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ON OPTIMfZING "GLINS" FROM
THE BEXPORT BONUS SCHEME

by
SYED NaWAB HAIDER NAQVI

The systems of exchange control and import licensing in

Pakistan tend to favour import substitution at the expense of

export expansion, since the limitation of import raises the
domestic prices of import substitutes, thereby increasing the
marginal profitability of (new) investment in import substitutiocn
industries as opposed to investment in export industries /T, 27.
The objective of the Export Bonus Scheme should then be to
fcorrect®, at least partially, the .built-in allocative bias
of the exchangg control and.import-licensing systems in order
to increése the flow of domestic (new) investment resources
into the exporﬁ sector.

ind this is whet the Scheme has tried to accomplish by
subsidizing investment in export industries. Under the Scheme
the exporters are allowed to convert a specified percentage of
their total export earnings (i.e., the "rate of bonus"™) into
import bonus vouchers, which are mere entitlements to imﬁort.
The éxporters can either use these bonus vouchefs themselves or
can sell them in the oven market to importers of goods that are

1
allowed to be imported against bonus vouchers™

*The author is a Senior Research Economist at the Pakistan
‘Institute of Development Econcmics. He wishes to thank
Mr. Irfan Umer Malik who helped him in the collection of
the relevant data. It i1s needless to add that the author
assumes full responsibility for the contents of this paper.

1/The bonus-voucher holder must in addition secure an
import license from the Chief Controller of Imports
and Exports. However, with minor exceptions,import licenses
are automatically issued against bonus vouchers.
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However, the "effective™ rate of exchange - i.e., the

domestic price of foreign exchange - for the importer is raised
above the official rate of exchange since these import bonus
voucher s command a pesitive premium in the market because oI tne
excess demand for imnorted goods at the current rate of exchange.
Lt the same time, the height of bonus voucher premium multiplied
by the rate of bonus determines the size of the export subsidy
forthcoming the Export Bonus Scheme, since the effective rate cof
exchange for the exporter becomes more favourable

than the official rate of exchange - that is the exnorters,
depending on the rate of bonus,receives from the monetary
auﬁhoriﬁy a higher price for ﬁhe foreign exchange they surrender
to the‘State Bank. Thus iﬁ effect the Ex»ort Bonus Scheme
constitutes a devaluation of the domestic currency, with the
difference that, unlike the latter'tﬁe effective import rate

is different from the effective export rété.(This is shown
below.) The distinctive feature of the Scheme is that the
transfer of finéncial resources (i.e., the”subsidy) from the
import sector to the exvort éeotor is accomplished wholly

by _the market - i.e., the export subsidy forthcoming under

the Scheme is entirely Wpaid" out of the proceeds of the "tax"
it imposes on imports.
The main contention of this paper is that, contrary

- to the.commonly-held view, Export Bonus Scheme, as it now

stands, tends to have thg perverse effect of raising the

marginal pgofitability of-new investment in import -

substitution industries more than in export industries.

This is because it drives a wedpe between the effective

import rate and the export rate of exchange, with the former

being alwafs higher than latters 4As a result .the protective
effects of the Scheme tend to outweigh its subsidy effects. It
follows that the aim of the Scheme should not only be just to prov
an adequate subsidy to the export.sector. It should also seek to

generate an incentives pattern that, other things being equal,



For a positive exnort sub31dy is only a necessafy‘ 
stlmulutlng domestic resources to flow 1nto the export sectdr from
other sectors of the economy. To ensure that resources,do;;n fgcp
flow into the export sector to the ”desire&ﬁ extent, the‘éXiégiﬂg
discrepancy between the mérginal prbfitabilities of investmentiiﬁ
the export sector and the import substitution sector must also béff

minimized, at any given level of export subsidy®

The objection may be raised that the aim of the Export Bonus;f

Scheme, as the éovéfhment sees it, is not to stimulate investment

into export industries; it is just to increase foreign-exchange |
carnings.This may well be true.However, the main point is that in ﬁhe
long run the export-promoting objective of the Scheme canuot be .
realized unless the resources do in fact flow in the "desired™
direction. Llsc, irrespective of what the-govérnment'%jintention is,
the:EXport Bonus Scheme does have important allocativé’éffects.Theib
‘main thesis of this paper is that these "effects” should not be |
inconsistent with the aims of government policy.

The discussion in this vaver is divided into five sections.
In the first section are set out the basic relationships of the
Scheme with a view to highlighting the element of "choice" betwéen!f
~the main policy instruments that the Government -needs in order to»f
" realize the basic export-promotim objectives of theiSchane._ |
In the second section are noted the basic relationships
among the crucial variables of the Scheme. The analysis
presented in these sectims is then used, in the thifd'éeétiaﬁ

to evaluate the effectiveness of policy measures that the

P

2/In order to understand the significance of these remarks, it may be
recelled that devaluation raises, to the same extent, the marginal
profitabilities of investment in export and import-substitution
industries relatiwly to industries produc1ng for the home market.
This is because, say, a 10% devaluation 1s, in effect, equivalent to
a simultaneous 10% tax on imnorts and a 10% subsidy on exports.Thus
devaluation raises by 10% the domestic prices of both the import and
export goods above the prices of the non-traded goods.This stimulates
a resource flow both to export and import-substitution industries
from industries producing "non-traded" goods.

3/This statement assumes that other domestic policies - i.e.,fiscal,
monetery and investment policies - of the government are consistent
with the objective of stimulating a relatively bigger investment
flow into export industries as oppesed to other industries.




government has so far taken in recent years to increase the
"operaticﬂal efficiency™ of the Scheme. In the fourth section
are examined some of the possible objections to the line of
argument persued in the last three sections. The fifth

section concludes this discussion.

The perverse effects of the Export Bonus Scheme on
the allocation of domestic resources, noted in‘the last
section, flow from the fact that it drives a wedge between
- the effective rate of exchange for the expnorter and that
for the importer. This is easily seen._ Let rp indicate
the rate at which the importer can secure foreign exchange
in the bonus voucher market; and r, the rate at which the

5/

exporter can sell foreign exchanges’ Then, by’definition,

rpg =1 (1+v). R (1)

r {1+bv).  mmeeaa (ii)

]

Te
Where v is the average rate of premium at which import
bonus vouchers are sold in the open market and b is the rate

of bonus. It is then clear that ry will be different from rg

so long as b and v are non-negative but b is less than 100
per cent,

This discrepancy between r, and re has very important
implications for the allocation of domestic (new)} investment
between import substitution industries and export

industries. This is because while rs represents a subsidy

4/ In fact, in Pakistan the exporters sell import bonus
vouchers and not foreign exchange in the open market. No
forelgn exchange dealings are permitted in the open market
in Pakistan. All foreign exchange must be surrendered to
the State Bank of Pakistan. Under the Scheme, a specified
part of foreign exchange is converted into import bonus
vouchers,



on investment in export industries; r, is a measure Qf‘th§L.
protection that the Scheme accords the investmenﬁ in‘iﬁﬁéft; fﬁf§£
substitution industries. Now even a cursory look at
(definitional) equations (i) and (ii) above will show that
r, > Te oOr ;%Q>1, if v>0 and O&bdl will always be true.

Since the Export Bonus Scheme satisfies both these conditions,
it follows that it has a built-in bias in favour of import
substitution as opposed to export expansicn - the protective
effects of the Scheme tend to be stronger than its subsidy
effects on the allocation of domestic resourcesg/ It follows
that, in order to enhancelﬁhe export-promoting potential of

the Scheme, the existing differential between ry and rg must

be made as smalllas is possible at'aﬁv given level of export
subsidf%/ which is defined as the product of the average rate

of bonus and the average rate of premium (referred to hereinafter
as bv). In other words, the aim of government policy (in

order to "strengthen™ the Scheme) should be to decrease the

ratio g as far as possible., Now it can easily be shown

that whfle an increase in 'b! (i.e., the rate of bonus) will

decrease this ratio; a rise in v (i.e., the rate of premium)

will increase this ratio.

5/The protective effects of the Scheme, though not obvious,
are lmportant. For the higher price that the importer has
to pay (in terms of domestic currency) for foreign exchange
under the Export Bonus Scheme makes import activity less
profitable by comparison with the import licensing system
under which the importer gets foreign exchange at the (low)
official rate of exchange. By the same token, it becomes
‘more profitable to produce these goods at home, rather
than import them from abroad. :

Q/As shown below, while a given subsidy export subsidy could
be secured either by increasing v with b held constant, or
bﬁ increasing b wrile v constant, the protective effects " of

e former policy mix are greater than those of the latter.
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Tm _ r(i+v) - Ixv . (iii)

.Te ~ T(1+bv) T+bv

Differentiating partially with respect to b and v we get

I
“olry) v(l+v) ‘ .
EE T v VO mmmmes )
r
and 7%53) -
> v = 1+b\r)2:>O ________ (v)

Equations (iv) and (v) show that while rp decreases as b
Te
is increased, it increases as v is increased.

This result holds even if we allow for the fapt that
7

an increase in b will, ipso facto, induce a fall in v:’ This

[~
~

can be readily proved by differentiating I total y. We get

L Tm o v{l+v) 1 - b T
d (‘f.‘g)b,v = ~T557)2 .db + m)z LAv{ 0 ==o-=(vi)

The result should be intuitively obvious, because by eguation

(iv) a fall in v also decreases Im |

The significance and implications of this result can
- perhaps be more readily seen in terms of a simple diagraﬁi;

In Figure I, the implicit rates of exchange facing exporters

(re) and importers (rp) are measured on the Y-axis; v, the

rate of premium, is measured on the X-a s, The equation rp =
v (14v) iswféﬁfeSénted by a sfraight line AA' which has an
intercept of Rs.5.00 (the official rate of exchange fofm$1)

on the Y-axis. Each point on the AA' line represents an impliciti
. rate of eXchange for the importer, indicated on the Y-axis. For |

““instanqe, with v = 100%, rp = Rs. 10.00 for $1.00 (Point F).

7/ This is because an increase in b will increase the supvoly of

: bonus- vouchers. Given the demend for bonus vouchers in the
open market, their price (that is, the premium at which bonus
vouchers sell in the open market) will fall. (See Mathematical
Appvendix-1) ‘

8/ This analysis is based on my earlier study /[ 2/
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The equation r o =r (1+bv), represented by a family of1"reysﬁ>;et
originating at point A on the»Y-axis,‘cdrresponds to various
bonus rates (bS). Each pointFOn one of these "réys" represents
an effective'exehange rate to the exportef; indicated on the
Y&axisvat given values of b and v. Thus with b = 40%, ro = Rsi
7.00 for $1.00 (Point B). | |

A closer study of this diasgram shows that rp re if b 1
will always be true at a pOsitiVe rate of'premium. For instance,
if the rate §remiﬁm (v}viéﬁ100% and‘thexraie of bonus (b) is
40%, then ry, = Rs.TO;OO‘i»‘{)r io'ne JS dellef (VPoint F), whileﬂ
re = Rs.7.00 for one U.S. dollar (Point B).

It also shows that; With the rate of bonus (b} less
than TOO%, an increase iﬁ>£he 1evel of premium widens the
discrepancy between T and're."For instance; consider the
"ray™ Abp, indicating‘b = 40%. Now as v increases from 100
t0-~150%, with b kept cohstant'at AO%; ry increases from
Rs.10.00 (Point F)'V to Rs.12.50 (Point N), but ro crawls from
Rs.7.00 (Point B) to Rs.8.00 {(Point L} only, thereby widening
the differential between rp and r . This result is very
important and needs to be noted by the pOlicj-maker. (We
produce empirical evidenee about this aspect of the Scheme in
section 4).

A look at Figure 1 also indicates the direction thet
government export policy should take in ofder to minimize the
differential between rp, and r,: This can be done only by
pivoting the'fay origiﬁating from point A‘Qn the Y?infercept
in the direction of the line AA' - i.e., by successively
increasing the rate of bonus towards 100%. (The peesible

objections to such'a policy are considered in section 3 below.



The analysis in the last section highlights the basic

element of choice that the policy-maker must reckoﬂ with in

" deciding upon a certain level of export subsidy. It must
decide on the levels at which b and v must be fixed, since a
given subsidy could be secured either by increasing b while
holding v constant, or raising v while holding b constant.
This choice is most basic because, as shown above, whereas
the former "policy mix" tends to decrease ;2,- i.e., 1t tends
to emnhasize export expansion relétively moie; the latter
"policy mix" tends to increase this ratio - i.e., it emphasizes
import substitution relatively more.

Before we proceed further, let us consider the basic
relationships that the policy-meker needs to reckonm with in
order to be able to make the above-mentioned choice. It can
be shown (see Mathematical Appendix ‘A-1) that all the basic
relationships that needs to be considered in order to explain
the structure of the-Scheme can be expressed in terms of the
following fundamental equation:

£f/r (1+bv) 7. b =g (v, k).  —ceem-- (vii)
which is an implicit equation for v in terms of r, b and k,
which stand respectiveiy for the official rate of exchange, the
average rate of bonus and the number of items that could be
imported against import bonus vcuchers, under conditions of
free trade {See section 3 for details). The mairlgssumption
is that b, v and k can take only positive values.

However, since the policy of the government has so

far been to "freeze" r, we do not concern ourselves with it

Q/The.basic distinction between b and v, the crucial policy
variables of the Scheme must, however, be noted. Whereas b is
a policy variable fixed by the government, v is determined by
forces determining import trade and exoort trade.

10/This assumption is only too reasonable, since so long as the
Export Bonus Scheme is operstive, v, b and k must be positive.
For the Scheme assumes that there exists an excess demand for
imports that cannot be satisfied by imports allowed by the
government against "regular" import licenses.



Figure I

The Relaticnship Between the Rate ét'Whiéhf
Importers Can Buy (ryp) and hxporters
Can Sell (re) Foreign Exchange
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any more in the ensuing discussi on. Thus, b and k are the
crucial exogenous variables, whereas v 1s the crucial endogenous
variable. Since k is-aﬁ exogenous variable, a change in it .
can be represented by change in the endogenous variable v.
Indeed, in the last section we implicitly assumed that an increas
in v reflects an increase in k%g/ It follows that the government,;
in order to regulate the size of the export subsidy, bv, must
manipulate either k or b or boé%%’ It may be noted in this
connection that while an increase in k tends to raise v, an

increase in b tends to lower it. (See Mathematical Appendix A-Z)Q

In fact, the government have used both k and b in order
to influence the size of the export subsidy, bv, forthcoming
under the Export Bonus Scheme. In this section we produce the
empirical evidence on the use that government have made of k
and b, the crucial variables of the Exvort Bonus Scheme. We
then evaluate government policy in the light of our analysis

in section 2.

The main thing to ncte about govermment policy is that,
in order to increase bv, it has relied mainly on influencing
v through an extension of the "bonus list* (k); rather than

on increasing the rate of bonus (b), which has remained more

11/ However, it must be noted that the government could increase
the export subsidy directly by raising r. v will then be
zero (See Mathematical Appendix A-2).

12/ The Chief Controller of Imports and Exnorts maintains two ,
sevarate lists, one of the commodities imported against import -
licenses and another of those imported against import bonus ‘
vouchers. Hence an "extension" of the bonus list - that is, an
increase in k - takes theform of a "transfer" of some of the
imported goods from the former list to the latter list.(How-
ever, see section 3 for details).

13/ The fixation of b and k is the most crucial task
that government have to do at the beginning of each six-
month shipning period. There are two six-months shipoing
periods, from January to June and from July to December.
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or:less unchanged (with the excention of 1967 when the
e Y,
average rate of - bonus was raised comsiderably).

The following -table brings this out clearly.

Table I: Average Rate of Bonus and the
Level of Premium.(1961-67)

‘Average Rate 'of BonusAverage Rate of
{in Percentage terms) Premium {(in Percentags

terms)
1961 20.84 121,00
1961 23.86 144.00
1966 e 22,98 - 153,60
1967 28.50 169.71

Source: Appendix-B
Note: The.avefége rate of bonus in Column 7 has been calculated

by expressing total bonus vouchers issued as percentage
of total "bonus" exports.

Reliable direct evidence on the "extension™ of the bonus
list (k) is not available. This is because a mere increase in
the number of commodities on the bonus list may not mean much
for the level of premium. For, ever since the Scheme was
introduced in 1959, government have replaced items for which
there was not much donestic demand (but which were included
in.the:original "bonus list'", presumably on an éxperimentél
basis) by items for which considerable excess demand (e.g.,
sugar) existed. Moreover, with the passage of time, the number
and value of licenses issued for each items, that are both
on the.”bonus 1ist™ and the "regular list™ has decreased;
while the number and value of licenses issued of items which
are exclusively on the bonus liét has incressed. Obviously,
these déveIOpmehts imply an extension (in depth) of the bonus
1ist,'even though’ihe number of items rémoved may have been
equalito the number:of items added, leaving the total number

of items on the bonus list unchanged. The following table

1%/The main factor responsible for this rise in the average rate
of bonus is the rise from 20 per cent to 30 per cent since
April 1967 in the rate of bonus on jute manufactures, the
export of which constitutes about 35 per cent of total
manufactured goods export under the Export Bonus Scheme.
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shows that k has in fact increased considerably in the last
few years, measured either by an increase in the total number

of items or in the number of exclusive items.

Table é: The Extension of list of items on Bonus
Tmport List (1961-62/1965-66)

Value in RsiMillion

Total 3Bonus Import Exclusively on

Imports Bonus IList

Value No. of  Value No.of items

items

(a) (b) (a) (b)
1961-62 165.07 159 79.92 69
1962-63 200.64 166 86.0%k 78
106L-65 270,54 164 241 .50 125
1965-66 327.60 _181 25L.58 127

Source: Pakistan Economic 3urvej:

The implications of such a policy -- i.e., of mainly
relying on an extension of k (which implies raising v), rather
than on increasing b in order to increase the export subsidy,
bv, -- for resource allocation can be readily worked out with
the help of the analytical tools we have developed in section 1:
that is we should calculate the relevant rate for the exporters
and the importers and the differential of the two rates on the
basis of the information given in table 1. We aésume that v can
be treated as a proxy varilaovle for k. The results of this

exercise are summarized in the following table.

Table 3: The Size of the Export Subsidy (bv) and the
Discrepancy between rp and re (1961-1967)

Year b v bv re 'n Iy /Te =1
re=r(1+bv) ryp=r(1+v)

1961 0.21 1.21 0.25 5.9 10.50 76,77
1964  0.24 1.44  0.35 6. 41 11.59 80.81
1966  0.23 1.54 0.35 6. L1 12.07 88.07
1967 0.28 1.70 O.4L8 7.03 12.83 82.50

Source: Columns T and 2 taken from Table 7.
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The data presented in Table j shOW that
*7cScheme has, on balance, prov1ded relatlvely mo
substltutlon than to export exoan31on since the protectl e

e effects of the Scheme have continued to outwelgh its subS1zy

. effects 'rm has consistently been greater than rg. Furthermorf,,

:VJasia'look at the las% column shows, the edge that the
ﬁrotectiVe effects of the Scheme have over its subsidy efféctsf;:iff
got more prounced during 1961-66 (see Column 6), thereby |
enhancing the profitability of new investment in import-
substitution industries more than in équr% industries.
However, during 1966-67, government polici took a turn in the
right direction: b was increased from 0.23 to 0.28. As a
result, even though ry was = 71 greater than re, rm/Te
decreased from &8.30 to 82.50.
A closer study of Table 3 brings out an interesting
aspect of government export policy. Consider'the period
1964~66. During this period bv remained constant. As a result
re also remained“unchanged.'This.was'due to the offsetting
movements in b and v -- i.e., while v increased, b fell. At
the same time these offsetting movements in b and v increased
rme  As a net result, the ratio rm/re increased.This shows
that while the export subsidy forthcoming under the Scheme
remained more or less constant yet the protective effects of

the Scheme got still more prounced during this period.

L L

What then, is the defence of this government policy

i. e., relylng malnly on raising v by increasing k,

on 1ncr9881ng b. Although there is no official "exp“

of the ratlonaleyof this policy, it is not dlff;cul

what is it. It may be the (mistaken) belief of;ﬁh
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that the objective of the Scheme is just to give, and increase
it when needed, a subsidy to export industries. So long as

this objective is achieved, so the official thinking may go,

it does not matter how b and k are used, particularly because
the alleged protective effects of the Scheme are either non-
existent or too minor to be considered.(Total bonus imports were

only about 8% of total imports in 1966).

Another defence of government poliicy may be that, even
though the protective effects ofthe Scheme may be important
enough to. be reckoned with by the policy-maker, the government
may not like to follow ﬁlé moptimal"™ policy of increasing b
(and k also). For, it may be argued; an increase in b inwolves
surrendering control over a gresater part of the countfy’s totl
foreign-exchange earnings to the free forces of the market.

The government may not like this to happen because the resulting
compositim of imporfs may not correspond.to the one that it

considers to be soclsally "desirable'.

The first point - i.e., that-the nrotective effects of
the Scheme are insignificant - can easily be shown to be untenabl
The fact that "bonus imports" constitute a mere 8% of total
imnorts does not prove that the protective effects of the Scheme
are négligible. Fbr the relevant figure to consider in the presen
context is the percentage that each of the items included in the
Scheme is of the total'imports (bonus imports plus "license™
imports) of that particular item. When it is recalled that of
the 181 items on the bonus list (in 1965-66) 127 items, which
'accoun;ed er.78% of total bonus imports, could be imported
only agaiﬁstiimport bonus vouchers (see Table 2), it is easy.
to see that thg protective effects of raising the prices of these
items cannét;bé ignored.Also; of the items that are common to
both the lists, imports égainsﬁ bonus vouchers are a substantial

proportion of the total imports. Relevant data for the pericd
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195 ~-1963 are set out in table &4 below. {Flgures for the

latter years are not available on a com*arable ba31s)“

Table L: Imports against Bonus Voucher as a percent ge .
of Total Imports (1959-63) by Main Commodlty

Groups . -

”Commoditﬁl -
Groups : 1959 1963
Consumer ' 24,3 114 1
Raw Material for Consumer Goods 27.8 _31 O
Raw Material for Capital Goods 8.1 , 9t1~": 
Capital Goods ' 39.8 4L5.8
A1l goods 15.7 27.9

Source: Nagvi /1_/

We now come to the seéond point noted above. The basic
question really boilé’down'to: whether the freé-market forces
oan“bé relied upon to operate in the ”socially desirable" way --
that is, in the way that the government considers to be socially 
deéiféble? Since the government policﬁ»(i e. ,-the "socially
desirable™ policy) has been to increase the prOportlon of capltal

in total imports -
gocds and 1ntermed1ate gocds as opposed to consumer gowdsh the
real question that needs to be answered is: is there any reason
to suppose that the free forces of the market will also yield
about the same composition of imports? A more than casual
empiricism suggests that such a falth in the free-market
fgfées may not be entirely misplaced. A comparative study
of changes in the compositicn of imports under "regular"
commer01a¢ llcen51ng and Export Bonus Scheme during 1959-63

shows convincingly that the composition of imports under

both have been pretty much the same.
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Table 5: A Compariscn of Changes in the Composition
of Imports under *regular™ Licensing
(Commercial Lincensing only) and the
Export Bonus Scheme (1959-63)

Composition of - Regular Licensing BExport Bonus

Import Licenses {Only Commercial) Schene ]
Issued Net % change in Net % change in
- 1963 over 1959 1963 over 1959
Consumer Goods + 0.2 - 10.2
" Raw Matﬁriai for + 2.0 + 3.2

Consumer God s

Raw Material for 17l £ 1.0
Capital Goods

Capital Goods _ #15.2 + 6.0

— ‘ Source: Nagvi / 1_/

A similar comparison with imports under "industrial
- 1 ’ -‘
licensing™  establishes our point even more clearly.

Table 6: Changes in Import Licenses issued
under Industrial Licensing 1957-63

Industries : Change in 1963 over 1957
Consumer Goods ' - 23,8
Intermediate Goods + 2.2
Investment Goods + 21.6

Source: Nagvi /1/

It may be noted, narenthetically, that ecarmarking a

part of country's total foreign-exchange earnings for“"bOnus

import"™ does not imply that governmént have relinquished all
control on the foreign exchange "retained™ by exporters in

the Form of bonus vouchers. First of all, eveﬁ if the government i
raises the ratendf bonus to 100%, about 50% Qf total foreign- ‘
exchange earnings will still be under the difect control of

the foreign-exchange authorities.(In 1966, bonus exports

- 15/For details of these matters seelNagvi / 1_7.
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constituted about 50% of total exports.(See Appendix B-1).

Moreover; the government will still exercise overall control
on the foréign exchange "retained" by exporters (in the form
of impoft bonus vouchers). For, the exporters will still be
required to surrender all foreign exchange to the exchange-

control authorities.

N

The main conclusions of this reper. can now be briefly
summarized.The main thesis of this paper‘ié'that, irrespective
of what the government intentim is, the Equfy'Bonus Scheme
"5ékéft3"ihfiuence on the allocation of domestic {new) investment
resources among alternative uses. It has been shiwh.that, with
thé‘rate of bonus 1-ss thmn 1004, ﬂicrﬁx;rft Brnud Scheme,
like’;hc import-lic-rsing syst«: (alth ueh ti a lesscr extuant),
favours imﬁcrt substitutiam more than export expansicn. Also,
the policy of increasing the export subsidy primarily by
increasing k rather than b has tended tc widen this differential
ir the investment incentives implicit in the Export Bonus Scheme.
Hence the objective of the Export Bonus Scheme is not only to
increase the size of the export subsidy; it is also to reduce
the discrepancy between the marginal profitability of investment
in impert substitution and export industries -- i.e., to reduce
the ratio ;E, at any given level of bv. The main policy
recommendation that has emerged from this analysis is that,
in order to increase the export subsidy and reduce the
ratio ;Q, at a given level of export subsidy, government policy
mu st prgmarily consist of increasing b. It fcllows that the
reluctance of the government in the past to increase b (with

the exception of 1967, when b was ccnsiderably increased)

is inconsistent with the basic objective of the Export Bonus
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Scheme which is to increase foreign exchange earnings.

The point is that the logic of the Export Bonus Scheme

must be fuily understood and followed to the bitter end.

It is only in this way that the "gains®" from the Scheme can

be optimized.

1.

- ———
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MATHEMATICLL APPENDIX-A

hppendix A-1: The Structure of the Exvort Bonus Scheme

‘The "structure® of the Export Bonus5ScheﬂéfiS bésp_jﬂ-'“*

understood in terms of the following system of equationszﬂ:  f:f:

nS = X. b. R (1)

X =flre)  ememeee (ii)

where fe is defined as

re =71 (1+bv)  emeee- (iéi)

n¢ =glv,k) - e (iv)

ns =n¢ e (v)

b = exogenously determined = =—---—-- (vi)

k = exdgenously determined = ~----- (vii)

r = eﬁogenously determined = ——w—-= (viii)
Yhere: o |

n® = the supply of bonus vouchers

nd = the demand for bonus voughers

X = value of eprrts of”items-receiving "bonus"

b: - the rate of BOnﬁs {ife;,-the percentage of

their export earnings that exporters are allowed
to ceonvert into imnort bonus vouchers)

r, = the effective rate of exchange for the eﬂporter: :
v = the level of premium
k = the amount that could be imported under

t

conditions of unrestricted trade (see section 4
for a detailed expnlanstion of k)

r = the official rate of exchange

This simple system of equations gives all the basic __-J”
relationships that needs to be considered in order‘to understaﬁd.
the inner "structure® of the Export Bonus Scheme. It tells us
that: (i) the supply of bonus vouchers is a function of the
value of exports (X) and the rate of bonus (B); (ii) the demand
for bonus véuchers is a function of the level of premium {(v)

and of the 1list of commodities that are put on the "bonus list”

(k)}; and (iii) the effective rate of exchange relevant for the
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exporter is a function of the product of the rate of bonus
and the level of premium,

Let us now study the properties of this system. It
will be noted that in this system there are eight equations
and -eight unknowns, (i.e., ns, nd,Ak,Ab; v, re; X and r).

It can easily be shown that of these eight variables we need
to concern ourselves with the behaviour of only three
variables, b, k and r. For once the value of these variables

are fixed the values of the rest of the variables will also

fixed. To show this, set

Substituting equations (i) and (ii) into (v] we have
 X.b =g (v,k) [ (vi)
Now again since ‘
X = f (rg) and Tg = T (1+bv) —~-—(vii)
the left hand side can be rewritten as
- f [Tf(1+bv);7. b=g (v,k) | «{—(viii)
which_is an implicit equation for v in term of T, b and k.

It is assumed that b and k can‘take‘only positive values.
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ematlcal Appendlx A=2

bfét us now se€e how the changes in k and b 1nfluence v.f >ﬁ: ’
““Awllttle mathematical manloulatlon will show that while an 1ncreaso 
ﬁ}31h;k tends to raise v; an 1ncrease in b tends to lower V.

| Let us now rewrite our system of eguations (i) to {vii)

L 1/
~as follows:

nd =4 (v,k) ‘ ——--= (i)
n® =8 (v,o) (i1)
ana nd = n°, in equilibrium —-—={iii)

(since r is given, the effect of a change in r on v will

" not be considered below)

We now wish to study the influence ofAchanges in k and

- b on v. Since in equilibrium changes in nd must equal nS,
~we have |

{Capital D stands for partial derivative).

and = 4nS | | == (iv)
where dn® = Dy.dv + Dk.dk _——— (V)
dnS = Sy.dv + Sp.db - e (Vi)

Substituting {(v) and (vi) into (iv) we have in equilibrium

Dy.dv + Dg.dk = Sy.dv + Sp.db ceem (Vi)
Rearranging terms
dv (Dy-Sy) = Sp.db ~ Dx.dk ~--(viii)
S - Dk. .
whence dv = 290 ko dk ~---(ix)
D, - Sy

Let us now first study the effect of change in k. For' |
Dy .dk
that we must determine the sign of - 55 from (ix). Now w
v o ’
assume that Dy > 0; and that since the demand curve for: bonus

vouchers slopes downwards, Dy C. Thus the denomlnatqr ;s,i

negative. But since there is a negative sign before théf’

1/ It is easily seen that equations (i) to (iii) here are ,
comparable to (i) to (vii) in Appendix A-1. Equatlons (111)
and (i) are same: (ii) is also comparable with (i) because

nS = X(re). b=f /[ r(1+bv)_7. Thus nS can be expressed as
a function of v and b. We assume that r 1s fixed.
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expression the whole expression is positive. It follows

that increase in k tends to increase v. Similarly, consider

Dy-Sy -
the whole expression is negative -- that is an increase in

Spb.db . We can show that since the denominator is negative

b tends to lower V. (If we had also included r as an argument

in (i) and (ii) it could easily have been shown that a change ing
r -- i.e., a devaluation -~ will also lower v. As pointed out |
above as r is increased v tends to zero. When devaluation is
large enough such that no excess demand for imports exists,

v will, in fact, be zero.)

We now have all the basic information we need. We
know that at a given rate of exchange (i.e., r constant),
the government can influence v by changing the two prindpal
policy instruments k and b. We have also seen that while an

increase in k raises v, an increase in b will tend to lower it.

It may be noted here that whenever we speak of a rise
in v, iﬁ“is'implied-that k has been increased. Since k is an
exogeﬁous variable, a change in it can be répresented by changes%
in thefendogenous variable when we-wiSh to study the effects "

of changes in exogenous variable on the export subsily bv.



23

APPENDIX B

Table B-1: Total Exports, Bonus Exports, Bonus Vouchers
Issued and .veraged Rate of Bonus

Million of Rupees

Total 3 as % Total Bonus 5 as % hverage Rate
Year Total Bonus of 2 Vouchers of 2 of Bonus
Exports Exports Issued 5 as % of 3
1 2 3 " 5 R
1961 1905.0 724.2. 38,02  151.2 7.9 20.86
1661, - 1007.9 - 240.5 - 23.86
1066 2860.7 1461.9 51.10 335.9 1.7 22.98
1667 N.&. 14G8.3 431.50 28.80

Source: Figures in Columns 2,3 and 5 taken
from Economic Survey of Pakistan

Table B-2: Total Imports and Bonus Imports

~ Year Total Bonus 3asa %
Imports Inmoorts of 2
[ 2 3 b
1961 3056.3 151.2 4.95
1964 1833.6 240.5 L. 98
1566 L28L. 4 335.9 o 7.84
1967 5243 .4 431.5 8.23

Table B-3: Average Rate of Premium

Year average Bonus Premium
(in percentage terms)

1961 121,00

1964 144.00

1966 | 153.60

1967 169.71

Source: Economic Surveys of Pakistan
and Monthly CSC Statistical
Bulletins.
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