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During 1950!s Pakistan maintained balance in her international pay-
ments in the face of an excess of demand over the supply of foreign exchange
at the prevailing rate of exchange by the imposition of qualitative restric-
tions on imports which were imposed as early as 1952 with the onset of the
post~Korean depression and which were continued throughout the 19%0ts and
19601s inspite of a devaluation of the exchange rate which took place in 1955
The favourable effects of devaluation were quickly offset by inflationary
movements which were faéilitated by deficit and accentuated by a food short-
age, caused by a stagnant agriculture, The excess demand for foreign exchange
was aggravated with the launching of the Second Five Year Plan in 1959-60,
which required s considerable increase on the imports of raw materials and
capital equipment so that import licensing was tightened in an attempt to
increase the relative allocation of the scarce foreign exchange for the
imports of raw materials and capital goods as well as to regulate its compo-
sitlon to suit the requirements or the priorities of the plan., At the same
time during 1960's the tariff rates on imports were increased; however the
effects of the quantitative restrictions swamped the effects of tariffs. The
implicit exchange rate for imports, including the effects of tariffs and
quantitative restrictions on imports, as measured by the ratic of the domes-
tic price index to CIF price of the imports was considerably higher than
the official exchange.

By the ond of 1950's and the beginning of 1960's, Pakistan adopted a
number of new export incentive schemes and éxpanded and made effective some
of the old ones. The most importan£ measure was the Export Bonus Scheme,
which was an extension, in temms of the rate of incentive, as well as of the

covérage of exports, of the previous import entitlement scheme., This scheme
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had *he effect of increasing the.effective implicit rate for the commodities
imported under the scheme, The import entitlements under the bonus scheme
carried a premium of 1507 ~ léO%lover iheir face value during the 1960'?; in
addition, they paid import duties and carried scarcity margins in the domeéw
tic merket insofar as some of the bonus items, as under the ilmport regulations
in 1965-66 and 1966--67, could be imported only up to a maximum ceiling.
the iwnlicit rabes of exchange for different categories of imports
for the different years are given in the following table. Since the data oa
the actual scarcity margins are not available for the period 1955/56~1959/60.
those relating t0,196ﬁ/65 have been used for the earlier period, Indirect
evidence regarding the imﬁlicit rate for the imports on a more aggregative
besis during the latc fifties and early sixties seems to indicate that there
was not significant difference between the tiwo periods.1 The table indicates
that the implicit rate of exchange for imports was considerably higherfduring
- the midsiX$iQsHgompqrégmw;ﬁh_the retes during the midfifties. Moreover, the
structure . of import rates is the wide range of rates for the different-commo-
ditics. Turihg 1963/64-1964/65, the implicit rate (R?) ranged from Rs.7.78
per ¢ollar to R5.19,93 per dollar, and during the next period, they ranged
~from Rs.9.12 to Rs,.22.69 per dollar. The highest rate is about two and onc
half times the lowest implicit rate, Thirdly, the implicit rate is consider-
abiy"higher than the official rate, ranging between the minimﬁm of 60% and

the maximm of almost 500% above the official rate,

1o S.R. Lewis and S.E. Guisinger, Chapter on Pakistan, in The Structurc of
Protecticon in Developing Countries, Edited by Bela Balana. I.B.R,D. unpub-
Iished manuscript, D. 6-7.

For the bonus imports the implicit rate indicated by R in the follow-
ing table is not strictly relevant excepting in the case whefe there is an
upper ceiling on the quantity of bonus imports,
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A considerable increase in the implicit import rates encouraged and
speeded up the process of import substitution in‘Pakistan during 1950's. A
rise in the implicit import rate without & corresponding rise in the impli~
cit export rate involves a discouragement to the expansion of exports.
Firstly, it increases the relative returns from investment and production
in the import substituting industries compered to that in the export promoting
activities. Secondly, the costs of the inputs into the export industries,
which are supplied by the import competing industries go up, as they replace
the imported inputs by a greater use of the high cost domestically produced
inputs. Thirdly, the cost of the imported inputs for use in the export
industries or activities also goes up insofar as the restrictions and tariffs
On the imports designed to encourage the import substitution raise their
domestic price, Fourthly, the import sgbstituting industries, earning high
profits in the sheltered and protected domestic market bid up such factor
prices as the level of urban wages, often considergbly above the opportunity .
coat of labor, partly facilitated and reinforced by the pressure of trade
unionism in the industry and theksocial welfare legislation of the government
on the other, The export industries thus face the increasing cost of
labor and an increase in total costs.

thile, on the one hand, the implicit rates for imports have been on
the incfemse dﬁring the 1950's as well as 1960's, the implicit rates for
exports started to increase only during the sixties, The export rates for
the primary commodities were below the official rate owing to the imposi—
tion of-the éxport taxés throughout 1950's as well as 1960734 Insofar as
the manufactured exports were concerned, not more than 1-2% 6f the exports

of the manufactures prior to 1959 were affected by the various import



fifties. Even though the exenption

‘f._hﬁé;ﬁédiéﬁé inputs as well as the

- dmported iapats wes introduced as early as 1956, the procedures for exemption

?Aﬁéfe not worked out satisfactorily and the administrative delays and complexi-
:_fies<1imitod their'usefulnessﬁﬁlt was only during 1960's when the export
 _drive becane one of tie maiﬁ.components of commercial policy in Pakistan
‘that the implementation of the measures of tax cxemption was pursﬁed vigo-
rousliy. Tﬁe exenrption of exports from the domestic indirect taxes was, how-
ever, in force during the midfifties. The rabate of income tax on exports
was introduced only in 1963-64 and the export performance licensing which
is quentitatively the most -dimportant incentive, next to the export bonus
scheme, was introduced as late as 1962-63,
The export rates for the major primary commodities during mid-1950is

varied bebween 4,09 and 4.15 pe? dollar as against the official rate of

Rs. 476 per dollar whereas the official rate applied to the primary minor
exports with a few exceptions. A very few minor primary'commodities were
eligihle Lo a rate of evchange which was about Rs.5,12, since they were
entitled 4o the import entitlement schemes introduced during 1956-1958,
" Howevazy, the implicit rates for exports improvod during the 1960's; the rates
for the major primary commodities improved from Rs.4.38 to 4,62 per dollar
between 1050-61 and 1966-67 with a progfessive reduction. in the éxport
duties whereas those for minor primary commodities which were more entitled
to the cxnort bonus scheme varied between Rs.h.?S'and Rs.6,19, per dollar
depending unon (a) the varying rates of percontage of bonus and (b) premiiun
on the bonus voucher in different years., It was in respect of the manufactured
exports that o substantial improvement in the implicit export rate took

place;.Consierjng the effect of the export bonus scheme only, the Implicit



export rate for jute manufactures ranged between Rs. 5.96 and 5.94 per dollar
" during 1959/60-1966/67; during the same pefiod, the export rate for cotton
;Jyarn ranged between Rs, 5,90 and Rs. 6.24 per dollar; for cotton cloth between
:._:.;Rsq 6.28 and Rs., 7,00 per dollar and for miscellaneous manufactures between

f Kse 6,90 and Rs, 7.81 per dollar,

Under the export bonus scheme, the exporters receive a fixed percenﬁage
of their exports in terms of the entitlements to imports, which are transfer-
able and can be freely bought and sold for the imports of a specified 1ist of
commodities. The scheme, therefore, provides a mechanism by which the high
profits earned by the importers, in view of a great excess demand for scarce
profits, are transferred to the exporters, The export bonus scheme, which was
introduced in 1959 excluded the major primary commodities such as jute, cotton,
tea, hides and skins, and wool which consitituted in the early sixties about
80% of Pakistan's total export earnings., The rest of the primary commodities
which at the same time of the inception of the scheme in 1959 Jid not constia
tute more than 6% of the total.exports, and all the manufactured
export§ weré entitled to receive the import entitlements to the cxtent
of 20% and 408 respectively of their export proceeds, with the exception of
the jute manufacturing industries which were eligible for the same rate of
import entitlement as the minor primary commodities, i.e., 20%. In addi-
tions, some invisible items as the earnings from shipping, ship and aircraft
repairs, and salvage operations were entitled‘to a bonus a2t the rate of 20%.
The hotel industry and private remittances from abroad were subéequently
included in the scheme, both of these items being entitled to a 20% bonus
rate. There are three distinc£ features which distinguished the scheme
from the earlier import entitlement schemes, Firstly, the import entitlce
ments became freely transferable in the open market as they could be used

for imports of any items on an extended eligible list of imports. The
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| 1fferon§es as betweén the dlffcrent 1ndustrles, 1nbterms of the extent
| of sub51¢y rccelved by them were not rel&ted to Qcarclty of the imported
1nputs mhléh were speclflc to the 1£dustry concbrned but to the scdreity of
| a muphulgggerwgroupaof commodltles common to a large number of 1ndustrles
and uscrb. uOcOHdly, the coverage of the‘schomu was con51derably wider than
\,qhe earllcr schcmcs and all exports, both Drlmany and manufactured, except-
?'1ng tgé maéér éxports such as tea, cotton,lgute, woql{ h;des and skins

were cntltled to the bonus scheme, With 20% export bonus for primary
commodities and 40% for manufactured goods, this scheme provided a higher
1evei of assistance for the majority of the export commodities as compared
to’tho previous incentive schemes. Thirdly, services such as shipping,
}ghlp and alrcraft repalrs, and hotels were, for the'first time, entitled
| to the 1mport entltlements.

| Even though Dr. W, Voek, a German economist whose recommendation

pLoyed a v1tal role behind the 1ntroductlon of the scheme, suggested a uni-
form perccnv&gt of bonus for all exports 1.9., -20%. -and no- restrlctlon on

1mports for uhe use of 1mport entltlements, Lxccptlng by means of heawy

duties on non~essent1al 1tems,.thenscheme whlch was~eVentually 1ntroduced

as described: a OOVO, contalned a restrlcted 1mport llst and the dlfferentlated

one hand, and in the excess demand for 1mports, beyon’_

on the other.. There would have been only one effectlve export ate and two

effective import’ rates ~ one under licensing and th@thherfoP;thefipans

imported under bonus scheme, The export rate would have stilllgéniiﬁﬁéd'to
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) be below the import rate facing the users of imported goods because insofar as
import réstrictions coexisted with the bonus import, bonus import will be made
only if the premiwm is not more than the level of excess profits generated

by quantitative restrictions on imports., Export rate would be higher than the
official, rate to the extent of PR where P is the percentage of bonus and is
less than one and where R is the premium on the bonus vouchers, whereas the
iﬁport rate facing the final users of imported goods and the competing domestic
producers would be higher than the official rate by R.

]Since 1962~63, an additional measure of export promotion in the form
oﬁﬁeXport performance licensing has been in existence under which different
exports, as under the export bonus scheme, are entitled to receive import en-
titlements at‘vanying percentages of their exports butfﬁnlike‘in the bonus
scheme they are not freely transferable but can only be used for the imports
of raw materials, sparc parts, and machinery required by the industry concernsd.
The subsidy element in the export perfommance licensing arises from the fact
that there is an excess demand and a consequent scarcity for most of the im-
ported raw materials in the domestic market, specially in view of the widespread
prevalence of excess capaclbty in the manufacturing industries, In the presence
of a continuing pressure of a strong pull of domestic demand, exports'involve
a surrender of sales in the highly profitable domestic market, which are sought
to be compensated under this scheme by granting to the exporters additional
import licenses or permits to import raw materials and spare parts. The latter
may be used either for a larger domestic production destined for the domestic
market or for outright sales at high profits to others similarly situated and
suffering from excess capacity, Mbreo&ef, a greater utilization of capacity

reduces unit costs and thus increases profits per unit of sale.
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The additional import entitlement or export performance license re-

ceived by tthe export industries in the initloal years was substantially in ex-

cess of the import component of e{ports specially since the: 1mpovc entitle-
. ments were st 100 por cent of the f.o.b. value of exportu Until 1964 only

43 industries ware eligible for the sdditional import entitlement, and the

import entitlements were at 2 uniform rate of exports.  While in the subseguent

years the mumber c¢f industries receiving additional licensing has been con. it
siderably expanded to about 250 industries in 1965-66, the percentage of
iméort entitloments has also been reduced}‘ Moreover, the import entitlemento
of each industry are to be fixed separately in the light of its own import
component, but in no case is it to exceed 50 per cent of the f.o.b, value of
exporss. ’I‘hvl.zs,n the degree of differentiation between commodities has considez-
ably iucressed and so also the rates of subsidy accruing'to the different
industries widely differ,
Apart from bonus the imports under the bonus scheme which constitute
“barely 10%.31% of private commodity imports and 5% of the total imports, the
implicic rate of exchange for the commodity imports ranged between Rs, 8 and
s, 12 pew dallar in 1965/66., It is to be noted, however, that the implicit %
rete for one category of the commodity imports, i.e., food gféiﬁs,vis'the of- |

ficial rate since they aré not only imported at the officlal exchange rate

1, Govelnmen* of Paklstan, Ch1ef bontroller of Exports and Imports, Gazette
of Pakistan, nleaordinary; for various shgpping perlods, 1963 64, 1964~65
196566 and 1966-67.

W.E, Hecox,
Pakistan'', Research !
~Karachi.

eport No. 30 Pakistan Ins
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under the government auspices but also are imported duty free., In addition
such invigibles as debt service remittances, defence purchases by the govern.
ment and the imports of the traveller's baggage into Pakistan duty free at
the official rate of exchenge. The imports of food grains and invisible pay-
ments éanstituted 33% of the total (visible and invisible) foreign exchange
payménts in 1966—-67.1 Of the commodity imports, capital goods constituted
about 47% to 50% during the years 1965-66 and the implicit rate applicable to
them was about Rs, 8 per dollar in 1965-66, whereas the raw materials for cou..
sumer goodskwhich constituted about 15% of the total commodity imports was cli
gible to an 1mpqrt rate varying between Rs. 9 and Rs,1150 per dollar and the
:rate applicable to the raw materials for capital goods which constituted be-
tween 14% to 11% of the total commodity imports varied between Rs.9 and 11 per
dollar,z' The consumer goods which constituted about 25% of the total commodi iy
imports were eligible for an implicit rate, which was the highest i,e., betweon
Rs, 8626.an§ 33,13.50 per dollar, Thus the maximum rate for about 75% of the
commdaitynimports was between Rs,8 and Rs.li'per doilar>1ﬂ 1965-66. For abou:
63%'of'£He imports it would be about Rs,9 per dollar, if we assume that 50% of
Eheiiﬁ;orts of intermediate goods and raw materials aré unprocessed materials,
The relative exchangp rates for the different categories of exports and imporis

in 1965 66 .are shown below. The export rates include the effects of the various

lyother export iqqentivefschemes, in addition to the export bonus scheme,
e T St I . . o,

. ' T3 e b l Ty l‘ ' e o R
1, Phillip Thomas, "A Note on Effective Import Exchange Rate,“September 26,
1947 Kalamazoo Collegq,;,Kalamazoo,\U Sehe , A

g5 SR .
2, The figures for imports-are. _taken from N. Islam, "Imports of Pakistan:
Growth and Structure, A Statistical Study," PIDE 1967, p. 27-29,
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Implicit Exchaﬂge Rate for Commodity Exports and Imports
(Rupces per dollar, 1965-66)

hpproximate . ° o hpproximate
Licensed - Percentage S Exchange ‘ Peunr-inqe
Imports » Distribution C o Rate Exports Distributio

1 : ‘vc 14 IT r 3 . | .
(1) Capital good 49 Rs 18 A Major Primary a)45% 453
Exports b) 4.76
- ' ‘t}o78 "
(2) Raw materiale 26 . . Rs. 9-11 Major Primary 129 -6.00 "
: Exports LR TR
N N | | | | 5.20
(3) Constmer goods 25 Rs, 9-14 Jute and Cotton ,,, o
1 29%  ~7.47
» . ? : Manufactures
| ) , 6447
Bonus, impors . Other manufacturesidy 9.52
Capital goods 11,80 T
Raw materials 14,50-17 .11 3 manufactures
Consumer goods  15,38-18.60 - _ of very little
Co : . ' significance in
exports
11.04
-12.11

¥

<

ihe fmports considered above are mainly or overﬁhelmingly manufactured
~ goods wheveas 43% of the exports consist of the manufactured goods. Thus 1f we
. conflne ouvielves to the manufactured.goods ;nly,:it appears that while about
29% cf the total exports and 66% of the manuf actured eXports earn between
Rs 5.90 and 7,50 per dollaf,'WHiéh iS“bélsw ﬁﬁe 1owést rate to which»;he
nanufactured imports are eligible>i.e.,'ﬁs.'8 éer dgllar,wag which 50% of the
ﬁon bonus imports are allowed. dbzy ébodt one £Bird of the total manufactuved
exports earn comewhere. between Rs,6.47 and Rs.9.52 per dollar, ﬁhiéﬁ ére

lower thaa the rates at which Ehe»respiof the non-bonus imports (another 50%)

7
+

(a) Major erpoxts like jute, cotton and tea which were subject to export taxes,
>, P ] s

(b) Such major exports as wool and hides and skins which by 1965-66 were
erempt from export taxes,
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are allowed f{.e., between Rs. 9 and Rs, 12 per dollar, The bouus imports whi-:a
coﬁstitute 10% of the total imports earn between Rs, 12 and Rs.19 per dollax,
whereas only three manufactgred exports which are of minimum imporiance la
the exports of Pékistgn‘like Cgal and Yetroleum products, tobacco products,
alcohoiic béverages.;nq cosmetics earn about Rs, }1-12 per dollarol°

R Thé foregoing analysis indicetes that the implicit import rates ave high-

er in general than the implicit exchange rates. # comparison between the iwnor:

and export rates for broad aggregates of commodities creates the presumpticn

but does unot quantify in terms of individual industries or groups of indusicios
how the structure of incentives, resulting from tariffs and import contzols,
on the onc hand, and multiple export incentives, on the other, favour impo:t
substitution as against export expansion or vice versa, It is nccessary fu=
this purpose not only to estimate the nominal export subsidy and protection
industry wise but also Lo estimate the effective rate of export subsidy wil>’
can then be compared with the effective rate of protection against imports,:
This is the better comparison whichawill indicate how far the various exnport
incentive scﬁames have been successful in offsetting the attraction of produie
tion for the domestic marvket in speclfic activities in substitution of imports
and how thz degree of impact of the export promotion measures differs as Let-
ween the differcnt industries in terms of effective subsidy. The first task
in £his excrcise is to estimate the total impact of the various incentive
schemes in terms of a percentage subsidy per unit of industrial exports.

Just as in the case of the domestic production for import substitutiou

the total effect of import restrictions and tariffs is measured by the rote of

1, The distribution of the bonus imports into three categories of: imperts
is roughly the same 2s the distribution of the non-bonus imports,
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effective protection, ﬁimilarly.in the nase of exper: promotion, the total
impact pflébq expori subridy on the allocation of resources between the iwzor
substituting, cuport premoting ox doﬁeatic {uion-trade) activities, is ton be
measured by the effactive vate of export subsidy. lf ie the net subsidy to
the “waluve addedb i a parzticular economic cctivity or industry wihen 1t Ig

enidea the relative attractiveness or puisiid

(4P

engaged in exporting abroad which

\J

azainst production for szlling at

©

abpility of preoduction for seliing abroad a

)
2]
')
<_

home, eicher in impert compaeting activicles or in activities which are purel
domestic and output of which does not enter into foreign trade. Just as the
protective effect of Couiffe and cuantitative restrictions is qualified oé
detracted by ithe impositicn of taxiffs and festrictions whicﬁ raise the
of inputs, so also thd;impact of the export subsidy is reduced to the emiewn:

that the domectic pricas of the imocrted inputs used in the ex@orﬁ tnguntey

or tha inputs supplied by the demestic Industry fetch higher prices than thsie
correcponding international prices, The magnitude of °ubqldy to the expoxt inwﬁ

dustry should tlus be cousidezad in temms of ef

+

received by the Ysalvz added" in ihe export inmdustry or ﬂ%por ing activity,
An ptuonyt

total nomine

measures, as o percentag? of the f.o.h, export of the individual. categories of

‘the manufectured exports; vy to estimate the effegtivé,xatés iné&pcst

as defined above, for the waricus mgnukacturing induvt y; '

with the effective rates of pro.ecc'on provided to various i’lduo ries Yeasurin
Effective Subsidy; and (d} to examinegthe-impticapipﬁs ofﬁ;h@*pqstﬁand prasent
pattern of the effacstive subrcidy for the growth of exports and the export

policy in Pakisian,



The relationship between (he nominal subsidy and the effective export

subsidy is snalgous to the relationship between the nominal and the effecti-
y & ¥ ive
protection as seen below,

e

Let V_ be defined ‘as "value added" in export prices, i.e., when sold

in tHe euport maxket aftexn taking into account total export subsidias
extendod to the sales in the export market., Vd is the "walue added!
in domestic prices, and Vw is the "value added" in world or inter-

national prices. Undex these circumstances, the rate of effective

_ , . Vd - Vw P L
protection is meatured by BT vhareas the effestive subsidy is
V- Vu

measured by Ve T If Vi, which is inclusive of export subsidies,

!

e i i

equals Vd, which includes the effects of tﬁe'imﬁbft restrictions and

tarlff protection, the cffective subsidy is the same as the effective
protection, This would be the case if the:receiptéipéf unit of ex-
ports (incliding subsidies) equal the receipts per unit of domestic

sales, lo.e., if Dp «» Xp (L§:8) where Dp is the domeﬁfié’bfiée'per unit

of cuiptt, ¥p is the f,o.b, export price and S.is the export subsidy

ag. o reycencape of the .f.o.b. export. .  Undey these. circumstances Vd
s cifferent from Vx.only insofar as. the receipts per 'unit of sale in

the domestic market are different from the receipts per.unit of sale
(including export subsidies) in the export market,. since thé value of
intermediate iunputs in both cases 15 the samea':The available data on
- the differential between the international and domeStiic prices suggest
that the recelpts per puit of.sgale in the.export“hé%ket*ére’ih many
cases, Iincluding export subsidies; less than what is obtained by
sell;ng at. home, .. In these'cases,zexports“Would'ﬁdt'be'as prefitable

as domestic sales,,

i
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The total impact of the various export incentive schemgs which have been
described earlier can be expressed in terms of. a total amount of suﬁsidy per
unit of export or as percentage of the f.o.b. value of exports. If D is the
domésticzmérket price of a u;it of output and if the amount of export subsidy -
is S then the price at which the exporter can.sell abroad if he is to equalize
the returns per unit of sale in both the markets is given by X = ZT$§7 where §
is expressed per unit of X.;‘The components of S are 1) the indirect taxes on

output, 2) exemption from the indirect taxes on the domestic inputs from the

other sectors or industries, 3) exemption from the taxes on the imported inputgi
4)‘export bonus scheme and 5) export performance licensing., Thus the export
‘price which the export SUbsidy enables the exporter to quote in the exports

market is as folldhs:

D(l—tm.m"td.d"t)

1 + bP + EP!

X =

By-defin1tion X is the export price which the exporter can quote, without
earning lower profit per unit of sale abroad than at homes in practice he. may
not be able to sell abroad at that price, since the world pgigg which governs
the actual éxport price (f.o.b. export price) may be: less théﬁfﬁfééi:hat

X > f.o.b. export price. To put the same thing in another wéigigﬁg £;o.b.

price is known and is taken to be X, then total receipts pér’ﬁﬁf;fﬁfﬁexport

‘sale = X( 1 4+ bP + LP') + D(t « m) + D(td , d) = Dt thhefefD“ishﬁheﬁdomestic
markut price 7 may or may not be equal to D, In the above;f

the rate of import duty on the import component of the o"tpn= 'ﬁfﬁdﬁestic

market price), m is the import component of the output

price), td is the rate of indirect taxes on the*domest"

domestic inputs per unit of output, and t is the'ind rec

the premium on the bonus vouchers, b is the perc: tag
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the percentage of export performance licensing and P' is the premium on export
‘performance~1icensing.ﬁw?he;amount of export subsidy as a percentage of f.o.b,
export is.:herefore,é%'gl),wLBL$$iphe.tptal,receipts,“including subsidy, per
unit of export sale, This is equal to

x/-('i + Pb + EP') + D(tm , m) + D(td . &) + tD-/- 1
L X ==

= Pb + EP' + D(tm + m) + D(td , d) + tD

= PD + EP + D(tm o m) + D(td . d) + tD
The total: amount of the indirect tax on output is considered a subsidy in the
above formulation on the assumption that the total tax 1s shifted on to the con~
sumer when the output is s0ld in the domestic market and that when it is exw
ported the ‘exporter would be obliged to bear the incidence to the full if there
was no exemptions The f,o.b. export price for each industry gfdup 1s derived
on the basis of the price differential between the domestic wholesale'price.and
world price}‘:ln the above derivation of the amount of export éubéidy, the fea
bate on income tax on profits or income from exports is not includea.‘LThé
percentage of rebate on income tax is related in a progressive manner to the
. percentage of outputiexported, L.c., a higher percentage of rebate is allowed
with a higher proportion of export to the output, ‘quiﬁg;l963-67,"tﬁg‘indus~
tries:which exported between 10% and 20% of its output were entitled to 4 rebate
of 10% on the income tak payable on profits or income from éiporfs; the rebate
was increased to 15% in 1967. Those exporting above 30% of output received the

maxium rebate of 20% which was raised to 25% in 1967, Assuming profits on the

l¢ S.R. Lewis and S. Guisinger, "Measuring Production in a Developing Gountry:
The case of Pakistan,'" Journal of Political Economy, July, 1968.

2, N. Islam and I,0. Malik, "Comparative Costs of the Manufacturing Industry
in Pakistan - “ Statistical StudyVy Research Report No. 58, -PIDE, Karachi,
June 1967,

Do L REREE PRI IR
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export sales to the extent of 25%.of the sales price, and income:tax at an
average rate of 30%, the subsidy works out between 0.7% and 1,5% of the f.o.b,
value of .e}‘cpolrt during 1963 -67, which Aincreased. tb a value .of 1,0%:and 1.,8%
"in 1967, R e

:lb The estimatesbotfthe"quantum‘of the nominal export subsidy Jdue to tax
exemptions of various kinds are based on the input ~ output table of 1963--611-;&:i
in respect of the various industrial classificstions contained therein., The
data on the import duties on the intermediate imported inputs and on the in-.
direct taxes are derived from this table. With the help of the data on the
indirect tax on the output of the supplying industry, and on the basis of the
inter-industry - flow cOeffiCIents the total tax paid by each industty on the
inputs purchnsed from the other sectors is estimated, The‘estimetiop of the
“amount of subsidy due to the export n:rformencevlicensing_raises.a special
‘ pioblem, since the‘industrialrclassification‘as contained in the input-output
'table is conceived in terms of the broad inoustry groups whereas the manufac-
tured exportlitems which are entitled to the export performance ligensing are
"much ‘more narrowly deflned The relate to the Specific products or. particular
branches of an 1ndustry.r Innorder to solve this problem in the case of an
industry a Specific branch or product of which is eligible for the _eXport
performance licensing, two rates of subsidy are estxmated, one in: the absence
of eXport performance license and the othsr on the ‘assumption that the export

..... I

performanCe 1icense applies to the entire industry. This is tantamount to the

[

assumption that the particular branch or product of the industry to which the

Y‘export: performance license applies ‘has. the same price differential as well as

FE 362 ) a

. the same inter-industry flow coefficients as those of the entire industry.
: X

'..‘.‘ o 5 e

Furthermore it involves the assumption that the average rates of import duties
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65 the imported inputs and of indirect taxes on the outputs of tﬁe industry
as a wholey; apply to the individual products 'or branches of thé;industry as
wells The average premium assumed for the export performance licensing is
50%, This is confirmed by the available evidence on the magnitude of the
scarcity margin on the imported capital and intermediate goodsl. The
scarcity margin on the landed cost of importéd'equipment and materials vaides
between 50% and 40%. The landed cost of imports includes taxes onvimports
‘and if the scarcity margin is expressed as a percentage 6f tﬁe CIF price,
.on the assumption of the 1owest4sc§rcity margin of 40% over the landed cost
and of the lowest rates of existing structure of duties in imports 1.e.,
about 17% tariff and 6% sales téx, the scarcity price for foreign exchange for
the import of goods in these two categories comes to about 54% , exclusive of
the effé&ts:of Eaxes‘and duties, Hence the;éssumptioﬁ of the premium of about
50% écérﬁing to the export performance license is a reasonable one.‘i

The effectivé export subsidy, once the nominal export subsidy is given,

is derived in the following way.

0, = Value of gross output in domestic prices (market price)a
0y = Value of gross output in world priceé.

)

D ‘ ‘ )
OW = PW(LF.OS) Pw is the ratio of the domestic wholesale price (including

indirect taxes) to world price which is in most of the

cases based on the CIF prices of competing imports. The
f.o.b, exportlprice is aééﬁﬁéd to be 5 pefcent less than
the CIF price.. | o |

"V.=10,. 2 I where 1 is the valﬁe of the intermediate inpﬁts in world
v oW~ T, W

“le cMo Alamgi¥, "The Domestic Priceé of Imported Commodities in Pakistan; A
Further Study", Pakistan Development Review, Spring, 1968, p, 44, .

2, S.R. Lewis and 8,E, Guisinger, Chapter on Pakistan, etc., Op. cicﬂw



prices.

Vd = value added in dJomestic prices (factor cost),

Ox = value of gross output when exported (including subsidies).

0 = OW'(1+S) whgre S is the export subsidy (excluding the effect o§

remission of inldirect taxes on output) as a percentage
of the f,o.by value of exports.
V, .= value added in the export market.

VX = 0X - Id’ where I

3

d is the value of the intermediate inputs (Domestic and
" foreign) for exporters., This is the same as the value of
" intermediate inputs in domestic prices, since the export
“‘subsidies which are given in the form of remissions and exemp-
tious of taxes on the inputs (domestic and foreign) used in
the dkport industiy are already converted in texms of the
total subsidy to the gross output as indicated-earlier and

are included in'S and therefore, not treated again in. order

to avoid double counting,

vV
Thus the effective Raté of Protection.= V“ L. whereas the effective Rate
V, =V d

of Export Subsidy = —z—%—~—ﬂv;~uin this paper V, has been derived indirectly

v v ' -X
‘N Iy , - - .!:- . . : 3

from ——g—vﬁ—i ~which"is known and‘vd.is given in the Tirus - Stern input-output

d
table of 1963-64, " . / IR Y
C If'VX and V are ‘always positive, then'a positive 'k defined as ’"TQZJi'

‘always 1mp11es ‘an effective export subsidy ‘and.- a2 negative biimplies GXport t ax..

ation. However; VX and V ave in some instances negative and in such cases the

_interpretation of L with regard to its sign 1s no longer. simpleo 1£ Vx 1s nega-

v e i i £

tive, a positive E implies and export taxation rather than export subsidy, where

«
iy | <b

as. with. a negative VX’ a negative E implies an export subsidy rather than ex.

port taxation. However; with a ‘positive VX’ a positive:v<” ‘,135 SUbSidy and

negative E implies taxation of exports,
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Nominal Export Subsidy

The nominal export subsidy in terms of its detailed components as wzll as
-in terms . of individual industries is indicated in the appendix. However,
the frequency distribution of the manufacturing industries in terms of

the rates of nominal subsidy is seen as follows:

Table

——

-

Range of Nominal Subsidies

Rates of Subsidy - Number of Industries Percentage Distri~
(as % of f.o.b. exports) 1964/65 1965/66 bution of industries
63-64 65-66
25 - 50 2 6 3,77 10.34
51 - 75 17 32 32.08 55.17
76 -100 13 13 24,53 22.41
101 -125 - 11 4 20.75 6.90
126 150 6 1 11.32 1.72
151 ~200 A 2 | 7.55 3.45
sy 5p 100.00 99.99

The twoJ@ost iﬁportant compounents of the nominal subsidy are the
export bonus and ﬁﬂé‘export perfcumance licensiﬁg,'?The tax exemptions .
of variougikind; on thé outputs and the domestic and imported inputs -
all amoﬁﬁé'tglé magnitude of subsidy which is considerably less than the
effect of.thé tﬁo major incentive schemes. The percentage distribution
of induééfies in terms of three minor components of subsidy is shown

below:



" fax exemptions
1963-64/1965-66

Domestic inputs ~Qutput
T 73-70 . 10-100
- 28-45 11-16 10-17
;;5 oo ~10 oo 17-17 S 13-11 25-28
ffAbove 10 22-16 3-3 55-45

In about 80% of the cases, the subsidy originating from'the'tax
i'exemptiéﬁ on the domestic imported inputs does not amount to more than
5% of the FOB value of cxports. In about 75% of the cases the magnitude
of subsidy originating £rom exenption from the domestic indirect taxesi
is about the same. As seen from table 2 about 61% of the cases examined
in 1963-64 receive the total nominal subsidies varying between QSKIand
100% of the FOB value of crouia. -Alout 40% of the cases receive‘tﬁe '
total nominal SubSLdleS eﬁceedlng 100% of the FOD value. ot exports;. -";5

By 1965 66 there is a dccllan'Ln tne magnitude of nomin'liSubsidy as

196

mance iicensing*l_
export performance lic
or obaervations for th

(Pev~:v1€3ﬁ Listribution of Ialustries)
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It ic intexesting to compare the differential between the world

and domestic price, on the one hond, and the amount of nominal exﬁort
subsidy, on the othar, of the specific industries.:‘The implicit rates

of exchange menﬁioned earlier and derivzed directly from the tariffs

and the scaucity movging measure the degree of protection provided by

the tariffs and quantitative restrictions whereas the price differentials
record the actual puicecs of the partisular product af home and abroad.
(Apperndix.) They ray czaceivably differ under certain circumstances.

To the extent that an industry is over protected or protection is
redundant, its actunl price Jiffererntial is less than what is wérfanted
on the basis of the tariffs end the occarcity margins., The domestic

price of the imported products may also be higher than the prices of

the competing domestically prodused substitutes lLecause of the consumer's
-préference for the well known foreign products. Moreover, the tariffs
and scarcity wargins uced for estimating the rauge of implicit‘éxchange
rates are the averzges of the very broad classes of commodities such as
consurer goocs, intcrmelinte gocdso, and capital goods, vhereas the price

differentials diccuaeed hera as vofer to the individual industries.

[y

The implicit zatea of eyvchanze eugeected by the actual price differentials
may thus Le coansidered a szample from the wide range of rates indicated by

the implicit ratcs given eeriierx and are, therefore, consistent with each

other,

Continued from pre poge:
_/ Counting industries with tuo rates of subsidy as two industries; siace
‘export performance licenting applies only to a branch or a product of an
industry, that branch or product is being treated as ’a separate industry
for the purpose of the clessification,



re tlgﬁs are hlgher than the imp1101t rates of export

-byffhéHQXport subsidy in most cases, if we exclude those

_r products of the manufacturing industries which do not receive

1/

1ﬂfexport performance licensing. The cases where the price differentials

:a;e greater than the export subsidy are sugar, edible fats and oils,
:;alcoholic Beverages, cotton textiles, jute textiles, silk and artificial
silk, wearing apparel, rubber, paints and varnishes, chemical products
n.e.s8., non-matallic products, metal products, some brands of machinery,
soﬁe brands of electrical maghinery, transport equipment, plastic goods
and pens and pencils. In the above cases, one may, therefore, suggest
that nominal pfofection as indicated by the price differentials is
greater than the nominal export subsidy. In the following cases the
nominal export subsidies are highe=zy cdnning of fruits aand vegetables,
manufacture and repair cf footwear, articles of paper and paper board,
printing 464 publishing, tanuing and. leather finiéhing, fe;tilizer§4f””
soaps and cosmetics, matches,; ccal ‘and petroléum products;.in four
othef cases, i.e.; épérts goode,: photographic and optical gaodg,.

threéd and threadball and: basic metals industfy, the price differentials

are almost equal to . the export subsidy;

)/ The implicit rate for imports is the counterpart of nominal protection
(afforded by tariffs:and zontrols), excepting that the latter does not
include the indirec: taxes on output, The price differentials include

the effects of domestic indirect taxes and the export subsidy equally
includes the effects of ‘exemption of ‘indirect taxes on exports. ' Thus
_the return from. export sales on. the basis of export sub81dy include

the effects of remission of indirect taxes in order to'compare with

the price differentials which include indirect taxas. : :
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If we consider those specific products or branches of the different
manufacturing industries which are eligible‘for the export performance
licensing, the total subsidy, including the effect of the performance licensing,
exceeds the avérage price differential in most of the cases. The comparison
may not bevstrictly tenable, since the price gatio for a particular industry
is often basged on>an average of the various products of an industry and is
thus not exhaustive in the sense ofvincluding all its products. In some cases
the price differential reiates to one or two products and is taken as repre-
sentative of the wﬁole industry. In a few cases independent observations of
the priée ratioé rel#ting to the different branches of an industry are
availéble which }ield tﬁe range of the price differentials for purpose of
comparison>with‘the‘range of the export subsidies, In 1963-64 in only
seven cases more than one price differentials are available; out of thesel/
cases in only three the upper limit of the range of price differencials
exceedsvthe export subsidy and in the rest, ;he reverse is true. An alter-
native way of'dealiﬁg with the problem isvto_compare the average price
diffe;ential per industry with the simple average of the two different
estimétés of the ex@ort subsidy per industry. In such a comparison invsix
out of the sikteen casés in 1953—64 ;he price differential exceeds the
axportynubsidy. |

By 1965/66, there is a reduction in the amount of export subsidy
owing to a raduction in the boaus rates in 1964-65; the export per-
formahce licensing hés also been reduced in the next few years. The
change in the magnitude of export subsidy took place within a short

span of two years, during which the price differentials of the

1/ The specific branches or products of the following industries such as
canning of fruits and vegetables, cotton textiles, thread and threadball,
footwear, wearing apparel, cork and wood, rubber, paints and varnishes,
soaps, chemical products nes, non-metallic minerals, metal products,
machinery electrical machinery, photographical and optical goods and pens
and pencils are entitled to export performance licensing.
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manufacturing 1ndustries could not possibly have declined and most
‘probably have anreaeed Excludlng the effects of the export performance
Llcensing, in twenty- five out of thirty- three cases in 1965/66 the
price differential exceeds the export subsidy, if only the cases which .-
1are entltled to export performance licensing are considegeqh in fifteen
:oet ofdtweoty-one cases the price differential exceeds the export
suosidy. Including‘the effects of export performaqce‘Licensing, the
iexport subsidies”exceed the price differentials in 1965/66 only part

in respect of some specific produces in the followingﬂindustries:
canning of fruit‘and vegetables, bakery products and confectionary,
cotton tekeiles, threadball, footwear, and cosmetics endwsoap; in

seven caéesﬂout of eight where morxe than one price differential is
available, the range of the price differentials is above the range

of the export.sobs{dies. Taking the average of the price differentials
and the eﬁeoft subsidies, only in four cases the subsidies exceed

price differeotialsﬁ>in one case- they are-equal ‘and in tbree other
cases, the price differentials are higher than the subsidies, Thus ,
in 1963764‘tbe price diéfereﬁeial oe trade of nominal protectioa is
exceeded by export subs1dy in the maJorlty or at Ieast ‘half of the,
cases Whlch are entltled to the export performance 11censing. By,
1965/66 the relative posxtion has been reversed with the price

differentlals exceed1ng export subsidies in the maJority of the cases, '
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Effective Export Subsidy

As has been explained earlier, whereas thehﬁOminal subéidy relates
to the difference between D and R, where D is the domestic market price
of a unit of output and R is the total receipts per unit of outputy:
when sold in the export market, the effective subsidy relates the
value added in the domestic market (Vd) to the corresponding value added
in the export market (Vx) and this measures the relative attraction of
the export market vis a vis the domestic market.} The effective ratas
of subsidy have been estimated for the year 1963/64 and 1965/66, between
which there are important changes in the two components of the export
- gubgidy scheme i.e., the export bonus and the export performance
1ip§psing, The distribution_of the. individual industries in terms .

of the various rates of subsidy is given below:

Table 3

Range of Effective Subsidies

Percentage of Subsidy Number of IndOstries ‘Percentage of Distri~

1963/64 1965/66 bution of Industries

‘ ¢ 1963/64 .. 1965/66

5 - 25 0 2 0 4k
26 - 50 | 6 s 1366 33.33
5L - 75 | 17 17 38,64 37.78
76 - 100 12 5 27.27 11.11
101 - 125 3 2 682 4 .bh4
126 - 150 2 1 4.56 2,22
151 - 200 1 1 2.27 2.22
200 and above 3 _2 6.82 b bl
YA 5 100.00 99.98

Percentage of Percentage

taxation

I - 5

60 - 80
324

.of taxation
1 20 -50 1
2 50-75 4

pa—————

48 54

175 -100 _1_
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“About. 80% of th;%;agés i5v1963/6& an& 87% of the cases on 1965/66
“recéive effective subsidy between 5% and 100% of the FOB value of exports.
-UThé r;ﬁge'of:QistriSutiontoﬁ the eéféctive_sqbsidywis much widé; ;han
that éfuche nominal subsidy{; While there ‘is no industry receiving-
nominal subsidy below 25% either in 1963/64 or in 1965/66,'abcut'5% of
ghg‘césés-in 1965/66 have effective4subsidy lower than 25%. Similarly,
the raﬁe of nominal subsidy in no case exceeds 200%, whereas the rate

of effective subsidy is above 200% in about 7% of the cases in 1963/64
and in abouf\?Z of the cases in 1965/66. Tbg range of export subsidy
varies from negative subsidy to as high as 4447 positive subsidy, as

for example, on the export of certain varieties of wearing apparel in
1963/64. Some striking examples of a high export subsidy in 1963/64

are edible.oils and fats (2?5%) with negative value added in export
market, rubber manufactures (123% - 219%), matches (157%), fertilizers
'(1302);:métal'pfd&ubts (125%), some pieces of electrical machinery
(121%). The range of effective subsidy declineé-by 1965-6u£ ina few
cases the subsidies remain very high and they accrue to the following
industries: edible oils and fats (1L07%), rubber manufactures (84ZA 219%),
fertilizer (161%), and metal products (124%- 139%).

i There is'no systematic tendency for the effective subsidy to ‘be
greater or less than the nominal subsidy.; In 1963/64 in-ihkrﬁy;fouf
out of forty seven cases the effective sﬁbsidy is- less thén~£hg”q§minal
subsidy, and in twelve cases it is-highér. Moreover, id'fiﬁe'iﬁsténcea
a positive nominal subsidy is associated with a negat}yg effééﬁivé
subgidy, in other words, a number of exports such as plage{;:éfbduCES,
some branches of electrical machinery,; some branches of wood and cork

- : \
products, some types of wearing apparel and of silk fabrics are taxed
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rather than subsidized, These were the cases in some of which such as
silk fabrics, wearing apparel, in some branches of electrical machinery
both Vx (value added in export market) and VQ‘(Qélue added in world
prices) are negaéive but in some others, such as wood and cork and. .plastic
products the value added in the export and world markets is very. small
“but not négé£i§e. But not in all the industries with a negative value
added in world prices‘(i.e., with a rate of effective production greater
than er) ére the exports taxed, asufpr examPle, sugar, edible oils

apd fats, rubber manufactures and sowe vgrift;es’qflmetal products;
‘électrical machinery and transport equipment.: That, the value added. in
the‘expﬁrt market is negatlve implies that ln spite of the -export subsidies

the receipts from the exports do not cover the value .of the total domestic

v

and imported inputs.: In 1965/66 the nominal subsidy in six casesg is .

associatgd'ylth{effective taxation; an additional va;igty of wearing .
;éppéréi ié taxes in 1965/66 as compared with 1963/64, . In eighteen cases
‘thé éffective subsidy is higher than the nominal subsidy and in the rest
tWenty~se§en cases the effective subsidy is less than nominal subsidy.
Thus ig the rmjofity of the pases‘;he effective subsidy is below the
nominal subsidy but also the ranking of the industries by effective
ahd n;m;nal rates of subsidy is unrelated in both the years 1963/64 and
1965/66. The rank correlation is not only low but also insignificant.
'An important aspect of commercial policy in Pakistan is the.
dxfference in the bias of poliecy towards import substitution, on the
one hand, and export expansion on the other. Moreover, it is important
to see how the relative bias has changed, if at all, between the years,
An industry-wise comparison between the effective rates of subsidy and

\'\

the effective rate of protection provides a test of this hypothesis. ;
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Since many industry groups have more than one effective Subsidy rate,
} ow1ng.to the way export perfarmancejlicehsing has been treated in the
‘éalculatibn of the ékport sﬁbsidy, the coméarison between the effective
- subsidy and protection is made inlgérms of the average subsidy for each
industry\ the average subsidy béing defined as én arithmetié average of

the two subsidy ratég The alternative way is to treat separately those
branches of industry or products which receive export performance licensing
and to compare the two sets of subsidies for each industry with one sét

of the effective rates of protectidn which relate to tﬁe whole industry.
Since the estimation of the effective subsidy is based on one price
differentlal for the whole industry, (in the absence of the separaté

price differentials for these branches or products to which the equrt
performance licensing applies) the comparisoﬁ of the efféctive protection
with the average effective subsidy has prob;blyJa greater justification.
However, both kinds of cdﬁparison are madé below.:nTo take the éompariSOn
wiﬁﬁ‘the average'éffective subsidies fifét,‘in‘ﬁhé é£éétvm&jor£c§ §f;the
cases, the effective protection is roughly equal to or excééééfeffébtive
subsidy in 1963-64, Iﬁ cases whefé they are equal, the importbgubstltutlon

and the export expansion are equally favored by the commercial policy.

In fourteen out of thirty-one cases, the effective prOteczip it éffective

subsidy differ from each other by not more than 10%“dn&'fhésef'ases'are

cotton textiles, threadball, paper and paperboard, tanning'and,leather

of non-electrical machinery, sports goods, and. fertillzer




of electrical machinery, pens and pencils and transport equipment, the
effective protection exceeds effective subsidy whereas the reverse is
true in only seven cases such as footwear, wearing apparel, rubber
products, matches; coal and petroleum products, one variety of non-metallic
minerals and plastic goods,

7 By 1965/66 tﬁe relative magnitude of effective subsidy deqlines
vis a vis effective protection so that the attraction of production fér
the export market diminisheé{% The two rates are within 10% of each:other
only in the case of cotton textiles, manufactures of wood and cork, basic
metals qqd_gne group of non-electrical machinery, and in only seven cases
;he effective subsidy exceeds the effective protection i.e., rubber
manufactures, fertilizers, matches, coalvand petroleum, metal products
and one group of electrical machingry. Therefore in the vast majority
of the cases, the effective prptection exceeds effective subsidy by a
wide margin. It is interesting to nqte that in some of the most important
export industries such as jute textiles, tanning and finishing of leather
and footwear:and sports goods, the effective protection in 1965[66 exceeds
the.éffectlve sub51dy wvhereas in 1963/64 they are roughly equal in respect
of textiles, leather tanning and sports goods but in the case of the
footwear and jute textiles irdustry the effective protection exceed subsidy.

ngn interesting question to explore is whether a commodity is- -
exported if the rate of effective protection exceeds effective Subsidy
implying that value of output in export prices (including subsidies)
is less. than the value of output in domestic prlcesl,/It is conceivable

that under certain c1rcumstances the manufacturing exporter does not

equalize his net retutns and profits per unit of sale in both the domestic
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and. .export markets and exports takélﬁlace even when the effect;ye pro-
tection exceeds the effective subsidy for a number of reasons%/j‘Eirstly,
there is theépossibility‘of price discrimination bétween the home{gnd
foreign markets%/}ln viéw of the effective separﬁtion of the home and
foreign markets,‘caused by the quantitative restrictions oa trade, and

in view of the imperfectionc of competition in the domestic market and

of a small share in the world market fesulting in different glasticities
of demand in the two markets, price discrimination appears both possible
and profitable ia many*cases”“Secondly, the mahﬁfacturers may not
maximize profits, and may onerate on the basis of conveantional profits
maxgin so that if the conventional profit margin is eérned in the export
market, even though the domestic market is mofe profitaﬁle, they are
willing to exPorg; Moreover, the shortrun maximization of profits may
not also be always aggressively pursued in view of a policy of persuasion,
exhortation and pressure, which is pursued by the government to encourage
;he manufacturers to enter the export market, éﬁﬁfy ihto export market

~ is one of the most effective ways of winning the favor of the government,
whqﬁexercise.considerable control and regulations and command substantial
patronage in respect of the operation of the private industrial enter-

prises in Pakistan., The export-policy of the government has in recent

1/ If the receipts per unit of sale including export subsidies are equal

in both the markets, then value added in the domestic market would be the
same as the value added in the export market, since the value of inter-
mediate inputs is the same irrespective of the market in which sales takes
place. This would imply that the effective subsidy would be the same as

the effective protection., When the effective protection exceeds the effective
subsidy, the value added in domestic price exceeds value added in export
market and consequently, under the assumptions made in this essay, the

value of output in export price is less than the value of output in domestic
prices.,

2/ M. Gilbert, Temporary National Committee, Monograph No. 6, p.70. Par 1,
Government Printing Office, Washington, D.C., 1940.
- C. Kindleberger - International Economies 1968,
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years been buttressed by the/compulsory fixatgen of export quotas; non-
fulfiilment of which involves displeasure of the government;} Lastly,
there is an additional reason which is tlosely related to the foregoing
“argument. This is the existence of considerable differences in eféiciency
between the individual firms in an ;edustry so that for the mere efficient
intra marginal firms, though not for marginal firm, the difference between
the world price and its cost of production is more than met by the
magnitude of the export subsidy.  One may argue, however, that if there

is no product diffeventiation and thé output of the wore ‘efficient

firm sells at the same price as that of the ledst efficient firﬁ;'there
profits which it:ifay earn because of its higher'efficieﬁcy'ahd low cost,
by selling in the domestic market rather than abroad. HoWever: giﬁen

the desire not to pursue aggressively the goal of maximum profits

partly due to the practice of charging conventional mark—hp over cost

and partly owing to the possibility of winning the approbium or

patronage of the government for a successful export performance, its
willingness and ablllty to surrender to maximum gains is enhanced
;COnSLderably by its ability to earn hlgher profits in the domestic

market because of greater eff1c1ency It is usually tHe more efficient
and the larger flrms who engage in the export trade more . than thelr'

less efficient counterparts,.e= | |

The above eseeﬁetes of the effectiVQ”Subeidy”and'ifsfcomparieen

with the effective protectlon are based on the use of undeflated non-

traded inputs. 1In other words, the domestic value of the non~ traded

inputs i.e., the 1nputs from construction, gas, electricity and all

other services as recorded in the 'Pakistan input-output table bf'1963/64
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‘has been agsumgd to be equa} to their'yalue in .world prices. The use
of undeflated non~traded inputs tends to raise the rate. of efflective
subsidy‘éinge.the value added in worid prices is. lower than otherwise
it‘w0U1d,b? Qf ;hg opportunity cost of the non-traded inputs is found
to be“beloﬁ their domestic market value. M. Corden suggests that the
non-ﬁraded‘inputs should be included in the value added for- the purpose
of estimating the effective protection on the ground that they measure,
along with value added, in a sense the contribution of the economy to
the value of the product and hence may be said to represent the domestic
resource cost of the activity engaged in import substitution or in
expo%; egpansion%{ Accordingly in the following the effective "subsidy
is recomputed, includ;ng the non-traded inputs in the value added,

The effective protection on this basis has already been calculated in

2/ )

a separate studys

\

; The general level of the effective subsidy computed on the new
basis is lower than that of the earlier estimaca,}The frequency distri-
bution of the industries in terms of the magnitude of 'the effective

3/

.subsidy is seen belows

1/ W.M, Gorden. “The Structure of A Tariff System and the Effective Pro-
tective Rate," Journal of-Political Economy, June, 1966.

2/ The appropriate treatment of the non-traded inputs. in any attempt to
measure the value added in world prices of .any economic-activity is; how-
ever, not universally agreed upon. One measure of theisocial opportunity
cost of the non-traded inputs would be to break down- the ‘components of the
gross output into (a) intermediate inputs from the other traded sectors,
including imports which can then be evaluated in world-price and (b) primary
inputs or value added. It is the evaluation of the latter in world prices,
which poses the problem and an approximate method of solution ‘would be to
agsume that the weighted average of the nominal protection to the traded
products measures the excess. of the value added din the aon-traded séctor
over their social opportunity costi This 18& 6n:the-assumption ‘that the
excess of the rewards in domestic priceslofdthe no:atradei igguts over 4

the ia ortunity cost. is primarily due .to e protection. grante
tgf%ﬁesggadédoggcgors, %hich raisgs ?hg p%bfitability gf the domegtic
production of the traded commodities and hence raises in turn the demand

for non-traded inputs necessary. for the production of the traded cormodities.

3/ S.R, Lewis and S.E. Guisinger, op. cit.
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Table 4

Effective Subsidy
(Non-traded inputs in Value Added)

Number of Industries = Percentage Distribution of
Rate of Subsidy 63/64 65/66 63/64 Industry 65/66
0 - 24 2 7 4.88 ' 17.95
25 -~ 50 L5 20 36,58 51,28
51 - 75 18 i1 43.90 28.20
76 - 100 5 8 12,20 0
101 - 125 0 0 0 0
126 - 150 0 0 0 0
151 - 200 0 0 0 0
200 and above 1 1 2,44 2,56
41 39 100.00 99.99
Taxation
g - 50 L 4
51 - 100 1 0
100 - 150 2 4
151 - 200 1 1
46 48

Eighty-four percent of the industries im 1963/64 and about ninety-seven
percent of the industries in 1965/66 receive export subsidies below 75%
of the FOB value of exports. Moreover, about forty-four percent of the
industries in 1963/64 and twenty-eight percent in 1965/66 receive subsidies
between 51% and 75%. .
Secondly, during 1963/64 the effective subsidy is lower tﬁan the
nominal subsidy in all cases but three, i.e., cotton, jute and edible
oilé and fats which have the effective subsidy higher than the nominal
subgidy. During 1965/66 in the two additional industries, i.e., basic
metals and metal goods industry, the effective subsidy is lightly higher
than the nominal subsidy. During 1963/64 the industries which teceive.
negative effective subsidy (taxation) are silk aod artificial ailk, one
variety of wearing appavel, one branch of non-metallic minefal products
industry, transport equipment, and transport products. During 1965/66
even though the same branches of non-metallic minerals, wearing apparel

and transport receive additional nominal subsidy, they continue to receive
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;: negative effective subsidy. Excluding edible olls and fats, the highest
efféctive suﬁsidies in 1963/64 are between 80%-82% and are received by
some categories of soaps, rubber manufactures and some varieties of
cotton textiles, The same commodities receive the higheg; subsidy iﬁ
1965/66 but ﬁhe‘rénge of effective subsidy for the highest category is
ﬁetween 61% and 71%.

The lowest subsidies in 1963/64 are received by one variety of
non-metallic minerals and one category of non-electric machinery, with
2% and 247 subsidy respectively. 1In 1965/66 the lowest subsidies (0-24%)
are received by the following industries: sugar (2%), threadball (2%),
cork and wood (19%), fodtWear (22%), one categotry of hon—metallic
minerals (8%), one variety of non-electric machinery (3%) and one
variety of pens and pencils (182).
| Thirdly, comparing the average rate of export subsidy with the
average rate of effective protection 1n 1963/64 (Appendix) one finds
that in ten cases out: of thirty cages. the effeccive protection 1s greater
than effective subsidy; in ten cases: the two rates are falrly close to
each other and in eleven cases, the effectlve subsidy 1s greater than
the effective protection. This general conclusion is the same,vevén

though the distribution of the individual 1ndustr1es inCO these three

categories is qulte different if the measurement of effectiv
which excludes non-traded inputs. from value added is. used
say, therefore, that. in one third of the cases, the blas of ‘the commercial

policy is towards the 1mport subst1tution whereas 1n anotherv h;r';of

the cases the bias is clearly towards the export expansic nvthe:rest

of the industries the commercial policy appears neutralib ween thev?

export expansion and the 1mport substitution. :
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During 1965/66 in twenty two cases the effective protéction is
greater than effective subsidy and in eight cases, the effective subaidy
is greater‘than the effective protection. Only in one case, the effective
subsidy is equal to the effective protection{ ‘Thus by 1965/66 the bias
~of fhe commercial policy has changed considerably in favor of import
substitution as against export expansion.. The progress which was achieved
during the first two or three years of the 1960's in‘substantially
offgetting the general bias towards import substitution was partly
offset by thgﬂdownward revision of the rates of nominal subsidy, which
took plaée consequent on the reduction of the bonus rates and the
reduction in the permissible ceiling on the export performance licensing
by 1965/66.)

An.énalysis of the relationship between the nomiﬁél and effectiv% a
.ﬂubsidy, on the one hand, and that between the effective proﬁedtion '
é&éwéhe effective export subsidy, on the other, in both years (1963/64 ;
and 1965/66) and on the basis of the different treatments of the ”nod-:
traded inputs" seems to indicate the following conclusions:

(1) That the nominal export subsidy is generally higher than the
effective subéidy. There are industries receiving high nominal export
subsidy which receive negative effective export subsidy. Thé incidence
of the effective subsidy in terms of the individual industries is very
widely distribuéed.

(2) The ranking of the industries 1in terms of the nominal subsidy
ié widély different from the ranking in terms of the effective subsidy.
There are‘instances of reversal of the ranking, if one or the other
measure of .subgidy is'uééd,wmAn_indﬁétfy_which receives a higher nominal

subsidy than another in many cases ends up with a lower effective subsidy.
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'Since the relative incidence of the nominal subsidy is not related to
the relative incidence of the effective subsid}, and sincé ghe nominal
" subsidy ‘'via the various export fncentive schemes cann&ﬁ detefmiﬁé'fﬁe
relative incidence of the effective subsidy on the individual é#pérgé.
In other words, the differcntiation between theiindiviauél coﬁm;diéies
in terms of the nominal subsidy on the'basis, let us séy,>6f differgntial
elasticities of supply and demand, home and foreign, ﬁay in fact reéult
in the rates of effective subsidies which are uhrelated érveven iﬁvéfsely
related to the differential elasticities.f This ié“differéntvfrom the
evidence so far obtained on the relationship betweéﬁ thé nominﬁl aﬁd
effectiVe‘protection}in that the>ranking of the indiviaﬁal indﬁstries :
by either the nominal or the effective protection is éreatl; similar so
that an industry which is granted a' relatively high nominal‘proteﬁtion
also receives a relatively high effective prbtection%/ A comparable link
between thé hominal and the effective export subsidies doés not exist,
The export policy concéivéd”in'térmé oho§ﬁinélvéﬁbsi&; fesu1ts i; a
random distiibutioﬁ of the relative rates of effective sﬁbsidy as between
the different industries. This indicates exportvprdmat;on“pﬁLicy ﬁés
to be conceived cssentially in terms of effective subsid}..‘ |
(3)‘Pakistaﬁ has progressed duriné l§60‘;vin the difégtioﬁtﬁf
increasing the effective subsidy. But aftef‘i963/64 fherg;is a‘réduction
in the rates of bonus and'ofzexport perfé%mance licénsingvfésgiting in
a fall in the rate of effective subsidy, While in 1963/64_€;é¥9?t majority
of the manufacturing industries has'equal or higher expoit %ﬁbéiéy than
O
effective protection in 1965/66 the position is reversed, The bias of

policy as of 1965/66 seems to be in the direction of import substitution

1/ S.R. Lewis and S,.E, Guisinger, Measﬁfihg EffeétivevProtection, ete.,
Opl Cit. ’ ) . : i )
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cpd e

in gpite of a large variety of export inceuntive schemes..wThe rétionale

of the reduction of the3éxﬁoxt incentives in 1965/66 as compared with

the previous years is complicated., It was{ﬁot:cléaf in the minds of the
authorities whether the export incentive scheme was directed more towards
the correction of-the overvaluation of eﬁﬁhaﬁge‘or towards the asgistance
to infant industrgi Since they wanted td differentiate the correction of
overvaluation for different comuoditics on the basis of differential
elasticities of demand, they often experimented with the various rgtes of
bonus and performance liceunsirg for individual commodities, witﬂ avﬁiew to
testing . the sensibility of charges to export performancé;vBut the whole sale
reduction 'n 1964/65 of all bounus rates whidﬁ were 40% aﬁd aﬁavé to 30% was
partly based upon the assumption that tﬁe.previous raées were-éxcessive
elther from the point of view of the correction of ovérﬁaluation barring
regard to the elasticity of export demand, or froﬁ'thé ;ssistance required
by the infant industries to face competition abroad. Partly it was based
on the consideration that cost disadvantage of the Pakiétaﬁi industries
should be offset by an improvrement iﬁveffiéiency through improvaﬁent

in labour ot management or reducticn in costs ofv;;wéfzégd infréétructure.
There was no evidence on elasticity of demand a& éhe disposal of the
authorities except the actual performance of experts since 1951/60.
However, actual performance of individual exports is a combined result

of differential elasticities of both supply and demand as well as the
pre-existing cost; differential between the Pakistani and fbreign products,
Moreover, preference for policies to reduce factor prices in an attempt

to reduce industrial costs rather changing the exchange rate for

correcting the imbalance between the domestic costs and prices and

the foreign costs and prices indicates a faith that somehow the existing
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:'éxchgnge,ratg is the ideal to which the industries mustiéfow up to

chgqygh a reduction in costs vis-a-vis the rest of the world. Moreover,
it was suggested in 1963/64 that one important bottleneck in the way of
:expansion of exports was the shortage of imported ihputs éo éQApnd output
>:insqfar as these inputs were distributed via quaﬁtitaffce re#trictions
andllicensing. The bonus import list was as yet not extéA&éd.E; include

a large number of raw méterials. It wasjthoughﬁjthat even toicﬁéépen
inputs via export performance licensing is a better way of givihg subsidies

than export bonus}f:The extension of the export performance licensing to

a larger group of industries, however, did not offset greatly the

I

redqction in the bonus rate. From the point of view of ékﬁbrt'prémétion
it made logically no difference whether exporters received é:high;r
Percentage of freely saleable licenses (bonus rate) oy 1icenses'

thch had restricFed saleability.  Exporters could either pfoduce

more and export the extra production or divert a larger portion

of existing output to the export market, if’éiﬁbéf”alﬁérﬁégiVe is
equally profitable. The only difference is that the latter
alternative would leave a smaller output for domestié EBSdfptioh

and raise domestic prices.

The changes in the nominal export subsidy emanating from the
export bonus and export performance licensing in the three distinct

years reflect the fluctuations in the government pdlicy regarding

magnitude and pattern of export subsidy, as given below.
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Export Subsidy as Percentage of FOB Exports

Raté df Subéidy ! Percentage Distribution of Industries
5 1963/64 1965/66 1967/68
.O - 24 \ 1,78 ‘ 1,61 0
25 - 50 5,36 62.91 : 3.20
5L - 75 - 58.93 35.48 62.90
76 ~ 100 _ 5.36 - -
IQL - 125 28.57 - -
126 - 150 | -~ -- --

151 - 200 - -- .-

200 and above

However, thepe haye been subsequent increases in 1967-68 in the
export bonus scheme, involving a rise in the bonus percentage

as wéll as in the premium on the bonus vouchers. However, the
increase in the percentage of export bonus has been associated
with a4 rise in the tariff rates and an enlargement of the bonus
imporc,list,Ahoch of which have the effect of raising the émport
rate of exchange gnd hence the degiee of nominal protection. The
substantial changes in the bonus rates and import items as well
as the expansion of list of imports under the bonus scheme have
ﬁo}lowed the devgluation of the pound in September 1967 in order

to offset the adverse effect.on Pakistan's trade balance. Even
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prior to the increase in import dutxes and the enlargement of the bon
list in 196//68 there was a rise in the degree of nomlnal protection:
evident from the most recent s tudy of the domestic prices of the 1mp0;t
goods in i956/67-i/ The changes in the export and import-policy in 196
‘have furthéﬁ inéféésed the degree of nominal protection, Given the paaﬁl
relationship between the nominal and the effective protection, there
has been presumably an increase in the degree of effective protection
along with an increase in effective export subsidy. The relative changes
in their magnitudes cannot be quantified at this stage without further
analysis., It is not only that the effective protection is in the majorityi
of cases higher than the effective subsidy, but also that there is;/ no
correlation between the ranking of industries by effective protection and
by effective subsidy,:

(4)£In a cerbain sense the rate of effective protection is an
index of the domestic oost of saving or earning foreign exchange;‘lf it
is assumed that the domestic intermediate traded inputs in a given activity
can be either exported directly or be used in other export or import
substituting activity, then the.opportunity cost of the domestic traded
intermediate inputs is the value of the intermediate inputs ;n world
prices. Consequently the net foreign exchange earnings from a unit of
export would be the gross earnings minus both the import component of
the unit.of export and the value of'thé domestic traded iamputs in world
prices.  Therefore, the felevaht domés£ié costs involved in the net foreign
exchangé earnings so defined, would belthe value added in domestic prices,
since the opportunity costs of the>d5mestic intérmediate inputs are

already deducted from gross the earnings of foreign exchange. If the

L/ M. Alemgir, op cit,



43 .

o

costs of the intermediate idputs in domestic pri;és wereﬂ£blbe>£néluded
{a the costs of eéfﬁings of foreigan exchange, then the inéfficiency of
the Supplying industries will be reflected in the costs of earning or
saving foreign exchange by the specific activity or the indﬁstry in
quéStion. Given the existing structure of thé domestic industries and
the present péttern of the intef—industrial flowé, an alte;native way
of locking at domestic cosés could include the domeétic costs of thé
intermediate inpdts used by the activity engaged in earning or saving
fdfeign exchange and this is considered later om. If, ho&ever, the costs
of the iﬁéerm@diéte inpufs ih would pricéé‘ére considered, theﬁ the
domestic cost of foreign exchange is given.bybgg where Vd is éhé §iue
added in domestic.pfices and Vu is the value added in world priées.
This implies that the raoking of the industriés in terms of the éﬁoﬁe
formqlation of the domestic cost of foreign exchange would gé‘the same
as the fanking by the degree of effective protection since théfrage of
effective protection is equal to (1 - %% ); The higher.the‘deéree 6f
- effective protection, the higher would'bé the domestic resource cost
 'bffearning‘fofeign exchange. |

The rates of efféctive gubsidy éqm§u£9d'ab09e for 1963!64 were
compérédztg;thé effective prote;tion in terms of ranking of industries.
The rénk correlétion was‘insiénificant imélying that the grant of the
expart éubsidy is ;ot designed to ﬁinimi;a the cost of‘earning foreign
exchange by granting higher subsidies to thosédexporCS w@iqh are léss
expengive in terms of'tﬁé;domestiﬁ résource cngt.

Tﬁat”the‘rates of ;ffective subéidy are not correlated with the
domestic costé of carning foreign exchange is also confirmed by alternative

estimates of the domestic costs of earning fcreign exchange. Three
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v{alternative estimates 0f»the domestic costs of foreign exchange are made,
“all of which include the dost of domestic iantermediate inputs in domestic
prices. These estimates are: (a) the direct and indirect domestic resource
cost, (b) the direct domestic res.urce cost and (c) the direct and
indirect wage costs; The domestic'costs do not include (a) the indirect
taxes on output aund (b) the import duties on the intermediate, imported
inputs.l/ Moreover, all the three estimates of domestic costs are
highly correlated; they are alsv correlated with tﬁe effective rate of
-protection} In other words, whether the domestic intermediate :inputs
are evalu;ted in world prices or domestic prices, the ranking of the
industries remains unchanged, whichever the index of the domestic costs
that is used, The rank correlation coefficient between the effective
rate of protection (1963/64) and the direct and indirect resource cost
per unit of export is 0.482 and is significant at 5% level of

gignificance. The ranking of. industrics, however, by effectlve subsidy

io both-1963/64 and"1965/66. and by'the'darect and indlrect domest1c
resource cost is not correlated, The‘cprre;athqvcpeff;clgntmyas~0.045

and =0,076 and is not significant. Thus;,ﬁhichQVer indéx 6f‘£he domestic

1/ The direct and indirect estimates are. bascd upon . the inverse of the
input-cutput table of 1963/64; this invérse, however, is based on a set
of coefficients of the non-traded inputs which in a subsequent exemination
have been found to be overestimated. Even though the corrected flow
gcoefficients are available, the inverse which has been available for the
present study includes the uncorrected or unadjustcd value'wf the non-
traded inputs, to see if the ranking of the industries differs if, one
‘or the other set of coefficients is used, The’ ranking of industrles,
‘however, by the direct domestic domestic costs inclusive of the non-
‘traded inputs and by the direct domestic cost as. adjusted for ‘the non-
traded inputs, is very highly p051t1ve1y correlated. This increases
confidence in the Use of the estimates of the dxrect and-’ 1nd1rect
domestlc costs based on unadjusted data on the non craded 1npats.
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resource cost is used, the rate of effective subsidy»is\unrelated to
the domestic resource cost of earning foreign exchaange, };

From thg poiat of view of the success of the export prumotion
efforts, it is important to examine not only whether the export subsidies
‘have been oriented or biased towards the commodities which are less
costly in terms of domestic resources, however defined, but also whether
the subs}dies have been SQFcessﬁul in promoting exports. There are tw.
issues here: Firstly’ﬁheééér the manufactured exports of all.deseriptions
which have received subsidies have responded to the stimulus#?all of them
heve teceived subsidies even though at differeat rates; have they all
grown in response to the subsidies? Secondly, the manufactured goods
have grown at differeant rates and a moot question iﬁnwhethervthe
differential rate of growth of the individual exp rts is related to the
differential incentives or subsidies. It is the sccond aspect which is
relevant in the present context judging rationale and the effectiveness
of the differentialzstructure of the export subsidies which are provided
by the present export policles., The period for which the performance
of the various manufactured exports.is examined here extends from
1960 to 1967:?Pripp to this period the monufactured exports besides
the jute and cott.n textiles are comparatively@igsignifieant.

An attempt has been made to reiaté thé-rates of growthvof'the
indibidual exports to .the éffectivevsubsidiégi Both the estima?es.?f
industry wise effective subSiﬁies, one'incluéing the nun-traae&“inbgés
as part of the value added and’ the other not including fhem, have been
correiated with the.rateé of growth offthe individual‘expo;tsj The

structure of the effectivé’subsidies, estimated by the either method
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for both '1963-64 and 1965-66 are not sigoificantly crrelated with the
differential rates of growth of the individual exports. The rank cor-
relation coefficient between thew in 1963-~64 is -0.062 and -+0,162
respectively for each type of effective subsidy; they are not statistically
.significant. Similarly, the rank correlation coefficients between the
effective subsidies of 1965-66 and the rates of growth of exports are
~0.317 and 0.070 respectively and are not statistically significant.i/

f An alternative way of testing the relationship between the structure

~of the effective subsidies and the growth of exports is to relate the
former to the relative importance of the individual exports in the

total manufgctured exports, The proportions of the total manufactured
exports constituted by each individual export are estimated for the

two different periods xbe.,f196;-62/1963‘64 and L964~65/1966-é7;\ﬁhe
relative importance of the indi?idual'exports does not significantly

. change between the two periods.g/.fhé.strugturq_Qf_th§4effeétivé subsidies
of 1963-64 is not related to the relative importance of exports either
during 1961-62/1963-64 or during 1964/65-1966/67. Neither is the relative
importance of exports during 1964-65/1966-67 related to the structure of
effective subsidies in 1965-66. (the results of detailed statistical tests

are given in the appendix)., = -

1/ The first coefficient relates to effective subsfdies”include non~-traded
ipputs in intermediate inputs and the second cuefficient includes them in
the value added, It is worth mentioning that the two types .f effective
subsidies are correlated between themselves both in 1963-64 and in 1965-66
The rank correlation coefficients in 1963-64 and 1965-66 are respectlvely
0 464 and 0.669. They are statistically significant. Moreover, the raak
correlation between the effective subsidies of two diffefent perzods are
significant. This is true .f the two formulations of the effectgve
subsidies, For first type of effective subsidy the rank correlation

is 0.670 and for the second type it is 0.909.

2, The rank correlation between the proportions of indlvidual exports
to total exports in the two sucessive periods is as hlgh as 0, 738 and
is statistically significant.
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Thus, on the basis of the available evidence the structure of
subsidies does not seem to be related to the differential performance
»f individual exportsi However, the above findings or tests are not
concluéive:}Obviously there arejbtber factorg?besides the differential
export subsidies which{may contribute to the differential behaviour of
individual exporﬁg. 1t is necessary to isolate the {nfluence of 6ther
factors such as changes in world demand or world trade, dimestic sdpply
situations and reldtive changes in domestic prices etc.. before .ne can
pass final judgement on the influence of the structure of subsidies on
the differential peérformance of exports. Moreover,{one particulaf 1imitation
of daté}is worth repeating, Thefclassification of exports is not
detailéd enough to correspond to the differential subsidies so tﬁét
averages have to be used; this is specially relevant for the export‘
performance licensing whiéh is provided for the refined subdivisions of
industry or comm.dity groups, whereas the classification of exports
at that level of dissegragation is not available; For the purposés ofv
. the present analysis each industry is considered twice; once on the
:assumption that the whole industry recelves export performgnce-licen;ing
-even though a part of it receives it and next, on the‘ass;m§tion thaé W
it receives no performancealicensing.tThese two rates of ;ubsidy are
then=éveraged to derive one estimate for the industr;.?Tm the extent
that items with performance licensing vary widely in.importance vis-aéQis
to the total exports of the industry, this method would overestimate
subsidy in one case and underestimate in another. In other words, in a
case with very few items with export performanée licensing this leads to
an overestimate of subsidy and in a case with a large number.of items with

performance licensing this leads to an underestimate. Hopefully the.
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assumption is made that the bias iu either direction would be random and
not systematic'éd that ranking of industries would be undisturbed.
In spite of all these limitations, however, it stands to reason

that if the differential structute cf subsidies were of overwhdning

importance in determining the differential perfdrmance of the individual
exports, the exercise or the test undertaken here would have indicated
this influence.

One important factor, besides the export subsidiés, which affect
the actual perf rmance of the exports is the félative magnitude of the
effective subsidy vis~a-vis the effective rate of protection. As mentioned
earlier the relative strength of the former vis-a-vis the latter determines
the relative attraction or #rofitability of producing for the export
market as against production for the domestic market. If the degree of
effective protection measures the relatiye inefficienéy of the domestic
production vis-a-vis the world prices;;effegtivg_exppft_subsidy measures
the extent to which.the 1attcf offsets thefcosts disadvantage and enables
the éxporter to c.mpete abroadglFollowing this line of.reasoning; an
attempt is made to test how tﬁe export performance is related to the
‘ratio of the effective prutection to effective subsidy. One would expect

'

a negative correlation between this ratio and the export ﬁerformance;
The ratio of effective pruotection tuv effective subsidy;ﬁoes nét appear
to be related to the export performance of the individuél_exPorterﬂas
measured by the relative importance of individual exports in total
exboré§>in'any of the formulationé-of the effective subsidy in any of
thé yéérs considered! Nor:is the ratio of thé effectivelpfotection to

effective subsidy related to the{fate of growth of exports,EThe rank

correlation cuefficient is low and statistically insignificant. However,
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the rank correlation coefficient is consistently positive in all the
cases and is higher than what it is if thg effective subsidy alone and
the export performance are correlated.l/ E
ﬁ/The diffefential per?ormance orf exports, given the structure of
subsidies, is to a great extent a function of the differential elasticities
of domestic supply and of foreigﬁ demand for exporté;quantitative
evidence}on the differential supply and demand elasticities of individual
exports is:not available to enable an analysis along these lines.g/
" Some broad generalizatibns may be in ordexr about elasticities of export
demand. Inscfar as Pakistan supplies, except in the case of jute goods,
a very small share of the world market in the case of most of the
manufactured exports she is likely to face a highly elaétic foreign

demand for her manufactured exports. Rut this presumption would be true

without qualification Only if there was no market imperfection in the

1/ The corrclation between the structure of nominal subsidy in 1963-64
and the differential rates of growth of exports (1966-67) is also low
and insignificant. However, the rates of nominal subsidy in 1963-64 are
negatively correlated with the relative importance of the differeat
‘individual exports during 1961-62/1963-64 and the correlation is
significant, indicating that the higher rates of nominal subsidy are
provided to the relatively unimportant earners of foreign exchange.:
This is also true of the velationship hetween the rates of nominal
subsidy in 1965-66 and the welative importance wf exports during
1964/65-1966/67 1 e., they are invercely related. However, the strength
of this relationship in 1965-606 is considerably weaker and is not
significant statistically. An attempt it also made to test whether

the direcet and indirect domestic resource cost is related to the

export performance of the individual industries. There appears to be

no correlation: indicating that Pakistan has not achieved the expansion
of her forcign exchange earnings by greater emphasis.on those which
cost less in terms of domestic resoutces. Since the direct and iundirect
domesitic resources cost is highly correlated with the effective rate

of protection, the differential growth performance of different '
industries is also not related to the domestic resoyrce cist as
measured by the effective rate of protection.

2/ 1t is also important to remember that the relatively very high rates of

growth of many «f the minor exports is partly a statistical phenomenon
because of the very low initial level of their exports in the early sixdss.
The rate of growth of exports durxing 1960-61/1966-67 is negatively commlated

with their relative importance during 1961/62-1963/64. The rank correlation
coefficient is -0 650 and is statistically highly significant.
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international tradeg‘Consumeéppreferencétfor the established brand names
in world trade and thé existence of c.nsiderable product differentiation.
coupled with the:differences in the success of salesmanshig in a world of
imperfect knowledge:tend t.: reduce the elasticity of export demand with
respect to priéé%wMoreover,;because of the differences in quality and in
the absence of adequate standardizatioh the manufactured exports of an
underdeveloped country like Pakistan in fact face afdifferent market
compared with the high quality, standardized manufactured exports of
the developed councrié55 To some extent=ériCe needs to be lower than
those of the competing.produccs already established in the market in
order partly to break down the barriers of consumer's preference and
partly to compensate for the low quality énd the inadequate standardization
of the productsj In addition, a country like Pakistan does not sell, su
to speék, in-a world market as theoreticélly concgived. The world market
for the Pakistani exporter is really’ the traditional market with which’
the trade and communication links have been in eQ;étence since the earlier
times and with the market and demand conditions of which the exporters
are fémillar. This is ev1dent from an examination »f the direction of
trgde over.the years: in the early years e#port trade was concentrated
in the direction of those countries with which the trading relations
dated from the Eol&n;al days as part of the British Imperial prefereﬁce
system., New markets subsequently have baen cultivated by the goverument,
consuler efforts and trade agreements on' the one hand, and through the
exploration of new marke;s abroad by the enterprlsing exporter, on the:
other. o |

| A recent estimate of the elasticity Of'sub9§itufion between the

Pakistan jute bags and the jute bags fr.m the competing suppliers in.the
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United Kingdom mérket puts it at 13.242.£/ Considering that the share

of thevcompeting suppliers in the U.K, markgt dqring 19§Sf64 is about
83%,‘fhe elasticity of demand comes to ab.ut 11.00 whg:@ag_ﬁhekelasticity
of subsﬁitﬁtion of cotton fabrics with the supp;ies Qf the competing
exportéf in ﬁhe U.S. market is about -6,377 (1959-64), which yields an
elasti;ity.éf export demand of about 5, the competing suppliers’ share

being 67% of the U.S. market 2/

These two manufactured exports are the
mosé important manufactured exports of Pakistan. The studies of
elasticities of dehand for other countries tend to show that the
elaétlcxtles of demand for textile products, to which the major exports
of fékistan belung are usually smaller than that for the other products
such as chemicals, basic metals, metal products and machlnery ete,,
even though the individual products within each group may occasionally
have very low elasticity.é/ Judged by this criteriongﬂPakistan 5

exports may be consxdered in terms of two broad groups, 1. e., textile

and non-textile manufactured ggods whxch coincxde with the dlstxnctxon

1/ N.,Alam. The Exchange Rate Management in Pakistan. Unpublished Doctoral
Dissertati.n. Yale University, 1968,

2/ The derivati.n of elasticity of demand from the elasticity of
substitution is given in A,C. Harberger,:"Some Evidence on Iuternational
Price Mechanism,” The Journal of Polxtlcal Economy, December, 1957

pp. 506-522. .

3/ Harberger quotes in the study mentxoned abuve the elasticities of
substigition between individual groups of the U.S. and U.K, exports,
which indicate that the elasticity for cotton cloth and yarn are
generally lower than the »ther categories of manufactured eéxports,

even though there are exceptiouns. Similarly in a study of price
elasticity of the Japanese exports textiles and manufactdred food

stuffs are found to have generally lower elasticities thean chemicals,
metals and miscellaneous manufactures. Machinery and equipment, however,
tend to have lower elasticities but these as yet are insignificant
proportions of Pakistan's manufactured exports, Y. Shinkai, "Price
Elasticities of the Japanees exports: A Cross Section Study." .
The Review of FEconomics and Statistics, June, 1968 pp. 268-273 also’

M.E. Kreinan, "Price Elasticities in International Trade," Review

of Ecunomics and Statistics, November 1967, pp. 510-516.
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between the less and the more demand elastic exportéf‘Viewed in this
light, thefnominal export subsidies are higher for the more elastic
export than for the less elastic exportQ}i.e. textile groups of exports.
‘However, the correspondence breaks down once the effective-subsidies
rather than the nominal subsidies are consideréd. The commodities which
are presumed to have higher elasticities of demand than the textiles
group have not only in many cases lower effective subsidies but also in
a few ipstances have negative subsidies or taxation,

‘(Different exports not only have different demand elasticities .
but .also have;different supply elasticities so that a higher subsidy is
:suggested for expérts in more elastic suppl&Q’Given the étruéture of
demand elasticities, a high supply elasticit& ensures a faster increase
"-in -the exports and in the foreign exchange earningé& In the absence of
any quantitative evidence on the differential elasticities of different
manufactured exports in Pakistan, one can only make somewbpoad jngemgnts.
.In view of the persistent trade gap and the scarcity of imported inputs,
.iindustries which are relatively more. import intéégive have a greater
difficulty in increasing their sﬁpﬁly in-fesponse to é riée iﬁ'the price
6f their output-than.the";ndustrigs wﬁiéh are based on the domestic raw
materials,.To the extent that the domestic raw materials are éxppftable,
the inelasticity of‘the aggregate supply of the.domestié faW-météfials, ;?r

i

1f any, can be partly relieved by their diversion from the' domestic to

L

the export market as has happened in 1950's in Paklstan. The jute,
cotton and woolen textiles and the leather products are basef on the
domestic ravy materxals and enJoy a greater elastlcity of supply than

the import based industrles. However, 'to the extent that the elastlcity

of supply of exports are a function of the domest1c supply elasticity
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and the domestic demand elastiéity, a more elastic domestic demand can
offset the relative inelasticity of domestic supplyi}bhethef'the.domescic
demand elasticity of the import based industry is sufficiently great to
offset the relatively inelastic supply so as to eventually yield én'
elasticity of export supply which is similar to the domestic resource
based industries is an empirical questioﬁ the answer to which at this
stage is unknown; At one extreme if we assume that the export supply
elasticities are the same for all manufactured exports then the
differentiations between the manufactured exports in respect of
elasticities would mainly turn upon the differential demand elasticities.
The discussion of elasticity can be related to the earlier
discussion about the diffe;ential resource cost of earning'foreign
exchange; An export with a higher average domestic resource cost may
be given a higher subsidy, if the marginal cost is lower than average |
and vice versa; at the same time it can also be givéﬁ”ﬁiéﬁer sﬁbsidy
if it faces a greater elasticity of demand so that it has a highes f
marginal foreign exchange earning rélative to its average e&rning
‘compared to an export with a lower elasticity of demand. Thefe is an
additional reason why aﬁ.iﬁdustry with high domestic resource cost can
be extended higher export subsidy, if the high cost is the cost of infancy.
If one assumes that in the case of Pakistan such industries as the cotton
than the rest,
and jute textiles and the leather products are more "grown up"/than the
latter would deserve a higher subsidy. But as is seen'eéfiier th?
“structure of effective subsidy in general does not follow this pattern,
though the structure of nominal subsidy-seems~in:general to'cbnform'to
this pattern. It appears that the pewer manufactures in ?ékistan.with

presumably a greater élasticity of demand and higher costs of infancy
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:féré'providéd'with higher nominal subsidies, This relééionship, however,
"'breaks down when one moves from the structure of the nominal subsidies

‘ to that of the éffective sdbsidy.fif the effectivé subsidy is to be
related .to thé.aséﬁmptions madé about the domestic reSOufce costs of

the differentlﬁanufacﬁured éxports, duly modified by the considierations
of elasticity and infancy, a differeat structure of nominal subsidies is
warranted:fln the first instance the effective subsidies for the ne&er
manufactures have to be systematically higher than that for the textile
and 1egthéf prbductsq.In othei words, thef%tructure of effective subsidy
needs to be highiy correlated with the preéent structure of nomin#i
subSidy;

' The foregoing diScussion'refers to thegétructgré‘of ekﬁorf
subsidies exclusively in the context ofﬁizzufacturéd‘goodsland'tﬁe-main
finding was that fhe:differentiation betwean commodities was haphazard;
pgt once the é&mbarisoh is éxtended to the entire manufaéturing sector,
on the one héﬁd, and the agricultural sééﬁor, én thé oéher, the bias
of the export policy against the agricultural sector‘is clear;EThé

effective rates of subgsidies and taxation of the principal agricultural

commodities is seen 5élow.l/'.
Table 5

Effective Rate of Taxation or Subsidy

_ ' 1963/64 1965/66
Rice (East) -.05 - .04
Rice (West) .30 -.03
Wheat (West) -.10 -.09
Jute . ) -.30 '.20
Cotton (West) -.15 -.09
Tea (East) -,19 -, 19
All other agriculture .29 21

1/ The effective subsidy to all other agriculture is estimated on the basis
of application of the bonus rate which relates to the minor primary exports,
to the total of the rest of agriculture, even though there are individual
items in this category like wook and hides and skins which enjoy no subsidy
or even suffer from effective taxation, '
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From the above it appears. that jute and tea: bear the heaviest taxXation,
The elasticity of demand of raw jute is assumed to be léw #nd:hence'the
justification for the taxation. There has been a decline in the-degree
of effective taxation in 1965/66 as. compared with 1963/64. In the case
of rice there is a decline to 3% effective. taxation from a positive
subsidy of 30%., The effective taxation of tea continues unchanged at a
relatively high level, the main purpose in this case 18 to keep:down:
the domestic prices by discouraging exports in the interest of domestic
consumption which is rapidly increasing. In view of the domestic' demand
being price elastic, export supply 1s price elastic but only at the
expense of domestic consumption. The elasticity of the supply of tea

is assumed to be low. The elasticity of export demand for fine rice

1/

exported from West Pakistan is estimated to be very high i.e., 3.14

and the elasticity of demand for cotton in the world trade of which
Pakistan has a wvery small . share is also expected to be. comsiderable,
Similarly, the elasticity of export demand for raw material in the U.,S,
market is estipated to be 14.5 whereas that of Pakistani skins in the
U,S. is estimated to be 2.3 during 1955-64. But in the same period,

the elasticity of demand for cow hides in the Indian market is found

to be very low i.e., .096%fv£ﬁ view of the observed cases ‘of the primary
exports from Pakistan, which are highly price elgstic in demand, the
continuation of the effeéﬁiVe‘ta;ation orxéef§ subsidy can be justified
only by a suggestion of inelasticity of export supply# The elasticity

of the domestic supply of many of the agricultural commodities undet

1/ M. Hussain, "Export Potential of Fine Rice From Pakistan," The
Pakigtan Development Review, No, 4, Vol, IV Winter 1964, p. 679

2/ N.Alam, The Exchange Rate Management in Pakistan, op cit.
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- réview is low in the shortrun but then the elasticity of‘tgeir‘damestic
demand derived from the demand for the finisﬁed‘productslis likely to be
high so that the export supply elastlcity is likely to be higher than
otherwise would be the case. The provis1on of the export subsidy on the
face of the inelastic supply would not only provide excess rents ththe
landowners or high ipcome to the farmer, but also create inflatiOnafy
pressure, So long as the differential in terms of supply élasticiﬁy
| between the agricultural and manufactured exports remains substantial,
and insofaf as the former provides inputs to the latter, an offsetting
increase'inithé effective subsidy to the manufacturing sector would be
necéssary'td offset the rising cost of the domestic agricultu;al inpﬁts
in the manufacturing sector. . | |

J Thus while a Aistinction befween the agricultural and manufééturéé
exports in texms of &he degree of effective subsidy is admissble, ‘an
effective taxation of agricultural exports which dlscourages the domestic
‘productiun does not appear to be justxfiable. The grant of a positive
effective subsidy to such agricultural exports as rice, jute and cotton
iszthe'only waybto increase agricultural equfts o? to pfevént a»deélipe
in Pakistan's share in‘world'trade consisteﬁtly‘with the neéd to raiée
.the returns to the agriculturalists to 1nduce them to expand agricultural
supply in the long run. The cash crops, i. e.;‘export crops, require
such subsidies espe01a11y now that the intensive drive for the 1ncreased
domestic production for food may divert_resourceé away from,the gxport
crops to the foOdICrops are recipients.of subﬁﬂnuial'subsi&teq”aﬁd‘priéé

v

incentives towards production,'The recent inclusion of raw wodl under -

the bonus scheme at the rateé of 20% bonus 1is a ééep in the fight

direction,
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A legitimate question may well be asked whether there are any circumstances
in which the effective rate of protection or subsidy for any induatry_ or
for the economy as a whole should be higher for imports than for exports.
;ﬁfhe need for infant industry protection or for compensating the divergence
between social and private cost, suggests, as a second best policy,
depatrtures from 2 unified effective rate for imports in the cases

where an infant industry or the divergence between social and private
cost can be identified. If a higher effective rate for the particular
sectors is in order, this should, however, hold true for both imports

and exports and such a;policy is consistent with the stimulation of
infant industry as well as of those activities whose social benefit
exceeds private benefit. The maintenance of a lower effective rate

for exports.in these sectors would limit the size of the market for

them or would surrender the opportunities which may exist in these
sectors for the exploitation of economies of scale, There appears to

be no case to discriminate between the domestic and foreign sales of
these industries or any other industry on economic grounds. Thus;there
gseems to be no economic justification for the effective protective

rate for imports to be higher than the effective export subsidy for

the same industry, even though the effective, import rate for some
industries can be justifiably higher than the effective protective

as well as the effective export subsidy rate for the other industrieé\
for the above-mentioned reasons. There are additional reasons why thé
effective protective rate can be differentiated between. commodities;
they can be dlfferentxated for (a) attracting foreign 1nvestment when
the gains from foreign direct investment in certain Iines exceed the

loss from protection and if there is no alternative domestic poiicy to
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- attract ;he same volume of foreign investment, (b) for using tariffs

or, quotas as weapons for exacting concessions in trade negotiations
with a view to achieving a subsequent reduction of the trade restrictions
all around, including the country councerned, (c) for exploiting the monopoly
power in trade and (d) in conducting trade unegotiations with trading blocs,
markets of which are effectively separated, as in the case of trade with
the Soviet Bloc.£4 However, in none of these instances there exists a
cagse for discriminating against the export market in favour of the
domestic market.;In each of these cases, the tariff or quota restrictions
should be combined with the equivalent export subsidies. The advantages
of competitive efficiency arising from exposure to world market, more
efficient technology and selling methods of the firms abroad, and
economies of scale beyond the narrow confines of the domestic market,

can be .combined with the above advantages of the protective policy.

. It 1s difficult to make out a case for higher effective rate

for imports than for exports, excepting where the social evaluation

of riéks and uncertainties of selling abroad as compared to selling

in the domestic market depress the returns from selling abroad below

that of selling in the domestic market, even though the market price

per unit of sale, is the same in both the markets.‘The risks of war,
political changes in.the trading countries leading to changes in the
latter's commercial policy, or fluctuations in employment and income
abroad leading to changes in export sales, or the dislocation of

international transportation and communication facilities leading

1/ J. Bhagwati, The Theory and Practice of Commercial Policy: Departures
from Unified Exchange Rates, Paper in International Finance, No. 8
January, 1968, Princeton University, New Jersey, U.S.A. pp. ll-14,
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to disruption of export markets (i.e., closure of Suez Canal,) etc. may L
dépress the social evaluation of returns from export sales and may sﬁgges£>ﬂ
higher effective rate for imports thaan fog exports. On the other hand,

if the social evaiuation of risks of sglling abroad is not higher than
that of selling at home, but if there is a divergence between the private
and social evaluation of risks of seliing abroad in the sense that the
former overestimates the rigks, the situation is reversed and instead

of a higher import rate, a higher export rate is warranted. There are

in fact{fwo cases where one may argue for an effective export rate

higher than fhe éffective import rate; they arise if (a) the private
costs of cultivating foreign market afe in excess of social costs

since the ploneerlng flrm engaged in exporting is not.compensated -
correspondingly for its costs owing to the rival, follow up firms

sharing the market and (b) if the private returns from exports is

less than the social gain from receiving foreign aid at rates and levels
above what otherwise would be available, since tﬂé successful export
performance of a éduntry is often used aé the basis by the aid giver

1/

for a larger amount of concessional aid.™ }

1/ 1bid,
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APPENDIX-A

Proportion of export to output 1963/64

X, Nominal subsidy 1963/64
X, " " 1965/66
Xg: Effective subsidy 1963/64‘Undeflate& non-traded inputs
. .
x4 t " 1965/66 i n 1"
XS " " 1963/64 Nountraded inputs in Value Added
x6 " 1t 1965/66 1] " 2] " 11
logy =~ -6.84 -4.19 logX, R = 0,13  N=26
(T= -1.93) '
= -7.94 - 480 log X, ’R? = 0.19
(T= -2.38) S
= -3.63 -0.35 log X, &% = 0.02
(T= '0054)
= -3.36  +1.22  logX, . ®R?. = 0,008
(T= 0.,386)
(T= ~1.88)

(T= -0.54)
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