

Growth and Structure-—A Statistical

p. 29, Tables B~5 and B-6.

Pakistan Institute of Development Economizé, 1967),

0ee
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finished consumer goods was matched by the corresponding increase in
the share of capital goods, which is a good indication of the extent of
import substitution and industrial growth that has occurred in Pakistan
over the yearé. And these trends in import shares are comsistent with

L

the expected pattern in the process of economic development.9

Instability in Major Imports and Total Imports

Apart from growth and structural change in imports, the year-to-
year fluctuations in major imports and their composition (as measured
by the per cent shares in total imports) have been considerable over
the years. Table XXXVIII contains the indices of average instability
computed by three different measures for the various categories of im-
ports and the total as well. The imports of consumer goods fluctuated
more éhan any other categories of imports, irrespective of the insta-
bility measures used: the average annual per cent fluctuation (I7) was
35 per cent for consumer goods and 32, 27, and 21 per cent, respec-
tively, for the raw materials for consumer goods, capital goods, and
the raw materials for capital goods. The same pattern is observed when
fluctuations were measured by two other indices, I and I4, although
their magnitudes were smaller (see Table XXXVIII).

The differential wvariability in the major categories of imports
deserves special attention because it may have been the result, to a

large extent, of the government import policy. It is not unreasonable

9See, for instance, H. B. Chenery, "Patterns of Industrial
Growth," American FEconomic Review, L (September 1960), pp. 624-654;
Alfred Maizels, Industrial Growth and World Trade (Cambridge:
Cambridge University Press, 1963), ch. 2.




TABLE XXXVIII

INSTABILITY INDICES FOR MAJOR IMPORTS AND TOTAL IMPORTS
IN PAKISTAN, 1951/52 - 1964/652

(In Per Cent)

233

Average Annual Fluctuation

Variable

I; I; LA
(Mc) Consumer goods 35.2 26.9 26.7
(Mpc) Raw materials for consumer goods 32.3 24,3 24,7
(Mg) Capital goods 27.1 20.7 24,5
(Mpg) Raw materials for capital goods 21.2 15.8 21.4
(Mg) Raw materials (= Mgq + MRK) 24.4 19.5 21.0
(§5)) Total imports 26.0 20.2 23.1

4Computed from data in Table XXXVII.
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to expect that the growth-minded government would try to maintain the
flow of the imports of capital goods and industrial raw materials at
the expense of other imports, particularly in times of falling foreign
exchange earnings. As was found earlier, the variation in total im-
ports, no doubt, reflects the variation in foreign exchange availabil-
ity; however, the variability in the different categories of imports
may reflect in large part the reaction pattern of the govermment in
response to the availability of foreign exchange, derived from export
earnings and other sources.

At least two important inferences can be drawn from Table XXXVIII:
One, both categories of the raw materials (for consumer and capital
goods) were more stable than their corresponding finished goods im-
ports; the raw materials for consumer goods fluctuated annually by 32
per cent compared to 35 per cent for finished consumer goods, while the
raw materials for capital goods fluctuated by 21 per cent compared to
27 per cent for finished capital goods. Two, the variations in the
imports of capital goods (27 per cent) and their raw materials (21 per
cent) were smallervthan those in the imports of consumer goods (35 per
cent) and their raw materials (32 per cent).

One of the implications of the observed differences in the varia-
tions of major imports is that the system of import contrel used by the
Pakistan government as an instrument for industrial development has
been successful in maintaining the components of imports flexible in
accordance with the priorities assigned to each category of imports.
The smaller variability in the imports of raw materials for consumer
goods than for finished consumer goods can be explained at least partly

by the desire on the part of the government to avoid any interrupted
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flow of raw materials for the consumer goods industries, which may
cause underutilization of installed capacity and thereby adversely
affect incomes and employment in these industries. On the other hand,
the lesser variation for the raw materials for capital goods than for
finished capital goods may reflect.partly the limited extent of the
capital goods sector in Pakistan and partly the greater priorify given
to the need to maintain the availability of capital goods.lO The dif-
ferential variability in the imports of finished goods vs. raw mate-~
rials, however, may not be as important as the differences in the
annual variation in the imports for the consumer vs. producer sectors
in the economy, since it is the producer sector that has a direct bear-
ing on economic growth.

The observed smaller annual variation in the imports for the
pfoduéer sector vis-a-vis the imports for the consumer sector was not
unexpected because of the greater priorities given to the acceleration
of fixed investment in allocating scarce foreign exchange:

In view of the need to maintain, and if possible, to acceler-

ate the pace of investment, in times of stringency, a cut is

more easily made in the category of consumer goods and the raw

materials for consumer goods and in times of affluence propor-

tionately larger increase takes place in the imports of the

capital goods and the raw materials for capital goods.l

This expectation is, in fact, upheld by the analysis that follows.

10Islam, p. 5.

111p4d.
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Export-Induced Instability in Total Imports and Fluctuations in the

Imports of Capital Goods and Consumer Goods

From a comparison of variations in the major categories of im-
ports, it appears that the impact of export-induced fluctuations in
total imports was borne most by the finished consumer goods and leaét
by the capital goods. This is also indicated by Chart 16 where the
fluctqations in major imports are plotted on a semi-log scale along
with export earnings and total imports dufing 1951/52 - 1964/65., With
no exception, the finished consumer goods imports and total imports
moved together while capital goods imports rose in several cases when
total imports fell, implying that a cut in the imports of other cate-
gories was made.

Perhaps a more vigorous analysis in this respect is to compute the
per cent distribution of the annual fluctuations in total imports among
the major import categories. Table XXXIX presents the results of such
a computation; it shows how a given per cent change in total imports
was shared by each‘of the four major imports. As can be seen in col-
ums (2), (3), and (5) in the table, consumer goods imports invariably
followed, every year, the movement of total imports whereas capital
goods imports actually rose in three years--1953/54, 1954/55, and
1961/62-~when total imports fell. In these years, the increase in
capital goods imports was made at the expense of a cut in consumer
goods imports, of which the weighted per cent share declined far more
than the per cent decline in total imports. In 1953/54, for instance,
total imports fell by 16.2 per cent. This decline was more than offset

. by the 18.3 per cent decline in consumer goods imports, thus increasing
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TABLE XXXIX

DISTRIBUTION OF ANNUAL CHANGES IN TOTAL IMPORTS
BETWEEN MAJOR IMPORTS, 1951/52 - 1964/652
(In Per Cent)

Export Total Functional Groupsd
Year Earningsb Importsb
E M Me Yre M M
(1) (2)=(3+4+5+6) © (3) (4) (5) (6)
1951/52 - : - - - — -—
52/53 -24.8 ~38.4 -12,6 -15.8 - 8.4 -1.6
53/54 -14.8 ~-16.2 ~18.3 0.9 0.9 0.2
54/55 - 4.9 - 3.7 -10.6 - 3.1 10.2 -0.2
55/56 45.9 17.0 8.5 4.7 2.7 1.2
56/57 - 9.9 77.9 39.2 11.2 21.1 6.5
57/58 -11.6 - 8.3 -2,1 -4,8 =~2,1 0.7
58/59 - 6.8 -23.5 -15.6 =-2,3 - 6.0 0.4
59/60 39.1 57.1 14.2 13.8 23.9 5.4
60/61 - 2.4 31.7 8.3 1.9 12.6 8.9
61/62 2.5 - 2.9 - 8.2 0.7 8.2 =3.6
62/63 21.9 24,5 4.0 5.5 15.7 -0.8
63/64 2.3 16.2 4.6 -0.6 5.5 6.7
64/65 4.7 21.2 8.7 4.0 10.2 -1.6

~ @Computed from Table XXXVII.
bAnnual changes in per cent.
CTotals may not add up due to rounding.

dWeighted distribution of a given per cent change in total imports
borne by major functional imports in per cent.
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capital goods and other imports. Likewise, in 1954/55 and 1961/62
total imports fell by 3.7 and 2.9 per cent, respectively; again these
declines were more than offseﬁ by the reduction in consumer goods by
10.6 and 8.2 per cent while the weighted share of capital goods rose by
10.2 and 8.2 per cent, respectively. 1In other years, capital goods in-
creased (decreased) proportionately more (less) than consumer goods
when total imports rose (fell).

To sum up, the impact of export fluctuations on the imports of
capital goods appeared to have been reduced somewhat by the restrictive
import policy that accorded the greater priority to the availability of
capital goods and industrial raw materials. The impact of export-
induced instability in total imports appeared to have affected consumer
goods imports more than any other category of imports. This indicates
the ability on the part of the government to adjust imports to the vari-
ations in the availability of foreign exchange through the elaborate
system of import licensing and exchange control,12 initiéted in Novem-
ber 1952 following the foreign exchange crisis after the Korean War
boom and maintained throughout the period under review. In addition,

a heavy inflow of food imports under the P.L. 480 program and the fast

growth of domestic manufacturing, the cotton textile industry in

12por a discussion of the mechanics and impact of the import
control system in Pakistan, see S. N. H. Naqvi, "Import Licensing in
Pakistan," Pakistan Development Review, IV, No. 1 (Spring 1964), pp.
51-68; P. S. Thomas, "Import Licensing and Import Liberalization in
Pakistan,'" Pakistan Development Review, VI, No. 4 (Winter 1966), pp.
500-539; M. L. Pal, "The Determinants of the Domestic Prices of Im-
ports,”" Pakistan Development Review, IV, No. 4 (Winter 1964), pp. 597-
622; S. R. Lewis, Jr., Economic Policy and Industrial Growth in
Pakistan (Cambridge, Mass.: The M. I. T. Press, 1969), ch. IV, esp.
pp. 75-87.
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particular--both discussed in the preceding chapter--all helped reduce

the imports of consumer goods in times of foreign exchange shortfalls.

At the same time, the imports of capital goods were further facilitated
by a heavy inflow of foreign aid and loans since the late 1950's.

Table XL shows the extent of foreign capital inflow in Pakistan for the
period 1949/50 - 1966/67.

Nevertheless, as will be seen in the following section, these
favorable developments were not sufficient to isolate the impact of
short-term fluctuations in export earnings on the imports of capital
goods and other industrial raw materials, which in turn are signifi-

cantly related to income changes.

Export Instability, Developmental Imports,

and Income Growth

This section provides a statistical analysis of the interrelation-
ships between export earnings, developmental imports, and income growth

in Pakistan during 1951/52 - 1964/65.

A Trade-Constrained Growth Model

At this point, it is necessary to recapitulate the a priori argu-
ment discussed at the beginning of this chapter in the context of a
formal growth model from which we can derive a set of empirically

testable functional relationships.
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INFLOW OF FOREIGN CAPITAL AND THE BALANCE

OF PAYMENTS IN PAKISTAN,

1949/50 - 1966/67

(In Million Rupees)

Net Long-Term
Public Capital

Net

Long- Total

Current Term Official Official Net Inflow

Account Private Donations Loans and of Foreign

Year Balance® Capital Other Capitalb
Obligations

(1) (2) (3) (4) (5)=(2+3+4)
1949/50 -~ 322 4 - - 4
50/51. 600 5 -- — 6
51/52 - 423 11 2 2 16
52/53 - 515 19 76 69 165
53/54 - 161 23 138 42 203
54/55 - 67 24 101 65 190
55/56 11 9 372 101 481
56/57 -~ 962 21 706 57 784
57/58 -1517 28 1194 62 1285
58/59 - 622 11 657 154 821
59/60 - 865 14 989 79 1082
60/61 -1354 25 1304 113 1442
61/62 - 933 2 831 146 978
62/63 -1586 9 1495 521 2024
63/64 -1872 10 876 127 1013
64/65 -3012 176 1334 1339 2849
65/66 -2305 175 876 1187 2238
66/67 -=3049 246 833 1382 2462

dExports and imports of goods and services.

bTotals may not add up due to rounding.

Sources:

State Bank of Pakistan data.

Compiled and computed from CSO,

20 Years of Pakistan in Statistics 1947-1967, pp. 310-319,

Table 15.1 and Ministry of Finance, Pakistan Economic Survey

1968/69, Statistical Section,

pp. 101-103, Table 49.
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Recently, in the field of trade and development the 'two-gap

13 and Chenery and Stroutl4

analysis" has been popularized by McKinnon,
who constructed growth models where a shortage of foreign exchange
plays a major constraint on economic growth. By using a (computable
ex post) model adapted from the Chenery-Strout growth model, Maizelsld
analyzed the role of exports in the process of economic growth for the
Sterling Area countries. Although the Maizels model is basically of a
long~term nature as are all other growth models, it specifies the
essential sub-relationships that link exports with income growth. The
interconnections between export instability, developmental imports, and
income, therefore, can be readily explored in terms of a trade-
constrained model of economic growth such as Maizels'.

Income growth in many developing countries is constrained by the
avail;bility of foreign exchange on which depends the level of develop-

mental imports, a major determinant of investment--a situation, as we

noted earlier, not unrealistic to a country like Pakistan. The

13Ronald I. McKinnon, "Foreign Exchange Constraints in Economic
Development and Efficient Aid Allocation," Economic Journal, LXXIV
(June 1964), pp. 388-409.

1l4Ho11is B. Chenery and Alan M. Strout, "Foreign Assistance and
Economic Development," American Economic Review, LVI (September 1966),
pp. 679-732; Chenery and M. Brumo, 'Development Alternatives in an
Open Economy: The Case of Israel," Economic Journal, LXXII (March
1962), pp. 79-103; Chenery and A. MacEwan, "Optimal Patterns of Growth
and Aid: The Case of Pakistan," Pakistan Development Review, VI, No. 2
(Summer 1966), pp. 209-242, also reprinted in I. Adelman and E.
Thorbecke, eds., The Theory and Design of Economic Development (Balti-
more: The Johns Hopkins University Press, 1966), pp. 149-178.

15A1fred Maizels, Exports and Economic Growth of Developing
Countries (Cambridge: Cambridge University Press, 1966).
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following is a brief description of the Maizels mode1l® with some
modifications of the variables to suit our purpose:
Income, Y, and investment, I, are related through an incremental-

capital-output ratio, o, as follows:
Y = It/Ur (9.4)

where r is the growth rate of income and t is the time. The level of
commodity imports, My, is determined by the total capacity to import
defined as merchandise export earnings, E, plus the net inflow of

foreign capital, both private and public, F:l7

MTt=E + F

o+ Fy (9.5)

assuming that merchandise export earnings and the net capital inflow
are aﬁtonomously determined. |

Developmental imports, Mp, are defined as the sum of the imports of
capital goods, My, and the raw materials for capital goods, Mpgs to
which the greater priorities are accorded by the government, as in the
case of Pakistan, because they are a major determinant of domestic
fixed capital formation. Developmental imports so defined are chiefly

determined by the capacity to import:

MDt = ag + a1 (Eg + Fy) (9.6)

161pid., pp. 59-72.

17The net balance on service trade account is included in the
definition of total capacity to import. 1In the case of Pakistan,
earnings from service exports were insignificant relative to merchan-
dise export earnings in the current account during the period under
review.
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The imports of consumer goods, M;, and their raw materials, Mpg, are

then determined as a residual, thus:

Mc, * Mre, = Mr, - Mp,

(Et + Ft) - al(Et + Ft) - (10 (9-7)

Domestic investment is assumed to vary with the level of develop-

mental imports:

Substituting (9.6) into (9.8), the relationship between import capacity

and investment can readily be derived:
It = (BO + C!lB]_) + “181(Et + Ft) (9.9)

Finally, substituting (9.9) into (9.4), it can be seen that income
growth is constrained by export earnings and other sources of foreign

exchange as follows:

Ye = 2= [(Bg + a181) + 0181 (B + F)] (9.10)

given the values of the structural parameters such as g, aq> and B1-
From (9.10) the relationship between the growth rate of exports, e, and
the growth rate of GNP, r, can be derived, and the required net inflow
of foreign capital consistent with the target growth rate of income, r¥*,
can also be estimated given the values of Y and E in the base year of

the plan period.18

18%or a mathematical derivation, see Maizels, pp. 71-72.
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Despite its long-term nature, the model can be useful for the
problem of export instability since it contains the key relationships
through which export instability is believed to transmit its impact
to income growth--i.e., those between exports and developmental im=-
ports (Equation 9.6) and between developmental imports and investment

(Equation 9.9).17

Effect of Export Instability on Developmental Imports

In the model presented above, the imports of raw materials for
consumer goods, Mps, are excluded from developmental imports, which is
logical because it is the imports of capital goods and their raw mate-
rials that directly influence the level of fixed capital formation. 1In
our analysis, however, developmental imports are defined broadly as the
sum of capital goods, My, and industrial raw materials, My, that com~
prise the raw materials for both capital goods, Mpy, and consumer
goods, Mp.. As mentioned earlier, imported raw materials for consumer
goods play an important role in influencing the degree of utilization

of installed capacity in the import-substituting manufacturing

1910 this sense, the model is far superior to the UNCTAD's aggre-
gate growth model which in essence assumes a proportional relationship
between the growth rate of income and the growth rate of total capacity
to import. See UNCTAD, Studies in Long-Term Economic Projections for
the World Economy (New York: United Nations, 1964)., For a criticism
of the model as well as the UNCTAD's argument for the need to increase
the rate of growth of import capacity for LDC's in order to accelerate
economic growth in these countries, see David Wall, "Import Capacity,
Imports and Economic Growth,'" Economica, XXXV (May 1968), pp. 157-168,
and the counter-argument by D. J.,Smith and J. M. Holms, "The Statis-
tical Relationship Between Imports of Investment Goods and Gross
Domestic Product in Developing Countries,'" Economic Analysis and
Policy, I (March 1970), pp. 14-17.
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industries and thereby affect incomes and employment in these
industries.

In order to examine the impact of year-to-year fluctuations in
export earnings on the two categories of developmental imports, the

following equations were used:

og + a1AE_j + agAL +u (9.11)

AMg

Mg = af + ajAE_7] + ajAL + u’ (9.12)

where AMg, AMp, AE_;, and AL are the first-differences in capital goods
imports, industrial raw materials imports, lagged export earnings, and
the net foreign capital inflow, both private and public. All wvariables
‘are measured in current prices.20 The regression results are reported

below:

AMg = 140.416 + 0.363AE_; + 0.139AL (9.11)"
(0.130) % (0.064) *
R2 = 0.557
F = 6.296%
D.W. = 1,556
AMp = 56,052 + 0.398AE_7 + 0.026AL (9.12)"
(0.109) * (0.053)
RZ = 0,575
F = 6.775%
D.W. = 2,165

20The variables could not be deflated by appropriate import price
indices for aggregate imports as well as functional imports since the
time series for import price indices are either broken or too short,
reducing the degree of freedom.
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Export earnings are found to be significantly related to the two
categories of developmental imports. As showﬁ in (9.11)', fluctuations
in export earnings and the net foreign capital inflow éxplain about 56
per cent of the annual variations in capital goods imports. Export
earnings are also significant in determining the variation in the im-
ports of industrial raw materials but foreign capital is not. This may
be due to the fact that in Pakistan the greater priority was given to
capital goods imports, the bulk of which were imported on the govern-
ment account to implement the public investment projects for building
infrastructure. Part of the foreign exchange derived from foreign aid
and loans were earmarked for such projects.

On the other hand, it is not unreasonable to expect that Pakistan's
own foreign exchange earnings from exports play a more important role
in deéermining the imports of industrial raw materials which were im-
ported mostly on the private account. Particularly under the Export
Bonus Scheme introduced in 1959 as a measure of export promotion, ex-
port earnings are closely tied with the demand for imports. Under the
Scheme, exporters are entitled to receive a bonus voucher equal to a
government determined proportion of the value of exports, and this
voucher can be sold in the free market, The bearer of the voucher is
then entitled to purchase foreign exchange equal to the voucher's face
value at the official exchange rate. The foreign exchange so obtained
can be used to import most raw materials and intermediate goods for the
private sector. At the present time, almost all manufacturing indus-
tries and some non-traditional primary products are awarded the bonus

vouchers.
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In sum, in spite of the government's attempts to adjust the essen-
tial imports to the variations in foreign exchange availability at the
expense of nonessentialé and the presence of a large inflow of foreign
aid and loans, developmental imports were significantly responsive to

export earnings fluctuations during the period under review. 2l

Developmental Imports and Sectoral Incomes

By affecting the variability of developmental imports, the impact
of export earnings fluctuations in Pakistan was transmitted to income
growth, As noted bgfore, the relationship between developmental im~
ports and domestic investment (Equation 9.9) cannot be examined mean-
ingfully because of the absence of reliable time series on the latter.
However, as a substitute for relationship (9.9), the dependence of in-

come growth on developmental imports may be examined directly.

21The simple relationships between annual fluctuations in export
earnings and developmental imports were estimated as follows:

My = - 7.254 + 1.170E_7 ; RZ = 0.473
(0.372) F = 9.886
AMg = 170.693 + 0.365AE_q; RZ = 0.347
(0.151) F = 5.853
Mp = - 2,824 + 1.070E_; ; R? = 0.528
(0.305) F = 12.309
AMp = 61.732 + 0.398AE_7; RZ = 0.565
(0.105) F = 14.303

where MK’ ﬁR, and E—l are the trend-adjusted annual fluctuations in the
imports of capital goods and industrial raw materials, and export
earnings lagged by one year. Other variables are defined as before. In
all cases, export earnings fluctuations are statistically significant
and explain a considerable amount of the variations in developmental
imports.



249

Substituting (9.8) into (9.4) we obtain:

e =-§f (8o + 81Mp,)

= o + Y1Mp, (9.13)

where yy = Bg/or and y; = B)/or. It is assumed that income growth
varies direcfly with developmental imports; the immediate relationships
between developmental imports and investment and between investment and
income (each represented by the structural parameters, By and o, re-
spectively) are now compressed into coefficient Y1

The following regression equation was used to estimate the impact
of annual changes in developmental imports on income for the period

1951/52 - 1964/65:

AY; = yoi t y1iMg_q t+ v2idMg + vy (9.14)

where: AY and AMp are the first-differences in income and imported in-
dustrial raw materials, Mk—l is the absolute value of capital goods im-
ports lagged by one year.22 The subscript (i = 1, 2, 3) refers to the
three concepts of income used in the analysis: Y; is the income from
the manufacturing sector alone; Yy is the non-agricultural income
derived from (a) manufacturing, (b) comnstruction, (c) electricity, gas,
water, and sanitary services, and (d) transportation and communication;
and Yj is total GNP, 1In defining non-agricultural income, Y,, other

non-agricultural incomes originating from other sectors such as

22Although we are primarily interested in the short-term relation-
ships between the variables, the absolute level of capital goods im-
ports was chosen on the grounds that machinery and equipment are an
addition to the existing capital stock accumulated from the past that
will last over time, affecting the stream of income.
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wholesale and retail trade, banking, and government are excluded be-
cause developmental imports are likely to have little direct impact on
these incomes. Agricultural income is not considered since its varia-
tions are influenced more by variable weather conditions. All income
data are those of the Central Statistical Office of Pakistan and are
measured in the 1959/60 constant factor cost.23

The estimated equations are reported below:

AY] = 101.686 + 0.152M, _ + 0.441AMp (9.14.1)
(0.061)* *  (0.206)*
R2 = 0.603
F = 7.606%
D.W. = 1.937
AYy = 72.656 + 0.484M,  + 0.770AMR (9.14.2)
(0.088)#%-  (0.298)*
RZ2 = 0.832
F = 24,793%%
D.W. = 2.116

+ 6.299AMp (9.14.3)

AY3 = 600.975 + 0.939Mg_,
(0.538) (1.829)*
R® = 0.668
F = 10.073%
D.W. = 1.906

The heavy dependence of income on the variations in imported capital

goods and industrial raw materials is evident. The availability of

23Government of Pakistan, Central Statistical Office, 20 Years of
'Pakistan in Statistics 1947-1967, pp. 4-5, Table 1.1
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developmental imports appears to have affected non-agricultural income
(¥Y2) more than either the income from manufacturing alone (Y1) or the
total GNP (Y3). As shown in Equation (9.14.2), over 83 per cent of the
annual variations in non-agricultural income is explained by develop-
mental imports, and the regression coefficients are statistically signi-
ficant as is the whole regression equation, Over all, 60-83 per cent of
income variations are explained by the availability of developmental

imports.,

Export Instability and Sectoral Incomes

So far, the two important sub—relationships that are hypothesized
to link export fluctuations with income growth (as described by a trade-
constrained growth model) are upheld by statistical evidence. And, one
is naéurally tempted to estimate the short-term response of income
changes to the variations in the capacity to import as implied in the

relationship:
Y, = 3 [(Bg + agB1) + agBy (B, + Fy)] (9.10)

The regression equation to be estimated for our purpose was in the

form:

The regression variables are as defined before and the subscript (i =
1, 2, 3) denotes the three income concepts defined before.
The estimated relationships are found to be positive and statis-

tically significant. The results are given below:
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(1) Manufacturing Income:

AYl = 248.266 + 0.337AE.] + 0.082AL (9.15.1)
(0.115)* (0.056)
R? = 0.519
F = 5,399%
D.W., = 1,976
(2) Non-Agricultural Income:
AYy = 541.812 + 0.801AE_; + 0.074AL (9.15.2)
(0.263)%% (0.129)
RZ2 = 0.491
F = 4,823%
D.W. = 1.213
(3) Total Income:
AY3 = 1620.527 + 3.880AE_1 + 1.044AL (9.15.3)
(0.782)*%  (0.382)%*
R2 = 0.764
F = 16.159%%
D.W. = 2.989

As the estimated relationships (9.15.1) and (9.15.2) show, the impact
of annual changes in export earnings on incomes derived from the manu-
facturing and non-agricultural sectors is substantial and statistically
significant. About 50 per cent of income variations are explained by
export earnings and the net foreign capital inflow. The estimated
regression coefficients for export earnings are significant but they

are not for foreign capital.
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In the case of total GNP (Equation 9.15.3), both export earnings
and foreign capital carry positive and significant coefficients, and
RZ is much higher; however, the estimated relationship may not be
reliable because of the presence of serial correlation as indicated
by the D.W. statistic.24

The apparent insignificance of foreign capital in affecting
domestic income may be due to the fact that the inflow of foreign
resources in Pakistan was virtually absent in the early 1950's (see
Table XL). Oﬁly after 1955 when the First Five-Year Plan (1955/56 -
1959/60) was launched, did massive foreign aid from the U. S. begin
to flow into Pakistan. Another plausible explanation may be that, un-
like export earnings and private foreign investment (which accounted
for a trivial fraction of total foreign resources in Pakistan during
the périod under review as can be seen in Table XL), the bulk of
foreign aid and loans received by the Pakistan government was used
for financing the mounting development expenditures. And these ex~
penditures were usually devoted to infrastructure and public investment
projects that have a long gestation period.23 The extent of foreign
aid and its importance in relation to GNP, imports, and development

expenditure can be seen in Table XLI.

24gerial correlation may be present since 2,60 = 4 - dy < D.W. =
2.989 < 4 - dy = 3.17 when N = 13, K = 2,

25Also, it may be that the inflow of foreign aid and loans in-
creased so rapidly from a small base that first-differencing greatly
accentuates the year-to-year fluctuations in the variable. The abso-~
lute level (growth) of foreign resources may have been more important
in affecting the growth of income over time.
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TABLE XLI

FOREIGN AID, DEVELOPMENT EXPENDITURE, IMPORTS,
AND GNP IN PAKISTAN

Foreign Aid® As 7 of:
Foreign Aida

(Million

Year Rupees) Development

Expenditure Imports GNP
1952 5 0.5 0.1 0.02
1956 472 34.8 18.6 2.1
1960 1068 38.1 31.1 3.4
1964 3105 42.2 55.8 7.5
1967 3334 37.7 47.0 5.7
1968 3570 34.0 49.8 5.8

2Includes Indus Basin aid and U.S. surplus agricultural
commodities under P.L. 480,

Source: Pakistan Planning Commission estimates, quoted in
Irving Brecher and S. A. Abbas, Foreign Aid and
Industrial Development in Pakistan (Cambridge:
Cambridge University Press, 1972), p. 24, Table 1,
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All in all, the interrelationships between export earnings fluc~
tuations, developmental imports, and sectoral incomes as well as total
GNP--derived from a trade-constrained model of economic growth-~-are
found to be positive and statistically significant when analyzed
against Pakistan's experience. This finding contrasts with the re-
sults of MacBean's study on Pakistan and four other countries——the
study undertaken in conjunction with his cross-country analysis from
which negative conclusions were obtained.26 At least in the case of
Pakistan, the results of our analysis reported here tend to indicate
that some of the growth aspects of the "capacity-to-import" argument

with respect to the effect of export instability are substantiated. 2/

264, 1. MacBean, Export Instability and Economic Development
(Cambridge, Mass.: Harvard University Press, 1966), Part II. For the
Pakistan case, see ch. 9, pp. 187-203. MacBean, by using graphical
comparison and correlation analysis, finds no significant relationships
between export fluctuations and the key domestic economic variables,
except total imports which clearly showed a lagged response to export
earnings. Without going into a detailed investigation of the major
components of imports—-developmental imports in particular--he argues
that "the intervention of other factors such as foreign economic aid
and the use of reserves of foreign exchange to support imports . . .
and the ability of both government and firms to stockpile capital
goods" (MacBean, pp. 191, 193) would break the link between export
earnings fluctuations and the key .domestic economic variables, es-
pecially the domestic fixed capital formation. Our analysis, however,
indicates that the intervention of these factors were not sufficient
to isolate the impact of export fluctuations and prevent it from being
transmitted to developmental imports and incomes. In this and other
aspects, therefore, his analysis is incomplete.

27¢cf. B. F. Massell, S. R. Pearson, and J. B, Fitch, "Foreign
Exchange and Economic Development: An Empirical Study of Selected
Latin American Countries," Review of Economics and Statistics, LIV
(May 1972), pp. 208-212, They examine the impacts of the major
components of foreign exchange availability (exports of goods and
services, private foreign capital, and public foreign capital) on
three indicators of economic development. By pooling the time series
data drawn from 11 Latin American countries for the period 1955-1966,
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Summary

" The main purpose of this chapter has been to examine the growth
aspects of export earnings fluctuations in the process of economic
development within the context of Pakistan's experience. It was found
that fluctuations in Pakistan's export earnings were transmitted to her
imports, causing similar fluctuations in the latter with a time lag.

Since it is the imports of capital goods and their raw materials
(rather than total imports) that have direct bearing on the domestic
fixed capital formation and income growth, a detailed examination was
made of the relationships between total imports and their components
classified by function. The impact of export instability was found to
have been borne most by consumer goods and least by capital goods im-
ports. In times of falling imports induced by export shortfalls,
capital goods imports were maintained or reduced less than other cate-
gories of imports through the restrictive impoft policy and exchange
control. At the same time, a heavy inflow of foreign aid and loans
enabled Pakistan to continuously maintain huge import surpluses over
the years. 1In spite of these, however, the export-induced instability
in total imports was found to have channeled its impact into develop-

mental imports.

they find that the impact of annual changes in exports on imports,
investment, and GNP is substantial and significant.

Also see David Wall ["Import Capacity, Imports and Economic
Growth," Economica, XXXV (May 1968), pp. 157-168] who contends that
the time series analysis for 12 LDC's shows no association between im-
ports of investment goods and economic growth. However, for a conten-
tion that Wall's statistical evidence, in fact, indicates that there is
a strong, positive association between them, see D. J. Smith and J. M.
Holms, "The Statistical Relationship Between Imports of Investment Goods
and Gross Domestic Product in Developing Countries,' Economic Analysis
and Policy, I (March 1970), pp. 14-17.
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The basic assumptions underlying a trade-constrained growth model
are not unrealistic to a country like Pakistan where the import content
of investment is high and industrial growth has, to a large extent,
depended upon imported inputs. The functional relationships between
export earnings, developmental imports, and income growth were derived
from the model and tested against the available data for the period
1951/52 - 1964/65. The estimated relationships were found :L be posi-
tive and significant: The dependence of income--especially the non-
agricultural income--on developmental imports was substantial; and the
impact of annual variations in export earnings on developmental imports
and income was alsc significant. In view of these findings, it is
pertinent to note that at least in the case of Pakistan, the major
growth aspect of the "effect of instability" hypothesis-~namely, the

capacity-to-import argument~-is not rejected.



CHAPTER X
SUMMARY AND CONCLUSIONS

The main purpose of this study has been to examine the causes and
effects of export instability in developing countries with a special
reference to Pakistan for the period 1948-1968.

Many of the conventional hypotheses regarding the causes and
veffects of expoft instability, widely discussed and debated in the
literature on trade and development, appear to have strong theoretical
underpinnings based on usual price and income theories. Recent empir-
ical studies, however, have produced diverging statistical evidence--
some in favor of, and some against, the conventional views. While
these studies have dealt mainly with a cross—country analysis, few
case studies have been made.

It is pertinent to note that the causes and effects of export in-
stability vary greatly with the economic structure and government
policies of individual countries. The causes of instability can better
be analyzed at a more detailed level in terms of the specific factors
relevant to the individual country and its particular eprrt commod-
ities. The same holds true for the effects of export instability:

A priori, there is no reason to believe that the domestic consequences
of instability arising from the export sector would be necessarily
commensurate with the average degree of export fluctuations measured

for a certain time period; the effects can be either mitigated or

258
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accentuated by the over-all developments in the rest of the economy and
the government policies as well. In view of these, a case study ap-
proach was taken with the hope that the study would shed further light
on the problem of export instability.

The study focused on the following three aspects: (1) actual
measurement of the extent and pattern of export fluctuations experi~
enced by Pakistan along with other selected primary producing countries
whose exports were highly concentrated in a few primary commodities
(Chapters III and IV); (2) examination of the underlying causes of
export instability in Pakistan (Chapters V and VI); and (3) investiga-
tion of the microeconomic, macroeconomic, and growth aspects of the
domestic consequences of instability arisinglfrom the export sector

(Chapters VII, VIII, and IX).

Export Instability in Pakistan:

Extent and Pattern

The problem of export instabi;ity is basically of a short-term
nature. Consequently, one invariably needs to isolate "instability"
from the long-term (or trend) factors. A chief measure of instability
used in the study was the Massell version of annual rate of change
measured from a linear trend by the least-squares method. Other meas-
ures of instability were also used since each measure is Eelieved to
have its own merit and is appropriate under different circumstances and
for different purposes at hand.

When viewed against the experience of selected developing countries
whose exports were highly concentrated in a few primary commodities

during 1948-1968, the extent of instability in Pakistan's export
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earnings was one of the highest. There was a wide diversity of experi-
ence with export fluctuations even among the countries characterized by
a heavy concentration of exports in a few primary products. Such a
diversity could be partly traced to the wide range of export price fluc-
tuations of the different commodities exported by these countries.

This suggests that the nature or type of commodities that a country is
exporting may be an important factor for the wide variability in the
degree of export instability among the primary producing countries
themselves.

The pattern of Pakistan's export instability in particular (and
other primary producing countries in general) differed markedly over
the two different historical periods, 1048-1959 and 1957-1968. The
trend-adjusted measure of export instability for Pakistan declined
substéntially more than any other country over time: from one of the
highest (16 per cent per annum) in 1948-1959 to one of the lowest (6
per cent per annum) in 1957-1968, a decline of almost 62 per cent.

This is intriguing, particularly in view of the fact that such a
decline in instability appeared to have coincided with substantial

structural changes in Pakistan's exports over the same period of time.
Causes of Export Instability

On a priori grounds, sharp price fluctuations are expected to form
a major source of instability in the export earnings of many primary
products because of the price inelastic and unstable supply of and
demand for these commodities. Accordingly, one may expect price insta-
bility to be a prime source of Pakistan's export earnings, the bulk of

which were accounted for by such agricultural raw materials as jute and
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cotton. The analysis of Pakistan's five major (primary) export commod-
ities, however, showed that export quantity fluctuations were a more
important source of earnings instability, except for raw jute--
Pakistan's leading foreign exchange earner.

Even in the case of jute, where its export price fluctuations were
the primary source of earnings instability, fluctuations in jute output
and export supply appeared to have been the major cause of instability.
Given the structure of final demand for and supply of jute in world ex-
port markets and Pakistan's near monopoly position therein, changes in
Pakistan's jute production and prices immediately affect the world jute
prices. The supply of jute responds to changes in the relative prices
of jute and rice with a one~year time lag. This, combined with the
inelastic demand for jute, tends to generate a self-perpetuating price
and output cycle. For cotton, fluctuations in output and the rapidly
rising domestic mill consumption of raw cotton (owing to population
growth and expansion of the import-substituting cotton textile indus-
try) accentuated fluctuations in export quantity and earnings. Fluc~
tuations in foreigﬁ demand and the resulting fluctuations in world
prices of jute and cotton may have influenced their production and
export supplies from Pakistan. However, during the period under re-
view, the supply factors appeared to have been largely responsible for
the instability in Pakistan's export earnings.

In terms of the trade flows to different export markets, India and
China proved to have been the most unstable markets for Pakistan's ex-
ports; and exports to the United Kingdom, the single largest export
market for Pakistan, were most stable. Pakistan's exports to the

- Western industrial countries as a group were far more stable than
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exports to either the Communist-bloc countries or the markets of dev-
eloping countries themselves. The demaﬁd fluctuations arising from the
major importing (industfial) countries appeared to have had little, if
any, impact on Pakistan's export instability. The trade deadlock and
ensuing hostilities with India following Partition in 1947 had profound
and lasting repercussions on the instability as well as trend in
Pakistan's jute trade in the 1950's.

Rapid growth of domestic manufacturing, spearheaded by the develop-
ment of cotton textile and jute mill industries, was accompanied by the
diversification of exports away from the traditional raw materials to
manufactured goods. Exports of non-traditional primary products such
as fine rice and manufactures other than jute and cotton goods were
also encouraged by the export promotion policies undertaken by the new
government in 1959, among which the most innovative measure was the
Export Bonus Scheme. This marked shift in the composition of exports
was found to be closely linked with the diverging pattern of export
instability observed in the 1960's. Among other things, successful
diversification in jute exports (from the export of raw jute to that of
manufactured jute goods) appeared to have contributed most to the sub-
stantial decline in export instability in the later years. Diversifica-
tion in cotton exports, however, contributed little, if any, to the
reduction in export instability largely because of the domestic demand

fluctuations for both raw cotton and cotton goods.
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Effects of Export Instability

Microeconomic Aspects

It has been argued that severe fluctuations in the prices of
primary exports lead to similar fluctuations in export earnings as well
as incomes of producers, affecting adversely their current welfare.
Price instability is also alleged to affect adversely the long-term
growth of exports by discouraging investment in production for export.
Particularly in the case of agricultural raw materials, price uncer-
tainty deters farmers from producing cash crops with higher returns in
favor of subsistence crops with lower returns, thereby causing a per-—
petuating low productivity in agriculture; this process will ultimately
lead to misallocation of resources.

in Pakistan's case, the effect of the severe price fluctuations on
the current welfare of peasant farmers may have been serious. Jute
price instability was greater at the grower level than at either the
baling centers or the port of export. The severe fluctuations in the
harvest prices of jute feceived by farmers were primarily responsible
for the severe instability in their cash incomes. For small-scale
peasant farmers who are living on a bare subsistence level, little
opportunity exists for hedging against severe price fluctuations be-
cause of inadequate credit facilities and storage capacity. It is the
jute farmers who, in the process of export trade of jute in Pakistan,
bear much of the burden of price instability as reflected in the severe
fluctuations in their incomes.

The price instability of cash crops for export, however, cannot be

said to have been a major determinant of the long-term behavior of
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their production. The long-term trends in jute and cotton production
in Pakistan were primarily influenced by the trénds in the prices of
export crops relative to the prices of other subsistence crops that
compete for the same productive resources., The trends in the relative
prices were in turn determined by factors other than price instability
of export crops--e.g., foodgrains availability (conditioned by domestic
production of rice and other grains, population growth, and food im-
ports), government policies (export taxes, and import and export

policies), and other structural factors.

Macroeconomic Aspects

Despite the severe instability in export prices and earnings to
which Pakistan has been subject, no clear evidence was found that the
instability emanating from the export sector seriously damaged the
stability of the domestic economy of Pakistan during the period under
review., Mainly because of the small size of the export sector relative
to total GNP and the predominance of the agricultural sector in the
economy, the short-term fluctuations in money GNP closely followed
those in agricultural output.

In addition to providing the needed foreign exchange for importing
capital goods and other industrial raw materials, the export sector in
Pakistan assumed a key role in providing a large portion of the central
government's tax revenue in the 1950's. The relative importance of
export tax revenue, however, diminished progressively vis-a-vis direct
taxes and other indirect taxes as a result of the industrial growth.
Export instability did not transmit its impact to the domestic economy

by destabilizing the government revenue and expenditure. Rather, the
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manipulation of export duty rates in times of export boom proved to be
an effective fiscal device for stabilization by siphoning off a large
portion of the swollen export income into a budget surplus.

While the impact of export instability through the multiplier ef-
fect appeared to have been insignificant, the unstable export sector
influenced greatly the short-term (and the medium-term) behavior of the
internal price level especially in the 1950's. The internal price level
in Pakistan was heavily weighed by agricultural prices and, consequent-
ly, the external prices of égricultural exports that made up the bulk
‘of Pakistan's exports in the early years affected significantly the
domestic price movements. No evidence was found, however, that the
instability in export prices and earnings propelled serious long-term
inflationary or deflationary consequences. The short-~term fluctuations
in thé general price level were mild; and the rate of inflation was one
of the lowest among the selected countries. This price stability that
prevailed in Pakistan in the face of the continuous monetary expansion
caused by the government's deficit financing operations, was due
primarily to the increased availability of domestically produced goods
and services for the market and a high rate of industrial savings as a
result of the rapid industrial growth. A heavy inflow of U. S. agri-
cultural surplus commodities under the P.L. 480 program was also in-

strumental in dampening the rising prices of foodgrains.

Growth Aspects

In Pakistan, fluctuations in imports were significantly responsive
to export earnings fluctuations. A detailed examination of the rela-

tionships between export earnings and the major categories of
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functional imports showed that the impact of export earnings fluctua-
tions on capital goods imports was somewhat reduced by the import
control system wherein the greater priorities were accorded to develop-
mental imports. At the same time, a large inflow of foreign aid and
loans enabled Pakistan to sustain huge import surpluses over the years.
In spite of these (favorable) factors, however, the expért—induced
short-term fluctuations in total imports was found to be closely
related to the imports of capital goods and industrial raw materials.
The interrelationships between export earnings, developmental im-
ports, and the sectoral incomes were derived from a trade-constrained
model of economic growth, and these hypothesized relationships were
tested against Pakistan's data for the period 1951/52 - 1964/65. The
estimated relationships were statistically significant: Developmental
imports contributed significantly to the annual changes in incomes,
especially the non-agricultural income. The impact of annual varia-
tions in export earnings on the manufacturing and non-agricultural
incomes was also substantial and significant. In the process of
economic development in Pakistan, therefore, the foreign exchange
availability derived from export earnings assumed a crucial role in
determining the time path of developmental imports and output. One of
the leading conventional hypotheses regarding the growth aspect of ex-
port instability--namely, the "capacity-to-import" argument--appears to

be in line with Pakistan's experience.
Some Concluding Remarks

The major findings of the study summarized above tend to reinforce

the need for a case study approach to the problem of export instability.
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Some of the conventional hypotheses regarding the causes and effects of
export instability are in conformity with the experience of Pakistan
and some are not.

In treating the problem of export instability, emphasis has been
placed on the price ipstability; and measures have been proposed and
debated to stabilize export earnings by acting on price. 1In the case
of Pakistan, the main sources of earnings instability, by and large,
lie in the supply side. Furthermore, for both jute and cotton, it is
not the price of jute or cofton to be acted upon; what is to be acted
upon is the ratio of two prices, i.e., the prices of export crops
relative to other crops competing for the same productive resources.
Even if the price of an export crop were to be stabilized through
international commodity agreements or unified buffer-stock policies,
there.would be little guarantee that éxport earnings would be sta-
bilized because the other part of the price ratio (such as the prices
of rice or competing kharif crops in the case of Pakistan) is itself
a variable, of which fluctuations are largely dependent on the domes-
tic factors. To the extent that farmers respond to changes in the
relative prices, stabilizing one part of the price ratio alone is in-
appropriate and may accentuate output fluctuations, thereby destabiliz-
ing export incomes. In addition, price stabilization may have little
effect on an individual country if the country's export share of a
commodity in world exports is small (e.g., cotton and tea in the case
of Pakistan).

Frequently, export instability has been treated as a function of
some structural factors such as the commodity concentration of exports.

The corollary of this is that export diversification, not necessarily
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industrialization, may be a solution towafd stabilizing earnings insta-
bility. In the case of Pakistan, export diversification was accom-~
panied by industrialization which replaced part of the traditional raw
jute and raw cotton exports with manufactured jute and cotton goods.
The process of diversification of exports away from primary products

to manufactures not only helped reduce the rigidity in the production
structure in the economy but alse had the effect of increasing the
price elasticities of export demand and supply of jute and cotton,
which all tended to reduce the impact of export price and quantity
fluctuations on earnings, especially in the case of jute. Export di-
versification in name only may not necessarily have the effect of
reducing export earnings instability when diversification occurs in

the same line of agricultural products. The nature and relative shares
of thé major export commodities in total exports seem to be more impor-
tant in affecting the instability pattern in export earnings of a
country over time,

Generalizatiogs regarding the effects of instability are all the
more difficult to make. In addition to the differences in the economic
structures, the relative importance of the export sector in the econ-
omy, and the government policies, one difficulty for generalization for
all countries arises basically from the very nature of the problem of

n

instability itself. "Instability," to be sure, is a condition of

quality--a state of deviation from a fixed state called (or agreed as)
a "norm." Disagreement frequently arises over the norm to be used in
measuring instability. Also, over the long-run, the effects of export

instability are likely to disappear or be offset by other factors or

developments in the rest of the economy. And many of the effects
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arising from export instability are qualitative in nature and are
therefore hardly measurable quantitatively. To witness, we quote
Nurkse:

The instability of export markets for primary commod-
ities makes any steady development policy difficult; dis-
courages investment in primary production itself; generally
limits the 'economic horizon,' and destroys the sense of
continuity so necessary in private as well as public plan-
ning. 'People have learned out of the past that wealth
comes quickly in Brazil through a boom, and that a sudden
turn of events may bring disaster.' The violent fluctua-
tions of the export trade may well be a major cause of
the speculative attitude and the 'get-rich-quick' mentality
so widespread among businessmen in underdeveloped
countries.

A search for clear-cut empirical evidence regarding whether or not
"export instability is harmful," in general, may not be too rewarding.
The best that can be done may be to trace through the reaction patterns
of the different economic units in the econoﬁy to a given disturbance
arising from the export sector, which, in many respects, may require
qualitative judgments within the context of the over-all developments

in the economy., This, of course, calls for extensive case studies.

lRagnar Nurkse, "Trade Fluctuations and Buffer Policies of Low-
Income Countries," Kyklos, XI, Fasc. 2 (1958), p. 143.
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A COMPARISON OF THE DEGREE OF EXPORT INSTABILITY
OF DEVELOPED AND LESS DEVELOPED COUNTRIES

DURING THE POST~WAR YEARS 1948-1968

It has long been believed that the degree of export instabilitf is
much greater for LDC's (less developed countries) than for DC's (dev-
eloped countries). This conventional belief is commonly referred to as
the "degree of instability" hypothesis widely discussed in the litera-
ture on the problem of export instability.

The purpose of this Appendix is to present a comparison of the
degree of export instability for a sample of 62 LDC's and a sample of
20 DC's during the post-war years 1948-1968, and to note the changing
pattern of export instability in international trade over time. The
conclusion is that large and significant differences existed and there-
fore the "degree of instability" hypothesis is not rejected,l and the

world export instability declined considerably over time.

1other studies that cover the period extending into the 1960's and
generally substantiate the ''degree of instability' hypothesis are: M.
R. Edgmand, "Concentration, Export Earnings, and the Terms of Trade,"
unpublished Ph.D. thesis, Michigan State University, 1968, ch. 4; G. F.
Erb and S. Schiavo-Campo, "Export Instability, Level of Development and
Economic Size of Less Developed Countries," Bulletin of Oxford Univer-
sity Institute of Economics and Statistics, XXXI, No. 4 (November
1969), pp. 263-283; B. F. Massell, "Export Instability and Economic
Structure," American Economic Review, LX, No. 4 (September 1970), pp.
618-630.
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Based largely on the availability of export data for the post-war
period 1948-1968, a total of 82 countries? were selected for the compu-
tation of instability indices of their export earnings. Following the
conventional classification scheme commonly used in the development
literature, i.e., the use of per capita gross domestic product in U.S.
dollars, these countries were divided into two groups, 62 less devel-
oped and 20 developed countries, and then the group means were compared
for the different historical periods. The lists of these countries can
be found in Tables XLII and XLIII.

Export data, in United States dollars, of these countries are

taken from the various issues of International Financial Statistics

published by the International Monetary Fund. The data réfer to the
F.0.B. dollar value of merchandise exports only, and therefecre exclude
serviéé exports. For some countries, data are not available for the
entire period under consideration; the exceptions are noted in the
tables.

In computing year-to-year fluctuations in merchandise export earn-
ings of each country, three different measures of instability were
used: (1) Io, the United Nations method which measures the average
annual percentage change without formally correcting for the trend

factors; (2) I4, the trend-corrected average annual rate of change as

2The Sino-Soviet area excluding Yugoslavia and some countries are
excluded from the sample mainly because of lack of data and territorial
changes that rendered the existing data inconsistent. Also excluded
are a few countries, such as Korea and Vietnam, which are believed to
be the obvious, exceptional cases because of wars and the resultant
disruptions to their economy during the period under consideration.
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used by Massel;3 and (3) I5, the modified version of the coefficient of
variation, or the standard error of estimate (square root of the unex-—
plained variance) divided by the mean of the observations. Although
the instability index I, is considered most appropriate and desirable
for a comparative analysis of the relative degree of export instability
for LDC's and DC's, the two additional measures were used in order to
see whether the results are to be affected significantly by the choice
of an instability index.

For each of 82 countries the three instability indices were calcu-
lated for the three different historical periods: (1) the first period
covers the entire post-war years 1948-1968; (2) the second, the earlier
post~war years 1948-1959, during which considerable atfention was given
the problem of export instability confronting many primary producing
LDC'S; (3) the third, the more recent years 1957-1968.4 The country
details of the results of calculation are presented in Tables XLII and
XLITI. Table XLIV contains a summary of the comparison of the relative

degree of export instability for -LDC's and DC's.

3B. F. Massell, "Export Concentration and Fluctuation in Export
Earnings: A Cross-Section Analysis," American Economic Review, LIV,
No. 2 (March 1964), pp. 48-52.

4Dividing the entire post-war period into two separate periods,
1948~59, and 1957-68, is, of course, somewhat arbitrary. But several
reasons for this division are as follows: (1) Many earlier empirical
studies of the problem of export instability dealt with the periods--
1946-58, 1948-58, or 1948-59. (2) Several international commodity
agreements and national policies (e.g., application of production
stabilization schemes, creation of the marketing boards, etc.) went
into effect in the late 1950's. Thus it was decided to include 1957-
59 in the later period. (3) In addition, it was decided to give equal
length to the two periods.



TABLE XLI1I

THREE INDICES® OF EXPORT EARNINGS INSTABILITY OF LESS DEVELOPED
COUNTRIES IN 1948-1968, 1948-1959, AND 1957-1968
(In Per Cent)

1948 ~ 1968 1948 - 1959 1957 - 1968
Country
Iy I, Ig I, I, Ig Iy L, Ig

Angola 10.9 9.1 16.0 12.5 11.1 12.4 8.2 6.0 9.5
Argentina 11.7 11.4 19.6 14,0 14.9 18.7 7.4 6.8 9.1
Barbados 12.5 12.0 13.4 13.5 13.1 12.9 12,5 11.9 13.0
Bolivia 14.8 14.6 33.4 16.7 15.7 18.2 14.7 12.1 22.1
Brazil 9.4 9.2 12,9 10.2 10.2 13.8 8.1 7.7 8.3
Burma 12.3 12,2 19.7 13.4 13.3 13.9 11.5 10.6 20.6
Ceylon 7.2 7.1 8.3 8.7 8.3 9.1 4,7 4,7 5.6
Chile 10.6 10.5 17.1 13.7 14,4 13.8 9.0 8.7 11.7
China (Taiwan)® 15,1 14.7 40.3 14.2 13.3 13.1 13.7 17.2 21.6
Colombia 8.5 8.4 17.3 10.7 9.3 19.8 5.9 6.3 7.2
Costa Rica 9.9 8.2 15.7 10.7 9.2 11.9 9.7 8.0 12.9
Cyprus 11.2 10,2 13.6 13.8 12.3 14,9 8.0 7.6 9.8
Dominican Rep. 11.9 11.4 13.9 10.8 10.9 10.2 12.1 11.7 13.3
Ecuador 11.2 10.6 9.6 14.7 16.2 11.0 6.1 4,1 7.3
El Salvador 9.1 6.8 11.1 11,0 8.5 11.7 7.2 6.9 10.2
Ethiopia 11.3 11.6 12.2 14.1 16.6 17.8 8.8 6.8 10.1
Ghana 9.5 9.3 10.1 12,4 11.6 11.5 6.9 6.8 7.9
Greece 11.5 7.7 18.5 12.8 8.1 11.5 9.6 8.3 14.8
Guadeloupe 12,2 11.9 11.5 16.5 15,7 12.7 5.9 5.9 5.2
Guatemala 8.9 8.2 16.0 7.4 6.5 9.3 9.5 10.5 12,5
Guyana 9.9 8.3 10.0 - 11.0 8.9 9.0 8.3 8.0 9.0
Haiti 14.2 14.2 17.9 19.7 19.9 22.5 9.9 10.1 11.8

06¢
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1948 - 1959
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TABLE XLII (Continued)

1948 - 1968

Country
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TABLE XLII {(Continued)

1948 - 1968 . 1948 - 1959 1957 ~ 1968

Country
) I, Ig Iy I, Is I, I, I

South Africa 7.6 6.4 9.4 9.1 8.0 8.0 6.9 5.8 9.4
Spain 8.4 10.4 25.6 5.5 5.4 6.2 10.1 12.4 13.5
Sudan 15.5 16.0 17.6 22,8 23.1 26.2 10.0 10.5 11,5
Surinam 11.8 8.5 32.9 12.0 8.5 6.8 11.7 11.8 25.1
Tanzania 12.0 11.5 13.4 12.5 11.8 15.4 10.6 9.2 8.5
Thailand 10.4 8.9 13.9 12.4 11.7 11.8 9.7 8.5 8.8
Trinidad & Tobago 7.6 6.0 8.2 8.5 6.4 9.8 6.5 3.6 3.8
Tunisia 10.4 9.8 13.8 12.2 11.1 12,2 7.6 7.5 12.6
Turkey 11,4 10.4 14,0 14,5 13.8 17.7 11.5 10.2 9.0
Ugandab 9.5 10.5 14.4 - 12,0 12,4 14.4 6.1 8.5 11.9
United Arab Rep. 9.4 9.5 14.3 8.2 7.7 12.6 9.5 9.8 9.1
Uruguay 15.5 15.8 21.8 17.9 17.7 23.4 13.6 12.6 12.4
Venezuela 5.8 4.7 7.6 8.1 5.9 6.1 2.8 2.5 2.3
Yugoslavia 14.7 13.3 25.4 18.5 16.0 24.6 9.8 6.2 8.6

AThe instability index I2 measures average annual fluctuation in per cent without formal adjustments for
trend; this measure is commonly known as the U.N. index. The I, index measures average annual
rate of change from the linear trend fitted by least~squares 2 la Massell, The I5 index is a
modified version of the coefficient of variation; it is the ratio of standard error of the esti~-
mate to the mean export receipts, and measures the variation of the series as a whole around the
trend line. For a detailed discussion of these instability indices, see Chapter IIIL.

b1949-1968, 1949-1959, and 1957-1968. €1950-1968, 1950-1959, and 1957-1968.

Source: Computed from International Monetary Fund, International Financial Statistics, various issues.
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TABLE XLIII

THREE INDICES@ OF EXPORT EARNINGS INSTABILITY OF DEVELOPED

COUNTRIES IN 1948 - 1968, 1948 — 1959, AND 1957 - 1968

(In Per Cent)
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8Gee table note (a) in Table XLII.
b1950—1968, 1950-1959, and 1957-1968.

Source: Computed from export data in International Monetary Fund, International Fipancial Statistics,
various issues.
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TABLE XLIV

A COMPARISON OF THREE INDICES OF EXPORT INSTABILITY FOR LDC's AND DC's
DURING 1948 - 1968, 1948 - 1959, AND 1957 - 19682

Group Mean of Average Annual
Export Fluctuation in Per Cent
and Standard Deviation

(in Parentheses) Difference Calculated
in Means in Normal Percentage
Period under Instability Percentage Deviate Difference
Consideration IndexP 20 Developed 62 Less Developed Points® zd in Means
Countries Countries
(D (2) (3)=(2)-(1) (4) (5)=%%%'100
1948~1968 I 10.33 (2.93) 11.23 (3.05) 0.90 0.95 8.71
I, 8.59 (3.97) 10.54 (3.25) 1.95% 1.47 22.70
Isg 15.39 (7.47) 16.98 (7.57) 1.59 0.67 10.33
1948-1959 I, 11.38 (3.92) 12.85 (4.46) 1.47 1.12 12,92
I, 9.38 (3.97) 12.13 (4.63) 2,75%% 2.02 29,32
Ig 9.63 (5.34) 14,55 (8.02) 4,92%% 2.28 51.09
1957~1968 Iy 8.70 (2.03) 9.28 (2.84) 0.58 0.74 6.67
I, 5.78 (2.20) 8.50 (3.17) 2,72%%% 3.16 47,06
Ig 8.16 (4.41) 11.05 (4.73) 2,89%% 1.99 35.42

2Compiled from Tables XLII and XLIII.
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CThe

dThe

table note (a) in Table A-1 for a brief explanation of these instability indices and Chapter II for
a detailed discussion.

differences in two means are statistically significant at the 10 per cent level (%), at the 5 per
cent level (*%*), and at the 1 per cent level (#*#%),

one-tail significance test was carried on by calculating:

T 2 2
z= |5 -%1| / [o] o3
._—-—--+.__-—
mon

where x is the group mean value of instability index, 0 the standard deviation, n the number of coun-
tries in each group, and subscripts 1 and 2 refer to DC's and LDC's, respectively. The null hypo-
thesis that the means are equal is rejected at the 10 per cent level when z > 1,28, at the 5 per cent
level when z > 1.64, and at the 1 per cent level when z > 2.33.

96¢
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As can be seen in Table XLIV, the (unweighed) mean values of the
three instability indices are greater for LDC's than fer DC's during
the three different time periods considered. For all periods, however,
the magnitudes of the mean difference vary rather significantly accord-
ing to the measure of instability used. The differences tend to be
smaller when the instability index I2 is used and larger when the insta-
bility index I4 or I5 is used (Column (3) in Table XLIV). This is not
too surprising because I5, the United Nations index, does not correct
for the trend influences in measuring the instability of a country's
export earnings, whereas the latter two, I; and I5, formally correct
for trends by least-squares method. And there exists enough evidence
showing the presence of strong trends in the export earnings of many
countries, developed countries in particular, during the post-war
years; A trend-corrected index of instability should therefore be the
one to be used in our analysis.

For the earlier post-war years 1948-1959, the mean values of the
trend-corrected instability index I4 turned out to be 9.38 and 12.13
per cent for DC's and LDC's, respectively. The mean difference of
2.75 percentage points is statistically significant at the .05 level.
Thus merchandise export earnings fluctuated approximately 30 per cent
more in LDC's than in DC's during 1948-1959. The mean difference of
4.92 percentage points, in terms of another trend-corrected index, Is,
is also statistically significant at the .05 level. However, when the
instability index I9 which makes little formal adjustment for trend is
used, the mean difference amounts to only 1.47 percentage points and is

not significant statistically.
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A seemingly changing pattern of export instability can be observed
when the later post-war years 1957-1968 are considered. The mean
values of all three instability indices for both DC's and LDC's de-
clined rather substantially in this period compared to the earlier
one. This apparent decline in world export instability will be exam-
ined in some detail later. Despite the apparent 6ver—all decline in
the degree of export instability in international trade over time,
LDC's again exhibited greater annual export fluctuation than DC's--
about 50 per cent more to be more precise. The means of the I; index
are 5.78 and 8.50 per cent for DC's and LDC's, respectively, with a
difference of 2.72 percentage points being statistically significant
at the .0l level. Here again, if the I5 index is used, the mean dif-
ference of 2.89 percentage points is also significant (at the .05
level); but when Iy series is considered, the difference amounts to
only 0,58, which is not significant.

The relative degree of export instability between DC's and LDC's
is not much differgnt, however, when the entire post~war years 1948-
1968 are considered. Only when the trend-corrected index I, is used,
is the mean difference of 1.95 percentage points barely significant at
the ,05 level.

The over-all decline in the degree of export instability in inter-
national trade over time is apparent as can be seen in Table XLIV. Ir-
respective of the index used in measuring instability, the group mean
values of instability indexes declined substantially for both DC's and
LDC's in the later years 1957-1968 compared to the earlier period 1948-

1959. Using the I, series, Table XLV analyzes the historical divergence



A COMPARISON OF WORLD EXPORT INSTABILITY BETWEEN

TABLE XLV

1948 - 1959 AND 1957 - 19684

Absolute Percentage
Instability Index I4b Characteristics Difference Difference
1948-1959 1957-1968
=(1)- =(3).
(L (2) (3)=(1)-(2) (4) ay 100
A, World¢ (82 countries)
Mean 11.46 7.84 3.62d 31.6
Median 10.75 7.45 3.30 30.7
Standard deviation 4,61 3.18 1.43 31.0
Coeff. of variation 0.402 0.406 (0.004) (1.0)
B. Developed Countries (20 countries).
Mean 9.38 5.77 3.61d 38.5
Median 8.65 5.75 2.90 33.5
Standard deviation 3.97 2.20 1.77 44,6
Coeff. of variation 0.423 0.381 0.042 9.9
C. Less Developed Countries (62 countries)
Mean 12.13 8.50 3.63d 29.9
Median 11.15 8.40 2,75 24.7
Standard deviation 4.63 3.17 1.46 31.5
Coeff. of variation 0.382 0.373 0.009 2.4

4Compiled from Tables XLII and XLIII.



bAverage annual rate of change in export earnings corrected for trend by least-squares method as used by
Massell. A detailled discussion of this index and others can be found in Chapter II above, pp.

CIncludes a total of 82 countries of which 20 are classified as 'developed" and 60 as "less developed."

dThe mean difference in two periods is statistically significant at the 1 per cent level. The one-tail
significance test was performed by computing:

0% +02

z=|%) - Rp| / 5

where x 1s the mean value of instability index, o is the standard deviation, n is the number of coun-
tries, and subscripts 1 and 2 refer to the two periods, 1948-1959 and 1957-1968, respectively. The
null hypothesis that the means are equal is rejected at the 10 per cent level when z > 1,28, at the
5 per cent level when z > 1.64, and at the 1 per cent level when z > 2.33. The calculated z values
are 5.84, 3.54, and 5.11 for "World," "DC's," and "LDC's," respectively.
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in the experience with export instability for DC's, LDC's, and the
world as a whole.

The degree of export instability for an average developed country
declined from 9.4 per cent in 1948-59 to 5.8 per cent in 1957-68. The
mean difference of 3.6 percentage points is statistically significant
at the .0l level and amounts to a decline of about 39 per cent. The
variation between countries within tﬁe same group also declined from
.423 to .381, a decline of about 10 per cent. For LDC's export fluc-
tuation also declined from 12.1 to 8.5 per cent per annum in the later
period, a difference of 3.6 percentage points being statistically sig-
nificant at the .01 level. This is a 30 per cent decline. The vari-
ability in the degree of export instability from country to country
appeared to have remained the same,?

In spite of a substantial over-all decline in instability for both
DC's and LDC's, the differential degree of export instability between
the two groups actually increased in the later period. In the earlier
period export fluctuation was greater for LDC's than for DC's by 29
per cent, but the percentage difference in the later period increased
to 47 per cent. (See Colummn (5) in Table XLIV.) This is due to a
larger relative decline in instability for DC's (39 per cent) than for
LDC's (30 per cent), as can be seen in Column (4) in Table XLV,

When both groups are considered together, export instability in
world trade declined from 11.5 to 7.8 per cent in the later years. A

difference of 3.6 percentage points amounts to a 32 per cent decline

51n fact, the coefficient of variation declined slightly from .382
to .373. But this represents a reduction of only about little more
than 2 per cent.’
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and is statistically significant at the .01 level. The coefficient of
variation, however, remained more or less the same.

Several main conclusions of this Appendix are now in order:®
(1) Export earnings of LDC's did fluctuate more than those of DC's, re-
gardless of the different time periods under consideration: 23 per
cent more for the entire post-war period 1948-68, 29 per cent more for
the earlier period 1948-59, and 47 per cent more during the later
period 1957-68, when the trend-corrected instability index I, is used.
(2) Both groups of DC's and LDC's experienced a marked decline in their
export instability in the later period compared to the earlier period:
39 per cent for DC's and 30 per cent for LDC's. For the world as a
whole, there was a decline of 32 per cent, thus indicating the changing
pattern of export instability in international trade over time. (3) The
differential degree of instability between DC's and LDC's actually in-
creased in the later period compared to the earlier one from 29 to 47
per cent.

In brief, the "degree of instability" hypothesis is not rejected.

Hence, export earnings fluctuate more in LDC's than in DC's.

6Cf., G. F. Erb and S. Schiavo-Campo, "Export Instability, Level
of Development and Economic Size of Less Developed Countries,'" Bulletin
of Oxford University Institute of Economics and Statistics, XXXI, No. 4
(November 1969), pp. 263-283, esp. pp. 265-270. The statistical re-
sults of their study are not directly comparable with ours because of
the different sets of data and instability indices used, the different
periods covered, and the different sizes of samples used. Our conclu-
sions above, however, generally confirm most of their findings. For
the different opinion on the conclusion concerning the decline in world
export instability, see J. Clark Leith, "The Decline in World Export
Instability: A Comment," Bulletin of Oxford University Institute of
Economics and Statistics, XXXII, No. 3 (August 1970), pp. 267-272.
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Unlike the degree of instability hypothesis, the second aspect of
the problem of export instability surrounding the "effect of insta-
bility" hypothesis is still subject to debate. One of the implications
of the historical divergence in experience with export instability,
particularly for LDC's, observed in this Appendix is that it may make
generalization more difficult with respect to the effect of instabil-
ity, especially when one conducts a cross-country analysis. A glance
at Table A-2 tends to indicate that country rankings in the severity
of instability in the two périods are diverse enough to warrant inter-

temporal comparisons.
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