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Foreword

The National Bureau’s comprehensive project on Foreign Trade Regimes and
Economic Development is completed with the issuance of this synthesis by
Anne O. Krueger and the forthcoming publication of a companion study by
Jagdish N. Bhagwati, co-director of the project with Professor Krueger. This
undertaking marks a major step in the National Bureau’s increasing concern
with international economic problems, foreign economies, and particularly the
economies of developing nations, and is being followed up by a new National

. Bureau project on Alternative Trade Strategies and Employment, under Pro-
fessor Krueger’s direction. That project, like the oné reported on here, is being
financed under a research contract with the United States Agency for Interna-
tional Development. '

For many years the Bureau’s research efforts were concentrated on the in-
ternal problems of the American economy. There were some studies of specific
aspects of one or another foreign economy or U.S. trade or capital movements
as parts of Bureau programs such as those in business cycles or government ac-
tivity, and an occasional look at a specific feature of the international
economic system. Only in the 1960s was a separate program begun on the in-
ternational economic relations of the United States, under the direction of Hal
Lary. A separate National Bureau publication series—Studies in International
Economic Relations—began in 1963 with Hal Lary’s Problems of the United
States as World Trader and Banker and Robert E. Lipsey’s Price and Quantity
Trends in the Foreign Trade of the United States, and now includes 8 volumes.

Most of the Bureau’s earlier studies were focused on the United States,
other developed economies, and the relations among them. It was not until

xiii




xiv FOREWORD

Hal Lary’s Imports of Manufactures from Less Developed Countries in 1968
and Simon Kuznets’ contribution to NBER’s 50th Anniversary Colloquia,
published in 1972, that attention was shifted to the much larger world outside
the developed countries.

This first major venture by the Bureau into studying the economies of
developing countries is directed at one of the most controversial issues of
development policy: the choice of exchange rate regimes, the implications of
alternative regimes for resource allocation and growth, and alternative policy
instruments for moving from exchange control regimes to regimes in which
quantitative restrictions are unimportant as an instrument for regulating the
balance of payments.

There has been, of course, no shortage of public discussion of the trade
and exchange rate policies of developing countries. The basis for the Bureau’s
project was that no single author could examine those policies and their conse-
quences in a number of very different countries with the required degree of ex-
pertise and attention to the difficult problems of measurement involved, and
that uncoordinated studies differed so in framework and method that results
could not be compared and added up. The co-directors therefore brought
together a distinguished group of collaborators, each of whom was an expert
in the field of trade and development and was also well acquainted with one of
the countries to be studied. The authors would all work under an agreed com-
mon framework and set of instructions, hammered out among them at an ear-
ly working party, although they retained their freedom to modify the plans to
fit the peculiarities of their particular countries.

The result was the series of coordinated studies that Professor Krueger
has drawn on for this synthesis, each of which contains much valuable infor-
mation and analysis of the country beyond what can be summarized here. Nine
such studies have been issued, covering, in approximate order of publication,
Turkey, Ghana, Israel, Egypt, the Philippines, India, South Korea, Chile, and
Colombia. Studies of Brazil and Pakistan had been scheduled and, though not
carried through on the scale envisaged for publication, yielded useful results in
unpublished papers.

Of course, the country authors and Professor Krueger are well aware that
trade policy and exchange rate policy are not the sole determinants of the rate
of development. It is notable, however, that from the mass of factors affecting
economic development, including political influences such as the stability of
governments, Professor Krueger is able to discern some striking relations be-
tween trade policy and economic growth.

One point that recurs throughout the study is the importance of looking
beyond the changes in nominal exchange rates (gross) to changes in effective
exchange rates (net)—that is, the amounts actually paid for foreign currency.
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The latter measure takes account of changes in, for example, the premium on
import licenses or the abolition of export subsidies, which could offset the ef-
fects of devaluation. In one extreme case, Egypt, a 23 percent gross devalua-~ '
tion resulted in only about a 3 percent net devaluation. Professor Krueger sug-
gests that many instances in which exports supposedly failed to respond to ex- -
change rate changes were in fact cases where there was nothing to respond to:
the nominal devaluation was offset by other factors affecting the exchange
rate. Where there were changes in real effective exchange rates, she reports,
almost all the authors found signficant responses of exports to them.

Another point of importance is the distinction between devaluation and
liberalization. The former alters the price of foreign exchange, while the latter
shifts from quantitative restrictions to price intervention. One could, in princi-
ple, liberalize by substituting tariffs for quotas at an unchanged exchange rate.
Professor Krueger denies.that devaluation attempts necessarily lead to reces-
sion, as is often asserted. When such a juxtaposition occurred, she suggests, it
resulted from efforts to curb domestic inflation (a separate objective impor-
tant in its own right), not from the devaluation itself.

With respect to the fear that devaluation results in inflation, Professor
Krueger finds that inflation in such cases is usually the result of expansionary
monetary policy, although occasionally the success of the devaluation in pro-
ducing payments surpluses and the subsequent failure of some governments to
offset the effect of these surpluses on the money supply did result in inflation.
Among the many inflationary forces in developing countries, devaluation was
a minor one. ’

One of the purposes of this study was to examine the payments regimes
themselves, and Professor Krueger argues that quantitative restriction regimes
were often far more protective than the governments imposing them knew or
intended. One indication of that lack of awareness was that when quotas were
replaced by tariffs, the tariffs provided less protection, partly because, she
suspects, the governments did not realize how high the levels of protection had
been. Another indication of lack of awareness of the effects of quantitative
controls, this time on the export side, was where the imposition of physical ex-
port targets in return for import licenses produced cases in.which even the
direct import content of the exports was greater than the foreign exchange
earned by them. .

Perhaps the most important conclusion from Professor Krueger’s analysis
is that a bias toward exports, and particularly a pervasive, well-publicized, and
stable government commitment to exports, is most favorable to economic
growth. Stress is laid a number of times on the importance of the known com-
mitment to an export orientation, beyond the measurable effects of, for exam-
ple, changes in effective exchange rates. The commitment influences expec-
tations about future government actions and encourages export suppliers to
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believe that currently favorable conditions will be maintained and are
therefore worth adapting to. Expectations, unmeasurable but sometimes
predictable, can, of course, work against a rational exchange rate policy if

. potential exporters have learned from experience to expect favorable condi-

tions to be ephemeral. .
The favorable effects of an export orientation are attributed by Pro-

fessor Krueger not only to such traditionally cited factors as economies of
scale or the stimulating effects of foreign competition, but also to the fact
that such a policy limits the use of quantitative restrictions and the distor-
tions of economic incentives that accompany them. It is a policy that forces
the recognition and rectification of mistakes that are hidden by an import-
substitution policy. "

Academic scholars are sometimes accused of ignoring the world’s ma-
jor problems and concentrating on trivial ones because they are more easily
understood and solved. That is a charge that cannot be made against Pro-
fessors Bhagwati and Krueger and their collaborators. The result of this col-
laborative effort is, we believe, the most authoritative examination of
developing countries’ trade policies ever carried out, and one that will not
be superseded for a long time. We hope and expect that it will be a major
contribution to both academic discussion and to policymaking.

Robert E. Lipsey
Director, International Studies



Preface

This volume is devoted to analyzing two closely related questions: (1) What
determines the outcome of devaluation and its accompanying policy measures
when they take place in an environment of exchange control and quantitative
restriction of international transactions? (2) How are domestic resource alloca-
tion and growth affected when trade and payments regimes are liberalized so
as to reduce or eliminate reliance on quantitative restrictions? The analysis of
these questions is set within the context of developing countries.

Both questions have been the subject of a great deal of discussion since
the early 1950s. Early analyses generally failed to distinguish between devalua-
tions when normal market reactions are being restrained by quantitative
restrictions on trade and those that occur under liberalized regimes. Even after
that important distinction came to be recognized, a general framework for
analysis was lacking, and empirical investigations of individual episodes of
devaluation tended to treat each event as unique.

By the late 1960s enough experience with devaluation under exchange
control had accumulated so that it seemed feasible to attempt a systematic
analysis based on a number of devaluations. Such a project was undertaken by
the National Bureau of Economic Research, with Jagdish Bhagwati and me as
co-directors of the project. ‘“Foreign Trade Regimes and Economic
Development’’ was designed to provide answers to the two questions above
and to investigate other issues related to exchange control and its effects. The
first phase of the project was the preparation, review, and revision of an
analytical framework; the second phase comprised separate analyses of the ex-
perience of ten developing countries;! the final phase is a comprehensive
analysis of the findings from the ten country studies.

ICertain supplementary studies were also prepared on topics of particular interest. They cover
aspects of the Indonesian, Japanese, and Pakistani experience.

Xvii
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The country studies undertaken in this project were carried out by
economists well acquainted with their subject countries. The countries includ-
ed and their study authors were:

Brazil Albert Fishlow, University of California, Berkeley

Chile Jere R. Behrman, University of Pennsylvania

Colombia Carlos F. Diaz-Alejandro, Yale University

Egypt Bent Hansen, University of California, Berkeley; and
Karim Nashashibi, International Monetary Fund

Ghana J. Clark Leith, University of Western Ontario

India Jagdish N. Bhagwati, Massachusetts Institute of
Technology; and T.N. Srinivasan, Indian Statistical In-
stitute ‘

Israel Michael Michaely, The Hebrew University of Jerusalem

Philippines Robert E. Baldwin, University of Wisconsin

South Korea Charles R. Frank, Jr., Princeton University and The

Brookings Institution; Kwang Suk Kim, Korea Develop-
ment Institute, Republic of Korea; and Larry E.
Westphal, Northwestern University

Turkey Anne O. Krueger, University of Minnesota

This volume and a companion study by Jagdish Bhagwati represent the
results of the final phase of this project. This phase draws upon the findings of
the country authors in an attempt to provide an analytical framework that
might prove useful in studies of other countries. This analysis also represents
an effort to generalize—to the extent possible—on the apparent orders of
magnitude of the parameters that theory predicts to be important. This book .
addresses the effects of devaluation and liberalization; the Bhagwati volume
provides a comparable analysis of exchange control regimes and their effects.

The project on Foreign Trade Regimes and Economic Development began
in 1969, and the period covered in the country studies generally ends with
1972. The research on the individual countries was largely completed before
the changes in the international -economy of the mid-1970s took place. The
present analysis, therefore, which is based on the country studies, does not
take these recent changes into account. A question of some importance is the
extent to which the lessons emerging from the 1950s and 1960s are applicable
to the changed international economic environment in which developing coun-
tries find themselves. Obviously, judgments will differ, but I do not think the
conclusions and results need alteration in any fundamental regard.

To be sure, faster growth of world demand and rapidly rising levels of in-
ternational trade provide a favorable climate for any set of economic policies.
The comparative ranking of alternative policies does not, however, shift
simply because conditions are less favorable for any of them. While the
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outlook for the rate of growth of world trade in the latter half of the 1970s is
not entirely clear, it is likely that—in real terms—the rate of growth of world
demand will not be as rapid as in the decade between 1965 and 1975.
Nonetheless, interdependence among countries is likely to continue; and the
sorts of difficulties that resulted from some of the quantitative restriction (QR)
regimes of earlier periods are equally likely to result should similar policies be
followed in the present environment.

Some of the changes that have taken place in the international economy
have probably made it easier for developing countries to follow rational
policies. Other changes may have made the task more difficult. An example of
the former is the shift in the world economy to a system of floating exchange
rates. Rational exchange rate. management in most developing countries will
undoubtedly entail the use of one formula or another to adjust the parity of
the currency against a market basket of other countries’ currencies. Such an
action should make the adoption of a sliding peg, or other policies that main-
tain realistic real exchange rates, somewhat easier than it was in the 1950s and
1960s. While some have asserted that reserve management has become more
difficult as a consequence of realignments in rates among the major curren-
cies, there does not seem to be any basis for this allegation. The fact that rates
are floating—and perhaps set at more realistic levels—may reduce the desired
level of reserves and thus reduce the size of the problem. Insofar as reserve
management is concerned, it is true that holding.all reserves in a single curren-
cy is no longer wise, if indeed it ever was. Countries can, however, find
relatively simple rules that will suffice. For example, a country might hold its
reserve assets in the same proportions as the International Monetary Fund
(IMF) records the weighted exchange rates in terms of Special Drawing Rights
(SDRs); alternatively it could keep its reserves in approximate proportion to
expected future net liabilities, including debt-service obligations, to its various
trading partners. The composition of reserves would thereby provide a margin
of safety against short-term fluctuations in exchange rates.

Although floating rates are unlikely to have adverse effects upon the pro-
spects of the developing countries, the impact of terms-of-trade changes
following the oil price increase is far more difficult to assess. The oil price in-
crease itself was, presumably, a once-and-for-all measure, really not as large as
some other terms-of-trade shifts experienced in earlier years. Different coun-
tries have been very differently affected. In general, among countries without
domestic oil resources, those whose trade regimes relied heavily upon QRs
were the ones most adversely affected; those with liberalized regimes and
outward-oriented growth appear to have been much more capable of adapting
to altered circumstances. :

2See, for example, the classification of developing countries in Constantine Michalopoulos, Finan-
cing Needs of Developing Countries: Proposals for International Action, International Finance
Section, Essay in International Finance No. 110 (Princeton: Princeton University Press, June
1975).
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The evidence from the country studies demonstrates the potential payoff
for development via reliance on international markets. Perhaps the major con-
clusions that should be drawn from consideration of the altered international
economic environment are that developing countries have a major stake in the
rapid expansion of the world economy and that developed countries can make
a sizable contribution by providing access to their growing markets.

The development of the present analysis has been closely interrelated with
the fortunes of the individual country studies. During the period when final
revisions were being made, from September 1975 to March 1976, published
volumes or galley proofs were available to me for all the country studies but
that of Brazil. For that country I used a summary version prepared by Albert
_ Fishlow for use at the Bogota conference. During the spring and summer of
1974, drafts of what are now Chapters 2,4,5,6,7,8,9, and 10 were prepared.
A working party of country authors was held in September 1974, and I
benefited from the discussion at that time, as well as from numerous written
suggestions from those present, including Robert Baldwin, Jere Behrman,
Jagdish Bhagwati, Carlos Diaz-Alejandro, Albert Fishlow, Charles R. Frank,
Jr., Bent Hansen, Hal Lary, Clark Leith and Larry Westphal. Sergio Molina
and Anibal Pinto of the Economic Commission for Latin America were also
present at that meeting and made numerous helpful suggestions.

>~ Chapters 4 through 6 were revised on the basis of data provided by the
country authors and the discussion and comments received at the working par-
ty. In addition, drafts of the remaining chapters were prepared.In December
of 1974 the Asian Development Bank and the National Bureau jointly spon-
sored a conference in Manila on the results of the project. In April of 1975 a
similar conference was held in Bogota under the auspices of the Banco de la
Republica, the Economic Commission for Latin America, and the National
Bureau. Jose Encarnacion of the University of the Philippines, and Kiyoshi
Kojima of the University of Tokyo, made especially useful comments on the
manuscript at the Manila conferénce, and Patricio Meller of the National
Bureau, and Juergen Donges of the Institut fur Weltwirtschaft, Kiel, did so at
the Bogota conference. I am grateful to all the participants in both con-
ferences, many of whom should recognize significant changes based upon their
comments and suggestions.

I am especially indebted to Bent Hansen, Michael Michaely, and T.N.
Srinivasan, who read the entire manuscript and commented extensively at that
stage. I also benefited from comments from Richard Snape, who read the
penultimate draft. Hal Lary has read and commented upon all drafts of the
manuscript, and it is to him that my debt is greatest.

Salih Neftci provided invaluable assistance with the statistical work
reported in Chapters 8, 9, and 11, in addition to our joint endeavor in the ap-
pendix to Chapter 8. Abraham Hollander served as a research assistant durmg
the academic year 1974/75.
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also provided helpful comments on the final draft of the manuscript. The ma-
jor financial support for the project was provided by the United States Agency
for International Development, whose assistance is gratefully acknowledged.
Michael Roemer and Constantine Michalopoulos, in turn, were project
monitors, and they contributed importantly to the intellectual development of
the project.

Betsy Frederick and Carol Such each typed parts of the manuscript. Pat
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and also the final revision, and the manuscript is much improved because of
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