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Chapter 1

Introduction

A notable feature of economic activity since the
second world war has been the growth of intermnational
trade, whicli has tended to increase relative denendence
on trade, tinus placing a larger section of the national
economty outside the control of normal monetary and fiscal
policy. Thus, betwee.. 1960 and 1970, the real G.N.P. of
the Industrial Nations of the world increased by just over
a italf; during the same period the volume of trade of
these nations increased by 119%. One of the features of
this growth in trade has been an increasing speciciifatsion,
especialliy among industrial nations - making exports
dependent on a narrower range of goods, more scensitive to
marltet changes. At the same time, a much wider range of
importable goods has becorie available, malzing a larger
section of the internal ecoanomy sensitive to the winds of
foreign competition.

Néw:>Zcaland ‘hasibeen sometiiing of an exception to
this rule. Siuce the war, she has become somewhat less

dependc .t on trade. Her relative dependence, unicasured as

Exports + Imports
Gross Dom. Prod.

46 .3% in 1950/51, gradually falling to 41.8% in 1960/61,

(current prices, Imports at C.D.V.) was

and 36.7% in 1970/71. This is insufficient evidence on
which to make too sweeping a generalisation, but it is
significant that those nations which had the more liberal

trade policies = Japan, Germany, Sweden =~ experienced

pro-trade biased growth, while a country like New Zealand



withh stringent control policies, iiad anti-tradec biased
growth, And economic growth itself was somewiat slower
in New Zealand, averaging about 1.5% in real terms during
the 1950s, 1.3% i. the 1960s.

The external threat to iaternal stability takes two
forms.

1. Balance of payments disequilibrium - surplus
or deficit = —can disturb the steady growthh of am economy.
For example, Britain's post war growth policies have suffer-
ed from the 'stop-go' alternation of rapid expansion and
relative stagnation largeily as a result of the constraints
imposed on the cconomy by the serious deficits wiicu occur
after eacn period of expansion. On the other side,.yest
Germany's major economic goai - price stability - has
been constantly threatened by the inflationary pressures
of recurring surpluses. Cananges in the flow of foreign
payments lead to changes in internal monetary volume,
changes in levels of recal and monetary demand, re-distri-
bution of income and re-adjustment of productioa. The
causes of disequilibrium can be structural marlet changes
like changing foreign taste or new products; or they can
be rando.i everits like distant wars or the political decis-
ions of foreign governments. A national government, part-
icularly in the small country case which is assumed
throughout this work, can hope to offset the effects of
external events, but has little contrcl over the events

themselves.
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2, Industries engaged in the production of goods
which compete with imports can be severely affected by
changes in international prices and by the appearance of
new substitute preducts- in the world market. In an est-
ablislied industry, the sudden appcearance of competitive
foreign products can bring loss of income, unemployment to
a sector of the economy and possible economic decline to
a region. An infant industry, trying to establish itself
in a world dominated by large international corporations,
may face insuperable obstacles.

The imposition of restraints on external trade can
have oae or both of the aims -~ to maintain balance of
paymeitts equilibrium aiid to protect internal industry.

But both inteuntions arisc froin the desire to insulate an
internal cecconomy from the effects of extermal, uacontrollable
evenzts.

The forms of trade restraint arce alimost innumerable,
but can be readuced to a few broad categories.

1. Tariff or Subsidy. A tax can be levied on impnort-

ed goods to divert demand to the fiome produced goods imn
order to reduce cxpenditure oa imports and/or protect the
home producer. A similar balance of payments result is
achieved by granting a direct subsidy to the home producer,
if that subsidy reduces tine price of the commodity on the
home market. On the export side, balance of payments may
be improved ( if the relevant elasticities are favourable)
if producers' exportable goods are subsidised. The tariff
or subsidy may be ad valorem or specific, it may vary with
the quantity of imports/exports or with fluctuations in

foreign or home price levels; it may be confined to



selected products, varied in scverity over a rangc of
products, or be a genaral rate on all imports/exports.
Variation in methods of application have marginally diff-
erent results, but for the purpose of theoretical analysis
a given (specific or ad valorem) tariff on a product or
range of products iz sufficient to show the general effect
of a tariff system. The common: feature of all tariff/sub-
sidy methods is that they attempt to influence demand and
supply tixrougii manipulation of the price mechanism, making
the internally preduced commedity reiatively circan.

2. Quantitive Coritrols., The obvious alternative to

tariff is a restraint on the quantity of selected commodities
or total imports. This manipulatés  the market by adjust-
ing volume of supply, with price changes (implicit tariff)
occuring as a side cffact of the policy. Again, tluerc is

a wide variation ian the method of administering controls.
Licences to import can be issued in terms of quantity or
value, witix permitted items specified or in respect of a
range of geeds, Licences iiay be in t.e hands of foreign
supplier, domestic importing agent or domestic end-user.
Origin of immorts may be specified by countries or curren-
cies, or licences issucd on a global basis. The implicit
tariff may be collected in form of tariff or licence fee;
alternatively, resale pyrices may be controlled to s»revent.
importers from obtaining monopoly profits, Clearly, depead-
ing on the admministrative »nrocedure, «ffects will vary,

but from the point of view of theoretical analysis, it is
sufficient to examine the gcueral effects arisiuag from a
reduction in the availability of imports, and especially

the demand/supply gap created by such reductious.



3. DNon-Tariff Barriers. The 1969 Report of the .. .

G.A.T.T. Committee for trade in Industrial products listed
some 800 non-tariff devices for impeding trade. They were
grouped in tairty categeries, of wiich the six most imp-
ortant - or perhaps thie six most casily identiiiable were:-

(a)'Voluntary' quotas alffecting the voluizc of exports
by supplicer nntions.

(v) Customs valuation methods and procedures e.g.
tite American Selling Price systen.

(c) Anti~dumpiirg and countervailing duti=zs.

{d) Public procurement policies and practices.

(e) Governmecat aids to industry, such as regional
policies, subsidies, adjustment assistancc to
imvort competition and so on.

(f) Industrial standards, including technical,
healtnh and safety requiremcents,

Sucr: measures are often iantroduced for purposes
cther than trade restraint - to provide employment in
depressed arceas, protect tha healthr of the consumer,
prevent foreign domination of the home economy etc.;
sometimes they are deliberate evasicns of the sgirit of
G.A.T.T. rules, substitutes for the tariffs and quota
controls, banned under G.A.T.T. agrecments. ©During the
last few years, especially since tihe two Kennedy rounds
of tariff reduction, they have been under incrcasing
scrutiny both by economists and administrators in inter-
national agencies. In terms of theoretical analysis,
however, they can be regarded as having the same intent
and effect as tariff or quota. They result in giving a

direct prieve advantage to the home producer, or make it
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administratively so difficult and time-consuming to obtain
import.clcarances as to reduce tie quantity of goods avail-
able.

L, Exchange Rate Adjustment Pernaps the mcst-

obvious, most direct and most e¢ffective metiiod of correct-
ing external imbalance is to allow the national currency
to adjust its value vis-a-vis other currencies. As the
International Monec tary system came under increcasing desta-
bilising pressure following the return to full convertabil-
ity in 1958, each year witnessed more and morc demands
for greater floxibility in exchange rates.

However, while exchange rate policy can e defined

as a useéeful corrective measure in terms of balarce of

payments, it cannot be recgarded as a policy in restraint
of trade, if it is not subjuct to destabilising fluctuat-
ions, or used as a trade-war 'weapon' as it was in the
1930's. The purposc of the policy 1is to nzelp rcduce
monetary surplus and deficit, to increase international
liquidity and frec-up the exchange of goods and servicces;
it is essentially a liberal trade policy. It has, for
example, no fuactiona a device for protection of specific
industries. Whe¢re a devaluation takes place, some tariff-
like advantage accrues to all iadustries competing against
imports and to all export-oriented production; otherwise
no nrotective c¢lement enters into the policy.

This thesis largely confines itself to an examination
of the impact of the use of the first two measures listed
above - tarifi and quota, Chapter 2 surveys some stan-

dard trade tieory, and Chapgter 3 extends this to cownsider

the protective aature of coatrols in smadl-market count-
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ries suci as HNew Zealand. Both chapters adopt the normal
cene or two commodity apprcacir. Chapter 4 intreduces a
third corenodity - tle won-traded commodity. Most theory
avoids tie use of three commodities for a iumber of
reasQis -

1. Definition of what comnstitutes an import, export,
or non-traded good iz almost impossible, (This difficulty
is sheived until Chapter 9.)

2. Diagrammatically it is very difficult to handle
more than two commodities and this is also lefi until
Chapter 9.

3. The inter-relatic::ships of three sectors makes
it difficult to coustruct a model which is simple e::ough
to allow for rigarous theoretical treatment, yet realistic
enough to have a policy application.

Cliapters 5,6,/ aid 8, talke the tineoreticai model,
allot to the various scctors values wnpich approxiinate to
their importance in tite N.Z. ecomnomy. Tiie cnapters then
process a simple computer simulatiox model of the effects
of different policizss ox zach of tie scctors under a
variaty of conditions -~ tae parametric conditious bein
represeinted by elaticities of supply and demand in each
sector,

Chapgter 9 attempts to take the theory a stage
further and examine the zind of external impalance that
cai: arise naturally as a result of a anation's normal
e@conomic growth, and the three commodity asalysis is
incorporated into a s¢t of diagrams. There is an

important departure from the wnormal three conunodity
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approachti, Most tiheoretical analysis assumes tize existance
of three (or two) goods, or bundles of gsods, produced for
three markets. The goods are thus labelled Exports, Non-
tradawle ard Import goods. Chapter 9 is more concerned
wit.: the market tham wita the product. A few goods can be
clearly definced as almost exclusively procduced for a spec-
ific market; e.g. ia New Zealand car-repairs are generally
non-traded; tea and jet aircraft arc imported. But some
commodities belorng to two or three markets. Becef is
prcduced dvoth for home and foreign consumptior, glass-
ware may be imported, exportcd or mnon-traded a:.d s> on.
Tihus, clhanuging market conditions can induce two reactions
from producers.

(a) An altceration of production patterms to produce
B B Lk different comnmoditics - tae redctionliof ..

traditional theory.

(b) A re-directios of existing product towards a

more attractive maritet.

Esyecially ian the short run, it is the second
reaction waich 1s the more important and which allows o
supply to be relatively =lastic. Tnus, the Transformation
Curves used in the diagrams of Chapter 9 might uore
accurately be renamed Transfereace/Transformation Curves,
indicating that exactly the same result is evident whether
an old product is re-directed or a new product introduced.

"Although the mai:n purpose of this thesis is to
develop theoritical models, any examination of such a
controversial topic is incomplete witiaout some empirical

L

work. Good theory should stand the test of practical
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application ;and should lead broadly to the same conclusions
as a study of a particular case. The case study is in
many ways a much more difficult exercise because it 1is
impossible to sclect from thae events of a dynamic economy
those whici: are relevant and those whichh are not. In a
situation where tiany caanges were taking glace simultan-
cously, it is impossible to isclate the effects of one set
of policy nmcasures oa International trades The cmergence
of new technology, products, markets and anatiowms, tae
efforts of Intermational Orgaanisatioas, tihe matural growth
of Mew Zcaland hierseli, were all far more important
factors i tuue determination of Mew Zealand's cconomic
destiny and trading jpatterns tihan were the, by comwarison,
Puny efforts of legislaters to manipulate our external
2conomy. Decisions made in Washington, London, Brussels
and Tokyo werce in many ways more important than thosc
made in Wellingto 1.

In examining 'evidence' about New Zealand's Import
Control policy, tusre is consideravlie conflict. Some
nproducers, pvoliticians and economists praised tiiz system
and some damned it. OCne could guite easily select evid-~
ence to 'prove'! that import control had heen a total
success; equally one could 'prove' its failure.

In spite of these difficulties, Chapters 10 - 17
attenpt to summarise thec effect of gquantitative controls
in .ew Zealand. They do not pretend to present a full
analysis but rather act as a test picce to see if the
conclusions-of the_theory can be confirmed or discredited

by -events The system itself is examined historically,
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its motivaticn explaired; there is a summary oi thoe reac-
tion of contemporary writers and commeiitators to methods
of zdministration of contrsls and zldocation of aimports.

For thirty years thoere have vzen pgeriodic outbursts cf .

4

criticisiz of 1uipgort coxtrcl, bLoth of the faili gs or the
administratios and of the econcmic ciffects; commeunt, both

oro and aati, has cowverced bothy current svents, and loang
term asscsswent. Two major difficulties occur in making
a2 hMistorical surwey,

1. Most of the commant is mede by interesdead
groups - traders, msanufacturers, pcocliticians and econom-
ists, amud much of it biased by a particular viewpeint.

Tire most iwmpertant grouz.of all - the consumers -~ is quite

2. Therc is so much comment, much cf it resetitious,
that it is difficult to sclect a representative samnle
without danger of sslecting that which sugperts the
thecretical co.iciusiosn and discarding tiiat which contra-
dicts it.

Finaily, the last chapter cexamires relevent statis-
tical ianformation and processes it ts sce 1f taere is any
evidence tz show whetiler or not import control in New
Zealand has significantly helped or hampcred industrial
growth, in general or in protected sectors. The general
connclusion tries to tie up the results of all three
approaches - theoretical, Listorical and empirical.

hrouguout the thesis are a number of guestiorns
wiieh keed recurring. Some — e.gs Question 3 {chapter 9) -

are explicitly thae conceri of a particular chagjster or
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cihapters. Others form a continuous background to wihich
coanstant reference is directly or implicitly made. A

list of these questic:is mignt form a useful starting

o

1. DBalance of Pavments. Do tariif and/or

quantitative coatrols improve bvalance oif payments? Are

thicse improvements short or long term? Cas trade restraiats,
imposed for short term adjustient, have lasting cffects

after thoey arc removed?

2. Scctoral Benelit. Which groups benefit and

witich losc¢ out as a resuit of controls? Is any (Scitovsky-
type) conpeansation arraangcemzsnt possible - ee.ge. by collect-
icn and reallocaticin of implilicit tariff? To what dogree
are contrecls imjosed for non-ccomnomic reasons ns the result
of political prassure excerted by vocifercus bencetittiag

groups?

(%)

3. If coutrols are to be used, which gives ti
rmost satisfactory forii of nrotection - tariff or gquota?

In particular, wihich gives the greatest assistaiice to tue

g
expantsion of efficient industry? Or is frecr trade, with
or without flexible exchange rates, a more satisfactory
alternative?

4. Why are restraints oa imports generally pra-
ferred to subsidies on exports or import substitutes?
Theory would suggest no siganificant difference in
econowmic cffuects.

5. If imsport restrictions are selective, do they

have distorting effects? Fer example, if import

licences arce issued only for 'essential' commodities
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sucia as producer goods, is iaternal manufacturing diverted

away from 'desiradble' prcocducts with high fo

(ceg. textiles, steecl machinery) into !'luxury’
with high, (imported) tackward liniage (e.g. pleasura
boats, lawsi~mowers and toys).

6. Ia 2 full-employment eccnomy can the expansion

of an import. competing sector take nHlace without harmful

effects on others, especially exuport, ssctors?

U/ Is a zmation justificed i solviug its oy srob-
J O K.

lems @y »Holicics wihichi itay navm others - i.c. Ly 'beggar-

my-neighbour! policies? Is it likely thoat, especially in

the loag term, similar wnolicias by forecign govornmeniis

cancel out the berefits?

[

D

The study of trade restraint covers sucit a wide
field that it is necessary tc restrict the exaniration to
a relatively aarrow field. Although refercence will be
made to a number of important issues, it is not possible
to develop them fully. Among the issues ignored are;

1. Tue Income distribution effects of different
policies. For cxample, tariff and subsidy are tireated
as being the same policy, because their effects on balance
of payments and producer protection are similar, although,
tharougun taxation and traansfer payments, their zffects on
intcrnal income and consumption may he very differcnt.

2. Exchange rate adjustments is perhaps the most
dircect and effective mcans of adjustment, especially of
trade imbalance and capital movements. However, from 154k
until 1968, under the post-war Bretton-Woods system,

variations in rates were generally regarded as undesirable.
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Smaller countries tended to 'tie' their currencies to
one of the larger currencies. Over long periods of
time, the rates could be assumed fixed.

3. Capital Controls. Most nations operated some
control over capd tal movemcents - to adjust -balance of
Dayments, to ewncourage or discourage foreign investment,
to> counter speculation etc. Generally however, these
controls were not specifically aimed at trade control,
cexcept where exchangce controls were necessary as ccncomit-
ant measurces in supportit cf export and import coentrol
rcegulations.

Tais study is primarily concerned with the relative
merits of a free trade policy on the one hand, and =2
restraining policy on the other. The restraints consid-.
ered arce the alternatives of Tariff and Quantitative
Control,

In develoging the theory of trade restraint a
number of general assumptions will be made, conforming
to the small-country case, and particularly to the New
Zcaland situation in the 1939-68 period. hus it is
generally assumed that external supply is cowpetitive -
that price is given in terms of foreign currency, conse-
quently in terms of the home currency with fixed exchange
rates, and that supply at that price is infinitely
elastic. Nis is a reasonable assumption, as the cnly
ficld in which there is evidence of monopoly is in the
provision of freight, insurance and financial services
which have never been, and cannot be, subject to quocta

resrtictions. Even if supply were subject to manipulation
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by the foreigner, there would be no action open to New
Zealand which could influence that supply - i.e. price
could still be given.

It must be acknowledged that there are exceptions
to the general assumption. As a small market, New
Zealand is open to the dumping of foods by large companies
wishing to develop or preserve a market, or to dispose of
surplus stacks. If such a dumping is of a permaiianent
nature as may, for instance, be possible with machine
tools, there is a strong argument for welcoming what is
in effect, a permanent subsidy by a foreigner to the New
Zealand user. Similarly, a temporary dumping may be
accented as a windfall gain, analogous to the consuner
gain from periodic retail store sales, conferring a real
income benefit to the recipient country, without having
any serious effect on production.

Clearly, each case of apparent dumping requires
separate ccnsideration. Counteraction can be:

(a) A matching subsidy to internal producers to

hielp them compete with the foreignr product.

(b) A temporary tariff to counter the dumping.

(c) A combination of tariff on the fcreign

commodity, wnose revenue is used to subsidise the

home producer.

(d) A ban of the foreign good.



Chapter 2

The Standard Theory of Trade Control

The simpnlest model, developed first by Haffner
and reproduced in various forms in most text-books illus-
trates the effect of controls on one commodity in a static
competitive situation. ( See Figure 2.1 ).

O' O represents transport cost.

Countries I and II represent importing and export-
ing countries respectively. Free trade equilibrium is
when imports B C equal exports E F at price level O P.

If B'C' is imposed as import quota limit, competitive
conditions will depress price in the exporting country to
O H, and raise price in the importing country to O G.

(i) Consumers in Country I move to a lower level
of satisfaction as a result of a rise in price unless the
income effect of reduced import payments increases real
incomes sufficiently to offset price effect.

(ii) Consumers in Country II move to a higher level
of satisfaction as a result of a fall in price, unless the
income effect of loss of export earnings reduces real
income sufficiently to offset price effect.

(iii) Foreign suppliers lose income ( PF x O P -
HF' x OH).

If price elasticity of demand for the commodity imn
Zountry II is less than unity, the country II producer may

lose further income. The relecase of non-exported goods
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Country 1 Country TT.

0
L

s g Dt = Country 7 esurply and denind
s Sg - Tountry 1T cupply nand dems nd
o' 0 = transrort cost

P - free trade price

g =8 F = froe trade quantity
HG - tariff
cc(+00,) = Country T post tariff price
OH - Country IT post tariff crice
B*C'=LEK=E"F - post tariff quantity
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on the Country II market will reduce his income in that
country. If demand elasticity is greater than unity, the
country II producer may, to some ‘dggree, offset his losses
in the Country I market, by incrcasing sales revenrue in
Country II.

If Counitry II represents the 'rest of the world",
the situation is that of the availability of altermative
markets for the producer. Assuming that Country I conforms
to Corden's '"small country case'" definition, the likelihood
is that supplier (Country II) faces a world demand curve
of high elasticity. I such a case, the incidence of tariff
would fall on the country I consumer. i.e. the terms of trade
effect of tariff would be negligible.

(iv) Home producers gain income, ( C' G x O G
minus C P x O P ) which may help to offset the consumer
loss of effect (i).

(v) Holders of import licences, buying at H and
selling at G, make extra profit B'C' L K. Some or all of
this profit may be transferred to government by the impos-
ition of a suitable tariff or licence fee.

This simple analysis underlines one of the most
important rcecasons for the imposition and maintenance of
controls. The people most likely to gain from control -
importers and home producers - normally form a distinctive
unified group within a community able to voice their opin-
ions strongly and to influence policy decisions. Potential
losers are ceither disunited, as with home consumers, or
lacking influence, as foreign producers.

This basic model of Haffner is adapted by Heuser
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( Coutrol of International Trade, 1938 ) to a variety of

situations. Those of significance in New Zealand are

1. Where there is no domestic product and licences are
controlled by one importer or importing group, giv-

~-.ing monopoly in_ the impoxrt side.

2. Where monopoly exists in internal production and
control is designed to give total or partial protect-
ion to internal producers. Heuser argues that, var-
ticularly in a small country wita a relatively small
market unable to support more than a few producers,
a monopolistic market is likely to develon after
control, even if none existed in the pre-control
period.

Case 1 is illustrated in Figure 2.2.

A R and M R are the demand and marginal revecnue

curves.

A C and M C represent the foreign supply and import-

er's marginal cost.

O N, O P, represent free trade quantity/ price equi-
librium. If any quota, such as 0O L, is fixeced, thec ncw
supply curve becomes A S T and, with competition among
importers, price could rise to P', with P' F representing
the difference between price paid to the foreign supplier
and price paid by internal consumer - i.e. importer's
profit or implicit tariff.

Should a monopolist control import licences and the
M R/M.C intersection lie to the right of L T, there would
be no additional monopoly producer proufit; price would

remain at Pl' However, if the M R/M C intersection lay
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to the left of L T, the monopolist would reduce imports
below the permitted level ( to O Q ) and price would rise
to P''.

It can be argued that this is aot a situation pecul-
iar to the control of imports, but a monopolistic situation
which can arise whether or not conrtrol of trade exists.
However, in the absence of trade-licensing, with free¢ entry
into trade, the factor most conducive to monopoly growth
would not exist and monopoly would be much less likely to
occur.

This model may help to explain the variation of the
"wastage" of licences ( sce page 265 from year to year in
New Zealand. Relaxing and tightening controls - moving
L T rignt or left - seems to have had as one of its effects
an increase or decrease in the amount of unused liccnces.
Case 2 : Heuser compares tariff and quota as alternative

methods of protection to show their diffcecrent effects.

The tariff is illustrated in Figure 2.3.

D R and D Rm are demand and M.R. curves.

N C and N Cm are cost and M.C. curves of the iunter-

nal monopoly producer.

In the absence of fdreign competition (or if foreign
price were above O W) and with pure competition internally,
O W and O X would be the market cquilibrium price/quantity.
With monopoly and no foreign competition price/quantity
would be O L/O K.

If foreign produced goods are available at some price,

like O A, above the free competition price O W, but below
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the monopoly price O L, the effect of foreign trade is to
alter the demand curve facing the monopolist to A B R, the
section A B also representing marginal revenue. The monop-
clist's production would increase to A F (=0 E) and the
quantity F B = E M would be imported.

This situation could lcad to political lobbying by
the monopolistic group, asking for some form oi protection.
A tariff protection (of A A' ) raising price to 0 A', would
further increase the internal production to A' F', reducing
imports to F' B'. Above point G the tariff becomes prohib-
itive in the sense that there are no imports. It still
performs a function, however, in that it sets a constraint
above which home price may not rise without inviting foreign
competition. The tariff penalises consumers in that a small-
er quantity is available at a higher price, but does provide
extra employment at home at the expense of the foreign
supplier.

The use of a quota to protect the internal monopolist
has a much different effect, illustrated in Figure 2.4.

This model attempts to trace the logical sequence
of a sceries of events.

Initially, with foreign price 0 A, the monopolist
prcduces quantity A M and quantity M B is imported. Monop-
oly profits are represented by the area A M W. i.e. Total
Revenue ( AM X. A0 ) minus Total Cost ( Area under O W M)

Assume that foreign price falls to O A', increasing
imports to F E; monopoly output is rgduced to A' F, and

monopcly profit to A' F W. Although there has been some
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thrce disadvantages may accrue to the import-

(1) Producers lose some incoine.

(2) There may be uunemployment ir. that scctor.

(3) Balance of payments way show a deficit.

The wcxt step is that successful lobbying causes imp-

orts to ¢ '"frozean'" by quota at the origiaal quaatity

MB(=NZ).

The demaitd curve facing the monopeclist changes dra-

matically to the line P N E R. Marginal revenue is P Q

(Broken thereafter). Results are

(1) Internal product is O L

(2) Imports are L K ( = N E ), unless the monop-

olist also holds the licences in waich case

they may be less than L K.

(3) Internal price is K T, foreign price K V.

(4) Monopoly profit is P Z W.

(5) Importer's profit is U V T X ( shaded area ).

An interesting result may be that, if the interunal

oroducer's M R and M C intersect at a point below world

orice, 1t may pay him to incrcase output to A F, cxporting

the quantity UF ( = L d ) at world prices. The country

may thus become a net exporter.

The model, of course, ignores the likely reaction

of foreign governments.

A further point ot mnote is that; of the quota res-

triction forces down world price; the internal mononolist

and internal price remadérn unaffected. The importer
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increases hisB profit. Internal »nroducer's export potential
is reduced.

There nave been many variations and modificaticns
of Heuser's basic model in post-war literature, notably
by Fleming, Johnson, Kindleberger and Meacde.

One of the most recent and most sophisticnted is the
analysis of J. Bhaghwati in hkis article '"More in the Equiv-
alence of Tariff aand Quota" (American Economic Review,
March, 1968 ) from which the notation of the¢ foellowiag is
taken. Clearly, thae price effect of tariff or guota is
dependent on the relative slopes of the supply and demand
curves, the slopes being determined by the price elastic-
ities of supply and demand. Three situations are analysed,
it being assumed that most, if not all, marikets affected
by Import Control in New Zcaland fall into one or other of
the three categerics outlincad.

The following notation is used :

Sf = foreign suoply.

Sd = domestic supply

Pf = forecign price

Pd = domestic price

(G =. 'Total cost of demestic product

D = Total domestic demand

Dd = That part of demand available to domestic

producers.
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Casc 1 : Assume that there is a competitive supply from
abroad, monopoly in domestic production and competition
among quota holders.
t = tariff rate ( actual or implicit ), assumed
ad valorem,

The system is built up on the following furmictions:

S E Sg (Pw (1)

f f f

Foreign supply is a function of forecign »nrice
D =D (Py) (2)
Demand is a function of intermnal price

D, =D (Pd) - S, (Pf) (3)

Demand facing domestic producer is tstal demand
less foreign supoly

Dd = sd (4)

Domestic demand equals domestic supply
C =C (s,) (5)

Total cost is a fuaction of quaatity produced.

a) 6 C (6)
b Sd (o) Sd

6 (Pd S

Marginal revemiue is equated to marginal cost
P, ( £ +¢) =R, (7)
Foreign pricec is lower thawn domestic price by
the amount of the tariff.
There are seven equations and eight unknowns.
Using a tariff as an instrument of control, one unknown

(t) is given and the system can be solved. The result is

illustrated in Figure 2.5.
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With no trade barriers, but wita internal monopoly,

+ S )

equilibrium is at E, where the total supply ( S £

d
curve meets the total demand. A B is iinported, the rest
home produced and botn foreign and domestic price are equal

at O A.

The imposition of an ad valorem tariff %% raises the
foreign supply curve and prescnts the internal rononolist
with a changed demand curve V U D, wich is total demand
less the foreign offer at varying price levels.

The results are consistent with Heuser's model,

1. Internal pricec rises to O0X.

24 The internal monopolist reduces product to

XM (=0Q2).
3. Imports are M NH.
The alternative policy of import quota, e¢qual to the

MN quantity resulting from tariff, has a different effect.

The system is

D «# D.{RY) (1)
S, = Sf(Pf) (2)
Dy = D (Py) - s, (P,) (3)
Dy = $S4 (4)
C = C (s)) (5)
> (Py Sy _ o C 6)
5 Sy o S,
P. (1 +t) =P, (7)

Which is a set of equations identical to the tariff system.
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Equatioa (6) however, ca1 be re-expressed in two

dif ferent ways.

(i) With tariff
o & s,) . % D ) Py p © S s O Py
R = dg3ETt Dyw - dgm - fF3
d d d d d
(i) With quota, S, is fixed (at least at max-
imum) and therefore p & Sf
AT en = ©
d
Thus
& (Py s,) P 6D 5 Py o - B 5 Py
4 Sd sd P sd £é sd

i.e. foreigin supply does not vary with the price level
once the quota has been filled.

The different effect of a quota is illustrated in
Figure 2.6,

D is equal to total demand less the fixcd foreign

d Dd
sugsply. The consequent M R curve is much stceper than

uader tariff, monopoly product much reduced aad price

significantly higher. OB = Pf

OA = Pd
Case 2 : Assume perfect competition among inter:nal
producers, monopoly holding of import quotas. A tariff

aitalysis 1is irrelevant. The quota system is

D = D (Pd) (1)
Se = D (Pd) - 84 (Pd) (2)
Sq = S4 (Pd) (3)
S. = S_. (pP.) (4)
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P, = P, (1 + t) (5)
o (Pm = P) W, -
S Bl W7 5 6)
o sf

t represeats the implicit tariff (P, - Pf) of a quota.

d

The odd equation is (6). If profit maximisation equilib-
rium is determined at an import quantity equal to or less
than the permitted quota maximum the equals sign holds.
If not, then at maximum permitted import levels, marginal
profit is still positive.

The illustration uses the three quadrants of
Figure 2.7

For case of analysis , the illustration presents a
simplified situation; alternative situations give the same
result, but require a more complex diagram.

S. is shown as more competitive tha=n S Free trade

f da°
equilibrium is shown at the intersection of Sf and DD imn
Quadrant I where total demand is met by imports. Quadrant
I shows the function of equations (1), (3), (4) and the
and S

horizontal gap between S makes up equation (2).

d f

Quadrant II illustrates equation (5) showing the
gap between foreign and domestic prices at varying import
levels, the gap between them representing the tariff re-
quired to preserve some of the market for the internal
rroducer. Both axes are positive. “0R=MN = quota,
arbitmrily selected at any quantity less than the frce

trade equilibrium and greater than zero.
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Quadrant III, also positive on both axes, shows the
profit level of which equation (6) is the derivative. If
pPprofit is still rising at import cut-off level R the der-
ivative is greater than zero for all import levels. If
it is falling, then at some level less than maximum quota,
the derivative 1s zcro.

Beginning with the "free trade" equilibrium of
Quadrant I, quota M N (= O R) is imposed. If the full
quota is imported, price is O P. However, the monopolist
quota holder may find it more profitable to use less than
his full allowance, import only A B ( = O E ) in which

case price will be still higher at O P'.

Case 3 : Monopoly in domestic productiocn and monopoly
of gquota-holding. This is, in effect, & duopoly situation

with the indeterminzate solutio:: of duopoly analysis. The
solution depends on the relative strength of the suppliers,
oir their anticipatious of each others acts and their
recaction to cach other. It is reasonable to suppose that
tnere will be some degree of collusion, at least in the
long run, waich will approach. the eXtreme case of the mon-
opoly of both sectors coming under single control. This

is then monopoly with two sources of supply.

The system is s

D = D (Pd)
Sf+Sd = D
S¢ = S¢ (Pf)
= c (s,)
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D
P (1 + t)= (P,)

5 (Pf sf) ) 5 ¢ i S (pd D)
bo) Sf o Sd o D
i.es MC_, = MC = MR
f d

This is illustrated in Figure 2.8.

T M C represents producer marginal cost and C M
the marginal cost of imports, the line T V Amc being
the combined marginal cost with two supply sources.

N M is permitted import quota.

Actual imports are limited to UG ( = S R ) and
total supply is O Q. Foreign price is O U, domestic price
is O E.

In every case, the use of quota rather than tariff
results in :

(a) A price level not lower than and possibly
higher than that under tariff.

(b) A reduced level of imports, unless there is

no monopolistic holding of licences.

(c) Reduced internally produced quantity avail-~

able to consumers.
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Chaeter Sle

T . "

Long Run Falling Cost

and Protection of Growing Industry.

Any purece theory analysis d4f trade control is almost
bound to result in the conclusion that free trade is the
ideal system and that any interference with the natural
mechanism represents a 'second-best' set of policies.
This result is primarily because the normal assumptions
of free competition, mobility of Zoods and factors, =zero
transport costs etc., do not recognise that adjustment
may be only partial and may take a long time to work.
Meanwhile the social and political cost of change may be
unaccecptable. In effect, pure thcecory tends to deal with
a world which, ideally, ought {5 exist, to which policy
makers ought to aspire. Thus any policy which directs
activity further away is to be condemned.

This chapter begins with the assumption that, for
good or ill, some form of protection is required, either
for balance of payments adjustment or for protection of
infant industry. It does not suggest. that protection is
desirable, ©but simply acknowledges its vxiste.ce. The
immediate problem is that posed in question 3 at the end
of Chapter 1 - which form of control, tariff or quota,
is most likely to achieve the desired combination of

economic, political and social goals?
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What ever may be the rcasons for the initial impos-
ition of controls, the argument for their retemtion is
almost entirely based on the n2eed to protect iadustry and
employment which has grown up during a control vperiod,
or on the need to iasulate certain infant industries dur-
ing their growth poriod. The firm is operating on a rel-
atively high cost structure; withh sufficient help and
encouragement this infant will grow to enjoy c¢conomies of
scale and be able to compete with foreign rivals. This
chapter attempts to examirne the possible rcesults of pro-
viding protection to such a firm.

It is often argued that price control legislation
can be usuvd to counter possible monopoly exploitation of
protected internal markets and that there need be no diff-
crence between tariff and quota in their internal effects;
quota is therefore preferable because its trade and bal-
ance 9f payments effect are predictable and immediate.

In fact, the internal effects are likely to be very diff-
erent and the effectiveness of any price coatrol policy
very questionable.

In New Zealand, two kinds of firm arcec concerned -
one producing entirely for the home market, the other enj-
oying conditions of imperfect competition in the home mar-
ket with some residual product for the competitive inter-
national market. The situation is the sa.ie for both firms,
but the dual market firm is of greater interest.

The main argument for the existence of, and for the

protection of such a firm is that the internal market is
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so small that it does not warrant the establishment of

a production unit on a sufficiently largc scale to com-
pete with overseas producers. In terms of micro-theory,
the demand curve ( PAR of Fig. 3.1 ) intercepts the long
run average cost curve to the left of minimum.

We are thus concerned with a variety of cost curves.
The long run (average and marginal) curve is downward
sloping over the relevant product range. Inside the long
run envelope curve are a number of shortrun curves corres-
ponding to a different plant sizes. The optimum Size
plant, tangent to minimum point on L A C &s too large to
operate for the small internal market.

The analysis thus deals with two possibilities :-

1. In the long run, if it is profitable for

the firm, it is possible to increase plant
size (i.e. vary 'fixed costs) to take advan-
tage of decreasing economies of scale.

2. In the short run, operating with a given

plant, output increase is subject to rising
marginal cost.

In Figure 3.1 the optimum production unit (SACO)
produces 0Q units and it can be assumed that the world
competitive price is at or about OPW, there being many
producers operating in conditions sufficiently competitive
to keep prices at minimum level. Evenif some degree of
collusion prevails in world mariiets, prices will not be
significantly above Pw. From the point of view of the

home producer, Pw is the given world price. The wmaximum
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volume of sales a home producer cap aspire to in a protec-
ted ianternal market is O Qh' using a less than optimum
size unit, making no excess profit, aid producing at a
higher price with plant size S A C1. Protection is grant-
ed the producer with the expectation that the internal

price/quantity will be O P (0] Qh' The somewhat higher

h!
nrice is rcecgarded as acceptable in order to encourage dom-
estic producers, provide cmployment, develop poteantial
exports, save imports, eatc.

There is, in addition, the long term prospect that,
as the cconomy grows, demand will increase, shifting the
A R curve to the right and permitting further product
expansion until, in time, the home producer will be able
to operate at optimum level.

In New Zealand such industries as timber processing,
building materials, some electrical appliances, food pro-
cessing, light metal and hardware industries ar=z among
those enjoying this form of protection.

In the absence of competition from foreign suppliers
in the internal market, the producer who wishes to increase
profits can discriminate between the two markets. The com-
bined domestic and foreign outlets for his product give
him an average revenue curve PARF in Fig. 3.2, and a marg-
inal revenue curve DMRF. Maximum profits are obtained
with a plant of smaller size than the optimum SACO, and
the protected profit maximising plant is SACm of Fig. 3.2,

which could well be smaller than the SAC, of Fig. 3.1.

1
The new SACm plant will sell OQhat price Pm on the home
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market and export Qh Qe at competitive world prices. If
M C cuts M R where M R is falling, i.e. above horizon-
tal Pw level there will be no exports and total product
will be for the home market. In either event, domestic

price will be higher than the P, of Fig. 3.1, and O Qb will

h
be a smaller quantity than the O Qh of Fig3.1.

Current thinking in political circles seems to
favour some form of price restraint on the home market -
i.e. that price should be set at a legal maximum at some
pefat below Pm' Such a policy involves a rumber of diffic-
ulties which might lead to distortiones of greater magni-
tude than the original distortion which price coatrol is

designed to cure,

1, Price Fixing : Price would presumably be fixed

with some regard to production costs. Unfortunately the
on1ly way in which costs can be assessed is by asking. the
producer, or rather, by examining the books which he and
his accountant have produced. The possibility of a gov-
ernment 'servant making an accurate assessment of costs in
ainl industry with which he is not familiar is remote; the
time and effort required to make such an assessment would
be considerable and rcassessment would be ncciessary at
frequent intervals. - oot

2r: Administration * All controls involve additional

bureaucracy. Price control requires an inspectorate,
complex legislation, careful policing, arbitration or
prprosecution; all involve extra cost, create irritation

and aniiloyance, and have doubtful effectiveness. An
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e¥ample will illustrate. The price of a tin of fruit can
be fixed. Can the quality of the fruit, the relative
fruit/syrup content, quality of packaging, etc., be equally
well controlled? With larger items credit allowances,
delivery conditions, guarantees, after sales service,
installation charges, etc., are all variables which caa be
adjusted to compecnsate for unfavourable price legislation.
To block the loop-holes would be likely to inVolve the con-
sumer in more cost through taxation to pay for adminis-
tration than he saved through price reduction.

3. Market Distortion : There is always a danger that,

in setting a price below "“equilibrium'", the supplier will
be discouraged and will, if possible, switch some of his
attention to alternative non-controlled items. DBy con-
trast, the consumer is attracted away from substitute
goods to the lower priced item. This could easily lead to
the necessity for further somewnat arbitrary price control
regulations - a process which can continue ad infinitum.

It appears that a much more effective and easily
administered method of control is to remove the conditions
under which monopoly pricing is possible - that is, to
modify the import control policy in a.manner which will
reduce the internal/external price discrepancies to a min-
imum, at the same time preserving, as far as possible, the
internal market for the internal producer.

The first question a policy maker must ask%k is
what measure of protection, in terms of price, is a com-

munity prepared to pay for the privilege of having home-
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produced goods; this may well vary from one industry to
another. Let us assume that the community is prepared to
accept a 25% (t) differeﬂce between home and foreign price.
1f the home producer is urable to compete on these terms,
the general opinion is that he is not worthy of assistance.
At the price Pw + t, foreign goods are¢ permitted free entry.
In terms of Fig. 3.3, the internal producer now faces
a quite different demand curve. At OPt (:PW +t) he is in
direct competition on the home market with foreiga compet-
itars, but enjoys a price advantage. Betwecen OPt and OPw
he enjoys monopoly at home. At OPw his price is given on
world markets, where he will scll any product not saleable
at home at the higher (OP ) price. Demand (Average
Revenue) is shown by the line P, RAF. Marginal Revenue is

t
shown by P, RMF.

t

The initial effect of the tariff while plant size
remains as it was before the tariff at SACm, is likely to
be that the balance between what the internal producer is
prepared to produce at that price ( OQi ) and tle quantity
demanded at that price ( 0Q, ) will be supplied from
overseas

This has the possible real disadvantage of imposing
some temporary strain on the balance of payments, This
strain can be eased either by having a larger tariff level
at the cost of higher prices or by reaching the required

tariff level by stages in order to permit the intermnal

producer time to adjust to new circumstances,
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FIG. 3.3

Qi Qh Qe

= Maximum price = AR = MR with tariff
= World price
F = Combined average revenue
AF = Marginal revenue
= monopoly SAC ( from Fig. 2.2 )
= short run av. cost after growth.

= initial quantity

"

finnl domestic quantity supplied

= final total quantity supplied
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A possible longer term result is that, in fact, the
producer will use that area of monopoly he enjoys. Given
time, a larger plant, SACt will supply the home market with

OQh of product at an intermnal price P above Pw’ with an

t’
additional output Qh Qe available for export at world prices
at a profit level greater than that enjoyed at interim
output Qi‘

The final position is indeterminate. Four situations
are possible, depending on the relationship between demand
and LAC, and the rate of tariff ( price discrepancy )
winich home consumers are willing to accept.

(a) If the local market is so small in relation to the
optimum production unit, or the tariff in not suff-
iciently high, the size of the production plant
supplying the home market would be too small; in
terms of Fig. 3.3 SACm would be above Pt at all
points; there would be no h&me production. This is
an acceptable situation from the point of view of
the policy maker. The cost of protection, measured
by the tariff is the 1limit beyond which the policy
maker is not willing to go, although consideration
might be given to the temporary imposition of a
higher tariff to give the producer time to adjust.

(b) If SACm lies in such a position that some part of
it lies below Pt and MC cuts MR between Pt andR,

the internal market will be shared betweem internal

and foreign suppliers.



48

(c) If MC intercepts MR in the "monopoly'" area shown
by the broken line RM, the internal market will be
wholly supplied by the interrnal producer and wo
foreign trade will take place; price will be Pt'

i.e. greater than Pw.

(d) If MC intercepts MKH to tiae right of M some quantity
in excess of home demand will be produced, the ex-
cess being exported at world price. If this posit-
ion is reached there is a strong case for a further
reduction of the tariff level.

Conclusion (d) is an important one. If a situation
ariscs where an industry, prcoctected in the interanal marlket,
is able to export on a 'marginal cost' basis, the likeli-
hood is that the level of protection is unnetessarily high.
The higher price paid by the intermnal consumer is a form
of subsidy to the producer, part of which is passed on tO
the foreign consumer. A lowerine of the tariff should
have the effect of transferring some of the exported prod-
uct to the home market at a lower (internal) price.

The benefits of tariff as opposed to a cou:bination
of quota restraint and price control are numerous :-

1. It is costless : The prime motive is not to

collect tariff revenue, although some revenue may accrue

to Government. Administrative costs, policing, etc., are
negligible. Some saving is made in dismantling the adminis-
tration of any existing quantitative control.

2 It is effective Price gannot rise above PW + t.
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Export sales should not be lost. To the extent that the
internal producer expands hec does, in fact, become more
nnearly competitive with the foreign producer.

3. Conmpetitive quality ; Notonly will the price of

the home produced article closely match the world price,
but the quality must also be made to match goods which are

recadily available.

4, Excessive monopoly profits are minimised.
5. Quantity available ‘is increased.
6. If production expands full employment and growth

are maintained.

Sector and Industry Growth.

It is not ernough merely to examine the effcects of
tariff/quota controls on the firm or imdustry directly
concerned. Two other aspects must be comnsidered.

(a) The effects of control on the relative growth

of various sectors.

(b) The effects on scparate firms (or industries)

inside the protected industry (sector).

The first problem can be illustrated using three
main sectors - exportables (X), importables (I) and non-
traded goods, (N) - the outputs of the three sectors
making up total product, which equals total real income (Y)

Y =X+ I + N

Total expenditure (E) is on imports (M) importables
(I) and nomn-traded goods (N). For convenience, that

portion of exportables retained for home-coznsumption can,
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in this coatext be classified with noun-traded goods.
(This method of classification is discussed more fully at
the beginning of Chapter 9)

E=M+«+ I+ I

In equilibrium Y = E and X = M.

An important reason for the imposition of import
controls, at least initially, 1is to correct a balaimnce of
payments disequilibrium - i.e. when X { ¥, M is arbitrarily
reduced to equate with X. Unless Govermment is prepared
to reduce expenditure levels, unsatisfied demand is re-
directed from imports towards internally prcduced goods -
most demand going to importables (which by definition are
the nearest substitutes to the imports whose supoly has
been reduced ), some to non-traded goods and some to ex-
portables, Demand oressures force up prices in the two
internal sectors; this results in a flow of resources away
from the export sector into the two internal sectors. In
a period of growth there need not be a movement of factors
from one sector to another; adjustment is by the allocation
of new factors created by the growth process. If a rel-
atively large proportion of growth is directed into import=
ables and non-traded commodity production, the result is
the same as i1f there had in fact been a physical transfer
of factors from the export sector. In the long run, in
a full employment economy, the relative size of the export
sector must decline. The need for import control can

thus become self-perpetuating; a fall in export revenue
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leads to increasing shift of factors to non-export growth,
which leads to decreasing exports, recurring payments
deficits, and the need for further control of imports.
Ultimately this may lead to the anomalous situation where
it is necessary to subsidise some exports in order to
provide producers with satisfactory returns. The home
consumer pays in two directions; higher prices are requir-
ed for his internally produced goods and, through taxation,
he pays part of the internal cost of producing exports in
order that foreign consumers enjoy low world price.

The relative expansion of firms and industrics
within the protected importable sector can best be Filus-
trated diagrammatically by .considering two firms facing
similar demand schedules but with different elasticities
of supply.

Fig. 3.4 (a) and 3.4 (b) show identical demand
curves for producers of two commodities (or for two firms
with different cost structures in the same industry).
The producer in (a) has a relatively inelastic supply .
curve, the producer in (b) an elastic supply.

The initial position is with world price at Pw'
With free trade, internal price cannot rise above this
level and the market is supplied with OQh by the internal
producer and Qh Qf by the foreign supplier. The important
point is that, in the initial market sgtuation, the two
firms (industries) are indistinguishable; the prices of
the two commodities are the same and eacih producer has a

similar share of his respective market. Unless the
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policy maker has complete kaowledge of both firms (indus-
tries) ne cannot assess the expaasion and price effect of
excluding foreign goods.

The result of a bam oi;: foreigii goods is that both
firms ( iadustries) expand. If free market coanditiomns
remaina, expamnsion is to the intersection of HMC and AR;
in the more lilkely event of monopoly control of the inter-
nal market, expansion will be much less; total quantity
supplied will be OQm. The industry with inelasticsunnly
will expand less and price will rise higher.

It should be noted that import coittrol need rnot
exclude goods, but only limit them; this simply modifies
the results. In Fig. 3.4 the AR line is shifted left to
allow for imports and to represent the residualcdemand
available to the internal producer.

Figures 3.5 (a) and 3.5 (b) snow a somewhat unusual
but guite possible situation. Conditions arc the same as
in Fig. 3.4 except tuat world price is higner. Irn the
initial free trade situation the firm with elastic supply
has a much larger share of its market than does thae firm
with inelastic supply. The result of controls in that
Firm A expands slightly from 0Q to 0Q_ (Fig. 3.5 (a) )
but Firm B is induced to reduce output from Otho OQm
Fig. 3.5 (b) ).

Both diagrams indicate one of the major disadvant-
ages of import control as a policy weapon. Policy shiould
aim at encouraging the growth of efficient industries

which can expand rapidly. Controls make little or no
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distinction between industries but create conditions under
which all industry expands.

Figures 3.6 (a) and (b) show the quite different
¢ffect of tariff. Tariff is still restrictive of imports,
raises price and reduces consumer satisfaction. However,
it encourages expansion of iiidustry B and gives little aicd
to industry A. If Figure 3.6 (a) the world price is raised
by tariff to Pt’ which represents maximum price a=nd virt-
ually excludes the possibility of monopoly. Total quantity
sold is reduced from Otho OQe, and the interznal oroducer's
share is OQt, little more than his original OQh.

Ia figure 3.6 (b) however, the producer expands to
capture almost the whole of tht :post-tariff market. In
terms bothh of expansion of employmeirt cpportunities and in
increased output at lower prices the tariff produces -
satisfactory results than direct quantitative control.

A point cof iantercst is that ceven a high prohib-
itive tariff, sufficient to bring price up to the MC“iR
intersection and effectively preserving the whole of the
interral wmarket for the¢ home producer, is still preferable
to quota contrcl. It prevents monopolistic marginal cost-
ing by sctting a ceiling above which internal price cannot
rise.

Figures 3.4, .3:5 and 3.6 illustrate in a sSimple
manner the popular fallacy which leads to protection. The
initial situation of a market shared between home and for-
eign producers is the equilibrium position. Home produc-

ers justly claim equal efficiency with the foreigner, but
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recsent sharing the marxet at relatively low profit levels.

They argue that a tariff would preserve the market for the

J

home produccr. The apraiysis of this Chapter tries to

C

demonstrate

1. If the hcre producer is on a long run falling L A O
curve and still able tc compete witk the foreigner, tariff
is unnecessary. He has a strong profit incentive to re-
duce cost and expand sales at current world prices. A
tariff is in this situation, a movement away from equi-
librium.

2. If the home producer is unable to compcete with the
forcigner becausce of small plant size, high internal cost
structure, tariff or guantitative restraints may be used
as protective devices to sustain a disequilibrium sit-
uation.,

3. Quantitative restraints are¢ likely tc be more dis-

tortive than tariff.



Chepter L.

A Three Sector Model

The traditional type of analysis used in Chapters
2 and 3 has two serious weaknesses :

1. Athough direction of price change is indic-

ated and size of change is clearly related
t o supply and demand elasticities, few att-
ernipts have been made to measure the likely
size of the price change.

2. Most theory analysis 1is in terms of a two
country, two commodity model ard, although
mantion is frequently made of a third, non-
iraded comnmodity, the third commodity is
seldom built into> the model. or clearly
defincd.

J. Bhagwati, in his article 'Internati.onal Trade
and Economic Expansion' usecs a model which tries to exwnress
some quantitative relationshin between elasticities and
price change. Bhagwati is concerned only with extermnal
(terms of trade) price effects and confines hinself to a
two commodity model. Furthermore, Bhagwati analyses growth
and tariff effects and does not mention quantitative con-
trol. However, his notation is adOptaod here and exteaded
to embrace a third commodity, and quantitative controls.

The following model assumes that there are three
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commodity types, all proiuced at home :

Ioouencconssonomwe produced importables.
~r

KLeoseososnsecsnexXportables

Neawosceoorsaoocnnon~-traded goods.

A more elaborete defizition of the threc scctors is
left until Chapter 2. It is sufficient for the model of
this chapter to recogi:ise thiree groups of goods produced
at home.

Inportables (I) are identical to, or close substit-
utes for goods which may also be supplied from foreign
sources. They are all consumed internally, but their market
is closely rclated to the extermal sector, and 15 sensitive
to changes ia foreign sunply coaditions. In New Zealand
they include a wide range of goods ircluding clothiag,
footwear, carpets, hardware, light machinery, coiisumer
durables etc.

Exportables (X) are produced both for home and fo:--
eign markets and changes in the demand conditions ix one
mariket can affect »nroductiouu or quaintity supplied, and
price reguired in the other. For some, e.g. in New Zeal- .~
meet and cairy pioducts, timber, pulp and wool, the foreign
rinrxe*t is dominant and price is largelydetermined by over-
ceas conditions ., For some - e.g. leather, building mat-
erials, petroleum produc*s. pottery and glassware - the

home market is5 more important with a small surplus being

exported when foreign market conditions are favourable.
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Thus <this group could be subdivided into

(a) Commodities produced by industries which are export
oriented, producing primarily for the foreign mar-
ket with surplus product sold at home at prices
determined avroad.

(o) Commodities orocduced by -industries which are inter-

nally oriented, with prices determined by internal

demand.
Non-traded goods (N) - e.g. electricity, services,
construction - are primarily produced for internal con-

sumption and are ncoct directly affected by market conditions
overseas.,

It must be acknowlecged that the division of goods
into these three categories is no less arbitrary than their
¢division into two. Indeed to the exteat that such 'montre-
ed' items as electricity, hotel accommodation, housing, car-
rescairs etc. arc innuts into exportable and import-competing
commodities, they are just as much tradeable commodities
{ in changed form ) as butter or wool, which may find a
market at hcme or abroad. The justification for introducin:
the non-traded gocod is ©to recognise that a vury large pro-
portion of ecconomic activity is directed to the internal
market, is not aware of (or does not react to ) changes
in the external sector, andreceives only secondary reper-
cussionn uvffects from price and quantity changes in external

trade and irncomes.

In addition to the three groups of commodities
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procducca at nome. there i3 a fourth group labelled Im-
‘7). Thesc are goods supplied from foreigr sources
aixd include some goods ot available at home - tea, sugar,
railwray eungines nnd carge ships; soime which sugplement an
iradequete homme prc-uct - tobacceo, citrus friul aad chein-

ical feortiliscrs; an scme which compete with the import-

<

Tiis wmodel attempts to exami:ie the effect of

cneral economic expaasion on the demand for and supply of

]

cach group, and their imteracticn on each otiher.

Assumptions :

{(a) Pricesare expressed in terms of the

numerairz comaocdity (M) thus :

.- ¥} (price exporis) = = in base year
' B
m
(n) The base yecar, period 0, is assumed to

be a pQosition of exceriiai nalance..

he valuae 9f foreign sales of expoirtables

equals the value of imports.

(c) Hational Income (Y) is assumed to be
the output of fully employed productive canacity.
An increase in Y ic theiresult 9f expanding.

o}

R
AV

vacity. No increase in outnut cam be made by use
- IS

of excess capaci: ', unemployed resources , ctc.

(c) Initially it will be assumed that there
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are no barriers to trade and equdilibrium is

attained by relative orice adjustments.
Notation :

Y = Total output capacity of the ecoBomy at the

beginning of a time period.

dY = TIncrement to capacity during a time geriod.
e dY . . .
Y, = < - Relative growth in capacity.
I = Output capacity of home Importables sector
at beginniiig of time period.
Di = Demand for importables at the beginning of
a time period

Pi = Price of importables
Ei = ( L . (1Y 5 = Price Elasticity of demand

Di OPi

for importables
) .

Eiy = ( %. & 9?&,) = Income Elasticity of demand

t 2 £ for inmportables
i e ool o1 ) = Price Elasticity of supply
; I S Bl e )

il of importables.

Niy = (.‘if. « B2 2 = Growth ZElasticity of
' supoly of importables.
Dm = Demand for Imjorts.
Pm = Price of Iiports.
Emy = (l . 6Dm ) = Income elasticity of demand

Jm dY

for imports.

Em = Price elasticity of demand for imports.




Dxh
Dxf

Px

ny

D

63

OutpPut capacity of Export Sector

-

Home demand for exportables.
Foreign demand for exports.

Price of exoorts.

(Ei. o QQEE ) = Price elasticity of
Dxh oPx ,
nome demand for
Exoortables.

(Bx dDxf

= . - ) = Price elasticity of

Dxf oFx foreign demand for
cxperts.,

¥4 oDxh a .

(B;g . —3¥— ) = ;ncome eléstlclty of
ftlomme demand for
exportables,

( %—‘- . %i—fx ) = Price elasticity of

‘ : supply of exportables
= y
(% . '6% ) = Growth clasticity of

supply of exportables

Output capacity of non-traded sector.
Demand for non-traded goods

Price of non-traded goods

( Pn oDi1 - )| = Price clasticity of
Dn ° &P demand for ron-traded
¥ ODH goods.

( D © 5y ) = TIncome elastitity of

u demand for nor-traded
goods.

Pn 5 SN ) = Price elasticity of

N SPn supply of non-traded
goods.

( I—‘i . % } - Growth elasticity of

supply of non-traded
goods.




Effects of Growth on I :

1. As a result of growth, there will be a change in

the output of I.

oI Y o1 dy
0_1" . ay = B & ("'f . rY ) . _'?'

i.e. The marginal increase in capacity output of import-
ol . . .

ables ( Y ) multiplied by the measured change in product-

ive capacity ( dY ) is dependent on the present output

level (I) times the growth elasticity of supply of

i 7 (% . %% ) times the relative growth in total capacity
dy
( "'? )o

If growth elasticity of supply is written.7 5 and
relative growth as Y, the right hand side of the equatzon
can be re-expressed.

I. 0N (1.1)

) iy
The value of this expression can be assumed

positive - i.e. growth in capacity would normally lead to

increased output of importables.

2 o Growth, leading to increased income, will change

the demand for I.

. oD,

oD Y. i ay
i dY = D . ( — . ) - =N °*° - .

— ¢ i D. fo Y

oY t i B

The right hand side can be rewritten:

D. . E, . (2.1.)
i iy

Where Eiy = Income elasticity of demand for I

The value of this. expression will be positive unless

I is an inferior good.
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3. Any price change will lead to a change in the demand
for I.
| oP, * D, *° &P * P,
i i i i

I The right hand side ca:xn be rewritten
| dP.
i

(3.1)

i
Where Eiﬂis price clasticity of demand for I.
Because Ei would mormally be unegative,

tnis expression cam be expected to have a negative value.

4, The price change will induce a changed suvply if T.
-é-£ dP., = I ( —P—i- oL =i
oPi ' i - I * 6P . - Pi

If price elasticity of supply is writtex 9 X the

right-hand side is re-expressed

dP
I «fy; =~ P, (L.1)

i
o/
This expressica will mormally be positive,
To maiantain balanced growtih iua thie Importables
scctor it is necessary that the two supply functions shall

match the two dema=id fuactions;

ices (1) + (&) = (2) + (3)

dPi
or ( I.Qiy . Y ) + I.’j.i - B ) =
- dPi
(D, . Eiy . Y) + (D, . E;j . P )
Isolating the price change :-
P, T .y - (0, - 5;)

This, the first expressiow of the model, measures in
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terms of demand, supply, »Price and income elasticities,
the priee adjustment required to balance the supply of

axid demand for, importables.

Effects of Growth on Imports (M) :

A convenient and realistic assumntiox is that the
supply function of imports i8 of infinite elasticity.
Certainly it is not going to be sigunificamnlty affected by
growth within the importing country. -i.e. we can assume
that the growth of New Zealand demand is not going to have
any significant effect on world prices, Ay price change
as a result of increased demand, aand export induced growth
abroad is likely to Dbe negligible.

The only significant impact oz imports will arise

from increased demand generated by imcreased income.

. aY = D ( e <)
oY ) m D_ ‘ dY ° Y

or D . E . I (M)
m .omy

when Emy is growth elasticity of demand for imports,

e | de
aad T = 0,
m

This, the second expression i the model, micasures
import growth.

Effects of Growth on Exports (X) :

1. The output of X will increase as WNational Product
grows.

oX B X 5X dy

ﬁ . dY = X . (x . 0Y) . Y

]|

or... X . 7 = " (1.X)
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where{)xy is growth elasticity of supply of X and Y = rel-
ative growtia = %;
g. The internal demand for X will change with increas-

ed income, normally »ositively.

6D 6D

xh Y xXh dyY
3T » W =Dy » =« T O+ T
xh
or = D' ° E . :f'
X Xy
3. Any price change will exert a (negative) pressure

on internal demand for X.

4D P 6D_, dP

Xh dp - D { == X ) X
BE. * T & Cgm v -~ =" o e

x xh x

= _ 2 = Px (3.%X) -

xt  ° xz ° P
x
4. The price change will also negatively affect

foreigin demand for X.

6D_ o = - b 5& éDxf) &
b Px * B xf ¢ <f * 6? ‘ 2x
dPx
or Dxf ° Exf ‘ 5;_ (L.%)

Thus, the increases resulting from growth, reflected

in (1.X) and (2.X) will be partly offset by decreased

demand resulting from price increase (3.X) and (4.X).

5. The price change will:ipositively affeet the supply
of X,
6X B Px oX
3B . dP = X e ( X 3P
X 1o
dPx
or = x--/j{x =) (S.X)
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For balanc:-d growth, supply (1.X) + (5.X) must

equal demand (2.X) + (3.X) + (§.X)

/ dPx
i Ja——— =
( x 3 / xy - Y ) + ( x . }F x P = )
X
- = dP dp
(th ¢« Byy - Y) + (th - E - Px ) o+ (Dxf . Efx . Px)
X X

Isolating the required price adjustment

(RS = [13 ny) - Yan Exy)l Y (X))
Ps (th : Exh) o (Dx : Exf) - 'Ux)

X f

Equation (X) is the third expre¢ssion in the model

and summarises growth of the export sector.

Effects of Growth in Non-traded Goods

1. The output of N will increasc :
oN . oay = n (% .28, 4
oY
or = N .1 . Y (1.N)
/ny
whereo - is growth elasticity of supply of N.
2l The demand for N will increase as Y increases
oDn ¥ on
W’ ™ dY = Dil . ( '6 . OY ) . ﬂ
n Y
or = D . E . ? (2oN)
n ny

Where Eny is growth elasticity of demand for N.
Bl. Any price asjustment will (negatively) affect

demand for N.

oD
Fp—rl.dPnan(f_ri.ODn.dPn)
n D oP_ B
or D . E . 9Py (3.N)
n n T
n

where En is price elasticity of demand for N
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This is analogous to (3.X). We would expect the
expansion resulting from (1.N) and (2.N) to be partly

offset by the influence of negative price elasticity.

L, The price adjustment will (positively) affcct supply
of N,
ON dp = wi¥® ol ) 9P,
W . = = ._fl . P Il
n N n P
n
or N . T (L.N)
n <
n

where Q = is price Rlasticity of supply of N

For equilibrium growth (1) + (4) wust equal

(2) + (3)
_ dPn _
(¥ .1 . Y) + (H . .=—) = (D_ . E . Y) o+
J ny Ain Pn n ny
dPn
(D« E_ o =)
n P,
isolating the price adjustment
ap _BPn ®ny) - (N . r}ny)]? (N)
P B -
n (N .n) (b . E))

This fourth expression measures growth in the

non-traded sector.

Combined Effects :-

It is worthwhile tracing the effects of growth in
the various sectors with different elasticities of demand
and supply.

Ia a closed economy, in the uanlikely e¢vent of all
elasticities being equal to unity {(supply, income demand

nositive, and price demand negative), no price changes
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are required and each sector would develpp maintaining

the same relative size with full employment maintained and
all markets cleared.

With the economy open, however, even with unit
elasticity in all demand aind supply sectors, growth leads
to imbalaace.

The system is most easily followed by using simple
numerical examples. Assume initial equilibriuwm in all
sectors, with Y = 100 (index). The relative sizes of the
sectors are cssumed as follows, the sizes rdughly corres-
ponding with the relative importance of these sectors in

New Zealand. The effect of a 5% growth is traced.

Y = 100
av = 5.% = 4 . o.05
Y
D, = I = 120
i
Dxh - 10
d ) = X - 30
Dxf = 20
D = N = 50
n
D = M = 20
m
P = 1
_x
b
m
M . Pm = x . Px ooooooo-ooexternal balance

requirement.
All sectors, internal and external, are balanced
and all factors fully employed.
Case A : All elasticities equal to unity, except import

supply = oo
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The effects of a 5% growth iz capacity, balancing

each sector would be : *

After 1 vear : After 20 years ¢
Importables : 2 dFs = @ o}
P,
i
d Di = dy = 1.0 33.065
Import : de =0 0.00
P
m
dD_ =dM = 1.0 33,065
Non-Traded : dP“ - 0 0
P
n
dD_ = dN'= 2.5 32.664
Export : P = -0.017 - 0.269
P
x
dX = 1.C 30.923
d D _.~ 0.33 6.830
d th; 0.66 31.3/2
Trade Balance : XPx - M.Pn ==1.013 -33.45
I..ternal Balance : 0.5 = 0.4%
« The Computer Programme usaed is shown:.in Appendix A.

Internal Balance is the amcocumt of unused capacity
in the economy, expressed in units and as a perceuntage of
available productive capacity. The positive result rep-
resents unemployed.i factors; a negative result would
indicate excess demand for internally produced goods.

In Case A, all resources 9f production for the
home market are fully used and any excess demand is allowed
to spill over into impgrts. With supply growing in all

sectors at constant rates, the additional product arising
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from internal growth is absorbed by internal demand, but
potential export expansicn meets falling prices and unem-
pPloymexzt, because there has been no income growth in demand
abroad. The (0.33) increase in output of exportables in
excess of home requirements, can only be sold overseas at
lower price, The overseas price and interznal price are
linlkked, affecting supply and demand recaction at home and
abroad. All of the 7% uncmployed factors in tue above
analysis are in the export sector. As a result, déficit on
trade grows from year to year.

M . P'n = 21 X . Px = 19.987 after one year,

It is this kind of situation which creates the
political climate favouravle to the imposition of full-
employment and restrictive trade policiess Case A shows
the most "L alanced'"growth path imaginable, with desland aird
supply growth as a linear extensSion of existing patterus,
will still cause interaal imbalances as a result of exter-
nal forces. Over a long time period the situation grdws
steadily worse. After twenty years, 7% of cxisting cap-
‘acity is undmployed and the external trade gap (X.Px—M.Pm)

reaches - 33.45 i the twentieth year.
. ! ’ "

It is not suggested that, in fact, such an imbalance
a 3 ‘ :
would be sustained for twenty years. “One can assume:rthat

the income loss in trade, working through the multiplier,
would reduce growth rate. The model assunecs expenditure

at capacity product/jhcome, whereas the unemployed sector

represents less than capacity product/expenditure potential.
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As a result, over twenty year cycle, it can be assumed that
elasticities (particularly growth elasticities) would
become less than unity, dampening down exXxpansionary forces.

In addition, one can expect that there would be
some growth in the foreign demand, which would reduce,
eliminate, or reverse the deficit.;:Failing 'Thzs, some
imbalance would remaia. This exercise deals with the sit-
uation in which the home economy is expansionary relative
to foreign growth, leading to deficit.

However, policical and social pres:ares are so strong
as not to tolerate the delay involved in waiting upon the
working of natural economic forces. There is a strong
temptation to institute policy measures to hasten or thwart

the equilibrating c¢conomic forces.

Case B : It can be argued that, in New Zealand, the
income elasticity of demand for imports is considerably
in excess of unity. The major imports - motot vehicles,
manufactured consumer goods, investment equipment, etc.,
represent thosc¢ commodities for which increasing prosper-
ity creates increasing demand. By contrast, the income
elastieity of demand for exportables is relatively low
because our traditional exports of dairy produce, meat,
wool, etc., represent commodities, the consumption of
which grows little with increasing prosperity. Such
elasticities would, clearly, aggravate external imbalance.
The price inelasticity of home demand for imports

may to some extent be offget if the foreign demauad for
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exports is price elastic, and it is difficult to assess in
advance what theso elasticities are likely to be. The
traditional markets of a small country like New Zealand

are not sensitive to suvply offer price cinanges especially
if export (foreign import) quantities are controlled by
quota arrangements. Prices are determined oix the foreign
ciarket, and the home producer is likely to be a price-taker,
unable to influence sales volume by price adjustment. There
are, however, two areas which are likely to be highly sen-
sitive to price changes.

(a) Potential markets, especially those in low-
income developing countries, are those approaching imcome
levels where protein goods are becoming an increasing part
of the de&t. A small reduction in the prices of some of

New Zealand's standard meat and dairy exports mignht well
lead to a large increase in quantity sold.

(b) A range of 'mew' export prcducts iu the
manufacturing sector, currently produced for the internal
market at prices marginally above world prices, might add
niew commodities to the exportable group.

Income elasticity of demand for nomn-traded goods
is also likely to be greater tham unity, agaii because the
tertiary sector, which it largely resresents, is that
which tends to grow most rapidly with increasing prosperity.-
Rising income 'increases demand for roads, education facil-
ities, internal communications, power, entertainment,
holidays, housing, etc. Some of this will be imported,

but most will be supplied from internal resources.
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Case B assumes thhe following elasticities,
i.e. with increasing incomes, price demand elasticities,
are low, income demand elasticities are high for imports,
importables and non-traded goods, low for exportables;
foreign price elasticity of demand is high. All sup»ly
elasticities are unitary, except for the supply of imports,

vaich is infinity.

SuEle Demaxnd
/) 1 = 1 El = _005
N iy = 1 B, = 1.5
N x = g E, = ~-0.5
()Xy = 1 Exy = 0.5
’] m = oQ E_ = -0.5
7 N = 1 E“ = -0.5
O ny = 1 B = 1.5
g™ = 1.5
gty

The resultof balancing each sectdt by pfik%s

adjustment leads to the following

Importables: After One Year: After 20 Years:

dBg, = + 0.016 0.333

P.

i

dI = dD, = 1.333 52.711
Imporis:

de = (0} 0}

P

m

dD = M = 1-5 64095./
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Exports:
e = -0.02 -0.334
P
x
axX = 0.923 25.032
def = 0.576 15.28338
deh = 0.3L6 9.74¢L

Hon-Traded:

e - +0.166 0-333

Pv

RS 3
an =dN = 3.333 121.779
External Balance: -1.3138 -63.213
Internal Balan:ze: -0.589 -4h, 194

Required increase i output is in excvss of total
increased capacity, and is likely to cause a situation of
over-full employment with consequent inflationary tenden-
cies.

The external and intermal imbalances fhown in this
case are, of course, uarealistic. They show the excess

demand which would be generatced if incomes are permitted

to exceed full capacity levels In real terms there cannot

exist such an internal imbalance; the value (-44L.9L4l4 )
shown indicates a level of demand whidéh must remain un-
satisfied and illustrates the kXind of demand pressures
which can be generated by growth when increased income
induces a desire in a community fbr commodities beyond

their means :~ 1.e. it represents an extreme case in

which marginal propensity to comsume out of increased
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income 1is greater than one. The case is perhaps typical
of a developing country where a awall income increase above
subsistance level brings about an awareaness of hitherto
unknown consumer goods and generates an excessively high
(and inflationary) level of demand. However, it is not
unrealistic in terms of a developed country such as New
Zealand where a desire to reach unattainable improvements
in the standard.of living induces a readiness to rneet pres-
ent demand out of future income by credit purchase. he
presence of full employment, security, expectations of
prosperity, and the desire for improved living standards
can well lead to a 'spendipg spree' period whitn MPC approa-
ches or exceeds unity. It is unrealistic, however, to
assume that such a phenomenon is likely to continue éver
a long period. The kind of elasticities in Casce B mayy
occur over one or two time periods, but not over twenty.

It would be tedious and unnecessary to enumerate
all possible cases.* A composite table showing the effects
of different elasticities should be sufficiently illus-
trative. (See Table 3.1 ).

The possible combinations of these elasticities
is almost endless. ( 40776 x 1094 ! ). However, they can
be reduced by the following argumnents.
1. Growth elasticities are iuch stronger thax price
elasticities in determining trcends resulting from national
income growth. The effect of price clasticities is to

* A list of results from selected elasticities is shawn

on pages 96 - 1083.
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modify the gencral trend. If therefore, price elasticities

ct

are assumed cqual t5 unity, there should be Iittle distort-
ior of the fianal result. In New Zealand, the wage struct-
ure which ties income closely to price increases cffectively
turns any overall price iacrease into income growth.

2re The exception to this rule is in the field of export
demand. Prices arc determined by fcreign market conditioas
and cannot be related to internal growth. Unless the
foreign demaad is iincreasing with iacreasing prosperity,

the market is iikely to be semsitive to price changes. AS
world prosperity increases the demand for manufactured

goods expands relatively faster than that for the primary
products which form Hew Zealand's staple exports. It is
reasonanlie, therefore, to assume that foreigi price elasti-
city of demand for ecxports is greater than unity.

e Supply elasiicities are likely to vary over time.
Hew Zealand's importables and non-traded goods are depend-
et for growth on imnvestmeit and aew construction, not
only of productiom unit*: but of public woris such as
transport, powe:r, traianiug and education. In the short
rumn, growth elasticity is likely to be low. In the long-
run wita cae growth of 2 larg: internal market, large-
scale investment may produce economies of scale which
provide greater clasticity of supply. However, trade
restraints are normally inspired by short-run imbalances

tc correct sudden adverse immovements in foreign trade.

They tend to remain feor long periods.
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By contrast, , primary products can be expanded
relativedy more easily im the short run, by exploitation
of existing stock-forest, farm and mine - by labour saving
metiiods, by incrcasing stock per acre, etc. Long run
expansiocn, in coatrnast to manufacturing, may weil show
lower growth clasticity than short-run expansion.

The actual values one gives to eiasticitics is
purely arbitrary; varying the values simply exaggerates
or modifies a tendency. Case C substitutes in to the

+ C s
model the value ( = ) 1.5 for elasticities assumed greater

than unity and 0.5 for elasticities less than unity.

Case C :

Thus, all elasticities are ( £ ) 1 except :

. = 0.5

J1y

0 o = O.
E, = 1.5
iy

v~ - 1.5
ay

'xy = 005
*my = 1.5
E = 1.5
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The results are :

After One Year: After Twenty Years:
Importables : dP. _ 0.025 0.499
Bl
1
dD. = dI = 1 33
i
Imports : dM = :dD_ = 1,5 64.957
Exports : dPx _ -0.018 -0.353
P
x
dx = 0.964 26.742
dD
xf = 0.535 13,699
dp_, = 0.428 13,042
Non-Traded : e?n _ 0.025 0.5
P
n
dN = dD_ = = 2.5. 72,664
External Balance = ~1.33 -63.133
Internal Balance = 0.535 22.856

Thus, because of the 1eakage into imports,

growth leads to deficit and unemployment.

(a) there is still some unemployment. Using
17 of original 100 capacity output as a unit
100
of productive resources 0.54 units are unused.
(b) Inflationary excessive demand is apparent.
Using 1 of original 100 full employment income
100

as a unit of demand, excess demand equals 0.42
units more than full employment income or '0.96
units more than real income (= actual product ).

(c) Price. rises threaten to make the import-
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competing sector non-competitive against ampotted
goods,

(d) There is a deficit on foreign payments.

The results after 20 years of such growth are:

Capacity Output=Full ZEmployment real income=265.3dM-6L.9

Capacity Output=Full Employment real income=265.3=165%growth

Imnports = 84.90 =325% "
Exports (Volume) = ‘56.74 =183% "
(Value) = 36.71 =~84% "
Importables (Volume) = 53.07 =165% "
(Value) = 79.54 =298% "
Exportables (Volume) = 23.0&4 =130% "
(Hore consumed) (Value)=.. 14.19 =L 9% 0
Non.traded (Volume) = 132.66 =165% "
(Value) = 199.0 =298% "
=3 dP. = 005
-y
Py
L
2% - 0.95
3
Ry = 1968
P
n
dP = 0.0
m

This kind of analysis gnes some way towards
«Xplaining the limiting and somewhat inconsistent conclu-
sions arrived at by the use of tradifional two=-country,
two-commodity analysis to which trade theory is largely

confined.



82

For example, I.F. Pearce, "International Trade"
{(MacHillan, 1970), Chapter 10, one of the most recent and
comprehensive texts in Trade Theory, concludes that some

of the benefits of growth will be lost am a result of

(0]

demand changea adversely affecting tertiss of trade. The

o
()

change in welfare is primarily dependent oa demand |

elasticities *

dw = 1 + 2 B don |
élii + E22 + 1
Where dw = change in welfare ‘
62 = Home marginal propensity to consume
foreign preduct.
E, = Foreign elasticity of demand for
nprice of home commodity.
E22 = Home elasticity of demand for price
of foreign commodity.
P1 = Price of home commodity
01 = Full employment home output
P1 dO1 = Change in income where P1 is

constant ( numeraire )

The results of such and oversimplified model show
that dWW(Plﬂli.e. that, assuming Marshall-Lerner stability
. R , S .
conditions ( E w E By +H < 0 ) and C, positive, only
part of increased welfare due to growth accrues to the

home country, because terms of trade tend to move against

the growing country.
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This conclusion is not supported by empirical
observation; since wWorldWar II, terms of trade movements
have tended to favour those countries with the highest
growth rates, especially where grewth is in manufacturing
- e.g. Germany, Japan.

‘The normal two-commodity, two country conclusion
is modified when the third, internal, commodity is intro-
duced, under any of the following conditions.

(a) When the internal sector is very large relative
to the external sector - e.g. U.S.A. where
marginal propensity . to import is 0.04, the loss
in welfare due to any possible shift in terms of
trade is negligible ; import prices are 2noct
likely to rise segnificantly.

(b) If growth is centred in the importable sector -
i.e. supply (growth) elasticity of importables
is high, additional import-type goods may be
supplied from internal production with a possible
quantity reduction in imports and negligible
effect in import prices.

(c) If income (growth) elasticity of demand for
exportables is high, and supply (growth and pricey
elasticities of supply are low, export prices
are not likely to fall. If the foreign country
is also growing (at a slower rate, but with high
growth demand elasticity for home goods),
export volume may increase even with constant

or higher pricesq
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The most important reservation that must e worne ia
mind whein considering the madel is that it deals with the
growth of the home economy relative to the growth of those
foreign ecosicaies (the rest of the warld) which are her
tradiing partners. Trading imbala .ces of the xind indicated
are ot likely to occur if other economies ars growing a.id,
with growth, demamnd for home exworits incresses. What is
emnhasised is the ianterdependence of countries which depend
on trade. No single couatry can sustai:: a growth rate

wiicli 1s out-of-line with general trends.



Table 3.1

Effects of Various Elasticities

— Gro'th-jgi;;a {f ey

On Internal

Barter Terms

On Sector Growth Ex®rnal Balance Commodity Price of Trade

Tny > 1 rapid expansion Expansionary - reduction -

n { 1 s8low expansion Dampening - slight reducing -
ny , effect

1 ) 1 rapid expansion Expansionary - counteract increase

R pessible reduction -
T ( 1 8low expansion Dampening - little effect -
En ) 1 rapidly increasing Expansionary - increase -

y demand

L ( 1 slowly increasing Slow Expansion - slight increase -

y demand
En { -1 re@uced expenditure l'ampening Demand switch to counteract

‘ Imports = werseaed  increase ~
En > -1 increased expendi- Expansionary Demand switch little in- -
ture from Imports - fluence
improved

] ) 1 rapid expansion Expansicnary Increased X, reduction adverse
xy (volume) “
L ¢ 1 slow expansion Dapvoening snall increase slight adverse

y Yo reduction

L ) 1 contraction Dacpening Reduce Xf counteract inpreved

(volune)

reduction



Table ¢ o1 =P -
On Sector On Internal External Balance Commodity Price SSPLCE ¢ enu
Growth of Trade
B > 1 Rapidly expanding Expansionary Slow Xf growth increase improved
xy -
demand
E_ 1 slowly expanding Dampening Rapid X, growth reduction adverse
Y f
demand
Exf -1 increased f ex- Expansionary Improvead Slight reduction adverse
penditure
E £ -1 decreaded f ex- Dampening Worsenead Large reduction adverce
x penditure
Exh -1 increased ex- Expainsionary Reduce X growth Slight reduction adverse
penditure (velume)
E -1 1izcreas-d ex- Yarnmening Increase X reater reduction advoerse
xh . t
penditure e growth
Em' 1 Rapidly increas- - Yorsened negligible -
o ing demand effect
Em 1 Jlowly increasing - #orsened negligible -
y - demand effect
niy 1 Rapid growth xpansionary Improved decrease -
n. 1 Slow growth Dampening slightly small -
1y improved decrease
Ny 1 Growth Fxpansionary improved decrease -
ny 1 Slow Growth vampening slightly decrease -

iwproved
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5 e
e

5@ %‘?. ] -3-
On Sector On Internal External Ealarce Cormodity Prica2 Barver Terus
Growth for Trade

> 1 Raridly increasing Expensionary Improved Increase -
demand

{ 1 Slowly increasing Decpening Slightly Increase -
denand impreved

( =1 Recuaced demand Dampening Demand switch to Decrease -
Reduced expenditure imports - worcened

> -1 Recaced demand Dampening Poegsible expendi- Decrease -

Increased ex-~
penditure

ture switch from
imporis
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Chanter 5.

Effects of Policy Altermatives,

With Given Growth: Rates.

iThis Section uses numerical values to illustrate
the pxrobable effects of alternative policies in different
situatiois. It must be empvhasised that, in tl.emselves,
the nuaerical values obtainmed have little significance.
Their significance lies in comparing eaci set of rasults
witli the others, and recognising the relative effects of
various measures 1in a given set of circumstances.

The results, a selection of which appzars an the
ennd of this chapter, were derived on tihe following
assumptions:

1. Scctor Size: The three internal supply sectours are

given initial values of:

(Eguivalent computer notation given in brackers)

I (XI) =+ »Tapertables = 20
X (zX) = Exportables = 30
N (ZN) = Non-traded = 50

Demand sectors arce given initial values

D, (DI) s demand for importables = 20
D_ (D11) = demand for imports = 20
D_ . {(DXF) = foreign demand for = 20
xf
ecxportables
th(DXH) = home demand for c - 10
exportables
D_ (DN) = demands for non-traded
n = 50

goods
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Initially, all sectors, internal and external,

have balanced supply/demand.

2. Prices: All prices are given a 1.00 (index)

starting value.

3. Growth: Y (ZCapr= Product = I + X+ H = 100

in base time period, is assumed to grow at a constant
rate of 5%. Thus, over twenty time-periods capacity
Y grows from 100 to 265.4.

L ,Elasticities: Fifteen elasticities are used.

iy NMny Nxy (GIY, GNY, GXY) are growth supply

elasticities for the three internal producing sectors.
They areassumed to be positive and unity (1.000)
taroughout, representing 'balanced' growth potential;
i.e. each sector expainds potential outout at §% per
time period. Usiag unit values is for convenience of
computation. The model is concerued with measuring
effects winen other elasticities {(suppnly price, demand
growth and demand price) are less than, equal,to, or
greater than growth of productive capacity.

Supply of imports is assumed infinitely elastic -
i.e. price remains unchanged -- (ualess tariff is
imposed, affecting isternal price only) aad quantity
supplied varies to meet demand. No elasticity value

i1teed be introduced into the model. :-

+

: (GI, GN, GX,) are price elasticities of
*!l:ln'7x
supply. Three variations are used: 0.5, 1.0, 1.5,

representing inelastic, unit ard elastic values.
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E._EB_BE__E (EIY, ENY, EXY, EMY,)are grawth
iy ny Xy my

(ivicome) elasticities of demand for the four demand

sectors. They are varied through 0.5, 1.C, 1.5.
Foreign demand is excluded as being not related to

internal growth.

E.E E E_.  E (EI, EN, EXH, EXF, EM) are price
i n xhh xf m

elasticities of demand, assumed negative and varied
through -0.5, -1.0, -1.5.

5. Process: The adjustment mechanism of Chaptexr 4 is pro-

ccessed to give the progressive results of a twenty-time
period growth sequeuace showing the followiug results.

dDi (DPI) = dI (DZI) In order to balance increased

dé&émand (dDi) a masching increase in supply (dI) is
required . dPi(DPI) shows the required price adjustment.

deh’ dd_ . (DDXH,DDXF ) show the changes iu home and
X

foreign demand for exportables and their sum represents

required supply growth (dX).
dPx (DPX) shows price adjustment, the same in both

internal and foreign markets.

dD:i. (DDN) = dN (DZN) shows demand/supply balance require-

ment for non-traded goods.

dpP_ (DPN) shows price adjustment.

dd (DDM) shows change in import demand.

de (DPM) shows internal price change. External price
remains unchanged at 1.00.
All these changes are shown in percentage terms.

X ternal Balance: This 1is def 5 Px - dDm . Pm where

Pm = 1.0 (external price).



92 (a)

A negative value shows aix external deficit and a
positive value a surplus. Each value represents balan-
ce: for the time period in questiorn -- it is not
cumulative.

Internal Balance: This i3 Total Internai Capacity

minus Total Demand, i.e. (100 x 1.05%) - (Ji + Dxu +
Dxf + Dxn) where m is the number of years of growth.
A negative valuc represents excess demand on resources
and indicates relative strength of over-employment and
inflationary pressures., A positive value indicates
excess capacity and relative unemployment levels.

The two balance values are shown in absolute terms
and must be related to current trade and capacity levels.

Sectoral Balance can be judged by comparing the required

growth of the sector with th: total capacity maximum.

6.Limitation of Model: The major limitation is that the

model takes no account of variation in the forcign
scector. In particular it must be recognised tnat, if
onxe assumes that growth is taking place abroad and

that therce will be some autonomous growth in demaad

for exports and somec autonomous change in nriees of im-
ports, thce results can be considerably modificd. Any
such assumptions could readily be introduced of suff-
icient information were available for asscssment of

thie foreign sectors.

7. Policies: It is assumed that any one of three policies

can be followed:

(a) Free Trade Prices and quantities are allowed
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to adjust with no interfercecnce from government.
(b) Tariff A 25% tariff is imposed, raising internal
import price to 1.25 i.e. in calculation Pm
iat(internal) has a value of 1.25 and demand for
imports is adjusted. For external balance Pm retains
a value of 1.00.

(c) Quantitative Control 1In cach tiame period the

level of imports is restricted to the value of exports
of the previous period. Any excess demand for imports
is assumed to be diverted to importables (two thirds
of excess import denand) and non-traded goods (one-
third of excess import demand). This allocation is
arbitrary. It is assumed that any demand divecrted
from imports will largely be channelled into the
closest substitutes (importables), some going into
non-tradbles, with a negligible (zero) amount going to
exportables.

Adjustments to t he model are thus:-

From previous time period.

Dm - Dfx ° Px

Equation I becomes

[ - "\
dPI _\22 . Eiv I .O ks
PI I.f)iDi.Ei
then
dD, = D. . E .Y+D. . E. , + 0.33 dD
i b Wy i i m
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Equation (N) becomes

dp (D . E .-l‘f.lj‘ ) ¥ + 0.33 dD
n = I ny e m
Pn N'9 “'D .E
n n n
and i dp
an = Dn . nny . Y + Dn . En . Pn + 0.33 dDm
é. Results: Over 800 combinations of elasticities were

processed, using three policy variations. The follow-
ing tables show the results of time period 1 and 20
for 21 selected combinations and are sufficient to
show the variety of problems which confront an economy

during the growth process.

Interpretation The results shown on the next few

pages must be interpreted very carefully. They do not
pretend to prophesy what will happen under given policies
aiid growth conditions; they take each sector in turn and

produce the balance requirement for that sector under

given growth rates, supply and demand elasticities, and .
the required price adjustment needed in that sector to
bring about balance; the balance requirement may in fact
represent an unattainable set of conditions,

Thus, Case 1 assumes all elasticities (except supply
of imports) equal to unity =~ growth is as 'balanced' as
possible. Under Free Trade the Importable (Di = I) and
Non-traded (Dn =N) sectors expand by 5% to match product
(Tot. Cap.) growth and no price adjustmmBnt is required

for sectoral balance. Demand for imports (Dm) also incre-

ases by 5%. However, in order to sell increased exportables



95

abroad it is necessary to reduce export price by 1.7%,
which has the effect of reducing output of exportables
slightly below full capacity. The final effect is that
home demand for exportables rises rather more thaa 5% (by
6.6%) because of the price fall, but foreign demaand rises
only by 1.6%, because no i.icreased demand is assumed as a
result. of growth in foreign i:icomes. Total demaad for
exportables is thus rather less than capacity with the
result that Internal Balance, shown in the last column, is
0.5 uaits of idle capacity (i.e. 0..4/% of new total capac-
ity of 105 units). 1Increased foreig:a sales at tne lower
orice result in increcased foreigr receipts which arc not
sufficient to matcin increased exwnenditure in imports.
Exteriial Balance thus shows a deficit. Over a twenty year
period the level of unemployment and the trade deficit
grow to 18.7 ( 7% of total capacity) and 34.0 respectively. !
Tariff is able to e¢liminate deficit in the short |
term and reduce it in the long term. By itself however,
tariff does not correct the unemployment problem. This
is because the assumption is that tariff works on imports
only, absorbs the spending power represented by increased
internal price of imports and does not divert demand to
the irnternal sector. A changed assumption - e.g. that
tariff revenue were re-directed to internal demaad -
would give results more like those for the control policy.
The control policy eliminates External Imbalance
and stimulates sufficient activity to ensure full employ-

ment at the expense of higher prices in the Internal sectors.
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Chapter 6.

Analysis of Chapter 5 Results.

Free Trade: The attainment of external balance,

with fixed exchange rates, is almost entirely dependent
on conditions abroad. The effect of growth, in the absence
of compensating growth overseas, is to bring about a det-
erioration in the terms of trade and a transfer of some
part of increased welfare from the growing country to the
foreigner. Unless there is an increase in demand for ex-
ports, continuous deficit is inevitable.

The result can be demonstrated diagrammatically
and mathematically. The visual exposition (Figure 6.1.)
is adapted from J. Bhagwati: "Growth, Terms of Trade and
Comparative Advantage'", and shows how balance can only be
achieved by increasing dependence on trade-.

Initial equilibrium is on Transformation Curve Ao Ao’
with production at P0 and consumption at MO, exporting

Po XO of commodity x, in exchange for XOMO of commodity

1
Xy - at terms of trade Px2 shown by the tangent at P,
Px :
1

The law of comparative advantage operates and welfare at

M, is greater than in a state of self-sufficiency.

The curve A1A1 represents 'steady state' growth,

when all factors of production receive relatively equal
increments. If foreign ( + home ) demand clasticities
for Xq the exportables, are lower than home clasticities

for x the importables, terms of trade will move unfav-

21

ourably and growth will be biased away from the 'balanced'



FIG. 6,1 ¢

Initial transformation curve
production point
exports of x

1

importas of X2
transformation curve after growth

production point

consumption point after trade,
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Po P{ expansion line wnich is drawn through those points

on the Transformation curves where the slopes would be

sz sz
equal (i.e. where ( Px ) would equal ( jspva ) .
1 o 1 1

Equilibrium will be at some point 1like Pl’ where
P . P
( 322 ) ;> (522 l
1 1 1 O

Two results are evident

1. Growth is anti- trade biased, growta being
diverted away from exportables towards import-
ables.

2. Some of the benefits of growth are lost; the
growth in welfare, as measured by the move from

M to M_.is less than that from P to P
o) 1 o 1.

The situation is more serious if 'natural' growth
is biased towards exportables, i.e. if accretion to factor
e:xiddowment is greatest to those factors which are intensiv-
ely used in the production of exportables. This is a major
problem of developing nations where growth in population
forces expansion into labour intensive production of pri-
mary products whose terms of trade move unfavourably.
Fig. 6.2. illustrates this problem.

On initial Transformation Curve AOAo production is

at Po with quantity Poxo of commodity x_ being exported

1
for XO Mo of xzat terms of trade To. The growth repres-

ented by the unew Transformation curve A1 A 1 is heavily

biased towards increased specialisation on cowmmodity Xl.
If terms of trade remain unchanged (slope of T

1is the same

as that of To), production will move to P, increasing

1



initial transformation curve
terms of trade

production point

exports of x.

imports of X5
transformation curve after growth
unchanged terms of trade

production with terms of trade T1 =T

(o}

new terms of trade

new production point
export of x4

Xo Mo - imports of x,
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109 a)
dependence in the staple commodity. An unfavourable
movement in terms of trade, shown by tangent T11 has
both beneficial and disadvantageous results. Tune res-
ulting product mix, shown at P is less biased towards

11

the 'undesirable' X, commodity. Unfavourable terms of
trade have thus foréed a desirable adjustment of production.
However, growth is still pro-trade biased. 1In oXrder to
obtain the same quantity of imports ( X11 M11 3 Xo Ao )

a much larger volume of exports is required (P11 x11> Poxo)

As a result some of the benefits of growth are transferred
to the foreigner.

This is the dilemma with which - -th¢ growingrmtion is
so often faced. Attempts to maintain favourable terms of
trade by international commodity price agreements, over-
valued exchange rates ctc., directs expansion into increas-
ing dependence on trade in commodities which may not be
desirable in the long run. Allowing terms of trade to
turn unfavourably may lose to the nation some of the
welfare gains of growth, without reducing dependence on
trade. The use of trade controls - tariff and quota - is
an attempt to get the best of both worlds. As far as
possiblc, external prices are kept constant by mai.:taining
exchange rates, coiitrolled marketing, internatiomal price
agreements etc. Tariff or quota (carrying implicit tariff)
makcec internal price less favourable for imports. 1In terms
of Fig. 6.2., a line drawn through P, parallel to T,
would give external price ratio of the two commodities -

The line T11 would show the interunal price ratio, ¢eéncour=
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aging production shift towards commodity X2.
1
This concept is morec rigo rously defined by I.F.
Pearce (page 276, 'Intermational Tradc'), who attempts to

mceasure the cnange in welfare (dw) arising from growth (dY),

dis conclusion, adapted to the notation of our model is

dM

aw = (1 + g——F"—— ) P.aY
m xf

where P is the (unchanged) oprice of the numeraire commodity

and dM is marginal propensSity tozimport. ‘The.valuce of

BT gM - is normally negative and less than onec.

m xf

Normally, then, increasc in welfare will tend to be less
than increase in output - some of the benefit of growth
is lost. If eclasticities are nigh dw will approacn the
value of P dY and little will be lost. If clasticities
are low, then much welfare will accrue to forcigners; in
fact, inrn an extreme case of very low elacticities, ( c.g.
Em + Exf = -1.1 and dM = 0.2 ), the expression in brackets
could be negative, giving absolute loss in welfare.

Pearce himself expresses a very strong warning over
this conclusion. Growth elasticity is ignored and only
two commodities are used in the model. However, the con-
clusion that some of the benefits of growth move overseas
is still a valid one.

Returning to the results on pages 96-106 only in
two cases -- Case 5 and Case 1. is internal balance reas-
onably maintained. In case 5, unit growth elasticity of

supply and demand, coupled with high price elasticitics
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on the demand side and low price elasticities on the supply
side, result.in moderate price changes - no price adjust-
ment internally and falling export prices. There is a low
level of unempolyment, all in the export sector as a result
of foreign demand not matchiang growth in capacity. Case
19 has similar elasticities, except that growth elastic-
ities of demand are grecater than uxnity with the re¢sult that
excess capacity in the export sector is counter-balaanced
by higher demand pressures in the internal sectors.
Assuming factor mobility, the overall balance shows mod-
erate negative internal balance, resulting from excessive
demand. This is reflected in moderate rises in internal
prices {1.2% per ycar):and.dubstantial export price fall
(2.1% .per year).. In.all other cases internal imbalance
occurs in varying degrees. Positive (excess capacity)
imbalance occurs when low growth and price demand elas-
ticities are combined with high supply price elasticities,
the extreme example being Case 12, where the 20th time
period witnesses an excess capacity level of 91.4 (34.4%
of total capacity), accompanied by a .fall ir internal
prices of 25.0%. Negative imbalance (excess demand)
occurs when high growth demand elasticities combine with
low price elasticities; the extreme example of this type
is Case 13, which shows excess demand of 65.6 (2L./%
beyond capacity) with internal prices rising by 2L4.9%.
External balance is non-attainable unless there
are compensatory forces acting abroad. 1In every case,

the effect of growth, by itself, is to cause a fall in the
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price of exports, together with an increase in demand for
imports. Depending on foreign demand elasticity, the
increase in quantity of exports only partly compensates
for the incrcased‘level of imports. Unless .there is an
autonomous growth in demand for exports, a deficit is
inevitable. The smallest deficit is Case 14 when growth
elasticities of demand for imports and exportables are
high., In spite of a sizcable (26.9%) fall in export prices,
deficit is only -10.9 in the twentieth time period. It
could be reasonably expected that concurrent growth abroad
would turn such a figure into a substantial surplus. In
a number of other cases - notably cases 1.2.5.6.and 7,
the conditions are such that, assuming foreign growth, the
deficit would, in fact, probably not eventuate. The
extreme case is Case 9; a high growth elasticity of demand
for imports coupled with a low foreign price elasticity Jf
demand for exports, results in a twentieth time-period c-
deficit of 68.0.

The results give a clear indication that & decision
to permit the Free Trade mechanism to operate is not a
decision to follow negative policies. It is rather a
decision that polic&s.shall be directed at adjusting the
internal economy to balance it with the external position.
Clearly, the severity of policy interference would largely
depend on the change in external demand. Actual poliicies
would depend on elasticities. Where price elasticity of
der:and is high, indirect taxation would clearly correct

inflationary pressures while reduction of indircct tax
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would stimulate demand. If growth elasticities of demand
are high, direct taxation would be morc effective. Sim-
ilarly, productionp growth can be discouraged by profit tax
on sectors whose price elasticities of supply are low,
encouraged by tax concessions, investment allowances etc.
for sectors where elasticities are high -i.e. whecre
growth is most desirably directed.

Tariff : The model reflects the main weakness of tariff
policy, which is that it is impossible in advance to assess
what are the likely effects of tariff on the internal sec-
tor. To the extent that tariff increases import prices
and acts as a tax absorbing spending power, it does not
permit the transfer of demand to the internal sector, and
the model assumes that the internal susply/demand nattern
is no different with tariff than with free trade. This
assumption 1is somewhat umnrealistic because it is likely
that the impositioa of tariff will induce some ciaange in
the elasticities. In particular, growth elasticities of
supply are likely to increase for importables aand, to a
lesser degree, for non-traded goods and to decline for
exportables if expectaticmns are that tariff is likely to
provide long term benefits for producers in prctected
sectors, It is impossible to judge the magunitude of such
change for a number of reasons; it will depend on:

1. The degree to which importables are substitutas

for imoorts

2. The relative technological requircments of exports,

importables and non-traded goods, determining the mobiltiy
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of factors between sectors.

Both these causes would tend to increase elasticit-
ies over time :- i.e. short runm elasticity would tend to
be low, long run elasticity nigh.

3. If tariff revenue is withheld, internal demand will
be little affected; if it is re-injected into the economy,
it will increase demand.

k. Foreign reaction is not predictable. To the degree
that exports are reduced by counter-tariff, internal ine«
comes and supply patterns are affected. Broadly, however,
it is reasonable to conclude that the internal problems
are unlikely to be substantially different witlx tariff
than with free trade. The same spending power will be
available to satisfy similar demand patterns. . Tariff
works through the price mechanism and it is only the
effects of price elasticities which are of importarice.

The results of tariff from the model are what onc
would expect.In every casec, the initial impact of a
large tariff turns the deficit into a surplus. Over
time the effect if increasing growth demand erodes the
benefit of tariff and, in most cases, a deficit rcappears.
In only two cases, 10 and 14, where price e¢lasticity of
demand is high and growth elasticity low, does surplus
endure for the full twenty time periods. However, in

all cases, deficit is markedly less than with free trade.
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Three important factors must be borne in mind
when assessing probable results of tariff.
1. To the extent that foreign growth rates are likely
to lead to increased export demand, the tariff will act
as a permanent corrector of external deficit.
2. If retaliation occurs, the effects of tariff are
cancelled by a comparable reduction in exports. The re-
taliation effect can be immediate if counter tariff is a
direct imposition or delayed if retaliation is indirect -
the final impact coming as a result of the circular flow
of tariff reduction in a multilateral trading system.
In the c¢vent of retaliation being of the delayed kind,
some benefit, of a temporary nature, still accrues from
the imposition of tariff.
3. If foreign supply has a price elasticity of less
than infinity, some part of the tariff will be absorbed
by the foreign producer arnd the effect of the tariff will
be reduced.
L, If result 1. does not come about, then in order
to maintain external balance, an increasing tariff may be
required. Tiae model does not lend itself easily to this
assessment, because as tariff increases and we niove
further back along the foreign "offer curve'", price clas-
ticities tend to get lower, making each successive tariff
increasce less effective than the last, i.e. only the
cffects of marginal tariff adjustments can be estimated
with given elasticities.

The 25% tariff used in the model was in every
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case excessive. An alternative method would have been
to assess the tariff requirement® maintain zeroc external

balance; i.e. given the requirement

Dm . Em . m + Dm . Emy . ¥ = (Dxf * def) (Px + dPx.)

simplifying andisolating for tariff requiremeit

dp D . dP_ + dD__P_ + dD . dP_. - D . E
m = xf X xXE X xf X £l iy

Thus, in Case 1, a 5% tafiff would have been suff-
icient. The highest required tariff is in Casec 9, wherc
17.6% is neecded. However, an annual revision of tariff
would then be required as increasing growth brought incr-
easing deficit. Using a 25% tariff allows us to see how
long the benefit of tariff will last, given different

elasticity conditions.

The major disadvantage of tariff appears from the
results. It is not an extermnal policy which cair be used
as a substitute for internal policies. The internal prob-
lems which face a country as a result of growth in a
free trade situation are still there after tariff, and
it is still necessary to adopt a system of corrective
measures to adjust the internal sectors. It is primarily
for this reason; that, from political motives, tariffs
are often less preferred than direct controls. The nec-
esaary monetary and fiscal policies required internally
are not politically popular and, especially wkean govern-

ment is unstable, are avoided as far as posible.
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The great advantage of tariff is also apparent.
It grants the home country a breathing space during which
internal balance policy can be implemented without undue
concern about the maintenance of trading balance. This
is particularly evident when intermnal balance :is positive
and the required policics are of a kind aimed at stimul-
ating demand to increase the level of employment. Inn a
free trade situation, such policies would lead to increased
deficit; tariff gives a pceriod of time during which such
policies can be followed without consequent priessure on
the balance of payments. Thre time period varies accord-
ing to clasticities. As already mentioned, Cases 10 and
14, surplus is maintained for twenty time periods; other
cases 1in which expansionary internal policies may be pur-
sucd, while tariff conpensates for any effects oa the

external sector, are:-

Case 5 surplus is maintained unrtil the 11lthneriod.

"6 nooon " mo o 40th "
Cases1,. 3 " " " i " 6th "
nog2, 12 " " "M hth "
nop, 8 oo " noon o 3rd "
Case . - " " " " " and "

In the first two of these cases (5 and 6) price
elasticities of demand are greater than demand growth
elasticities; as might be expected, tariff,working
through the price mechanism, has its strongest effect.

In cases 1, 3, 2, 12, and 8 demand price elasticities



118
are numerically equal to demand growth elasticities.
Cases 7 and 4 are two marginal cases where demand growth
elasticities numerically exceed demand price elasticities
by 0.5; benefits of tariff become very temporary.

Iz all other cases where the intermal problewm is
onc of excess demand, the value of tariff as =z policy
weapon is questionable. The deflatiomary policices requir-
ed to reducec general demand is certain to have the same
effect (assuming similar growth elasticities) on iaport
dcmand as on demand for intcernal goods, Deflationary
policies are thus equally balancing for extermnal and
internal sectors.

In comparing the choice between Free Trade and
Tariff a3 policies when growth incurs deficit, thce foll-
owing broad conclusions can be drawn.

1. When growth is liikely to result in excessive demand -
i.e. when growth zlasticities of demand for intermnal
goods is high, the policy requirements are to cor=
ract internal imbalance. Imposition of tariff may
help external balance bat will not cure the recal
trouble. If correct internal policies arc followed,
then the external deficit will be reduced or =2lim-
inated as a secondary result of such policies.
Tariff would then be unnacessary. Indeed, the tar-
iff might well be quite wrong in that amn imbalance
in the form of a trading surplus might cause further

distortion.
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When growth is likely to result in excessive suovply -
i.e. waen growth elasticitics of demand are low, the
ma jor policy requirements are still to correct inter-
nal distortion. Howzver, on this situation, a tariff
pvolicy may have comnsiderable valuein that external
balance can bz maintained while internal adjustment
is made.

Neither policy is sufficient by itself, except in
the unliliely event of foreign changes in demand and
supply and howme changes in demand aund suoply combiin-

ing tc maintaia overall balance.

Fh

crences between

£ff and comntrol

Coiitrol is determinate. Extermal balavce is main-
tainted by the expedient of not permitting the entry
of goods of valuc in eXcess of export rcecceints,
Thus, in every case exteraal bajance is maintained.

Unless the commuirity is prepared toc save the money
whici: it caannot spend onr imported goods, the result
of control is to effect a tramnsfer of growth denand
froia external to internal sources. In this respect
controls act as an internal aswell as an external

policy :ieasure.

When growth is likely to iecad to unemployment the

advanrtages are obvious. Uncmnloyed interaal factors are

brought into use and the level of unemployment is mark-

edly reduced. Comparing results in the 20th time period,

the

notable cases are :
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Table 6.1 :

Frece Trade : Countrol :

Case Excess Cap- Int. Price EXxcess Ixt. Price
acity % of % Change Capacity % Change
Total : % of Tsotal

1 SIS 0.0 0.9 i0.1

l,. (7-0 O-O 1'8 1’.'/05

5 B.¥ 0.0 0.5 i1.0

6 7.0 0.0 G.6 AlE

v/ 9.9 0.0 1. 3 9.4

In each of these cases the substantial ievels of
unemployment are removed; this achievewent is at the
expense of a rising inter:nl arice level but »resumably
this would be acceptablce to most comumuuitiecs.

With threatcned uncmoloyment, thercfore, the cioice
apnears to be betwean the policices of tariff and control.
If coantrel of trade is used, other iaternal policizs
bacome unnecessary, but internal distortions of the kiand
discussed in the next chapter may develop; if control by
tariff is employed, the wnolicy makers are still faced
with the problems of unpopular fiscal and menetary adjus-
timent measures in the internal sector.

In the event of growth leading to excessive
‘demand, the use of quantitative control of trade, while
curing the external deficit, increases the interaal

problem. In all cases excess demand becomes greater
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and prices rise higher. Comparing the 20th time period
results, outstanding cases are
Table 6.5.

Free Trade Ceoxtrol
Case Excess Demand Price % Excess Demand Price %

% of Total Change % of Total Change

Capacity. Canacity
13 2L.7 24.9 b1.,1 37.5
16 13.06 24.9 36.5 38.5
17. 9.0 16.6 20.0 26.9
18 1582 50.0 23.6 79.2
20 16 .6 33.3 32.1 51.8

Clcarliy, the imnosition of Import Controls in a
period of ovarfull employment can lead toc excessive inflat-
ionary pressures requiri:ang much nmore severe intcrnal
measures than would be necessary under free trade or

tariff policy.



Chapter 7.

Alternative Policies :

The preceding analysis has assumed a basic policy
of steady growtin in ail sectors, permitting a natural or
imposed price adjustment to force adjustment to demand
patterns. 1In fact, government may be concerned to achieve
some other major goal.

Assume, for example, that the major constraint is
that inflation shall be avoided. A price increase of, say,
3% per annum is the highest acceptable level of inflation.
wWwhat kind of restraint does this place on the rate of inter-
nal expansion and what problems are met with i the external
sector? the model of Chapter 4 can be re-expressed.

Importables: ) B

(. . E, - I ./H)_)P
Yi _ i i
iy = P; By (1)
Where Y = required growth rate in importable
sector
P = maximum permitted price increase (0.03)
Exportables: u
. ) (th - E, +D ,-X ) P
x
X o) 4y = Dy v Exy (X)
Where ?x = required growth rate in exportables.
Non=Traded:

_ _E_- NP )P
g _ n n n (N)

n (N .7)__-D_E_)
/' ny n ny
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Total Growth:

Imports:

assuming no change in free-trade import prices.

Internal Balance..: There is a physical limitation on

the capacity of an economy to expand. Let it be assumed
that the physical constraint (Y*) is the 5% expansion rate
of Chapter 5. It should also be assumed that factors of
production are sufficiently mobile for any excessive (>5%)
growth which may be required in one sector to be achieved
by transfer of resources from any sector where growth
requirement is less thar maximum possible (45%).

If total growth (Y) is greater than Y* the cconomy
will suffer from expansionary pressures, and the policy
price increase goal becomes unattainable unless demand can
be restrained. If total growtix rate is less than Y*, then
some stimulation of demard may be desirable. The sectoral
balance of growth can be judged by comparing thie required

expansioix of each of the three sector.

= Yy - *
Yb = Y Y

where Yb = overall internal balance.
If Yb is positive, rcecquirements are over-expansion-
ary, and there are inflationary pr.cssures. If Yb is

negative, there is some excess capacity with deflationary

tendencies.
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External Bala:ice :

d8 = (D_. +dD ) . {(1+P) - D+ d D )

N

Wnere dB = change in trade¢ balaznce

t
we)
.
!
.
aell

def xf xf

dd = D & .7%
m m mz

There are a numbcer of Xey valuzs in the model.

The relative sizes of suppyly and demand growth
elasticities in eacih sector, forming the denominator of
the R.H.S. of the (¥N) and (I) equatic.s are-the major

determinants of the sectoral balarce. I. growth cslas-

ticity of supply is greater tnan dema.:d elasticity, thne

!

derrominator has a positive value. The aumerator is a
simplification of a commoxnly held cowcept that prices
arc managad and prices arc gsrimarily cost-determined.
it is thus assumed that an expansionary interial mo:e¢tary

policy is followed, permitting a rate of 3% inflation

d

L

{(vis-a-vis the rest of the worid) which is refleoct:

q

throughout the economy in increased costs which are
cassed on imn prices.

The problem is now the wery familiar case, c¢spec-
ially in a counttry like Iiew Zealaud, of intcrnal cost
pressures exeriing uypward pressures on prices which may
not be recoverable on exteracal markets. The results of
some of the computations are shown in Table /.1. and the
computer prgramme in Agpendix B. All values arc shown

as the farst time period wvercentage change 1a ecacl s&ctar

t
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I =D, - % chauge required to balance supwly/deman
4
in tihe Imoortables sector
i = U, - change irequired ia the ncn-traded sectior
e
X =D + D_,. - change required i: the z2xportables
xhk x£
sectox
D_ - % increase (+) oxr decrease (~) ixn import
Xia
demand
D_ . - % change in exports
Ext. Bal - % shrplus (+) or deficit (-} ou
external trade
b'é - % iuncrease (+) or decreasc(-) in mcney te
. 4
terms of total outpuc.
i - % charge iz real terms of total output
r (&)
i - % tariff rcquired to bring about balance

of exter=zal payments.



in I = " N = X = Ten * Myttt D Dl Ext. Bal : Yn 6N Tb
Free Trade 8.0’t 8.0* "‘056 305 0.0 "3'5 +3.8 +Oo8 [
Tariff 8.0* 8.0* -0.6 065 . -0.5 +3,8 +0.8 5.C
Cortrol 12.5 9.0 -0.6 0.0 . 0.0 +5.1 +2.1
Frece Trade - 6.5 - 6.5 -2.6 -3.0 +1.0 4 +4.0 =542 -8.,2
Tariff = 6.5 — 6.5 "2.6 -L"OS +1.O +5.5 —5.2 —8.2 il
Control - 6.5 - 6.5 -2.6 -3.0 +1.0 +4.0* -5.2 -8.2
Free Trade 18.0 18.0 -12.6 13,5 -2.0 -15.0 +9.1 +6.1
Tariff 18.0 18.0 -12.6 9,0 -2.0 -10.5 +9.1 +6.1 1041
Control 20.5 20.8 ~12.6 -2,0 =R 0) 0.0 +12.8 +9.8
Frce Trade 8.0* 840‘ = 1-6 500 1.0 -305 + 5-2 v+2-2
Tariff 8.0* 840* - 1.6 3.5 1,0 -2.0 + B.42 4+2.2 8.t
Sontrol 12.5 9.0 - 146 1.0 140 0.0 + 645 +3.5
Frce Trade 8.0* 8.0* - 643 3¢5 -2.0 -5.0 + 3.8 +0,8
Tariff 800‘ 8.‘0‘ = 6-3 —1.0 -2.’0 "1.0 + 3.8 +Oo8 5.(
Control 13.5 9.2 - 643 -2.0 =2,0 0.0 + 5ok +2.b



% change in 3 I = Noon e o, & 1 B D, Ext. Bal : W, [ NS

Case 6 Frce Trade 8oz 8i* ~11.0 NG > ) LA Bl -0.6
Tariff 8.0* 3 o -11.0 -2.0 -2.0 0.0 +2.4 -0.6 .10
Control 11:5 9 ©° ~11,0 =260 -2,0 0.0 +38 +0.8

Casc 7 Frec Trade 8.0* 8.0% - 6.3 3.5 1.0 2,5 1+3.8 +0.8
Tariff 8.0* 8's G - 6.3 2.0 . -1.0 +3.8 +0,8 5.0
Control 11.5 9,0 - 6.3 1.0 s 0.0 +4,.8 +1.8

Case 8 Fr:ec Trade -3.5 =35 - 1,0 ~1igs 1.0 2.5 -2.5 =5e5
T'irlff "'3-15 _305 - ’I;O '—300 1’40 e —2u5 "54‘5 -
Control -3¢5 -3.5 - 1.0 ~1:5 0 .5 -2.5 ~5.5

Case 9 Frec Trade 9.0 9.0 - 3.3 8.0 1.0 -7.0 +5. b +2.4
Tariff 9.0 9.0 - 3.3 6.5 G ~4,5 +5ek +2.4 15.0
Control 15.5 1064 - 3.3 1.0 . 0.0 +7 4 +h. b

Case 10 Free Trade - 9.5 - 9.5 - 4.6 -4.0 -2.0 +2.0 =7.9 -~10.9

iia

Tariff ~ 9.5 - 9,5 - 4,6 -8.5 =240 +6,5 =7.9 -10.9 :
Contrcl 9e5 - 9.5 -4.6 =l 2,0 +2.0 ~7.9 -10.9 o
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¢% change in : 1E i N=n, X o= n gy + g Dm : Dxt : Ext. Bal : ?m Yr Tb

Case 11 Free Trade 15.0 15.0 - 9.7 11.5 -2 - 13.5 + 7.9 + 4.9
Tariff 15.0 15.0 - 9.7 7.0 - - 9.0 + 7.9 + 4.9 9.0
Control 26.0 17.4 - 9.7 - 2.0 - 2. 0.0 +11.2 + 8.2

Case 12 Free Trade - 9.5 - 9.5 - 4.2 - 4.0  + 1. + 5.0 - 7.9 -=10.9
Tariff - 9.5 - 9.5 - L.7 - 5.5 - + €.5 - 7.9 =10.9
Control - 9.5 - 9.5 - 4.7 - 4o +1. + 5.0 - 7.9 -10.9

Case 13 Free Trade 15.0 15.0 - 9.7 11.5 1.0 - 10.5 7.9 4,9
Tariff 15.0 15.0 - 9.7 10.0 1.0 - 9,0 7.9 4L,9 21.0
Control 2L .0 i/l72510) - 9.7 1.0 o 0.0 10.6 7.6

Case 14 Free Trade =16.0 -16.0 - 8.3% - 7.0 + 2, - 5.0 -13.4  -16.4
Tariff -15.0 -16.0 - 8.3 -11.5 - + 9.5 -13.4  -=16.4
Control -16.0 -16.0 - 8.3 - 7.0 - 2. g 5.0 -13.4  -16.4

Case 15 Free Trade 21.5 21.5 -15.6 15.5 - 2. - 17.0 +10.4  + 7.4
Tariff 1.5 25 -15.6 11.0 - 2. - 13.0 +10.4 + 7.4 13.0
Control 34.5 24,0 -15.6 - 2.0 - 2.0 0.0 +14. 4 +11.4



I = N = U e = LI Dm D‘xt Ext. Bal : Ym s lr: Tb =
ree Trade 15.0 15.0 - 7.0 1550 - 2.0 -15.0 + 8.6 + 5.6
B.I‘iff 15.3 15°O - 790 1195 - 2bo ""1305 ';' 896 + 506 2900
sntrol 26.5 17.6 - 7.0 - 2.0 - 2.0 0.0 +12.1  + 9.1
cee Trade 21.5 2955 ~ 8,3 18.5 -~ 2.0 ~-20.5 +i2.6  + 9.6
ariff 215 21.5 ~ 8.3 k.0 - 2,0 -16.0 +12.6 4+ 9,6 13.0
yntrol 37.0 2L, 6 - 8.3 - 2,0 - 2.0 0.0 +173 +14,.3
ree Trade 9.0 9,0 - 3.3 8.0 - 2.0 - 9.5 + Salt 4+ 2.4
ariff 9.0 900 L) 303 605 - 2.0 = 800 - Sol"' + oL" 2100
ntrol 17.5 10.8 - 263 - 2.0 - 2.0 0.0 o S SR .
ree Trade 150 15,0 - 4,6 14.0 - 2.0 -16.0 + 9.4  + 6.4
1I‘iff 15.0 15.0 - L"-6 900 - 2:\0 "1100 + 90"" + 6;4 1100
sntrol 27.5 17.8 - 4,6 - 2.0 - 2.0 0,0 +13.1  +10.1
ree Trade 12.0 12-0 - 503 10.5 - 2.0 "1205 + 7.0 + l‘".o
iriff 12¢O 12,0 - 5'3 900 b 2.0 "11.0 + 7.0 + 400 25.0
mtrol 2260 14,2 ~ 563 ~ 24,0 - 2,0 0.0 +10,1 + 7.1

og°d



% change in : [ o= ny G N = Tyh X = Ten * My Dm : Dxt : Ext. Bal : Ym : Yr : Tb :

Case 21 Free Trade 9.0 9.0 - 4,7 7.5 - 2.0 - 9.5 + 5.1 + 2.1
Tariff 9.0 9.0 - 4,7 7.5 - 2.0 - 9.5 + 5.7 + 2.1 N.A.
Control 17.0 10.6 - l+a7 - 200 - 2.0 O.o + 7.5 + 4.5

Case 22 Free Trade 9.0 9.0 - 5.7 7.0 - 2.0 - 9.0 + 4, + 1.7
Tariff 9.0 9.0 - 5.7 L,o - 2.0 - 6.0 + L, + 1.7 9.0
Control 16.5 10.6 - 5.9 - 240 - 210 0.0 + 7.0 + k.0

N.A. - not attainable

NOTE: Where the demoninator (e.z. I.ni - Di Eiy) gives a value of zero, the Y value cannot

be determined. In these cases that sector is arbitrarily given an initial growth of

0.05 (in value terms) and the effect of this growth fed into the rest of the model.

Lg°d



niy' nny' nxy' n; ¢ n, Nyt Eiy‘ Eny: Exy‘ Emy. Ej: E,: Eyn: Eyys Eps

le 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 -1.0 -1.0 -1.0 -1.0 -1.0

2e 1.0 1.0 1.0 1.0 1.0 1.0 OS5 0.5 0.5 0.5 -0.5 -0.5 =0.5 ~065 ~0a45

3 1.0 1.0 1.0 1.0 1.0 1.0 15 1.5 1.5 185 -1¢5 -1.5 =145 -1.5 ~1e5

L, 1.0 1.0 1.0 OF5) 065 0.5 1.0 1.0 1.0 1.0 =045 -0.5 -0.5 =05 -0.5

Se 1.0 1.0 1.0 0.5 0.5 045 1.0 1.0 1.0 1.0 A5 -1.5  -1,5 -1.5 ~1,5

6. 1.0 1.0 1.0 1.5 1.5 165 1.0 1.0 1.0 flie:> -1.5 -1¢5 -1.5 =145 -1.5

7 1.0 1.0 1.0 1.5 1.5 1.5 1.0 1.0 1.0 1.0 -0.5 ~-0,65 =045 =045 ~0,5

8. 1.0 1.0 1.0 0.5 0.5 0.5 0.5 0.5 0.5 0e5 -0.5 -0.5 -0.5 -0.5 -0.5

9. 1.0 1.0 0 0.5 045 0,5 145 5 1.5 1.5 =05  -0.5 -0.5 -0.5 -0.5

10, 1.0 1.0 1.€ 0.5 0.5 0.5 0.5 0e5 @5 (01~} -1.5 -1.5 ~1.5 ~1.5 ~1.5
11, 1.0 1.0 1.0 0.5 05 Oe5 1.5 1.5 1.5 103) -1.5 -1¢5 -1.5 =145 ~-145
12, 1.0 1,0 140 145 1.5 1.5 0.5 0.5 0.5 0.5 -0.5 -0.5 =0.5 ~0.5 -0.5
13, 1.0 1.0 1.0 15 1.5 165 1.5 5 s 145 -0.5 =065 =065 -0.5 =045
1k, 1.0 1.0 1.0 | -5 iR 1.5 0.5 0.5 0.5 0.5 -1e5 =1.5 -1.5 S4lgis -1.5
53 1.0 1.0 1.0 15 1.5 1.5 165 1.5 1.5 1.5 =-1.5 -1,5 -1.5 =165 -1.5
164 1.0 1.0 1.0 1.5 1.5 15 1.5 o5 0.5 1.5 -065 -0.5 -0,.5 -1.5 -0.5
17 1.0 1.0 1.0 1.5 1.5 1.5 1.5 1.5 0.5 1.5 -1.5 -1.5 -1.5 -1.5 ~1e5
18. 1.0 1.0 1.0 045 05 0.5 1e5 1.5 0.5 oG -0.5 -0.5 -0e5 -1.5 -065
19, 1.0 1.0 1.0 0.5 0.5 0.5 1.5 15 0.5 e =145 -1.5 =145 -1e¢5 -1.5
20, 1.0 1.0 1.0 1.0 1.0 1.0 1.5 145 0.5 1.5 =05 -0.5 -0.5 =15 -0,5
21 1.0 1.C 1.0 1.0 1.0 1.0 165 1¢5 0«5 165 0.0 0.0 0.0 =145 0,0
22 0.5 0.5 160 1.0 1.0 1.0 1.5 %5 0.5 145 -1,0 -1.0 -1,0 =-1e5 -1,0



Analysis of Chawnter 7 results

It is worth while examining the results in some
detail because wmost of the policy dilemmas of interanal/
external balance reveal thcecmselves. The cases fall fairly
conveniently into thrcece broad groups.

(a) negative growth and balance of paymzents

surolus.

{b) moderate growth with no serious external
imbalance
(c) rapid growth and kmlance of payiacnts deficit.

GROUP A : « cases 2, 3,10, 12, 14,

All these cascs have in common a low incomecdemand
celasticity; internal balancz rzguires a reduction of out-
nut to compensate for insufficient demand. If, ag in
cases 10, 12 and 14, price demand elasticities arc high
the unemployment effectsdcost and price increasces are ser-
ious. In none of these situations is there arn oxternal
problem other than the non-urgent imbalance if carryin
an unnecessary trading surplus. Trade controls are uselcss
weapons. A tariff, per se, jperely increases the surplus
without stimulating the economy and import control has
no balance of payments function. In fact, the use of
controls would probably be s3clf-defeating if they were

used for 'beggar-my-neighbour' policies of expoirting
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unemployment. Protectiomnist policies undertaken by a coua-
try in surplus must increase the deficits of deficit nations,
forcing them to take prpotectionist measures.

The imbalance is entirely an intersmal one. Stim-
ulation of demand by Govermment fiscal activity will both
increase internal activity and help remove the trading
surplus. More satisfactorily, using all or part of the
trading surplus to import some of the commodities required
for expansionary policies would have the two additional
advantages of generatinrg nonr-inflationary expansion and
of helping deficit countries out of their difficulties,
assisting world expansion by trade growth rather taan by
using restrictive trade practices in restraint of growth.
Certainly, the combination of unremployed resources and
balance of PpPayments surplus is not omne in which trade
controls should be imposed; rather should existing res-

trictions be removed.

GROUP B : - cases 1, 4, 5, 6, 7, 21.

This is the group which contains those situations
where the case for some form of control is strong. All
represent relatively balanced supply and demand growth
reflecting some external imbalance as a result of intermnal
development. It may be argued that, because imbalance is
so slight, no remedial action is required and natural
forces will bring about adjustment relatively painlessly.
It is worthwhile taking each case in tirn and examining

the very different situations each one represents.
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Case 1 : All elasticities are unity - i.e. this is
the closest possible approach to balanced growth both in
supply and demand. However, because of the relative increase
in home expansion vis-a-vis the rest of the world, there
is some loss of export revenue. In addition, rcal growth
is slow - only 0.8%. The external deficit can ceasily be
removed by the imposition of a 5% tariff although it - must
be recognised that, if this pattern of growth is to con-
tinue, it may be necessary to increase tariff year by year
to maintain balance. Quantitative controls appear to be
more attractive in that they give additional stimulus to
growth, increasing it to a 2.8% real rate . However, a
similar result could obtain if tariff revenue were redistri-
buted in the form of general tax relief, increasing internal
demand. The redistributed tariff would be preferabdle on
the girounds that it could be equitably allocated through
the commuinniity and would not distort demand patterns. By
contrast, the quantitative control system might place the
implicit tariff in the hands of a small group of importers.
The major argument “in favour of the minimad restric-
tion required to maintain external balarce is that econom-
ic growth would be directed towards greater self-sufficiency.
- it would be anti-trade biased. Allowing frec-market
forces to operate would tend to induce neutral or pro-

trade ©biased growth.
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Case 4 : JAgain grecwth in demand for imports is not
matched by increase in foreign demand for exports; low
pricec elasticity :of demand for exports allows for increas-
ed income from higher priced exports, somewiiat reducing tie
the deficit. Growth is moderate (2.2%) and biased towards
the interunial sectors. Here there is a better case for
quantitative controls than for tariff. Becausc of the low
price 2dasticity of demand for imports, a relatively haigh
tariff of 8% is required to remove-a small deficit.

Direct controls would more easily remove the deficit with-
out unduly stimulatiang the economy as a whcle (to 3.5%).
The onnly problem is wnether or not there is sufficient
mobility of resources to allow a very rapid grocwtn in the
importable and norn-traded sectors. One suspects thBat such
a sizeable readjustment is too dramatic for most econonies
in a short period, and might lead to temporary shortages

inn the internal supply sectors.

Case 5 : This is similar to Case 4, except that price
ciasticities of demand are high, wﬁile income elasticities
of demand are low. .As a result, overall growth is slow.
The policy requirement seems to be for a moderate tariff
which would eliminate the payments deficit, tariff reveiiue
being used to supplement the level of demand to stimulate

more ra:pid growth.

Case 6 : High price elasticities, both of demand and

sup»ly, cancel out any induced growth. Monetary growth
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is positive, real growth (marginally) negative. External
balance is no problem - the lowest of tariffs, 3%, iteeping
import prices in line with intermnal prices is sufficient
to achieve balance. Direct controls would turn the nega-

tive growth rate into a pecsitive one.

Case 7 : High supply price 2lasticities ensure positive
growth; low demand price elasticities both prevent rapid
growth and reduce the size of the deficit. Deficit can

be cured by very moderate tariff or by direct control.

Case 21 : High dewmand income elasticities (except for
exportables) derects growth into the internal sectors.
If, at the same time, price elasticity of demand (except
for exports) is approaching zero, there is no check on the
movement of demand away from the export sectors; as a
result, the trade deficit is a serious one. I such a
situation, tariff is cf no wuse as a means of recaching
external balance; quantitative controls are the only
possible external weapon. Two dangers are present,
however., If price elasticity is mnear zero, it must be
because ttie commodities produced by the different sectors
are not close substitutes - i.e. that what is called
'importables' does not, in the comsumer's opinion, rep-
resent goods in close competition with imports. 1In
addition, the transfer of demand on to the importables
sector requires a rate oif expamnsion which is certain to

be unattainable.
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All the conclusions of Group B whould bes modified
by consideration of the effect of a matching, ox conpen-
sating, expansion in the cconomies of trading partners.
If, as could normally be expected, there were some auton-
omous growth in exports, the export sector wovld grow in
a similar ma=nner to the internal sector, extermal payments
would be at or near balance and the overall growti rate
would be somewhat higher.

This group therefore represents those situations
where interference with the natural mechanism is probaply
unnecessary; the only reason for interference is if the
long term volicy goal is a deliberate shifting away from

=0

demendence on trade.

GKOUP C : Cases 3, 9, 11, 13, 15, 16, 17, 18, 19,20.

It is unnecessary to examine each of tliese cases in
turn. All show high eXpansionary pressures rcsulting
from high income demand elasticities - i.e. high margin-
al propensities to consume; the expansionary pressures are
increased 1if price elasticities are low on thae demaind side,
high on the supply side. Inevitably, ir every case there
is severe pressure on the balance of payments. IMeither
tariff nor control are soluntions to the problem. A tar-
iff might be justified on the grounds that, as a tampor-
ary measure, it might give the ccomnomy time to adjust to
the new conditions, but a very high tariff is required -
ranging from 11% for cases 3 and 19 to 29% for case 16.

Such severe tariffs would almost certainly briang atout
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retaliatory tariffs abroad. Quantitative controls are
worse., They divert dema:nd away from the leakage of imports
into sectors which are already over-expanded; as a result
reguired expansion is totally unrealistic and nust be in-
flationary. The extreme example is case 17. "Normal"
requirements are for an overall growth rate of 9.6%, with
a growth of 21.5% required in the impor-tables sector;
these are already impossible requirements. The imposition
of quantitative control would lead to requiremeants of 14.3%
and 37%.

These three groups can be defined as the three
broad categories of imbaliance which might lead to the

imposition or maintanance of protectionist policies.

Group A.

There is a serious falling off in the icecvel of
employment as a result of (a) cyclical recession, (b)
deciine in the level of demand for exports, (c) increasc

of

'leakage' into imports and/or savings reducing internal
growth stimulus. In the case of New Zealand before 1938,
for example, all three of these ingredients werc present,
Thie first of these causes rcquires active intcrnal policies

designed to stimulate the economy and generate full employ-

ment; protectionist policies are likely to be both in-

0}

ffectiveand 'self-defecating because the problcm is not
external and because they would meet with the kind of
destructive rounds of retaliation which added to the

troubles of the 1930's.
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However, the kind of stimulation required to bring about
full employment is likely to bring about excessive demand
for i1mports causing balaace of rayment difficulties.
Essentially, the expaunsiounary activity takes the country
out of this groupg altogether. Again, the New Zeaiand
experience of the pre-1938 period was, that serious exter-
nal disequilibrium occurred followiang the success of the
policies designed to establish full employment internail

equilibrium during 1936 and 1937.

The discussionr surrcunding this group should, there-
fore, not revolve around what external policies are required,
but around tlie internal policy requirements, followed by
their impact on external sectors which may require sec-
ondary, supportinrng policy decisions. Two:important
factors are evident.

1. The more rapidly full employment policies are
implenmiennted, the more difficult it is to maintain..extermal
balance. Interrnal supgliers will have little time to
expand and adjust to the upsurge in demand, and thwarted
demarnd will spill over into imports. In addition the
multiplier effects of governmeant activity and induced
investiment will coxitinue onr into the period after full-
employment has been achiaved - 1.e. there is a danger
that too rapid an accelaration of activity will carry the
economy beyind the full-employment into the over-full
employment situation where thrze balance of payments problem

beconles chronic.
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2. To the degreec that govermment activity is
directed to the non-traded, non=-consumer sccior of
increased infrastructure and welfare services - roads,
ceducation, health, public amenities; defence and 'boon-
doggling' activity, supply growtl: is directed towards one
sector wiile the cownsequent demand growth is direcied
towaras anotaer, Iz terms of the model, the imbalance
ig of supply expansion of nomn-~traded goods, demand cexpan-
sion for imports. If goverament uses too many of the
uncemployad factors in its activities, not enough are leift
for the development of competitive importable goods. The
use of trade controls to correct the ensuing deficit camn
thus be criticised on the grounds that tney help tce per-

petuate and cven increase ait internal distorticn without

attackiag the root cause of the distortion.

Group B.
' Growth is positive, relatively slow and somce deficit
is incurred.

The major reasans are that (a) supply expansion
does not match demand expansion, (b) that homz growth of
imvort demand does not match foreign growth of demand for
home exports. Necither of these factors create serious
difficulties. The first, given rcasonable factor mobil-
ity, is primarily a function of time - the mormal lag
of slow supply adjustment is resvonsec to volatile demand
cttanfies. The second difficulty may not materiaiiseat all.

If there is comparabie growth 1in foreign eccncmices this
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should be reflected in some matching growth in home exports.
Should this export growth not eventuate =~ ©because of low
ilcome elasticities of demand abroad for home country
exports - again the solution is largely a function of
time. Adjustment of the export commodity 'mix' and/or
of home importable substitution takes some time. There
is an argument for the imposition of some control on the
grounds that
(a) Some well established industries cannot read-
ily change and need time to run down or re-
adjust
(b). Required new industries are non-competitive
and unprofitable in their early years until
they become established. They could easily
be killed at birth by the dumping activites
of a foreign competitor
(c) The social and ecawmic disruption caused by
temporary unemployment during the adjustmnet
period could have a de-stabilising effect -
it could trigger off recession, loss of con-
fidence etc. At best it would represent a
period of very slow growth with useful resour-
ces lying idle.
The counter-argument to the use of trade controls
in this situation is that their use may prevent or at
least slow down the process of adjustment. To the degree
that they remove the economic and social hardship assoc-

iated with 'change, they also remove the strongest
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incentive to make the change as quickly and eff@ciently as
possible,

The requirement therefore appears to be that some
protection may, in selected industries, be desirable, but
that such protection should be as small as possible, for
a short period and should aim at reducing rather than tot-
ally offsetting the ecomnomic pressures on these industries.
On these grounds gelective tariff appcars to be preferable
to quantitative controls. The level of protection granted
is more clearly measurable and can be reduced periodically.
An even more satisfactory solution might be that of tem--
porary dafcct subsidy. The cost of protection to the
community can be directly measured and publicised; it is
less likely to mcecet foreign reaction; most important,
when the time comes, public support for the removal of
subsidy would not be difficult to obtain. Unfortunately ,
the imposition of a tariff (ostensibly levied on the
foreigner) is generally more popular than asubsidy finan-
ced by the tax-payer. The subsidy may have the added
disadvantage of not (appreciably) reducing demand for
imports, but transferring additional demand to importables
from the nontraded sector; i.e. it may help to bring about
internal supply balance but may have little impact on

matched by
external payments balance. Finally, the subsidy must be /
an appropriate tax, especially if over-expansionary tend-

encics are apparent in the economy. It seems to be

appropriate ..to impose a tariff on imported goods as the
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simplest and most convenieéent - remedy for temporary dis-

equilibrium.

Group C

The

economy is in a period of overexpansion with

inflatiorary or potentially inflationary pressures because

demand is excessive. The causes of such pressure are num-

erous but might be reduced to three representative groups.

(1)

(ii)

(iii)

A sudden temporary upsurge in demaind as a
result of new desirable commodities - T.V.
cars, foreign haolidays etc. After a wave of
buying, demand can be expected to ease back
to a steady level, above the original.
Excessive spending of a permanent nature by
Government in such no:ii-consumer areas as
education, defence, health etc. which place
one set of requirements on supply growth and
induce a separate set of requirements from
consumer demand growth.

A moderate expansionary programme by Govern-
ment has led to a wave of multiplier/accelar-
ator type induced investment and consumption
which has carried thz economy intc a required

level of growth beyond its real capacity.

The first of these does not preseunt any serious

difficulty;

it is comparable to the New Zealand situation

of 1946-1950, when there was a high level of demand for

imports to make up for the lost war years, If currency
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reserves are adequate or credit available, such temporary
requirements could and should be met by financing. Tempor-
ary tariff or quantitative controls cainr be justified as a
meagns of spreading the period of excessive imports over a
longer time period.

The second and third situations show potential long-
term imbalance and may be compared to the New Zealand
situation 1950-1968.

The model suggests that, however serious may be the
external imbalance, the ase of trade controls is not a
solution; the cause of the external deficit is in an inter-
nal imbalance and any corrective measures must be directed
at the internal economy. The kind of tariff required to
have substantiagl effect on imports would be so large as to
meet certain reaction from abroad; to the degree that demand
pressures remained and grew the tariff would require reg-
ular (upward) revision. The high tarirff requirement
results from the nature of the new demand, which is income
generated and thus relatively insemsitive to price changes.
In a period of rapidly expanding incomes, especially if
attended by some measure of inflation, the price mechanism
is not a delicate adjusting instrument.

Although tariff, ger se, is of questionable use
there is some argument in favour of a currency devaluation.
Because (given ‘the right elasticities) it has the dual effect
of increasing export income as wcll as restricting import
demand, the sizeaf the devaluation need be much less than

the required tariff. In addition, exchange rate devaluation
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is more likely ‘to receive nonreactive accoptance abroad.
But, at best, tariff or devaluation would provide only a
short relief from extreme balance-of-payments pressures
during which time the intermnal distortions would have to
bte attacked. At worst they could add to cost-inflationary
pressures which would make the internal problem greater,

The model further indicates that a policy of quant-
itative control of trade is quite the wrong onre. If the
original imbalance stems from the inability of the internal
economy to meet the growth requirements of increasing in-
come, then a policy which imposes more pressures on the
internal producer sectors can only make the situation worse.
Not only will it malke impossible over-expansiomnary demands
cn the imnortable and non-traded sectors, but will inevit-
ably draw factors of production away from the export sector
in order to (meet the requirements of the growing sectors,
If costs of export production are related to costs in
other sectors, the profit margin in exports will be reduced,
making that sector much less attractive. 1In other words,
the effect of arbitrarily reducing imports to the level of
exvort income, requiring increasingly sewvers self-defeating
import restraint. The only effective long-term policies
are those aimed at correcting the original cause-w_.._._--
unbalanced or misdirected growth.

Surveying all cases, a number of general comments
might be made.

(a) External imbalance which results from internal

imbalance can only be cured by internal policy.

N - .
L



(b)

(c)

{d)

(e)
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Trade controls may be justified on the
grounds that it is necessary to insulate the
internal ecounomy or some sectors or industries
during a re-adjustmant period.
Quantitative import controls may occasionally
be justified if there are unemployed factors,
or a threat to immoblle factors, to allow time
for adjustment to take place.
Quantitative import controls may be justifiéd
if, in a period of unemployment, Goveranment
re-stimulating policy will threaten external
balance. Although here it is preferable that
the stimulation be given to those industries
most likely to be affected by demand growth.
Tariff is generally preferable because,
working through the price mechanism, it is
more selective of efficiency and is less like

likely to cause permanent distortion.



Chapter 9

GROWTH, EXTERNAL IMBALANCE, ADJUSTMENT

Since the Second World War most governments in the
developed werld have pursued a wide variety of economic
and social objectives:.. equitable income distribution,
regional balance, price stability, economic growth, etc.
In order to achieve these goals, an equally wide variety
of fiscal, monetary and administrative policies have been
adopted. Clearly, some of lfthe objectives conflict with
one another; it is impossible, for instance, to build a
motorway and preserve an unchanged environment.
Similarly, -some policy mixes are incompatible. Thus,
progressive taxation in the interests of greater income
equality may work against investment incentives aimed at
more rapid economic growth.

This chapter is concerndd with the conflicts which
may arise when a government tries simultaneously to
achieve:

(a) full employment;

(b) continuous growth;

(c) balance of payments equilibrium.

Policies appropriate to (a) and (b), by their
expansionary nature, may lead to external imbalance
which in turn calls for a set of corrective policies

which may require modification of the original measures,
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The model deals with the following policy measures:

(1) No interference with 'mHatural' forces making
the usual assumptions of perfect competition, negligible
transport costs, etc.

(2) The imposition of a uniform ad valorem tariff
sufficient to balance external transactions.

(3) Quantitative restrictions on imports sufficient
to balance external transactions.

(4) Exchange rate adjustments.

Thus, policies (1), (2) and (3) assume fixed
exchange rates. Adjustment under policy (1) is achieved
first by price changes in response to supply/demand
imbalance, then by output/market allocation/consumption
reactions to these price changes. Policy (2) adjustment
is also price stimulated, but one set of prices only is
changed - that of imports on the internal market; any
other price changes are consequential. Under policy (3),
adjustment is by direct attack on the quantity of ggods
imported. Policy (4) uses the same market forces as
policy (1). A change in the exchange rate alters the
internal/external price relationship without the need for
internal price adjustment, when prices may be 'sticky'
(especially downward).

It is necessary to abandon the traditional two
commodity approach and to think rather in terms of three
classes of commodities - exportables, importables and

non-traded goods - recognizing a wide grey area of
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interchangeability in production and consumption among
all three classes. Thus, all goods produced and/or
consumed in a country may be ranged in ordecr, according
to the ratio of the volume of production to the volume
of consumption (Xi)- At one end of the range, where the
ratio is zero, total supply is from imports; where the
ratio lies between zero and unity, imports compete
directly with home-produced goods. This is the
importable range. A ratio of 1:1 can be taken as
representing non-traded goods, and a ratio greater than
unity represents exportables, with production in excess
of what is required to meet internal demand.

In New Zealand the highest ratios would be for such
commodities as greenstone ornaments, butter, wool and
deer-mecat; ratios slightly above unity would represent
leather goods, canned fruit, beer and football coaches -
i.e. some of the product is consumed at home, some
exported, some imported, with somewhat more being
exported than imported. From New Zcaland's point of
view, the interesting commodities in this group arc the
manufactured goods which are becoming increasingly
important - refrigerators, washing machines, farm
implements and machinery, etc. Clearly, a change in
price relativities or demand patterns could alter a
commodity's ratio~ - i.e. a current eizport could become

non-traded if terms of trade movced "'unfavourably';
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similarly, goods currently non-traded could easily
become exports, as have some manufactures since the 1967
devaluation caused export prices to become relatively
more attractive than domestic prices. i
A unitary ratio, representing non-tra&ed goods,
includes all goods which are excluded from.external
trade by transport costs - in particular, the personal
services of such people as doctors and electricians, and
the use of internal transport services. But a wide
range of these goods are available for tradé if
conditions change. All, of course, must be exportable
to a greater or lesser degree, as innuts embodied in
final products. An electrician wiring a milking shed
or a train carrying expcrt freight are 'exporting' a
commodity which we normally think of as non-traded.
However, it is conceptually tidier to think in terms of
finished products and to recognize a broad class of-« "
commodities not directly traded externally. At thé
margin, changes in relative prices, and demand and
supply conditions could move many of thesc commodities
into the exportable or importable range.
Ratios of less than unity represent predominantly
imported goods. Near the unity figure are such
commodities as foreign travel, shipping services and

T.V. sets; at the extreme of a near zero Vs ratio are

o
d
goods whose supply is almost entirely dependent on

imports - motor vehicles, jet airliners, ships, sugar
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and tea.

The important point is that it is impossible to
define a commodity as belonging specifically to the
exportable, importable or non-traded group, or to all
three groups. All that can be said is that, at a given
point of time, somc commodities arc predominantly
export«oriented, some gemnerally non-traded and some
import competing. At the margins, the lines of
demarcation between groups are volatile because the
Iﬁ ratios of all commoaicies are continually changing.
Equilibrium may be illustrated in two-dimensional
form by Figure 9.1., in which all quadrants are
positive. Quadrant I shows the production side, with
an initial full-employment cutput equilibrium at So on
transformation curve AG at a price relationshipo L%)O
shown by the slope of the tangent Bgo’ At this initial
level of output, OH, of products H is directed to the
home market, and OXO of X is exported. Thus, at S,
the supply substitutability of goods for home and
export markets (ﬂggﬁ)’ measured by the slope of . the

MPPh’ *
transformation curve, is equal to the relative price of
the goods on the two markets.

In this initial situation, supply is matched by
demand, shown in quadrant II. Exports OXO are exchanged
for imports OMO at terms of trade (%)o shown by the

ratio of the slopes X T (quadrant IV) and MT

(quadrant III).
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. e X my .
X,T mecasures (E)o’ and M T measures (h)oy thus
BT
= E) - For case of expousition, this is
xT x’o

showrzr as a 1:1 ratio.
Thus the markets are cleared at point C,, on the

highest attainable community indifference curve I,

where the marginal rate of consumer substitution QEHE)

MUh
h

tangent Pdo. Because (%)o has beenn taken as unity, the

is equal to the price relative (&) , shown by the
o

slope of the consumption tangent is the same as that of
the supply tangent.

The general internal equilibrium condition is that
the total value of output should equal the total value
of consumption i.e. that hHs + xXs = hHd + mMd where Hs
and Hd represent respectively supply and demand on the
home market, and Xs and Md reprecsent supply of exports
and demand for imports respectively. The external
sector is balanced if the value of exports equals the
value of imports, i.e. if: xXs = mMd.

The system consists of three sectors, which must
all balance for equilibrium.

1. Internal Supply Jfomprises two classes of goods,

those produced for export (X) and those destined for sale
on the home market (H). Supply is determined in the
following manner.

Maximize Total Revenue (Y)

Y = hH + xX

where h and x are the respective prices of home and
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export goods. Maximization is subject to the production
possibility constraint
f (5,X) = §

The normal assumptions about the shape of the
production possibili<y curve are made - that it is
concave to the origin, with diminishing marginal
physical product for each commodity, etc., i.e.

o H 5%H . o0

o X PR <
$x 2

The optimal solution is obtained by meeting the first
order conditions

i_i = ;‘{ (1)

<

i.e. the ratio of margiral physical products c~ucls the
price ratio
and f (H,X) = U (2)
i.e. output is on the production possibility boundary.
Thus, (1) and (2) give the optimal solution E°, ¥° and
hence YS.
2 0 Internal Demanc¢ alsc comprises two clacrces of goods
- those purchased from hoime procducers. (H) and those
imported (M). Consumers substitute one for the other,

seeking to maximize utility, according to the function

g =8 (HsM)

. 2
where 4 H < 0 s _é_g > 0
d M dm“

Maximization is subjec. .o the expenciture comnstraint

Y = 8B o+ mi
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The first order conditions

g
H » h
g, m (3)
and Y = hH + mM (4)
. e . d d d
give the optimal soluticn H ', M and hence g

BYe The External Sector is in equilibrium when

x5 &
= @ (5)
ud X
or equivalently Hd = Hs.

This equilibrium does not, in general, hcld,
because for any given set of prices HY is not
necessarily equal to HS.

It is therefore necessary to assume that

dh - p? - BS) : £f'>0, £ (0 = 0. (6)
dH

i.e. that the price of home-produced and consumed
(non-traded) gocds will rise in response to excess
demand, fall in response to excess supply and remain
cocnstant when the market is cleared.

This system is stable for HY> HZ,
For HS « H? it is stable only if

d) ng

0 < (H® - HY) <

8n8un~ EmSum
i.es the system is locally stable.

The derivation of this conclusion is shown as an
appendix to this chapter.

In terms of diagram 9.1., it is assumed that the

economy is initially at equilibrium in all sectors.
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Any marginal move away from equilibrium will induce
price and quantity adjustments leading towards a new
general equilibrium situation.

The initial equilibrium refers to a point of time
at which all markets and prices are in equilibrium.

A change in any one of the variables would require a
genneral reshuffle of all values. For example, a
favourable shift in the terms of trades, making more
imports available for the same quantity of exports would
lift consumption up to a higher indifference curve and
induce a movement down the new curve, away from home-
produced goods towards imported goods which would be
relatively cheaper. Fewer goods would be demanded on
the hoine market, either making more available for

export or causing some unemployment.

The concern of this chapter is with the temgporary
disruption which can arise out of the natural growth
process. If all sectors grow at the same rate and
increased demand for each commodity exactly matches
increased supply of each commodity with all price
relationships remaining unchanged, no difficulties
arise - a balanced growth path can be followed without
the need for adjustments which could be socially and
economically disruptive. However, if supply and demand
follow divergent growth paths, some policy measures are
required, either to assist adjustment or to cushion

its effects.
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It is assumed that, in the short run, marginal
increments to factors of production and their
allocation are not likely to be significantly different
from previous increments and, unless future consumer
behaviour can be accurately predicted, producers are
likely to expand supply on the assumption that relative
prices will remain uachanged.

For ease of exposition, it is converient to show
the growth as balanced on the supply side - i.e. as a
shift of the transformation curve Aj to A; so that
expansion of supply is proportional in both sectors
(marginal supnly ratio HgH,

XOX'

(0] Ho;

average supply ratio .}
Co-X5

Supply thus moves from S5 to:S, , producing O H, and OX',
with the supply price ratio uachangoed, i.e. the price
tangent at S, has.the same slope as at So'

The sequence of growth is thus: -
1y, Supply growth coantinues on a (linear) cxpansion
path extrapclated from the previous section of the
expansion path in anticipation cf a matching growth in demand.
2. Income increases in accordingewith (1).
3. Demand grows but not necessarily in line with
supply growth.
4, Supply and/or demand and/or prices are required
to adjust.

None of these assumptions (except the last) is
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essential to the argument. Any set of conditions
(¢.g. changes in terms of trade, umbalanced supply
growth, changes in fashion, changes in foreign .
markets, etc.) which upset balance require an adjust-
ment process.

There is no reason to expect that growth in
consumpticon will match growth in supply. Ih New
Z:alanrd the income elasticity of demand for imports
has normally been higher than for internal gocods and
services. As a result, demand expansion follows the
pattern illustrated by the move from Co to 01 where the

marginal coansumption ratio of home to imported goods is

HoHr < OHo

less than the average consumption ratio, i.e. MoMr 53;

The demand requirements of the new consumption
pattern are OHr and OM,., i.e. there is excess supply
of goods for the home market (OH; > OH,.) and,
assuming that the terms of traace remain constant,
excess demand for imports, which now require OXy of
exports fcr external balance. Unless the transfer of
supply from the home market to exports can be made
immediately, the result is likely to be some
unemployment in the internally oriented supply~sector

and some deficit in external payments.




157
4Aajustuent

Method 1 - frse Trade, Price ndjustuent

The over-supply otf’' home-proauced goods would cause
re-allocation of' resources along the transt'ormation curve
S; to 8, in Fig. 9.1., reducing the % price ratio; with %
remaining constant at 1:1, the % ratio wouid also fall,
inducing a consumer move along Iy in the direction of Cy-
Equilibrium is re-established at S, and Cp, with an internal
supply level somewhere between OH,. and OH,l , and an expert
supply between Ok, and Ox;. The price ratios at S, Cy s 52
and C, can be written as

Br, B Uy &

In the new equilibrium

h h h “8eaas i i

=, <6 = B, SUPPLY praee

‘m m _ I ceesees TErms OL Trads
x)2 N kJc)"l = %o

h h = (h «.eese. COnsumer price
), <@ =&

OHr £ 01'12 < 011'.1
Olr > 0)&2 } ().)L,l
The diagram neglects the movement to an indit'ference

curve below I, tangent to a new price line, reflecting a slight

fall in real income.
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This natural movenent tocwards the equilibrium

unfortunately:rcequires a combination of conditions
whici may be politically and socially difficult to
accept,
(a) Owners of factors of production used intensively
in produciang goods fur the home market are required to
accent relatively lower incomes. This means either
reductions in wages and profits - unthinkable under
present conditions, o- constant wages and profits in
one (internal) sector while wages and profits rise in
the other (export) sector. The institutional wage-
fixing machinery, which seeks parity between sectors,
makes the second alternative almost as impossible as
the first.
(b) Some temporary unemployment may result. Its size
will depend onr the relativce income elasticities of
demand fTor jmports anri internal commodities, the
relative supply cexpamsion of the producing sectors -
i.e. on the directicns of demand and supply growth in
Fig. 9.1. The duration of unemployment will depend on
the robility of factors between one sector and another
and how readily gocods can be transferred from one market
to the other. 1If, as in New Zealand, production for
esport is largely in the primary sectcr, while
aroduction for the internal market is in manufactures
and services, which are not easily exportable, unemploy-

ment could well be prolonged.
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(c) Adjustment could increase dependence on trade -
i.e. growth might become pro-trade or ultra-pro-trade
biased. Conceptually, there is no harm in this.
Unfortunately, if exports are principally of primary
products, such growth could mean iacreasing uncertainty
in a world where terms of trade fluctuate widely in the
short run and :ossibly show a downward secular trend.
Finding profitablce markets for increased output in the
face of foreign protectionist policies could be an
insurmountable barricr.

It is therefore scarcely surprising that modern
gcvernments often reject the traditional price mechanism
adjustment and considéer other methods of attaining

equilibrium.

Method 2 - Tariff Adjustment

This policy aims at maintaining internal production
levels, shown in Figure 9.2. as S;, corresponding to
poiat Sq4 in Figure 9.1. - i.e. balanced growth and full
employmennt are to be maintained. The internal coasump-
tion pattern must therefore be at Ci, to ensure that all

internal product (OH1) is consumed, with OX exports

1
exchanging for OM; imports. This requires a forced
reduction of satisfaction from the 'free' consumer
equilibrium of €4 (corresponding to the Cq; of Figure 9.1)
to the post tariff equilibrium at C;, on an indifference

curve below the attainable I4, but above the pre-growth

curve I . This is achievéd by using (or misusing?) the
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price-mechanism, bringing about a relative fall in the

price of internal goods, shown by the stceceper slope of

the price tangent at Ct than at €4. There is no
change in the supply price relationship - i.e. the

tangent at Si 1is the same as at the original S,
(and S4y) of Fig, 91. Nor has there been any change in
the terms of trade. But thes tariff increases the
internal selling price of imported goods.

At the new cquilibrium

h - h _ h ceenes SUPPlLy price
(@ = & = D

(';I‘l)t = (%)1 = (%)o <so terms of trade
- J—

B h ~ ;
—— =0 n .. consumer price
m't )f(m)o

(1 + t) 'm
where the subscript 't' denotes the posit-tariff price
reclationship and 't' is the tariff rate.

The twec effects of the tariff are clear from Fig.9.2.

The Price Effectc is demonstrated by <the difference

between B at point C, (after tariff) and h a¢ point
m

a

Cq (with free trade). The slope of the tangent Py is
steeper than of P;.

The Income Effect is the loss of consumer satis-

faction shown by the attainment of the lower
indifference curve I,.

As with the free trade equilibration mechanism, a
number of conditions are required to ensure the success

of a tariff policy.
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~

1. Revenue from the tariff must be withheld, If it is
re-injected into the economy - e.g. by other tax relief,
Government spending or subsidy - excess demand would be
created for internal goods, or imports or both, as
consumers tried to move back un to the higher
(unattainable) indifference curve I -

2. The community must be prepared to accept the lower
standard of 1living indicated by I; and the relatively
high intermal price cf imported goods consequent on thae
imposition of a tariff. In fact, this pair of
conditions is likely to B¢ quite acceptable. Most
consumers would only be conscious of an improvement in
living standards resulting from growth, shown by the
movement from I  in Fig. 9.1. to Iy in Fig. 9.2. They
would be unaware of the non-attainment of the full
benefit of growth at I;. Furthermore, the maintenance
of full employmemnt might be regarded as worth the
nigher price paid for imported goods.

3. There must be no foreign reaction, which could take
two forms:

(a) In the event of low supply elasticity of and
high demand elasticity for imports, all or part of the
effect of the tariff cculd be offset by a reduction in
the foreign offer price of imports, improving terms of
trade. In terms of the Figure 9.2., M would move
outwards as more imports became available for given

exports; consumer preference would move down: the Iy
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curve and out towards I, as the price ratio established
itself somewhere between Py and Pq1. External balance
would be maintained, but there would be some internal
imbalance as the demand for home-produced goods fell.
The result might well be complaints about foreigu
'dumping' tactics, with political pressure from
affected groups demanding additional anti-dumping
tariff to offset the reduced import price.

(b) Foreign retaliatory tariffs could reduce
export volume or force a lowering of export prices,
reducing the ability to maintain import levels at OM1.
This would lead to an increased export requirement and/
or increased internal product to meet frustrated demand.
The word 'retaliatory' is unfortunate in that there
might be no conscious desire on the part of foreign
governments to harm anyonc; the foreign policy is more
likxely to be the corollary of the home policy - an
attempt to readjust internal and external balance,
disturbed by reduced exports or increased imports.

In a multi-lateral trading world the retaliatory
foreign tariff would be the end result of a long chain
of reactions, so remote from the original event of home
tariff imposition that no link between the two events
may be discernable.

However, it may be argued that for a small country
like New Zealand, tariffs would have a negligible

effect on the rest of the world and the possibility of
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retaliation is negligiblc.
4. A major difficulty arises in assessing the level of
tariff required; assessment should be based on
estimated growth elasticities of supply and demand and
on estimated internal growth rates. Toc high a tariff
could lead to unnecessary development of nigh-cost
internal production. Too low a tariff could lead to
some unemployment. Political pressures are such that,
normally, the higher tariff is likely to be preferred.
The difficulties of c(i) and (d) can be overcome by

using the third adjustment mechanism.

Method 3 - Adjustment by Quantitative Control

Quota controls have the advantage that the level of
restriction required for balance of payments purposes
can readily be assessed. The value of imports shall
not exceed export earnings amnd the commodities imported
shall supplement the supply {roim internal sources. In
addition, it is easier to discriminate between different
users of imports.

In Fig. 9.3. imports are restricted to OMq4 equal to
the value of 0X4y and less than the free import
requirements OMy. The main difference between tariff
and quétbta is that tariff uses the price mechanism to
induce consumers on to a lower indifference curve by
removing purchasing power, while quotas have no effect

on the overall level of spending.
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A variety of results canr stem from the imposition
of quota, depending on what additional measures are
used in support of import control.

1. No Additional Mcasures. If 2o restraints on

spending or prices are imposed, consumers will switch
frustrated demand for impcrts to the nearest uome-
produced substitute, maintaining (or trying to maintain)
their real income level. In terms of Figure 9.3. the
movement is along indifference curve I, to Cq vertically
above Ct. This rcpresents a combination of goods in
excess of the S; supply possibility - an excess demand
for home product becomes evident. This demand can only
be met by a supply movement along the transformation
curve to Sq. This, however, leads to a reduction in
the quantity of goods available for export, which leads
to external deficit, requiring further import
restriction and so on ad infinitum.

The resulting imbalance is most clearly evident
from the slopes of the price tangents at Cq and Sq.
The supply requirement is that (g) shall rise, while the
demand requirement is that (%) shall fall, i.e.

equilibrium demands.

(%)q N\ (%)1 ceeeeeess Supply price
m Jrv!

(;)q i (‘;)1 iaE B waee terms of trade
h h, ° ;
(E)q £ (‘E)1 ceseesees COnsumer price

This is clearly an impossiblc set of conditions,
unless an implicit tariff, levied by importers, raises
the internal price of imports sufficiently to make

h = el . 2 .
(=) < (=) allowing (h, to rise also.
T'q N~ ‘W1 ()
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The internal market is cleared, but there is still an
external imbalance. This implicit tariff does not
alter’ the level of demand as it remains in private °’
hands for re-spending. It will, however, cause some
re-distribution of income, and may lead to a change in
the shape of indifference curve Iq.

2., Price Control. Government may attempt to prevent

importers benefitting from implicit tariff by control-
ling the prices of imported and/or import competing
goods to hold prices at pre-quota levels. On the
(heroic) assumptions that administrative problems can
be overcome and that price controls are effective, the
effect would be to push consumers back towards point C1
on the indifference curve Iy. This would mean some
excess demand for imports, and some oversupply or
unemployment in the home-supply sector, unless
additional measures, such as direct raticning of
imports and subsidizing of home-produced goods, were
also introduced,

3. Tariff and Quota. Government may collect the

implicit tariff by levying a tariff or charging fees
on import licences. If the tariff/licence fee is
accurately assessed, the effect is to move consumers
to Ct and the quota system becomes superfluous.

A quota system requires a combination of supporting
measures for both internal and extermnal balance.

Internally: A policy of demand restraint must
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reduce real incomes to I;. This can be achievced by
gencral fiscal and monetary restraints or by taxing away
the profits of importers. The taxing of profits is, in
effect, a collectiocn of the implicit tzriff and appears
to be a roundabout method of administering a tariff
policy. Ar accurate assessimient of busiress profits is a
very difficult proposition, relying as it does primarily
orn the declared cost and reveiiue acccocunts of the firms
concerned, and is administratively an expensive process.
It is certainly no morece accurate than a dircct asscss-
ment of the tariff required to achieve the sanz2 end. If
importers' profits can be assessed, or an additional
sales tax placed cn imporied goods to absorb profit or
reduce demand, the quota system is unnecessary; a dirvect
tariff would have the desired result.

General consumer restraint is politically difficult
to maintain over a period of time; it is alsc unjust
that the whole corraunity should be taxed to offset the
profits of a privileged group of importers, unless the
comununity can be convinced that this is an acceptable
price to pay for full employmeunt. It is of questionable
value as a policy becausc demand restraint affects all
commodities and genceral taxation to reduce import demand
is bound to reduce demand for internal goods at the same
time, the degree depending on the relative marginal
propensity to consume home and imported goods. If, for

instance, the marginal propensity to import were 0.2,
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the required general reduction in purchasing power would
naed to be five timces the amount necessary to correct
external balance, if immediate results arce sougiut and
no time allowed for the working out of multiplier
effects.

Ian fact, what is likely to happen is that some
measure of excess demand will remain, with permanent
pressure on import requirements and on thé internal
production of importables.

(b) Externally: The models of Chapters 2 - 9 have

suggested that a long-run effect of quota restraints is
often to create further deficit. In this event, either
foreign exchange reserves must be allowed to dwindle in
order to meet the ccocnstantly recurring deficit in
external payments, or the exchange rate must be
sufficiently flexible to make export growth attractive
to home producers by granting them relatively higher
prices inm home currency terms.

The reduction of reserves, supplemented by
borrowing from abroad, is a short-term solution which
can be pursued only as long as reserves and borrowing-
power last. With fixed exchange rates, the ultimate
effect of such a course is to build up increasing
speculative pressure on the currency culminating in a
final devaluation, arbitrary in size, which effectively
tries to make in one lump adjustment, the many small

adjustments which would have been made, had the
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exchange rate been flexible from the outset.

If exchange rates are flexible, the policy of
quantitative control, as a balance of payments policy,
becomes superfluous, because the change in rates should
themselves bring about the necessary adjustment without
the nceced for further administrative control.

The most imponrtant weakness of both Tariff and
Quantitative Control as policies are that they are both
temporary holding operations, which dc nct help to bring
about the long-term adjustments required for the balancee.
In fact, they are not corrective policy measures at all
in the sens: that they do not direct re-adjustmecnt.

Unfertunately, tariff and control systems tend not
to be short term, but tecome built-in long-term measures
- and the loanger they remain, with the atiendant
internal distortions, the .wcre difficult becomes their
removal and a returz o 'normal'.  The probhlem can
easily ®e recognized by drawing in on diagrams 9.2 and
9.3 further transformation curves representing continued
growth. Each successive growth period requires
additional tariff or quota to maintain balance. It is
relatively casy to institute a policy which periiits the
divergence to begin, and to sustain growing distortion
by increasing control measures. However, reversing the
policy and inducing re-acjustment may be a very painful

processe.
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licthod 4 - Exchange Rate Adjustment

Gf the three methods hitherto considered, only the
first, using the free trade supply/demand readjustment
via the price mechanism, offers a means of achicving
stable equilibrium. The other two policies are
attempts to avoid the effects of disequilibriuim by
building in a counterbalancing distortion which will
maintain a disequilibrium position. Over time, the
control methods of tariff and quota tend to increase
disequilibrium by encouraging the growth of non-
competitive production for a protected internal market,
which will require increasing levels of protection in
order to survive. They thus tend to lead the economy
away from a stable equilibrium path.

The free trade adjustment mechanisim presents some
major difficulties for the sinall country. The required
price change must take place internally, by a fall in
the price of home-produced goods, external prices
remaining constant. This is not easily achieved,
especially if institutional arrangements (e.g. wage
rates) make prices very sticky downwards. The adjust-
ment might require widespread unemployment through the
whole of the economy in order to line up with external
balance requirements - i.e. the dog of the whole econ-
omy may be wagged by the tail of the external sector.
The time—period required could be several years.

If, however, exchange rates are adjustable, it is
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L]
j#i

possible for % to remain constant while % and

both fall. This is because, in terms of the home
currency, X and m both increase by the scme amcunt
(or similar amount, depending oa relative X arnd M
supply elasticities, fcllcwing adjustments in the terms

of trade) briaging about a relative fall in h.

Write the inritial exchange rate as ¢ = ig) -1
i sl @
So

i.e. in the initial equilibrium situation shown at
and C, in Figure 9.4h,, external balarce is maintaiuned
because e.x.X, = e.m¥,. This is shown diagram-

atically by converting O0X, (volume of exports) into

0By (= OHO.E), representing value of exports in terms
X

: . . X .
of the internal commodity. The ratio of OBO {the
o)
inverse of the slope of the limne xoBo) gives the 1
X

price relationship. Similarly, OM, imports are
converted into OB, internal walue. External and ..
internal markets are balanced.

After growth to Sq and C4, with all prices
unchanged, the demand requirement is for impgorts 0l4 ,
shown as OBy on the lower vertical axis, but supwly
offer is OX1, shown as OBx‘ The external deficit
(OX1 - OM;) is thus measurable as OBx - OB, in terms of
the home commodity. This deficit is matched by excess
internal supply OH, - OH

1 Tk

A fall in the exchange rate leaves the %;%

reclationship, and thus the % relationship unchanged.

=
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However, in terms of the home currency B and 3 both
m X
fall -+i.e. h and h are lower after the

m (1/e) x (1/e)

fall ix the exchange rate. Thus, in Figure 9.4, supply

3 1 -
price X2 moves towards the steeper tangency of Pe;
x
consumer price 2 moves towards the stecper tangency at

& s
3

Ce . These changes are reflected in the steeper

Xe B Xo B
exchange ratios XeBe and MeBe; but ﬂ%‘ﬁ% = Fﬁ}jﬁ%

i.c. external terms of trade remain uanchanged.
Internal supply at Se, suuplyi:.g OHe and OXec balances
demand at Ce, consuming CHe and OMe. The result is
similar to that of the tariff policy, except that the
internal/external price discrepancy resulting froa the
imposition of tariff or imports is now not apparermt
except by comparison of pre- and post- adjustment
exchange rates; aand the impact of exchange rate
adjustment is shared between exports and imports.

One important advantage of exchange rate adjustment
is that each stage of growth starts from equilibrium.
If a new (A2 Az) transformation curve is drawn, with
demand still import biased, then the rate requires
further downward adjustment. If demand growth becomes
internally biased, the rate should appreciate. Such
adjustments are more easily made than tariff changes.

As with the three previous methods, the use of the
exchange rate mechanism cannot, by itself, bé regarded
as a policy which brings about equilibrium. It is

simply an external counterbalance to internal imbalance.
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If some chronic discquilibriws exists in the intermnal
economy, the movement in exchange rates can do n3d more
thald provid: a short periocd cf external balance during
whicix internal adjustment 3sclicies can be imsilenented.
Ii such internal adjustment is avt made, extermal
imbalancc is likely to re-aspear.

Tae critical feature of cexchange rate adjiustment
is the relative sneed cf react_on ci internal sunnly and
internal prices. The internal price effects of a
currency change are immediate and set up two reactions.
The first is su>:ly movement towards the higher priced
export and competing markets. it L1s necessary that
commodities Tlow and p»roductioa osrocessss adjust to
increase the supzply of geoocds in thasse arcas before the
second re-action is comlete. Thais sccond movement is
that orices in the internal sector may rise to match
the external scctor, under demand pressures induced by
an imgrovemeant in the balance of payments and
institutional wage, profit and price systems wasch tend
to match increases in one seactor witix ‘ncreases in tae
other.

Thze final comment iaust be a somewiat trite one.
Zxternal imbalance is nocrmally the result 5f some
internal disequilibrium and tie cure lies in internal
adjustment. Any external solicy can do no more than

provide a pre2athing space during "which tias necessary
e O 5 S
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Po0licies can be affected. Of tae vwossible external
policies available, thace use of a flexible exchange
ratec system corovides the most favouravle situation for

the carryiag cut of the necoessary adjustment Ddrocess.
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Apwsendix:ito Canaster 9

Notation £4 = fp s £59 = Tx » %1 = 8y » 8 = Ew
froblem 1 Maximize Y = aii + xX
subject to f(H,X) = U
where di a2y
TRt =<0, -— «£06,Nh>»0, x > O0.
dx axz

Foria the Lagrangian function

-

M = BE & BEX + PN (U - B

First order condition:

h - >\f1 = O )
) s S s,
x - Nf, :O;-'“-';'H, X5 y®
v- £ = 0)
Second crder condition: The requiremeat is that:
1 L‘ - f
T gt 12 i
1 -
s — i - 3
A s = L ,, Lig, R, 2 0
-f
-f1 2 O ]
! :
i.e. l-' .).'fli —}\flz — fl
1=Afay ATy, - £
C - fi — fz O
- A
= a I-f1 (£5. f45 = £, f55) + fp (£,£,, -£, 1) |
N . 2
= AUy arrr o+ £2r522)> 0

12 12 1
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2 14
9_% R Pa, - - I )
g 3 e B 8§ °
AE, h £,
\ S
therefore LA >' 0
i.e. the second order condition is satisfied.
Consider price changes dh, dx:
Y S S . 1 ..S ‘.‘ S rS o _ 1
dh - £,d AT oA £,,H NS8f.,dX% = 0O (i)
= 3 = s ..
dx - £,.a*° - )‘szIst N Spg,dXT = 0 (11)
£, dH® + foax® = 0 (iii)
s
£,(i) - £4(ii) 5 (fadh - fydx) - N (£,099 - f1f,,) o
- -2 _ W5 I £ f S
AT (0, | Tyfpp) &7 = 0

-

and, substituting for dX® in (iii)

“s | -

fodh - 11d2
) f;fd‘ (f2f12 _ flfzz)‘ dHS
S - H® = f3 (fz dh - £, dx)
A S
In particular ';Hs _ 522
—— e > 0
< h ~ s
and A ; s _ Hs + h /\, Hs * x 1xs _
&:’ h > h ".}h

from (iii) and 1st order conditions.

)



179

Problem 2

Maximize g = g (4,M)
suvbject to Y S = mH o+ oM
where dd  _ o d2H
aMm S ! (0] h » 0, x > O
aM 5’;{2‘ 7 ) 1 /
a S .
= g (4,M) + M (Y7 - hd - mM)
First order condition
g1 - mb =0)
g S Ld wd d
€ - Mm = ) é H , M, fes
Y® =~ hH - mM = 0 )
Second order condition
d P 2 2
A = 'I L 11 L 12 -h |
3 2
- L -im
;L 21 22 ‘ >0
}
i—h - C
:g -
: SN P 2
ivrer t—~ ~h(-gn
-m 1= "hl-mgyy + hgyo)
i 821 g ‘
| 22 | +o(-mg  *+hg )
g—h -m 0 | 21
= - 2 h + h2
(m%g,, 2 mg,, e
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2
Now d H 2 2
T2 C T E278i1 - 25 &, 813 + g1° goo
2

from first crder conditions.

Since u »0 at optimum (g4 = Marginal utility of) -

income )
Ad>o
Comnsider price changes dh , di
g, aa? « Y S Hoa (i
311 987 €i0 dM - - h e - 0 i)
d d

8ap aH? 4+ gop aMd - 4 dm - mdpe = 0 (ii)
: d

dy® - nag? - mde - Hddh - M dm =0 (iidi)

v d 8 . ” "-.f‘.".
m(i) - h(ii) -3 (mg;q - hggq) db + (Lg2 - hgpo) A
- (wch = hdm) .= O

/Jvd = )_ .

s ) R
end suustituting rfor did 1n (11i)

8
(mgqq - hg,4) a9 + (mg12 - hg22) (dYy - hau® - 14n

m
- 4% dg) - A2 (mdh - kdm) = O
. 2 2 d _
therefore: (m%g,,- 2 hmg,, - h%g,,) dH =
1% (mdh - ham) - ( - hg,,) (ay® d 1%dm)
Y mg4o oo Y - Hdbh - Mdm
or .

5 . P .
& ! . ]

i e e T
aH” =, dp(mdh -*hdn) - (ag), ~ B&yy) (d¥ - H'dh - W dm)

- A d



In garticular

2
.‘, }:d = /q dfa (Lﬂs I Q ‘.'.'d
- - = o 41 .t g)l 7 ~d
< h ‘de 12 22 +
oy d
(@g,y - B,y Y=
[ 9 ¢h

For stability it is required thatngd < C

Lalt)
. d 2 d 5 s
ie.c. F i 2 (m31é _hsé2)H L(Mgqp - hg22) H < O
d AN & é
O
2
2 g
or HS - Hd Ad g = E
_
ME127 7849 €1842~ 81822

. . - S - . . . . 3 ~
(i) 4if g4 > 3° the conditiocn is satisfied for a

normal good (mg,, - Bgyy > 0)

i . d ] . SR . Lo .
(ii) if H® <4 14 a neighbourhcod of equilibrium can

be chosen for which the inequality holds,
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The »ossibility of instability is graphically
demonstrated by Figures 9.5(a) and 9.5(b).
Fig. 9.5(a) shows thec stable situation of imitial

demand for home godds greater thaa the suppzly. On the

3

demand side, three movenents take place.

1. From ncn equilibrium »point O, as the result cf a

price fall ubstitution effect (= m% n2, takes place

price fall, a substitution eiffect (= m”) takes place
~n d

causing a fall in demand for H. Tuis effect results in

a move from point O to point i, focund by drawing a

3,

tangent to the sams indiffcerence curve at the slope of
the new price ratio.
2a The income effect of the price change (a fall i=n
income) 1is found by drawing a budget 1li .z from @ parallel
to the new price linc. Consumption falls to a lower
indifference curve at point 2.
3rs As a result of a change in supply from 023 along
the transformation curve in the supply quadrant, income
rises. Demand rises from 2 -- 3. The move from 2 - 3
cannot go beyond the new supply point without scetting up
a reverse,equilibrium convergent, price change.

The position is thus stable

Fig 9.5(b) shows the unusual position of possible
disequilibrium when H® initially exceecs HY and

d d

_ s 2 e - he -
(mg, o hg,,) H 5 .E m— + (nge,, h?gﬁ) H

A d £.d VAN
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The neg.tive responises (quuantity H rise) to a twll in h, trom
initial situation O -1 and irom 1 -3 2 are overcompensated
by the positive (quantity H tall) efrect from 2 —> 3, so0 that
the new position is at a lower level of demand than the original,
leading to a further fall in price. It should be noted that, as
a result of the fall in supply of H as a result of the move
from O < 3 in the supply quadrant, the gap between original
supply / demand (1° - HY) is greater than that between the new
supply / demand (Hs1 - Hd1), so that further adjustments (with
price etfects becoming increasingly strong) will lead to eventual

equilibriuai, though possibly at a very low incoue level.

The model is staple it one starts with the assuwption of
equilibriun bef'ore growth and, as a result of growth, marginal
changes take place which wove sectors warginally away from the

equilibrium point.
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Fig 9.5 (a) H D> H

x
0xy 081 - post - growth supply of X and IF
OM, O pd " " demand for M and H
O Y = hH - income/exponditure in terms of H
Ym, Yx - price relatives and budget line.
Adjustment
Demand 0+1 = substitution effect = - ud m?
a4
"$2 = income effect of price = -~ (mg12 ~ hg22) gl
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- h d
293 = jncome iffect of change = + (mg12 g22) B
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a
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OM' equilbrium quantities.
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Chapter 10.

ITmport Controls in New Zealand.

Some atteript must be made to relate theoretical
analysis to a real situation and the ensuing chapters
record the experiences of New Zealand in imposing a var-
iation of trade controls in the 1938-68 period. As with
any treatment of historical events, there arise the insup-
erable problems of selecting the relevant material from
an abundance of information and apportioning correct weigh<
to a wide variety of causes whizth bring about observed
effects. The only possible course is to examine the
major periods of control, attempt to aralyse the cffects
of policy and try to discover if other pclicies would’
have had different effects.

Before 1938, with brief excepntions, the flows of
commodities, currencies and investmant to and Lrom lNew
Zealand were free from all forms of Goverrment control.
The exceptions were in 1920-21 and 1933 when, because of
a shortage of reserves, the trading banrks 'rationed'
foreign exchange to their customers. At alli o*her times,
adjustments to fluctuations in trade were made by pressurec
exerted by the trading banks which :-

(a) Varied the rate at which foreign currsncies would
be exchanged for New Zealand currency. This meant, in
effect, the operation of a variable eichange rate which

did not move more than 3 pef ;éﬂfggﬁbve»ormpelow the

S

—




185
official 'pegged' rate. When, after 1930, banks were
unable to hsld the official rate the £NZ lost value until,
in 1933, the 'peg' was adjusted by devaluing from $NZ1i0 -
£Stg. 100 to £NZ 125 - £Stg.100.

(k) Varied the rate of interest on, and the permissive
limits of, overdrafts to customers reguiring credit to
finance imports.

(c) Provided information and advice to consumers concern-
ing present and anticipated prices, exchange rates and
exchange availability with a view to encouraging or
discouraging expenditure.

The problems of the 30's began when, as a result of
the depression, the price of New Zealand exports fell
by almost half 1928-1932. Import grices fell much less -
only one-sixth - during the same period. The £NZ, which
had been at par with the £Stg., had depreciated to £NZ 110:
£Stg. 100, but was still clearly ovarvalued. Farming
interests lobbied for a further devaluation to restore
their £NZ price; economists (led by H. Belshaw) argued
the advantages of devaluation as ar. anti~-deprefision measure,
and the loss of reserves made the exchange rate untenable.
In January 1933; the currency was devalued to £NZ125 : &Gi#ag
£Stg.100.

By 1934 (BDecember) net overeeas assets of the bank-
ing system, comp:i.led and published by the newly formed
Reserve Bank, stood at the more thar adecuate level of
£NZ 40.5 millien. Much of this, however, wes in the form

of short term irvesimcut, left speculatively as a result
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of the general belief that the 1935 devaluation had been
unnecessarily drastic and temporary in nature.

The decline in overseas assets leading up ta the
imposition of import controls in 1938 can thus be attrib-
uted to two major causes.

(a) Export of capital.

(b) Increased imports an a result of Government
expansion policy.

This is evident from an examination of the decline
in assets divided into that change resulting from balance
of current account payments and that resulting from a

"decline in capital indebtedness to foreign residents.

Table 10.1 (£NZ m.)

B. of P. Net Outflow

Yr. (Dec.) (current accouint) of. Capital Decline N.O.A.
1935 - 1.8 2.6 ‘ 4.4

1936 | + 0.4 gk 8.1

1937 -.1.5 2.8 4.3

1938 - 9.0 7.9 16.9

Total “11.9 21.8" 33.7

The flighf of capital can be attributed to three
factors.

(a)  As already mentioned, the receding likeli-
hood 6f exchange revaluation led to the removal of sﬁec-
ulative capital, This was most evident in 1936.

(b) The social and economic experiments of the
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Labour Government caused foreign investors to view New
Zealand with some suspicion. Australia became a relatively
'safer' avenue of investment.

(c) There was some anticipation of controls.
Labour policy favoured direct controls of trade and the
party caucus discussed their imposition as early as 1936.
As a result there was probably some over-importation
designed to forestall restrictions and some accumulation

of private overseas funds.

The problem of over-importation was the more serious
of the two because it promised to be a perimanent feature
of the New Zealand economy. It arose directly from the
full-employment policy adopted by the Government; full
employment was achieved by 1937, In the debate on the
Financial Sta®ment, Mr, Savage, deputising for Mr Nash,,
claimed the establishment of full employment as the most
important single achievement of his Government and commit-
ed the Government to maintaining this policy permanently.
Every Government for the ensuing thirty years accepted as
its most important task the maintaining of full employment.
Mr Savage acknowledged that the policy involved creating
employment in Government service which had the effect of
increasing incomes and demand without a similar increase
in the production of consumer goods. Government works
increased the Government import bill: developiug industry
increased the importation of —"equipment and raw materials
and increased demand required a nigher level of consumer

imports.
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The extent of the Government involvemnet in expan-
sion can be illustraded by the level of internal borrowing
required. The new marketing boards recicived advances from
the Reserve Bank of £5m. (average indebtedness) in 1937 and
£4.5m. in 1938. Reserve Bank advances to the State rose
from £6000,000 in June 1938 to £11m. in December 1538 and
£14.9m. in December 1939.

Thus, in December 1938 New Zealand official over-
seas reserves had reached a low of £6.8m., having declined

from £40.5m. in 1934 at an accellerating rate:-

December 1934 - £40.5m.
1935 - £36.1m.
1936 -~ £28.0m.
1937 - £23.7m.
i938 - £6.8m,

The policy measures available were:-

(a) Increase in Tariff: This raised the problen of

jJudging accurately the tariff level reguired to confer
adequate protection, the need to impose many different
tariff levels fa different products, and the further com-
plication of a second column tariff in accordance with the
Imperial Preference agreement.

(b) Devaluation: Such an act might have gained a

temporary reprieve, but’ the inflationary pressures result-
ing from it, coupled with continued full employment,
would almost certainly have increased the balance of pay-

ments problem.
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(c) Deflation: Reducing internal demand levels
would have necessitated a lowering of income levels and
the acceptance of a level of unemployment which was quite
unacceptable.

(d) Imposition of Direct Import and Exchange Control:

Inevitably, this was the policy which was adopted. The
period of the Great Depression marked the complete failure
of the free-trade mechanism to restore equailibrium. The
fajlure may not have been with the mechanism itself but
with the willingness of individual Governments to accept
its operation. Contributing to the post-1929 decline in
world trade ( by some 40% by 1935 ) were.the unsatisfactory
peace settlement of 1919, the animosity caused by repar-
ations payment and non-payment, the failure of the Young
and Dawes plans, Britain's abandonment of the Gold Standard,
the Hawley-Smoot tariffs, the rise of nationalism in
Germany, Italy and Spain, the impotence of the League of
Nations and a whole tangle of subsidiary policies and
measures which restricted the ability and willingness to
trade. 1In effect, every nation was trying to export the
effects of depression to everyone else with the result
that everyone suffered more.

A country of New Zealand's size, unable to influence
world affairs, was forced to make the best of a bad job
and institute a set of policies which would reduce suffer-
ing to a minimum. By 1937, the following situation had

arisen.
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Exvort Prices =~ (1929 = 100) declined to 54.9 in 1932

and even after the 'recovery', were still only 79.6 in

1989.

Import Prices = (1929 = 100) declined only to 87.3 in

1932 and were at 92.5 in 1939.

Value of Exports - Fell from 408.9w* in 1929 to $63.7m in

1932, recovering to $112.8m in 1939.

Value of Imports - Fell from $88.6m in 1929 to $44.8m in

1932, rising to $102.1m in 1937 (the last 'free' year).

Unemployment -~ e best indicator is the munber of unem-

ployed male wage and salary earners which, in the 1926
census showed 3.4% and in 1936 showed 9.6%. The 1932 se
figure was probably around 12%.

Overseas Assets -~ No figures are available before assets

were centred in Reserve Bank funds in 1934, but from then
onwards a spectacular decline 1is evident

December 1934 $31.8m
" 1935 L.... $72.6m
" 1936 ..... $58.6m
i 1937 eeeo. $47.4m
" 1938 ..... $15.2m
1 1939 ..... $32.8m

Consumer Price Index (1929 = 100) Frell to 79.1 in

1933 and recovered to 94.7 in 1938.

*Note. It is convenient at this poin* to begin express-
ing all values in $N.Z. terms, using £1 = $2

as the conversionr rate.
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The comparison with the theory analysis is with a
situation like Case 10 on Page Q) - growing unemployment,
falling internal prices, ravidly falling export prices and
growing deficit in trade. Free Trade does not offer a
solution; balance depends on autonomous change overseas
and the indications in 1937-38 were not favourable to a
sudden and prolonged upsurge in trade. Had New Zealand
left trade free, there is every indication that the sit-
uation would have continued to deteriorate.

The case for tariff was not strang. In the absence
of a well-developed manufacturing sector in New Zealand,
the price elasticity of demand forimports was very low
and a comparatively high tariffwould be required to have
the necessary impact. By contrast, the growth elasticity
of demand for imports of consumer durables, investment
goods, etc., was high. Any benefit accruing from tariff
was likely to be short-lived. To the extent that inmports
included investment goods, it might have had a discouraging
effect on the development of internal manufacturing. Most
important, the use of tariff did not guarantee the main-
tenance of full employment and still left New Zealand
vulnerable to the extermnal influence of fluctuating
fortunes in Europe. One must conclude that, in the
circumstances given in 1938 the imposition of Import
Controls was Jjustified, certainly as a short term measure.

The theoretical analysis, however, sounds a very

clcar warning. As soon as full employment conditions
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are esstablished, the expansionary pressures of Import
Control are very strong; it is just as important to dis-
mantle control to combat over-employment as it is to use
them to prevent under-employment.

No judgement can be made about the success or fail-
ure of the pre-war control, because there was only one
full year of controls before the war introduced a totally
new set of trading conditions. Imports did not decline
significantly (from $102.1m in 1937 to $100.8m in 1938)
and, because export earnings fell by $16.3m, the trading
surplus actually fell. The decline in exports was mainly
due to the European relapse into recession after the par-
tial recovery of 1937. The failure of controls to reduce
import levels was due largely to two factors.

1. Importers placed excessive orders in late 1937 in
:;ticipation of controls and imports from January-April,

1938, were abnormally high.,

2.

The administrative machine was unable to cope with
the volume of applications, hearings and appcals; as a
result licences were issued with more leniency than had
been the intention.

Oii1 the positive side it can becdlaimed that the
rising import demand levelled off - an indication of at
least partial success. With a year or two of adminis-
trative experience, there is no reason why the policy s
should not have been effective in maintaining external

balance.
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Chapter 11.

Introduction of Controls.

Three statutory regulations came into force an

the 7th December 1938.

Export Licence Regulations (1938/160)
Import Control Regulations (1939/161)
Sterling Exchange Suspension (1938/166)

From that date all imports were subject to licence
and all exports were licensed in order that proceeds from
their sale be paid to one of the trading banks (or agent)
for transfer to the Reserve Bank in exchange for New
Zealand currency. Exceptions were goods sent overseas
via the Post Office, ships' stores and travellers goods
intended for personal use or consumption. Foreign exchange
ceased to be freely availabide and was to be sold only to
those having a legitimate use for it. With the exception
of temporary regulations prohibiting wartime trading with
the enemy, these regulations formed the basis on which
Import and Exchange controls have beaen built,

A number of guiding principles were announced.

1. Overseas funds were to be safeguarded.
2. Provision was to be made first for essential
imports - raw materials for industTy and other

goods mnot. available in New Zealand.

3. The selection of goods to be imported was to be
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made with a view to co-ordinating the use and in-
crease of production of consumer goods in New

Zealand and to p¥omote internal development.

L. Preference was to given to goods of United Kingdom
origin.
5. Trade agreements based on earmarked exchange were

to be promoted.
6. New Zealand was to be insulated against unfair

competition.

7 The standard of living was to be steadily improved
without the depletion of overseas funds.
Administration:

The issue of licences was to be controlled by the
Customs Department which consulted the Department of
Industriés and Commerce on matters which affected avail-
ability‘of home produced goods aﬁd industrial development.
The issue of exchange was in the hands of the trading banks,
aéting on behalf of the Reserve Bank.

Licenéés were initially issued for six-monthly
periods, specified commodities, origin and value of imports
and the time period dﬁriqg which the licence was valid.
Licences were ﬁontransferrable between licensing periods,
commodities or ?riéin, The six-month period proved too
réstrictive aﬁd éfte;‘1941, licences were granted for a
calgndar year. |

“~At first, trading bankswwere permitted to grant up

to $50 without Reserve Bank approval. Remittances of$10
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Post Office money orders per week were permitted. These
avenues of payment were used so freely that in March 1938
the banks were restricted to only one $50 grant per app-

licant and the money order allowance was reduced to $6.

1st Period January-June 1938

There was oanly one full licensing period before the
advent of war changed normal trading conditions. As it
was a period when administration, traders and producers
were trying to adjust to a new system, there were many
frustrations and compdaints, and considerable evasion.

The result was that the first licensing period met with
little. success in remedying the trading situatio=n. A
comparison of the January-June trading figures of 1338 and
1939 shows that New Zealand's balance of payments position

did not improve.

Table 11.1.

Value ($m)

Imports Exports Balance of Trade
January - June, 1938 54,2 74.6 20.4
Ja.uary - June, 1939 56 .2 73.6 17. 4

The failure of overseas assets to build up can be

attributed to a number of causes.

i Trading Banks: There was either a lack of co-

operation between the Customs Department and the banks or
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a deliberate attempt by the banks to satisfy their cus-
tomers' wants rather than enforce a stringent control
over allocation of foreign exchange . In the first months
exchange was too freely granted., expecially the $50 allow-
ances, which assisted the fliignt orf capital into private
reserves. As a result, by March, the banks were seriously
short of funds and were compelled to refuse funds even

for legitimate pnrposes. Tor, example, legacies which had
received Reserve Bauk approval were denied transfer funds.
More serious weas that some importers found themselves with
licences which were velueless because funds were not avail-
able. Some wcre denied funds altogether. some were forced
to adopt a deferred paymnent system, clearing their debts
as the banks were able to grant funds. The trade improve-

ment of the early war period made this possible.

Table 1i1.2

—— —— —

Net Overscas Assets 1937 1938 1939
December {(end of 28.1 47 .4 13.6
previous year)
January 57.2 46 .0 14.6
February 62.6 51.2 18.2
March 64.8 53.2 18.6
April 73.0 57.2 19.0
May 74.8 56.2 14.8

June 74.0 52.2 18.2
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2 o Excess Orcers: in anticipeticn of controi. importers

had placed orders in late 1938, for celivery in 1939,
trusting that licences would not be denied«.for gnods in
transit,

~ -

Soe Siice

(o}

c Claims: Importers naturally cleimed mores than

ecisiond. As

ot

2

their raguirements, and avpzaled against

both original application eand appeal often ncezed to be

(]

refarred to Industries and Commarce, thisc mean®
ive delays and some hasty decisions.

4, Full Use of Licence: Importers used iicexnces to the
limi<. partiy to emsure that goods arrived hefors =2:niry
of the licensing period. partly to guard ageinst tha poss—
ibility cf recepiving 2 reduced szilocaticn in tiie “olilowing

liicensing perioc-

5. Administrative Problems: Although the iupogicion of

controls had besen foreaseern by many, Tthe sduinialralicen was
for the sheer volusie of paper
in classifying items, cdealing with applicatiors, iccuing

licences anc hearing eppecalc. The accunulation of a back-
log of =rork reculied in inadeguzte considerziion of cases.

some inecuily and some eitcccs aliowances.
Compleints

Mrny of the comphaints and sriticisms voized in 2939

i

were either frivolous or eraggerated; manyveres real, but

zould be cttribuied tc lack cf experience or cver-worli

9]

f the administraiien, Tnvlis which time vourlid cure. 7

most important valicd obiections. mode @



importers through the Chamber of Commerce were:-

1. Because unexpired licences could not be carried
over to a succeeding period. there resulted the ordering
of unnecessary stocks which reduced overseas funds avail-
able for goods reguired for current use.

2. The Customs Department did not issue a list of
classified or prohibited goods until April,.so that impor-
ters were unable to guess what they might or might not be
granted.

3. Granting of exchangz authority by instalments made
it difficult to arrange credit overseas and to adjust
shipping requirements,

4, The non-transferrability of licences led to over-
stocking in some lines and shortages in others.

5. Discriminatioi: Large firms, sending personal

representatives to support applications or defend appeals
rec2iVed more favourable treatment than the anonymous
firm represented by a piece of paper.

6. % Allocation: Basing licences on a proportion

of 1938 imporis did not represent a comparable restriction
on what would, in normal circumstances, have been imported\
in 1939. No allowance was made for changes in the pattern
of demand.

7. New Enterprises: No allowance was made for new

firms or new commodities.

8. Private Funds: Those fortunate, or unscrupulous,

enough to have built up private funds overseas had an
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advantage over tlie less fortunate trader.

By contrast, the Manufacturers Associations express-
ed general approval of the Licensing system. Apart from
general warnings of the dangers of over-expansion, fear
of higher prices and lackx of choice, there were no specific

complaints.

Sources:

Special Gazette Supplement December 6th, 1938.

H. Belshaw. Import and Exchange Control in New Zealand
Economic Record.

December, 1939.

Summary of

N.Z. Comm. Journal. February, 1938 pp. 2-3
May 1938 pp. 8-10
July 1938 pp. 8-10

January 1939 pp. 2-5
February 1939 pp. 2-4
March 1939 pp.10-11
May 1939 pp. 9-12
November 1939 pp. 6-7

National Review. January 1938 pp.12-1L
April 1938 pp.4b4-47
June 1938 pp.38-41

November 1938 pp.48-49
January 1939 pp.39-40
February 1939 pp.15, 19-20
December 1939 pp.51-52
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Chapter 12.

1939-1945 The War Period.

War conditions imposed a set of restraints on trade
which were quite distinct from the original réasons Tor
the introduction of import controls. War demand turaned
the terms of trade in favour of primary producers, while
the requirements of the najor belligerents drastically
reduced the supply of imports available to New Zealand.
The shortage of shipping space and the dangers incurred in
sea transport prevented the shipment of everything except
essential materials. Trade with the enemy was forbidden
and was channelled much more towards Britain.

An examination of this period is outside the scope
of this work, which is concerned with the effects of import
control as a selected policy when other policies are poss-
ible. War conditions alter policy priorities so that all
considerations are subject to the major aim of winning
the war. Thu®s, although import controls were more severe
1939-45 than at any period before or since, the rcasons
for their imposition were strategic rather than economic.
Thre balance of payments and full-employmmnt mctivcs no
longer existed.

However, although of no direct relevance to a
study of import controls ir New Zealand, wartime controls
had a number of effects which influenced subsequent

import policies.
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Acceptance:

After the war, all sections of the population were
much more prepared to accept restrictions which would
have been strenuously opposed in normal times. There were
innumerable complaints during the war concerning the admin-
istration of the regulations - delays, misallocation,
etc., but no question of the nead for controls. Thus, a
policy, which in 1938 was new and regarded in many quart-
ers as umnnecessary and unacceptable, was by 1946 an estab-
lished practice and had beccme the normal. n the post
war period, therefore, it was possible for the Government
to maintain a system of controls which might have been more

vigorously opposed in normal peacetime conditions.

Bulk Purchasing:

Because each importer had reduced orders, could not
guarantee consistency in ordering from year to year and
could not be expected to understand the complexity of
import export and exchange regulations, the overseas age:it
became a much more important figure,  buying in -~ bulk on
behalf of many small firms. Government control of shipping,
both for export and import, increased this tendency. Trade
©oecame much more the province of direct Government dealing
or dealing by Government approved agents. The lend-lease
agreements with the U.S.A., for instance, involved the
circumventing of normal trade negotiations. By 1944 the
four largest importers in New Zealand were the Ministry

of Supply, Public Works, Railways and the Post Office.
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The Government did not squeeze out the private dealer. On
the contrary, all orders were placed through private firms.
But the trader's function became more that of an agency
for public purchase and distribution than of a dealer on
his own initiative.
Rigidity:

There was little room for change or experiment in
the type of goods,their source or buyer. Commicdities were
those available from the limited surpluses of 3Britain,
U.S.A., Australia. Established importers were unable to
obtain adequate supplies, so there was no opportunity for
a new trader to obtain a licence. Most were obtained from
overseas at prices fixed by inter-Government agreement and
sold in New Zealand under price control regulations, so
that there was little of the competitive element which might
have changed the membership of the importing group.

Allocation:

Commodities were classified into three broad cate-
gories. The eighth licencing period (January-December 1944)
included, for example, the following:

Basic Items: These were commodities for which there was

a comparatively stable ‘demand whici could readily be
anticipated. Importers received allocations based on the
value of their 1940 imports. They included wines, spirits,
tobacco, tea, books, thread, yarn.

Control Items: No basic allocation was made because it

was either difficult to predict the.level of demand a
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year ahead or to predict the supply available from New
Zealand sources or difficult to predict the availability
of overseas supplies or shipping space. Allocatioxns were
made on application by importers. This group included a
wide variety of items;- grain, seed,coffee, cccoa, fruit,
chemicals, leather, glass, electric lamps and cookers,
metals, oil timber. Needless to say, it was this category
which involved the administration and traders in a multi-

tude of decisions, paper work, delays and frustraticuns.

Excluded: Some goods were totally excluded on the grounds
that they were either non-essential commodities or that an
adequate supply was available in New Zealand. The group
included vegetables, confectiownery, fish, matches, soap,
cigarcttes, beer, most clothing, shoes, jewelry, ink,

lawm movers, radios, vacuum cleaners, washing machines, a
wide variety of electrical gocds and most house construct-
ion equipment. These restrictions encouraged the founda-
tion ' and growth of the New Zealand electrical, clothing,
shoe, porcelain and machine industries whoseo existcnce
made a strong argument for the continuation of protection-
ist policies of the post-war period.

The wartime period is of no significance as a study
of the effectiveness of controls, but is is important in
that, by 1948, a set of conditions had been created which
enakled .the New Zealand Government to choose any one of

a number of policy alternatives.
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(o)
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2G6
The conditions were:
Trading su¥pluses were substantial and continuing
shortages in Britaia and continental Eurcpe lent
reasonable confidence to the view that denand for
New Zzalend exports would remain high and that terms
of trade would be fazourable.
Overseas assets were high, aithough, with the rest
of the sterling area, New Zealand faced a dellar
shortage; in acdition, ;the relative sizc of the
external debt was far lower than it had ever been —

in New Zcaland's history.

The advent ¢f tlL.e Uorcon War and its accompanying

H

“oem actually increasced New Zcaland's trading advantage and

the years following =943 weie saxry” nrosperous.
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Post War.

The immediate post-war period was a very confused
one. Some of the wartime problems -~ shipping shortages,
dollar shortage,,supply dislocation - continued for
some years. The original reasons for the imposition of
controls ‘- 1low overseas funds, trading imbalance, fear
of unemployment - had disappeared,but new reasons, newly
established industry and the requiremnets of the sterling
area, had arisen. Opposition to control was becoming
stronger in commercial quarters while, at the same time,
there had grown up a strong group whose interest lay in the
continuation of import control. Added to this was the
confused atate of the world, with no-one able to predict
the developments of the ensuing year or two. With Gov-
ernments unsure of the international trading situation,
it is understandable that traders, ignorant of conditions,
found restrictions both irksome and incomprechensible.

There was some dissension about the adequacy of
overseas reserves. They had risen from $N.Z.13.6m in
1938 to $N.Z2.1898m in 1945 (December), sufficient to
cover more than one year's import requiremecnts at existing
levels. Commercial interests were eager to obtain access
to these reserves. On the other hand there was a back-
log of import demand estimated at $N.Z.120m and an annual
debt servicing requiremnet of $46.00m. There was thus

a reasonable fear that the abolition of counliv2a e =rcul?d
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exhaust present reserves and the demand for imports would
be' sustained at a level which could not be met. When one
considers that the volume of exports in 1945 was, in fact,
8% lower than that of 1937 this fear had some justification.
The healthy state of reserves was largely due to the arti-
ficial controls and supply restraints of wartime and to
the favourable pr-ices enjoyed by primary products during
the war period. There was every reason to believe that the
normakh demand for imports would exceed the pre-war leve;
and that, with controls removed, the accumulated reserves
would soon dwindle away. |

The year 1946 was, not surprisingly, one of some
confusion, with considerable conflict of interest.

One argument centred on the 1938 White Paper. Agree-
ment between Great Britain and New Zealand under which
New Zealand undertook to remove as soon as pogsible all
controls relating to Britain. After the war, Britain was
eager to re-establish lost ﬁarkets and New Zealand impor-
ters argued that New Zealand was morally bound to help
Briatin in her efforl$ to re-establish a strorg trading
position. Britain's promise to accept all food exports
New Zealand could supply for the ensuing four years
(1946-1949) strengthened the demand.

In answer to formal complaints from the Auckland :
Chamber of Commerce in June 1946, Mr Nash made statements
which summarised Government..intentions.

(a) Full controls were to remain in order to protect
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New Zealand industry from imports of United Kingdom
goods which prevented full opportunity of reasonable
competition.

(b) Controls would be used to encourage the establishment
of industries requiring some protection from compet-
ing imports.

(c) Controls would not be used to foster uneconomic

industries.

Nothing can illustrate the confusion of the early
post-war period more than the above statement. The fact
that (a) contradicts itself and tbat (c) contradicts both
(a) and (b) does not seem to have disturbed the policy . .
makers of the post war period. A list of some of the more
Justified complaints, made during 1946, is worth examining.
Many more complaints were, of course, received but are
disregarded as being trivial or of interest only to the

individuals concerned.

Extension of Licensing period:

The 1945 p ariod had been extended to January 31st
for firm orders from (3rea& Britain only. When the 1947
Schedule was published, it was announced that, because of
shipping and administrative delays, the 1946 period would
be extended to March 31st, 1947 for firm orders placed and
accepted before November 1st, 1946. This announcemrnt
brought a storm of protest from two groups.
(a) Some importers had firm orders placed, but because

of administration delays, had not yet received and were
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uncertain of a 1946 allocation. Should they proceed with
importing arrangements in aﬁticipation af receiving a 1946
licence? If they proceeded and did not obtain a licence,
they might be using up some of their 1947 quota. If they
delayed they might miss the opportunity of using up the
quota allowed them.

(b) The supply position, particularly of British manu-
factured goods, was so uncertain and subject to such delays
that it was by no means certain that orders placed before
Novemier 1946 would be filled by March 1947. Thus importers,
through no fault of their own, failing to use up 1946 lic-
ences, were forced to use 1947 licences for orders placed

the previous year.

The Auckland Chamber of Commerce listed the major com-

plaints of its members and made a series of requests :

(a) There was confusion over classification of items.
The Chamber requested that lists of items of various classes
would be made available So that importers did not make
unnecessary, frustrating applications for excluded comm-
odities or missed the opportunity to apply for controlled
items.

(b) Administration was too centralised. Local customs
officials should be permitted to jissue licences for goods
listed in short supply in their area.

(c) Administrative delays meant that importers missed
trading opportunities through not being able to place

orders when goods were available.
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With sources of supply uncertain, this often meant
that a licence received late was valueless as orders could
not be placed before the licensing period.expired.

(d) Licences were still issued with respect to value of
imports in 1938 and totally neglected price changes, freight
charges, population increase and changes in the pattermn

of demand.

(e) Licences were withheld in order to protect new
industries (e.g. aluminium, carpet sweepers) . This advers-
ely affected established traders?

(£) New importers - notably returned servicemen -

were being granted licences..too liberally. This meant even
less for the eStablished traders.

(g) There were insufficient licences issued to meet

the demand for:- footwear, aluminium, enamel, china, glasses,
logs, carpet sweepers, motor spares, tools, cisterns,

sinks, baths, hardware.

An example used to illustrate (d) was that an app-
lication for an increase in the ‘import of glass rod for
scientific laboratories was refused, The original quota
was based on the 1940 requirement, although by 1946 demand
had tripled; glass rod was not produced at all in ;New
Zealand.

In November 1946 it was announced that the allocat-

ion for all items listed under (g) had been increased.
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Hardware and Building Trade:

A report on the effects of the tenth (1946)

licensing period includéd the following complaints from

the Hardware, Building, Engineering and Machine Traders:

(a)

(b)

(c)
(a)

(e)

(f)

Allocations were generally insufficient to meet
requirements.

Post war housing development, attempting to make up
for war-time backlog of building, and to rehouse
returned servicemen, was held up because import
allocations for hardware were based on pre-war levels
of building pre-Wwar requirements for houses and pre-
war prices.

Carpenters could not get tools.

There was a total import prohibition =f baths,
basins, sinks etc., unobtainable in New Zealand in
sufficient quantity and of poor quality and high
cost.

Engineering supplies had been insufficient for. five
years and operations were being carried on with
worn and obsolete equipment. Unless import restrict-
ions were released, production would be seriously
hampered.

There were insufficient consumer durables to meet
the heavy demand of returned servicemen - e.g.

the trade was short of several thousand lawn-

mowers.
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Motor Trade:

‘'The Motor Trader's Association complained that the
1946 licences were totally inadequate to meet the huge
demand thwarted by the war{ They represented 75% of the
1938 value of imports - only 40% of the 1938 quantity

of cars. Pre-war imports were:-

1937/ - 30,000 cars
1938 - 27,500 cars
1937 - 22,000 cars

The allocation would permit 8,000-9,000 cars to be
imported although present demand was far in excess of the
pre-war demand.

A serious grievance was that the 1947 schedule was
not published until September, 1946, leaving importers a
quite inadequate three months in which to apply for licences,
obtain funds, place orders and secure shipment of goods
required early in 1947.

In an address to the New Zealand Chamber of Commerce
conference, Professor A.H. Tocker summarised the arguments
of those who, while recognising the problems, disapproved
of the use of import control as a method of handling the
situation. He pointed out that, although export receipts

were riging ($20Cw in 1946 compared with $160 m in 1945)

"and were almost double the $114m receipts of 1938,

imports were only $130m compared with $100m in 1938.
Because of increased Government importing the value

available to private traders was actually reduced.
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He acknowledged that $186m of accumulated overseas
funds was inadequate in view of Government imports and
debt requirements currently requiring $174m per amnum.
With a free exchange rate, the surplus would swiftly dis-
appear. He further recognised the problems of the post-
war period when production and trade were unsettled,
shipping space limited and sterling weak.

Drofessor Tocker still questioned the need for
commodity restrictions to solve an exchange problem. He
advocated the use of exchange control as the only res-
triction. Exchange should be allocated first to Govern-
ment requirements, secondly to essential investment and
consumer goods and any residue should be rationed out to
importers for them to use as they wished. In this way,
the composition of imports would be determined by market

forces rather than by bureaucratic decisions.

Administration:

Most of the complaints lodged in the ensuing years
were aimed atthe administration of controls, and illustrate
that the sheer volume of work involved in operating the
system meant cost, delay, inconsistency and some injustice.
The fact that licences were still issued on the basis . of
1938 import values meant that in each succeeding year the
composition of imports became less related to existing
demand.

The amount of paper work involved can be illustrated

hy the need to issue regulations not only for each item,
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but for dift'ercnt vurietics ot itews. Lfor instance, in the 1947
regulations, licences were perwitted for the import of toilet paper
in rolls but not in other torm, t'or cabinet hundles but not for
cabinets \which were wude in New Zealand); for ruuber tyre repair
outfits, but not Ior rubber tyres, and for buckets (galvunized iron
only) - the list is endless. These decisions were either aade
arbitrarily, with little consideration for uwarsxet requirewents, or
involved an inconceivuble awount of rescurch aund discussion.
Regulations under the Industrial sfiticiency act were used to
control houe production and were operuted in conjunction with
import controls. One item of contention - the production of
footwear - was liwited to those wanufaucturers holding licences
under the act. although only threc new production licences were
issued between 1943 and 1947 and there was u severe shortage of
footweur, new licences were retused on the grounds that the
shortage of labour and materials kept existing producers operating
plant below caupacity. at the same time, applicutions f'or increased
import licences were ref'used in order to protect home producers.
The danger inherent in a siow-woving bureuaucratic system is
illustrated by the situation eurly in 1948. The estimated export
revenue for 1948 was announced in april as $288m compared with
$258m for 1947; a very healthy increase. In the same month
Mr Nash announced that imports were to be curtailed from

the $230m of 1947 to
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$ 190m for 1948, because 1947 imports had been eXcessive.
‘One month later, Mr Nash revealed that, in fact,

$218m licences had already becn issued, exceeding the
amount intended, and he eipected total licences to rcach
a value of $260m by the end of the year. In order to
keep imports down to that level, he amnnounced that no more
licences would be issued for motor cars or non-essential
consumer goods.

Clearly the administrative machinery adjusted its
operations slowly in reaction to policy changes which, in
turn, were made some time after events, In fact, the trade
balance of 1948 was so healthy that New Zealand was able
to repay a $48m loan optionally due in Londoz.

By 1948 the attacks on import controls had changed
in character from complaints and charges of inefficiency
to organised demand for reform of the system. The most

impor&ant changes requested wera:

Irrevocable Licences:

Many gogdds, especially machinery and transport equip-
ment, needed to be ordered two or three years before
delivery date and impcrters required assurance that orders
placed in 1948 would be honoured in 1950 or 1951. The :
recquest was refused on the grounds that ar importer must
feel confidentof having a licence in the year of delivery;
each case was treated on merit, no previous guarantees
could be issued, but if an import were justifiable, the

trader could confidently expect to be granted a licence.
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Special Licences:

(a) An importer who placed orders on the strength of

a valid licence but, due to delivery delays was left with
unused licewnuces to the value of those orders at the end
of the licensing period, should receive replacenent

licences of that value for the ensuing licensiag period.

(b) Goods sometimes arrived in excess of licence as a
result of deliberate over-ordering. Fines of $200 to $400
were imposed on the importer, but extra licemnces were
granted to keep faith with foreign suppliers; tliese lic-
ences were not chargeable against the succeeding year's
licence allocation. In effect, an importer could increase
his allocation on payment of a fee, which was wortih his
while if demand were sufficiently high.

The Comptroller of Customs reiterated (in October
1948) that the policy of the department was that excess
imports were ‘charged against the licences of the next
year. To aveid the December shipping congestion, now
becaming an annual feature to obtain delivery before the
end of the licensing period, the delivery period was
extended to February 28th 1949. However, the ananouncement
in October, came too late to prevent the congestion as

most of the goods were already in transit by then.
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Transferable Licences:

Licences were sometimes issued for goods which were
not immediately available at souce of supply, leaving the
importer with unused iicences for more than he required
of a particular commodity, but tended to order to the limit
of his allocation for fear that he might receive a reduced
allocation the following year. Both anomalics would be

resolved if licences were transferable to other commodities

or subsequent licensing periods.

Board of Trade:

In August 1948 the Associated New Zealand Chamber
of Commerce reco:mmended that an independent Board of Trade
be established with advisory, judicial and appellate
function to investigate, report and make recommendations
to Parliament on:

(a) Customs tariff.

(b) Selection and licensing of imports as long

as the system was to continuse.

1949 Schedule:

Presumably, as a result of the pressure for reform,
there were some changes in the licensing schedule for 1949,
Because of the increasing difficulties of the
sterling area, there was a total cancelling of licences
for the dollar countries.
Token licences, up to 20% of the value of 1938

imports, were to be issued for the import of noi-cssential
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goods to maintain or revive trade links and to permit
import of new commodities, The year 1948 replaced 1938

as the base year. Predictably,, there were complaints
about the selcection of base years. The main complaint
came from extablished tradcrs whec had boen considerable
importers before the war. They viewed with dismay an Act
winich regularised the position of ..returned servicemen who
had been granted comparatively generous rehabilitation
licences which now formed the base for their future

allocation.

Survey of 1638-1948:

Two serious attempts were made to review the effects
of ten years of contrcl, one by Professor A.H. Tocker in
June 1949, and another in August by A.R. Wilson.

Professor Toc#er, quoting Professor Condli ffe,
said:

"Bulk parchase agreemeiits betweem Governme:iits
constitute a far more etffective obstacle to freer multi-
lateral trade than the network of Imperial Prefercnce.
It is a reasonable bet that British people would have
as rnmuch butter, more meat and a bigger dollar pool if
New Zealand dairymen' were allowed to buy American
tractors",.

Professor Tocker emphasized the unsatisfactory
exchange situation which fiad led to tihe imposition of
controls in 1938 and compared the relative intermal and

external monetary situatioas in 1938 and 1948, presenting
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the following table.

Changes in Internal Money Volume and Exchange Funds.

Internal Exchange Increase in Increase

Money (a) Funds (b) Money from 1937 in Exchange

1937 80.3 30.0 = -
1939 82.8 8.6 2.5 -23.4
1546 208.5 96 .6 128.2 66 .6
1947 216.9 92.9 136.6 62.9
1948 227.0 63.4 146 .7 33.7
(a) Dep. and Notes of Reserve and trading Banks
(b) Bank assets held overseas.

The growth in overseas reserves, though considerable,
had not matched the growtn in internal money, and foreign
exchange was not adequate to meet the demand which the
freeing of trade would release. However, Import Control
was not successful in helping to accumulate foreign
exchange, but did contribute to the inflationary pressures
which necessitated the expansion of internal currency.
Professor Tocker recognised the need for the continuation
of exchange control but maintained that import controls
were ineffective and distortionary in their effects.

A. Wilson analysed some of the indirect effects
of controls particularly the growth of industry.

In agriculture (1930-44) there was an absolute
reduction in the number of persons engaged - maZles

from 119,000 to 113,000 females from 19,000 to 11,500.



223

One result was that the mechanisation of farms had increased
by 100%. The volume of farm production 1938/39 - 1946/47
increased by 10%. There is, of course, no way of deter-
mining how much of the drift to towns was part of a

natural process and how much it was stimulated by the growth

of protected industry.

In industry, for the period 1937/38-1946/47 increases

were:
Volume of Production - all factory L40%
True Manufacture - secondary ind..stry L6%
Production per person 6-7%

Employment 80,000 (1934/35) .....108,000 (1939/40)..
.... 134,000 (1946/47).
Number of factories 6,132 (1938).....7,642 (1947).
Mr Wilson enumerated a number of criticisms of the
administration of controls, some of them by now tediously
familiar.

(a) Administration was inadequate to cope with the
volume of work. Delays of ‘three moaths were normal;
appeals against decisions increased delay.

(bd The Department of Industries and Commerce handled
thousands of applications in addition to Customs
Department.

(c) Importers were forced to delay orders because of
uncertainty of future allocation.

(d) Importers found it difficu/lt to time their orders
to coincide with New Zealand import regulations

and the British export regulation requirements,
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under which most of their suppliers operated.
(e) The buraucracy could not forecast market require-
ments or accurately estimate home production.
Some commodities were in over supply, some short.
(f) 'Satisfactory quality and reasonably competitive
price' the criteria under which local products
received protection -~ were meaningless phrases,
interpreted in the interests of politicians and
producers rather than in the interests of consumers.
(g) In making allocations, no allowance was made for
new or progressive firms; an importer's share
was dependent not on present requirements, but
on the pre-war size of his firm or his claim as

a returned serviceman.

The revaluation of the New Zealand currency in
August, 1948, is an event which has little dircect bearing
on the history of import comntrol, but which does illustrate
the conflict of various policies. The revaluation, by
which the £N.Z. returned to the pre 1930 parity £N.Z.100 =
£5tg.100 was made on the grounds that:
(a) The terms of trade were now strongly in favour
of New Zealand. Foreign demand for primary products was
high and increasing the price to the foreigner (further
improving terms of trade) would increase the trading surplus.
(b) The increase in import demand resulting from
decrease in import prices would be more than offset by

increcased export earni ngs.
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(c) The possible internal deflationary effects of
revaluation which might ensue if the forecast of (a) and
(b) proved erroneous, would not be harmful because employ-
ment levels (and consequent inflationary pressures) were
excessive.

(d) Reserves were sufficiently high to repay outstand-
ing debt commitments and withstand any drain ensuing on

revaluation.

There scems to have been some doubt about the poss-
ible consequences of revaluation and presumably Import
Controls were maintained for the ensuing years in order to
see what happened. It would not have been easy to remove
controls in 1948 and then be forced to re-imposc¢ them at
a later date. On the other hand, the arguments (a)....(d)
above indicate that an alternative and perhaps prefcrable
policy might have been to remove controls first and consid-
ercd revaluation after the effects of "free" trade had
been felt.

The subsequent (December, 1949) devaluation of
sterling, to which the New Zealand currency was tied,
served to confuse the issue agaiiz, .From New Zealand's
point of view it tended to iiicrease the dependcnce on the
British market; Australia's trade, for instance, became
geographically much more widely dispersed, partly becausec
of the nature of her exports, but also partly because her
(un-revalued) currency (£A125 - £Stg.100) made her prices
more attractive than New Zealands. Certainly Australia'a

manufacturing development in the 1950's owed something to
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to her exchange rate. As already indicated (pages 2/0-21%),

there was considerable pressure articularly from traders
ES 9

and acadecmics, for the dismantling of controls auring the

period 1947-49, and to return to what would have been a

near free trade system, subjcct only to low tariff with

Commonwealth Peeference and control of exchange availability,

particularly of non-sterling currencies.

Government was unwilling to relax controls for a

number of rcasons:

(a)

(b)

(c)

The current affluence was the result of unusual
war and post-war conditions and it was considered
unwige to jeopardise reserves when future conditions
were unpredictable.

There was considerable unsatisfied consumer demand -~
according to A.H. Tocker approximately $200m;
Abolition of controls coulid well have led to a flood
of imports which would have drained all existing
reserves.

During the preceding nine years a number of indust-
ries had become established to fill the gap crecated
by inadequate imports - footwear, clothing,
building materials, consumer durables:;, lawn-mower:s:x,
etc., were now being produced in considerable quant-
ities = but were not yet sufficiently developed
to be able to compete freely with foreign producers;
The dismantling of controls might lead to unemploy-
ment in these industries and wastage of capital

equipment.
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Argument (c) is the important ;ne in that it
indicates that the raison d'etre of continuing Import
Control was no longer to be primarily for the preservation
of external balance, but for the protection of developing
indurtry and the maintenance of full employment.

In August 1948, the New Zealand Government made
what, from the vantage point of twenty years ahead, now ..
seems to be a somewhat extraordinary decision. The favour-
able trading and currency situation persuaded government
to revalue the New Zealand currency (currently £NZ 125 -
£Stg.100) to bring it into parity with the British pound;
Australia remained at £A125 - £Stg.100. Uncertainty for
the future prevented government from relaxing import
control. A few months later (December, 1949) Britain
devalued by 33% (from £Stg.-= $U.S.4.2 to £Stg. = $U.S. 2.80)
and the rest of the Sterling Area, including Australia dnd
New Zealand, followed suit. The New Zealand action was
effectively the same as removing a tariff of 25% but
maintaining quantitative controls.

This poltcy act had a number of effects which
cannot be reconciled with the avowed aims of government.

1. The reduction of import prices (in internal currency)
increased the already excessive demand pressures.

2. Newly established industry, unable to compete with
foreign producers, was placed at a price disadvant-
age to foreign imports.

3. Any potential export of procassed or manufactured

goods was thwarted by the price disadvantage;
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export industry readived exactly the reverse of tle

incentives granted by the 1967 devaluation.

It is interesting to speculate what might have
happered had the decision been io leave the exchange rate
unaltered, giving an effective 25% tariff, and dismantling
import control; some additional tariff or selective
control might have been retained to protect 'desirable’
industries. The theoretical analysis gives some indication
of what might hame been. Case 3 (Page 97) perhaps prer - 3
sents the situation best. With high, over-full employment
demand pressures persisting throughout the period, tariff
permits a six-year adjustment period even in the absence
of growth in foreign demand. It is reasonable to assume
that, with the expansion of foreign demard duringthe
fifties, especially during the Korean War veriod, New
Zealand might well have enjoyed a period of ten years or
more of current account surplus. During that time,
manufacturing would have enjoyed the protection afforded
by 'tariff' in the internal sector as well as the advan-
tage of a favourable exchange rate in the international
market. This is particularly apparent in the trading
relations with Australia. During the twenty year period
(1948-67) imports from Australia grew from $27m (c.d.v.)
to $150m - from 11%..to 19.9% of total imports. Exports
to-Australia .during:the same period rose:from $6.8m (f.e.b.)
to-%$35.2m - from 2.3% to 4.8% of total exports. The
export growth was largely due to the Australian require-

ments of timber and wood products which, by 1967, accounted
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for $16.8m, almost half, of our exports to Australia;
otherwise only wool and fish contributed significantly

to earnings in this market. By contrast, Australia was
sending us textiles, chemicals, metal products, electrical
machinery and fittings, and motor-cars. Australia enjoyed |
a manufactyring price advantage over New Zealand until the
devaluation of 1967.

The development of New Zealand industry was almost
entirely for the internal market; while G.N.P. rose by
192.4% (current value 1948-67), Total Factory Production
measured by value added, rose by 366.8%. Some of this
was accounted for by new products - car-assembly, radio
and T.V. etc., by a random selection of internally

orlented industries illustrates the growth of this sector.

Table 13.2 Value added in Manuf. $NZm.

Commodity 1948/1949........1966/1967 % Growth
Brewing 3.6 17.1 369.4
Biscuits 1.6 5,45 369.4
Fruit. Veg. Pres. 1.3 11.1 722.6
Hosiery/Knitting 4.1 15.6 281.6
Clothing 15.2 41,9 176 .2
Footwear 5.2 14.7 184.8
Furniture 4.8 18.0 271.6
Soap 1.2 3.7 309.6

Pottery, China 9.1°. 27.2 197.5
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Much of this growth was the result of natural devel-
opment, increasing internal market and the policy of full
employment. Undoubtedly, however, the growth was to some
extent fostered by the partial exclusion of foreign goods.
The conclusions of the theory analysis, that controls
impose additional pressures on production of internal amd

importable commodities seem to be wvalid.
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Chapter 14,

1951-57 Relaxation Period

In 1950 a new Government began the process of
dismantling import controls. Wool prices were high, large-
ly as a result of the Korea War boom and high export earn-
ings made it possible to relax regulations.

The firset relaxation was in March, 1950, when
sterling funds held privately overseas by New Zealand
residents were freed from control. Dealings in exchange
and securities was permitted provided that official ex-
change rates were used. It was still required that
earnings from exports be paid into the Reserve Bank.
Private funds could now be used to import goods for which
"no remittance'" licences were to be issued. An Import
Advisory Comittee was established to advise the Minister
on matters relating to import control.

As a result of the Committee's recommendations,
the 1951 schedule, announced in July 1950, showed consid-
erable changes.

About one third (326) of all items were freed from
import control, provided that they came from non-scheduled
sources - 1i.e., all imports from dollar and East-European
sources were still controlled.

Licences issued for items still controlled were
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applicable to any supply source except scheduled countries.

Exchange Authorities were abolished. These were
authorities granted by the Reserve Bank for Trading banks
to remit a given sum to a specified country during a
specified quarterly period on condition that an importer
produced documentary evidence of a transaction.

In future, tradiang banks were to have authority to
make remittances where they were satisfied that goods
were being imported in accordance with the control reg-
ulations.

In a published statement, Mr Bowden, Chairman of
the Import Advisory Committee felt that a large number
of items previously subject to regulation had had no
effective control of overseas expenditure as the amonnts
imported under a free system would not be substantially
different from previous amounts. It was expected that some
$90 million worth of imports would now enter the country
free of licensing and this would save the administration
a great deal of routime work. Applications for items still
controlled could now receive nore careful attention.

The ensuing seven years witnessed a steady relax-
ation. By 1957 only 269 of 950 items were still subject
to licensing control and only the dollar area, Japan and
Korea remaind on the Scheduled 1list; licences for imports
from Scheduled countries were granted much more freely.
In 1950, 99.5% of private imports entered New Zealand i

under licence. By 1957, only 13% was subject to Import
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Licensing Control.

Complaints:

Opposition to the new system came predictably,

from the Manufacturing Group. In April, 1951, these com-

plaints were formulated and presented by the Manufacturers'

Association.

(1) The New Zealand tariff structure was the lowest in
the Commonwealth, not having been revised since
Import Controls were introduced. The lifting of
controls left New Zealand producers unprotected.

(2) Import replacement manufacture had been deliberately
fostered by government policy for twelve years.

The current labour shortage and high labour costs
required that such industries be adequately protected.

(3) New Zealand had, for social and political reasons,
imposed a high cost structure on her producers.
Company tax was high, payments for welfare services
were onerous, workers enjoyed a forty hour week,
long holidays and were unwilling to accept shift-
work. This meant either considerable idle capacity
in factories or high labour costs to encourage
overtime or irregular hours of work, New Zealand
producers were therefore at considerable disadvant-
age in trying to compete with overseas rivals.

The new system survived an awkward period early
in 1952. Australia imposed Import Controls, reducing

her Imports by half and the Sterling Area met a crisis
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which resulted in the loss of £Stg.564m. Both events lent
weight to the arguments of those wishing to return to
the system of full controlg

The Bxchange Control system operated as follows,
taking 1952 as a sample period.

A basic allocation, equal to 80% of the exchange
used by an importer in 1950 was permitted. Further
allowances were granted on application to the Reserwe
Bank, which judged applications according to the criteria.
(a) That goods required were essential and had an appro-

ved end-use - i.e. the importer might be required

to show who would be the final recipient of goods

imported.

(b) The availability of goods or substitute products in

New Zealand.

(c) An importer's commitments before Apral 1st, 1952.
(d) Import licences for controlled items held by

Importer.

(e) Any other circumstances deemed worthy of consideration.

A set of requests and complaints presented by Mr
J. Menning, President of the Manufacturer's Association
in June, 1952, summarises the opposition to Government
policy evident in the next few years.

Mr Manning aought assurances from Government on
the following:

(1) That exemption from licensing should be from

United Kingdom sources only to maintain traditional



(2)

(3)

(4)

(5)
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trade links and assist recovery of sterling.

No further exemptions should be granted without a
revision of tariff sufficient to maintain balance
of payments and to protect intermnal manufacture.
Existing noii-scheduled country licences twhould be
transferred to United Kingdom only. This would, in
particular, save payments to the European Payments
Union area.

New licences should be issued for specific gpods
from specific sSources.

There should be a review of those items already
freed from control.

Complaints concenning the operation of Exchange

Control were..:

(a)

(b)

(c)

Allocation of exchange on the basis of 1950 expen-
diture continued the growth of importing agencies.
Endsusers of products, particuiarly manufacturers,
were unable to import directly on their ownn &ccount.
The 80% basic allowances took $224 million of the
$350 million exchange available for 1952. The

$126 million balance was quite inadequate for vital
requirements (in fact, already by June 1st, $318
million additional allocations had been applied for).
Exchange Control was a purely financial arrangement
and made no attempt to classify goods, ignoring
their relative importance to development of New

Zealand economy.
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(d) Apart from the remnant of scheduled countries, no
attempt was made to control source of supply.

(e) Manufacturers could not be sure of obtaining
essential supplies because control of exchange was
in the hands of a third party (the importing agent)
who was able to divert funds for purchase of more
profitable consumer goods, neglecting the needs of
the developing sector.

(£) The Reserve Bank, indirectly controlling imports
by Exchange Control. was usurping the function of the
Board of Trade, and was not competant to make dis-
criminating decisions.

(g) The new system, lacking effective tariff legislation,

invited dumping which was on the increase.

/The Reserve Bank statement of March, 1952, ==
revealed some of the problems associated with the freeing
of controls.

The years of 1951 and 1952 showed a fall in export
receipts, partly because of a fall in farm prices and
partly because of import restrictions imposed by Australia
and Great Britain. Import prices had risen considerably,
by 32% between 1949 and 1951.

There was a continued high level of imports -
$413 million in 1951 compared with $316 million in 1950.
This was only in- part an attempt to replenish stocks and
meet a backlog in consumer demand. The demand of the

fully-employed New Zealaud population had raised the level
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of imports to a rate equivalent to $560 million per annum
in the first months of 1952.

As a result of the strain on funds it waa felt
necessary to reduce the basic allocation to 40% (of 1950)
in 1953. 1In 1956 it was raised to 50% and in 15k to 75%.
From January 1955 until January 1958 New Zealand experien-
ced a short period when controls were minimal-.

With its announcement of the ending of exchange
control allocation, the Reserve Bank explained the reasons
for the need for the temporary exchange controls which it
had operated from April, 1952, to December 195%4.

There had bemn an alarming fall in overseas assets
from $247 million in July 1951 to ‘~$157 million in March
1952, because of
(1) War and post war restrictions had caused a running
down of stocks and a stifling of consumer demand.

(2) The relaxation of import cortrol brought about

a rush of orders.

(3) The boom in wool prices generated considerable
extra expenditure.

(L) Importers, in reaction to increased demand placed
excessive orders. This was especially true of mew import-
ers, who had received no allocation under the old system
and were anxious to build up stocks.

(5) The waterfront dispute of 1951 effectively prevented
the sale of wool from February-August, 1951, when prices
were highest and cost exporters many millions of pounds

sterling.
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Average wool prices were:-

February 15650 33d. per 1b
December 1950 106d. " "
March 1951 1303d. " "(high pt.)
September 1951 61d. " "
September 1952 4utq, " i

The brief expcriment with comparative freedom
witnessed another serious decline in overseas assets;
export earnings were maintained, but the demand for imports
continued at too high a ievel for payr:nts to be met.
The report of the Royal Commission on money, banking
and credit, published in 1957, gave some attention to
the problem of excess demand for imports. It concluded
that the major contributory factor was the poligy of 1
full employment which had been the principal aim of all |
Governments for over twenty years. The periods 1951/52 '
and 1951/55 especially had been years of exceptional
internal prosperity, reflected in trading deficits.
New Zeaiand was csistently living beyond her means.
The wool boom of 1950/51 had allowed New Zealand to
accunulate large overeas reserves which had since been
whittled away year by year. Such a trend could not
be allowed to continue.
The Commission listed the various measures which
might be taken to remedy the balance of .payments problem.
(a) Increase the quality and volume and reduce the cost

of New Zealand production.
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(b) Restrain domestic expenditure.

(c) Reimpose direct controls.

(d) Raise the exchange rate (devalue).

(e) Raise tariffs.

(£) Borrow overseas.

(g) Induce other countries to remove barriers to trade.

(c) and (e) weremwt favoured as being contrary to
the Govermnment's policy of increasing free trade and
likely to jeopardise thne long-run objective of attaining
(g); however, it was acknowledged that from time to time
selective controls of temporary mature might be required,
especially to restrict movements of capital. (d) and (f)
were regarded as being of little value; the beneficial
effects were short term ia nmature and long-term effects
could be harmful. (a) was approved as the most satisfact-
ory solution but its successful 'implementation involved
such long-term planning that its immediate value was
neglibible. The Commission was left with (b) - a
disinflationary polcy - as the only method by which
external balance could be effectively attained and main-
tained. It recognised that such a policy would of
necessity clash with the existing full employment policy
and was therefore unacceptable. The decision was to
make no immediate change in policy and hope that changes

in foreign demand would improve export receipts.
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Table 14.1 SUMMARY TABLES
Licensing Net Overseas Ext. Debt. % Balance on Terms of
Year Assets. % of of Exports Current A/c Trade
Total Imports (31st March) % of Current 1957=100
(Dec. 21) A/c Credits
1938 15.1 231.4 - 5.2 95
1939 36.6 314.8 -11.0 92
1940 57.7 306.5 +19.2 92
1941 62.1 253.9 +10.8 84
1942 88.8 251.8 -2.8 77
1943 53.5 23L.4 +3.0 73
1944 73.1 B3R +21.9 43
1945 198.2 223.9 +33.4 77
1946 166.3 14L.8 -4.5 75
1947 68.6 119.0 -15.7 80
1948 56.6 81.0 + 2.7 88
1949 54.7 58.4 +2.8 92
1950 50.9 54.3 +13.4 119
1951 43.6 Li.8 -10.5 119
1952 31.2 31.1 -2.5 88
1953 6'3. 7 34.5 -10.1 104
1954 41.0 37.9 -14.8 108
1955 25.9 43.3 -10.5 111
1956 32.6 35.7 -6.4 105
1957 17.L 39.4 -15.9 100
1958 26.9 38.8 -7.9 86
1959 42.8 57.5 +11.6 100
1960 2651 Ly, 4 -16.2 96
61/62 (18mths) 17.3 45.6 -15.9 94
62/63 21.3 48.3 -6.6 99
63/64 17.4 54.6 -4.1 110
64/65 17.6 45.3 -5.8 108
65/66 12.9 4y, 8 -21.7 107

66/67 11.6 43:8 -18.7 101
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The period 1952-1957 is most interesting in that
it witnessed a very rapid dismantling of controls and the
results were quite alarming. In spite of exceptionally
good terms of trade over the period, the growth in demand
for imports more than kept pace with the ixncreaese in export
earnings and the over seas assets accumulated before 1952
rapidly dwindled. No douht some of this excessive demand
was due to the backlog of thwarted demand, evident from
the increase in the import of finished consumer goods.
For example, electrical machinery, appliances and equip-

ment imports (value c.d.v.) were:

1951 $17.4 million
1952 $26.3 "
1953 $21;6 "
1954 $22.6 "
1955 $32.8 "
1956 $29.9
1957 $31.8 "
1958 $36.7 "
1959 $28.3 "

However, after six years of relaxation, there was
no indication of demand reducing and it became evident
that the current high level of demand was likely to
continue. Government was again faced with the poliagy
decisions of 1938 and 1948, but in quite different circum-
stances. The balance of payments situaticn was ccmparable
to that of 1938, but there was no similar fear of wide-

spread unemployment or return to the unfavourable terms
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of trade of the early 1930's. Unlike 1948, there seemed
to be no case for revisiom of the exchange rate. The
alternative of tariff seems not to have been seriously
considered. New Zealand still operated on the 1934 tariff
schedule and the Tariff Commission, set up in 1956 (see
pages 253-256 ) had not completed its findings; when its
proposals did come into effect, in 1962, the new tariffs
simply revised the administration and incidence of the
old structure; they did not represent a use of tariff as
external control measures.

Predictably, therefore, Government decided to

return to a policy of full Import Control.
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Chapter 15

1958-19683 - The Administrative Machinery

On January 1st, 1958, Mr Walter Nash announced
that full import control would be re-introduced in order
to correct the serious deteriotation in overseas reserves.
The drain of funds during 1957 had increased at an alarm-

ing rate.

Table 15.1. Balance of Overseas Trénsactions $m

12 mths.ending Cumulative from January | Net Overseas Assets
1956 1957 1956 1957 1956 1957
June -10.4 +13.8 ;to June +72.4 +64.4 199.4 225.2
July - 8.6 + 9.0 { to July +60.2 +51.6 194.6 206.5
August-4.8 - 3.8 | to Aug. +54.8 +33.L 187.5 195.8
Sept. -7.2 -8.8 | to Sept. +38.2 +12.4 | 17k.L 173.0
Oct. +9.2 -28.4 | to Oct. +28.2 -18.0 157.4 143.0
Nov. + 9.2 -40.2 | to Nov. +14.8 -44,2 152.4 116.0
Dec. +17.8 -64.4 ! to Dec. +17.8 -64.% 153.0 91.0

In early 1957, good wool prices offset a slight
fall in Bairy prices to maintain a sufficiently high export
income to match a high demand for imports, which averaged
$40 million per month for the January-June period of the
previous year. The second half of 1957, however, witnessed
a further increase in import demand, averaging 49.4 million

dollars per month. By December, 1957, overseas reserves
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had sunk to the level of about six weeks overseas pay-
ments at the current level of expenditure.

In his radio broadcast explaining the new measures,
Mr Nash announced:

"The system: is one of allotting to every item we
import a certain value of overseas exchange. The items
whichh can be supplied from New Zealand sources will have
the full amount that is required allocated. In betwecen
there will be items which will receive allocations aporop-
riate to their order of essentiality",

A number of new »nrovisions were required to allow
for some transition period betweem the old and new system.
. In future, all imports were to require « licence

and all existing licences were cancelled. The
former schedule for 1958 (published in August, 1657)
was withdrawn.

2. Goods previously exempt and shipped before December,
31st, 1957, would be admitted.

35 Licences issued under the new schedule were
automatically eligible for overseas funds.

4, Importers with orders already placed inr excess of
allocation could apoly for excess licences, subJject
to Reserve Bank approval for funds.

5. Goods shipped before January 1st, 1958, under old
schedule licences were to be admitted and their
value deducted from the new licence allocaticn.

6. Bona fide import contracts would be honoured and



charged against 1958 licences.

A feature of tahe 1958 schedule was that there was
virtually no discrimination as to point of origin of
imports, only 70 items being restricted to the sterling
area.

There was some confusion in the early months of
1958 as a result of excessire orders which had been placed
in late 1957 in anticipation. of the new regulations. On
February 10th Mr Nash announced that it was necessary to
revieew the method of assessing applications for excess
licenses, because of over importing. He explained:

"Because of the action of this minority, we have,
with reluctance, found it necessary to modify the procedure
for dealing with goods on firm accepted orders but not
shipped before 1st January ...... no guarantee whatsoever
can ve given that licences will be giy¥en for 'out of line'
applications".

The '"nmo remittance'" import scheme, suspended on
January 1st, was re-introduced on February 14th.

By late 1959, the overseas trading situation had
improved somewhat and the schedule for 1960 represented a
quite new system of the administration of licensing controls;
The object was to create a far more flexible system with
different criteria for different types of imports in
which there was more room for adjustment of controls and
levels of importing. Although the system was amended

from year to year, it formed the basis of Import licensing
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administration through the 1960's.

(a)

(b)

(c)

The principal provisions were:

Discrimination as to origin of iwmports ended,
except for motor wvehicles and timber.
This end of discrimination was in terms of licence
issue, not in trade. Commonwealth preference still
gave considerable tariff advantage to goods coming
from the Sterling Area.

Replacement Licences: 30% of the value of 1960

licences were to be in the form of replacement licen-
ces., To avoid trading delays any importer applying
for licences for imports corresponding to licences
held in 1959, was issued immediately with 1960
licences for 50% of the value of his 1959 licences.
Further licences were issued as the initial ones
were used up; total issue was not to exceed 150%
of the 1959 allocation.
Exempt : An estimated 14% of value of imports
was to be exempt from licensing control. There
were not many items, but they were important -
rew sugar, crude oil, motox spirit, kerosene lub-
ricating oil, explosives, crude sulphur, fertiliser.
This provision recognised that there was little
danger of over importing in some commodities, i.e.
the importing was not speculative and the level
of imports would be equal to the level of demand

whether or not controls existed. The Government



(d)

(e)

(f)

(g)
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had no desire tc restrict demand or supyly of commod-
ities essential to the economy.

Tokei: Licences: These were issued to maintain e

desitable trading contracts, to introduce variety
into New Zealand or to provide a sufficient quantity
of foreign goods to maintain the standards of quality
in New Zealand iManufacturing. 1956 was chosen as

the most 'mormal' trading year of the post-war

period and was used as the 'base' for token licences
which, in the oase of 76 items, were issued for 10%
of the value of 1956 imports. For 13 items, which
had been severely restricted in 1956, up to 100% of
the value of base year imports were permitted.

Basic Licences: 4O1 items were regarded as stan-

dard imports with comparatively stable demand.
Licences were issued automatically in application
for up to 100% of 1950 licences.

"CY Licences: Applications for "C" licences were

considered individually, normally ar initial allow-
ance of some part of the claim being granted
pending a final decision.

Industry Groups: 15 groups were listed. Importers

were granted licences for commodities within the
groub and could buy any item within the gorup. Thus
a licence did not specify '"electric light bulbs",
"electric switches™ or " three point plugs'", but

electrical fittings".



(h)

(i)
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New Importers: Traders wishing to imoort goods

for wihich they had net previously held licernces
were entitied to ap»adly Ifor any itedis in the
"Replacement" group and were required to prcevide
evidence of firm orders »nlaced ovarseas.

&

Excess Licences: Wo deducitions were made from

Jicences in respect of excess licences issued
for previous vears. The 1961 schedule continued
the odrocess of relaxing controls,

(2) Replacement itcms were increased from 162
to 206 items; initial allowances being for 100%
of the 1960 licence with additional allowances
of a further 50%. Thus, by 1961, aax importer
might increase his allowance to 225% of his

1959 allocation.

(b) The excmpt list was extended to butter,
chhreese, tobacco, cigars and leaf tobacco for
cigarcttes.

(c) The token licences (now designated 's!')
list was alsc extended - for example, it now
included provision for small imports of

potatoes and onions if the local crop failed.
(d) The allowance for Motor Vehicles remaincd
at 75% of value of 1956 licences except that, if
the local manufacturing content increased,
additional licences migint be granted up to 10%

above the 1960 volume of motor vehicle imports.
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The 19061 licensiag period was extended to cover the

eighteen moath period ending June 31st, 1962, and

supplementary licences were issued for the extra six

months. This was done so that the licensing year couild

be from July 1st to Jure 30th, instead of for the calendar

year. Four reasons were given for the change.

1.

3a

June-July covered the export season more satisfactorily.
Under the calendart#yecar system, a licensing year ended
in the middle of .the peak exporting period.

Net oversecas assets were at their highest in the early
winter months, just after the end c¢f the main

exporting scason and formed a better guide in the
assessment of what level of imports could bc mairntained
in the coming year.

December was the peak exporting and importing period
and placed a strain on shipping and harbour facilities.
Importers added to this by rushing to use up unused
licencCes before they became invalid.

December-January was the normal holiday period and
administration would be made easier if the change of
licensing period did not coincide with the holiday

period.

Tariff Revision:

On July 1st, 1962, the recommendations of the Tariff

Commission set up in 1956 came into force. No attempt was

made to use the tariff as an alternative to gquantitative.

controls; the commission simply revised the 1934 tariff

e - - - T e e WPma
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to make it more consistent with the changes which had
taken place since 193%4.
The general aims of the new tariff were:

1. To remove all duty from many raw materials and goods
not produced in New Zealand.

2. To provide protection for New Zealand industry.

3» Toiproduce the same revenue as hitherto with a three
column tariff - Commonwealth Preference, Most Favoured
Nation and General.

The overall tariff rate was 7.2% on all imports -

(19.0% if non-dutiable goods excluded).

The principal changes were:

(a) ,Packaged goods carried a duty 10% higher than bulk
goods.

(b) The previous method of valuation had been C.D.V. plus
10%. Now C.D.V. was to be used, but tariff rates
were raised by about 10% to maintain revenue level.

(c) Primage (a general 3% revenue tariff) and Surtax
(a revenue tariff of Z% of general tariff) were
abolished, but some surtax was now built in to the
general rate.

(d) The Brussels Tariff Nomenclature was adopted tc bring
New Zealand into line with the rest of the world.

The Licensing Schedule for 1962-63 showed some
tightening up after the relaxations of the previous
two years. Overseas reserves were low and there was

need for some care.
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A new category - 'A' licences - was introduced.

These aimed at maintaining continuity of supply without

overstocking and were issued as required through the year

- i.e. there was no licence issue covering the whole year.
The token licence scheme was suspended.

The 1963/6L schedule continued the pattern established
by its two predecessors. Minor changes were made, largely
to minimize administrative delays, but there was no change
in gemeral policy.

The changes made were:

(a) The 'A' category was extended to a wide range of raw
materials and included an initial licerce of 75% of
62/63 licence, with additional licences as required.

(b) Exempt - detonators and books were added to the list.

(c) Licences for 130 items which had previously becn
"specific were lumped into Manufacturer's General
licences.

(d) Licences for motor vehicles were no longer issued
separately for imports from dollar and sterling areas.
By the time the 1964/65 schedule was issued, in April

19€4, the advantages of the flexibility of the new system

had become apparent. There was less 'wastage' (unused
licence authority) in 1963/64 than has been normal for
some years. It was therefore possible to reduce the value
of licences issued with a view to holding the level of
imports unchanged. Other changes were made to increase

the flexibility of the systen.



(a)

(b)

(c)
(d)

(e)

256
Exempt: Meat (fresh, chilled, frozen; dried, salted,
smoked), excluding poultry; was added to the list along
with undressed hides and skins (not furs) greasy and
scoured wool and tea {in bulk).
Basic: No application was needed. This was quite a
new move and an ackrowledgement that much of the
adninistrative work in dealing with import controls
was unnecessary, repetitive and frustrating. In
future, on some 70% of controlled items, new licences
would be issued automatically unless some change of
value or commodity was requested.
The token licence was continued.
The group licence scheme had proved successful and was
modified in the light of experience.
The Manufacturers General Licence and ‘'A' Licence of
1963/64 were abolished and transferred to either:-

Industry Group Licences comprising 17 groups of raw

materials and components,

or

Interchangeable Licences. In 1963/6L4 importers had

been able to transfer 25% of
their entitlement to such groups. A further 25%

transfer was now permissible. Thirteen groups were

listed.

The no-remittance scheme was continued with the
condition of repatriation of overseas funds to the

value of 20% of licence value. The bonus no-remittance
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scheme of 1963704, which had granted increased 1jcencces
to imgporters making usc of private funds for no-remittance
imports wes discontinusad.
The changes of these years are summarized in Table.
15.2:

Table 15.2:

Mur r of ditems in eac
Mumber of items irn each

__licensing category _ . 1962/53  1963/6L 1964/65
E - excmpt 1C 1C 13
A - issuad as required 15 106 12L
T - censidered individua . 210 i17 132
C = with basic alliocation i3 33 25

D -- no allocation eXcepou in

N 164 110 114

sSpeciasL circumctances
Basic 579 458 L1z
Total itens* 1,061 84L 879

* The 4,000 itew: =r ihe tariff schedule arc ygrouped into

about 1,000 items Zcr import comtrol purposes.

The Licensing Schedulc for 2¢865/66 atiempted a further

relaxation of controls, although it was hoped that total
imports would not rise markedly.

The most important change was the enlarging of the

Exempt list to include a furcher 90 itewms, largely
commodities like thread, bamnanas,; coffee, etc., which

were not procduced in New wealand, were wot liliely to be

targetz of speculative cver-importing and vere 'essential
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to the New Zealand market.

Mr Shelton, Minister of Customs, who announced the
Schedule, expressed fears that some temporary over-
importing might result - fears that proved justified and
necessitated a more stringent licensing schedule for the
following year.

Another significant feature of the 1965/66 period
was that once again some allowance was made for new
importers. Now, any dealer who could show that he had
been obliged to buy through an importer items listed under
'A' classification could apply for licences to import
directly and would receive initially licences to the value
of 25% of his 1964/65 purchases. Established importers
had their group 'A' licence maximum raised to 133% of
64/65 value.

Exchange Control:

The relaxation of Import Control restrictions
increased the possibility of evasion of Exchange Control
regulations and it became necessary to revise the rules.
In April, 1965, it was ordered that all exports must be
licensed and thc memoranda of all export receipts were to
be checked against Customs records of goods exported in
order to mimimize evasionr and eoncealed export of capital.

Interest and dividends on investments and the move-
ment of some capital sums (e.g. legacies) were free from
control.

Payment for imports could once more be made by
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trading banks on examination of relevant documents.
Trading banks were also permitted discretion (within
limits) for payments relating to legacies, pensioas,
currcnt income accruing to non-resideats, travelling
expenses, insurance premiums, family maintenance
(of immigrant's dependents).

All other payments cculd be authorized only by the
Reserve Bank on application through the trading banks.

Payments through the Post Office and travellers'
personal allowances were permitted within small limits.
These limits varied from time to time but maximum single
purchase of overseas post notes has for most of the
period been 50c. Travellers have normally beeir permitted
to take $20.00 notes, $10.00 coin with the United Kingdom
as destination, about half that amount going elsewhere.

A year later, in his budget speech of June 1966,
Mr Lake, Minister of Finance, acknowledged that there
was a considerable, but incalculable, drain of funds
through sale of overseas securities, non-repatriation of
interest and dividends, immigrants' personal funds,
legacies, etc.

Further restrictions were therefore placed on
foreign exchange dealings:
1. In future the proceeds from overseas securities sold

were to be re-invested overseas, or used for travel
or no-remittance imports,

2. Overseas assets could be sold by one New Zealand
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resident to another only in exchange for other
overseas asscts or foreign currency.

3. A resident cbtaining foreign currency was obliged to
pay it into the Reserve Bamk system.

There was clear evidence that New Zealand currency
was being illegally exported and sold in 'free' markets,
especially in Hong Xong. In the year-ending March 1966,
$3.75 million of notes - a ridiculously high figure - was
repatriated through the Banks. This compared with
$1.95 million for the previous year. Presumably yet more
had been brought in by travellers or the postal systecn.
Importation and export of notes was therefore forbidden
unless with Reserve Bank permission, except for the $10.00
notes and $4.00 coin now permitted to travellers entering
or leaving the country.

The decline in the level of overseas assets during
the period of relaxation began to cause alarm. By
December 31st, 1965, net overscas asscts in the banking
system represented only 12.9% of value of total imports
for that licensing period; New Zealand .could pay for
abcut six weeks imports. This compared with 17.6% for
the previous year, 26.1% for 1960 when relaxationr began,
and Eéjg%_;ﬂgh controls were most severe.

The Govermment was reluctant to return to the
stringencies of full import control and preferred to
maintain the existing flexible system as far as possible.

The 1966/67 schedule, released in March 1966, witnessed
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an attempt to reduce imports without changing the

regulations.

1.

Manufactured raw materials ...nd components: -

A 15% cut was made on the value of 1965/66 licences.
Plant axnd Mgchimery: - Imports were to be reduced,
provision being made to maintain and replace existing
stock. The years 1960-65 had seen high levels of
such imports and industry was generally well

supplied with equipment.

The 'A' Scheme was suspended.

Exempt items, currently amounting to about one-third
of the value of imports were to remain as for 1965/66.

Motor Vechicles: - The licence allocation was rceduced

by 20%; with the no-remittance scheme continuing,
the effective drop was expected to be 15%.

Consumer Goods: - were to be reduced by 15-50%,

€sg.: 15% - Sports goods, dinnerwarc, canned fish,

table glassware.

26% - Infants' clothing, whisky and other
spirits, toys.

25% - Jewellery, watches, cutlery, wine,
musical instruments, foodmixers,linoleum.

“50% = 1Plastic sheeting, electric shavers, golf

balls, hacksaw-blades.

Token licences were to continue as for 1965/66.

Basic: - The automatic issue of licences was to

continue.
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9. Flexibility was to be maintained by continuing with

group licences:

(a) Industry Groups - trade groups of finished

goods.

(b) Interchangeable - trade groups of finished
goods.

(c) Aggregation - composite liceuces for

several items, the value of each item
unspecified, but a total 1limit being defined.

10. Commercial No-Remittance: - Traders were permitted

to use private overseas funds for commercial imports
under similar conditions to the no-remittaince scheme
for private imports. A 20% repatriation of funds
was required.
A further reduction in the level of overseas
assets (to 11.6% of import payments) led to increased

stringency in the 1967/68 schedule.

1. Consumer goods - a further reduction of 20%.
2. Plant and Machinery - urgent replacement only
permitted.

3, Motor Vehicles - 20% reduction.

4. Exempt - no change.

5. Token - - no change.

6. Flexibility - no change.

7. Woollen goods (heavy) - 25% reduction.

8. Basic - automatic issue continued.

9. Commercial No-remittance - as before except that 25%
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repatriation of funds, rising to 30% in July 1968,

was requiread.

Mr Holyoake had already announced (in February 1968)
that the private no-remittance scheme would require 30%
repatriation of funds after July 1st, 1968, with a view
to phasing out the scheme altogether.

Devaluation:

In December 1967, following Britain's devaluation of
the pound sterling by 14%, the New Zealand dollar was
devalued some 19.5%, bringing it into parity with the
Australian dollar. As a result of the protection
afforded to internal producers by the new exchange rate,
it was possible to take further steps in the dismantling
of import controls.

In March 1968, 122 further items were placed on the
Exempt list and the 1968/69 Schedule freed 21 more items
with the expectation that about 50% of private imports
would now enter the country free of control.

The Aggregate licence system was discontinued as
most items involved had by now been exempt. Transfer of
licences between item codes was made easier to permit
more flexibility. Finally, basic consumer goods ‘and raw
material licences were increased to 115% of 1967/68 to
allow for the effects of devaluation.

Once again, an analysis of the results of Import
Control as a policy measure proved inconclusive. Apart

from one year (1960), current account balance was still
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well in deficit. On the other hand, it can be argued
that thac relatively poor terms of trade in 1958-63
resulted in low export earnings and that deficit was the
result of reduced cecarnings rather than of excessive
demand, which in fact was kept fairly constant over the
five year period.

Of all the periods examined, this is the one which
most tests the theorcetical amnalysis. According to the
theory, it should always be possible to attain a zero
balance on paymcnts. Unfortunately, this is no more
true for the nation than for the individual. Just as
the individual may break even only if he is prepared to
starve to death, so the nation is only able to block
imports if it is prepared to stifle demand and invest-
ment growth. A number of factors made it impossible to
balance current account exactly.

1. Expected Export Earnings: The Import Licensing

Schedule for each year takes into account the level
of export earnings anticipated for the coming year.
Such predictions are inaccurate because assumptions
concerning market conditions and terms of trade are
subject to wide error. In addition, the timing of
payments is later than the timing of commodity
exchange and there is always some overlap of payments
from one year to the next.

2. Variation of 'Wastage': On average, about 10% of

licences were unused and initially licences were
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issued on the assumption that there would be such
wastage. In fact, the level of wastage varied from
5% to 22%.

3. Unexpected Import Requirements: Inevitably during

the course of every licensing period additional
demands were made for 'essential' imports which in
many cases could not be denied.

4. Demand Growth: With increasing population and

incomes the demand for imports grew steadily and was

not matched by equal growth in the production of

importables. As a result, Governments were forced

to acccede to demand pressures or accept the presence

of frustrated internal demand.

The last five years of the period under review
1962-67 is almost a duplicate of the 1952-57 period.
The relaxation of contrcl quite fortuitously coincided
with favourable terms of trade and high levels of export
income. However, the growth in foreign demand for New
Zealand exports was not nearly as great as the increase
in home demand for foreign goods. The free trade section
of the theory analysis is clearly reflected in these
ycars; the maintenance of full employment with free
trade is dependent on a foreign expansion which at least
keeps pace with homec import demand. When terms of trade
fell in 1966 and 1967 the current account deficit became
alarming.

At no time during the 1938-67 period was a tariff
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policy used, so that the theoretical effect of tariff
cannot be tested. However, the act of devaluation in
December 1967 represented a tariff equivalent of 25%
vis-a-vis Australia and non-sterling countries and about
5% vis-a-vis other sterling countries. Unlike tariff,
it also a2ffected exports, being in effect similar to a
foreign tariff reduction or home export subsidy for New
Zealand producers. To this extent, its impact was
greater than that of a tariff levied only on imports.
Insufficient time has passed to test the realism of the
theoretical model, tut the indications are that the New
Zealand economy since 1967 has behaved remarkably like

the theorctical cases 3, 14, 15 model (pages 96 - 105)

TABLE 14.3 ($N.Z.m)

4

s 1

June Exportsflmportsz Current ? luports | Ovarseas | fxt. 1
Year fie0:bs l ciiv. | account | Zxewpt A35015 f Debt
. | Balance | &0d Dec. 31 | Dec. 3

_ __]‘ — . No Rewit. | % Tmoorts| % Exports|
1967/8 | 812.8 | 622.9 | 4+ 72.9 40 .1 37.4 |, U48.0
: ; |
1968/9 | 977.4 1 799.2 | + 96.3 48.6 25.5 51.2
1969/0 11075.2 | 9us.3 | - 25.8 | 51.7 27.3 47.9
1970/ M117.7 1070.6 | + 4.8 57.9 28.8 470
4.971/2 1352.6 1152.1 | + 208.4 62.8 W3 b2.6
! ! ‘ |
1972/3 11764.0 {1276.3 ' +105.0 62.0  60.2 37.0
& | ! ' l
+ _ W

The change in the New Zealand external payments
situation was quite dramatic and must be largely

attributed to the change in price relativities
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resultant on devaluation. Current account payments
changed to a regular surplus in spite of the removal of
quantitative controls. The economy gained a few years
breathing space, giving it the opportunity to make
adjustments to its internal production / demand patterns

without being constrained by its external scctors.
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CHAPTER 16.

THE ARGUMEINTS OF THE 1960's

Criticism of import control remained as vociferous
in the 1960's as it had always been. As in early
periods, it came from three principal quarters, from
manufacturers who were concerned about levels of
protection, from traders concerned about administration
of and allocation of licences and from economists
concerned with the overall effect of import restriction
on National economic development. It is of interest to
note that, either through ignorance or apathy, the group
most affected - consumers - has been silent on the issue
of import control. It has not even been madec an
important issue in any of the election campaigns of the
last thirty years.

Manufacturers on the whole, were in favour of
controls, but were dissatisfied with their operation.
They regarded controls as, primarily, instruments of a
protectionist policy rather than as measures designed to
maintain extermnal equilibrium. As a result, one of
their principal objections was the frequent changes of
policy from one schedule to the next. The report of the
Industrial Development Conference of November, 1960,
stressed that Import Licensing controls should be
designed to help farmers and manufacturers to plan for
the long-term future, and frequent policy changes

militated against this.
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Most objections, often reiterated, were formulated
in the report of the Federation of New Zealand
Manufacturers' Committee on Import Licensing, published
in November, 1963. The rcport accepted that licensing
had become a sc¢mi-permanent feature of the economy and
requested that in its application, the following sxules
should be observed.

1. There should be certainty and clarity of intention,
i.e. whether controls were aimed at balance of pay-
ments, protection, full employment, etc.

2. Simplicity of operation.

3. Quick decisions.

4., Consistency of policy.

5. Maximum flexibility.

6. Maximum possible stability from year to year.

It suggested a number of changes:

(a) There should be one authority, not the two (Customs
and Industries and Commerce) currently administering
the system.

(b) More advance consultation should be held with trade
organizations before determining schedules.

(c) Schedules should be announced as early as possible.

(d) The group licence system was welcomed, but one group
'G' (General) was felt to be sufficient. 'A' groups
could well be incorporated into the 'G' category-.
Grouping items had the advantages of permitting

planning on an industry basis, saving paper-work and
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transfer applications, allowed more flexibility, more
rapid balancing of stocks, less licence wastage, less
trading in licences.

(e) Token licences were undesirable. There was no
objection in principle, but they formed an avenuec
for the introduction of "unfair" competitive goods.

(f) Where possible, manufacturers should hold their own
licences.

The objections to 'A' and Token Licences and the
request that manufacturers hold import licences, indicate
that the Commission's main concern was that manufacturecrs
obtain and retain any advantages accruing from the
holding of licences. 'A' and Token Licences were used
to assist new importers and encourage new products; a

reduction in their. use would benefit establishedn_ R
traders. It would also benefit manufacturers by
excluding the intermediary trader as far as possible. _ _
Mr L. H. Stevens, President of the Auckland-
Manufacturers Federation, in his address to the New ..
Zealand Manufacturers' Association (December 1964)
reiterated the need for a single central control and
suggested that there be a permanent head of Import
Licensing, aided by a Commission, whose function would
be to:
(a) Organize administration.

(b) Control licence issue.

(c) Receive all applications.
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(d) Issue all licences.
(e) Issue schedules.
(f) Conduct investigations, hear appeals and consult
interested parties.

A rather unusual complaint was voiced by
Mr L. Christie, Secretary of the New Zealand Timber
Importers' Association, in thec New Zealand Timber
Journal of May, 1963. Commenting on the 1963/6%4
schedule, he pointed out that successive reductions of
timber imports since 1958 had helped to divert demand
from timber to substitutes, especially for house-
building. The substitutes proved so acceptable as to
threaten the market for home-produced timber.

The trading interests in New Zealand were, not
unnaturally, anxious that controls should be relaxed or
abolished. Their attitudes are best summarized by the
policy declaration of the Associated New Zealand Chamber
of Commerce at its 1963 annual conference. The main
argument was that a system of Exchange Controi would be
far preferable to Licensing Control, permitting much
greater flexibility. For example, licences were
currently held for enamel holloware, when demand had
shifted to stainless steel - changing the licences
involved unnecessary administrative procedures. No-one
knew better than the importer what the eonsumer wanted:
it was better to leave the decision to the importer

within the limits imposed by overseas reserves.
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Production was often neld up through lack of

essential compoanents. For example, a slhortage of

machine needles (restricted import) had seriously

hampered textile production frem home-produced material

in the 1962/63 year.

o

The conference declared its policy:

Detailed import controls should not operate as a
general system and should be abolished, except for
the reservations in section (6).

If some temporary restiriction were required, it
should be by exchange control.

The Reserve Bank should collect information on the
level of orders and forward commitments requiring
overseas funds, so that any necessary remedial
action could be taken im advance.

Tariffs rather than quantitative controls should be
used for protection.

The objective level of overseas mweserves desirable
proportionate to prospective demand should bve
determined by the Reserve Bank.

For particular and desirable industries, where
tariff protection was inadequate, import control
might be needed.

Industries to be protected by controls should be
recommended by the Tariff and Development Board

after all interested parties have been consulted.
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A number of attempts have been made by economists
to analyse the overall effects of Import Contrcls.

In June 1962, Mr R. H. Clark, President of the
Canterbury Chamber of Commerce, writing for the

Canterbury Economic Bulletin, summarized the attitudes

for and against import control in New Zealarnd.

The protagonists of the policy argued that the
controls were precise in application, clearly decfining
that proportion of the market available to local
industry, which could plan capital development and
production with a degree of security. The use of the
alternative, Exchange Control, did not precludec
exchange being used for non-essential purposes and left
manufacturing dependent on uncertain tariff protection.
Furthermore, the full-employment policy was more
certainly attainable, although over-full employment and
non-competitiveness was a danger.

Opponents of Import Control contended that
allocations based on actual imports during a recent
year led to the full use of allocations to avoid
prejudicing future licences. This meant adhering to
traditional lines in importing and overstocking.
Control protected inefficient industries and discounted
efficiency and drive. Selective tariffs, on the other
hand, permitted some degree of competitive stimulus.
Administrative delays were irksome and restrictive.

An interesting criticism appeared in the Canterbury
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Economic Bulletin of September 196L4. The anonymous
importer who wrote the article, complained that the

control authorities treated thuc pgayments =gituation as an
accounting exercise, trying toc "balance the books'" each
year, and attempting to pay for all imports out of
current expenditure. He argued that the most important
variable in importing was for capital cequipment, whosec
life was long and that it was unreasonable to expect
that payments should balance in a year of particularly
heavy import cf capital items. He compared the imports
of 1962/63 and 1963/64 to show that the over-importation
of the later year was not due to excessive consumer
demand, but to increased investment activity, particu-
larly in the Government sector (e.g. the ncw hydro-
electric power complex).

Table 16.1:
COMPARISON OF IMPORTS - 1962/63 and 1963/64

Tariff Item Value Value % of Value Value % cf
Group £NZ.m £NZ.m Total E£NZ .1 £ENZ.m Total
. P
Eisitiot 62/63 62/63 Imports 63/64 63/64 Imports..
06 Sugar 4.2 9.6
07 Tea 2.5 2.5
12 Tobacco 1.6 1.3
26 Wool .9 1.1
27 Fertilizer 14,23 2.1
27 Sulphur .9 i.2
33 Petrolcum 22.1 23.9
57 Explosives .3 -5
89 Books 4.5 6.0
38.5 (14.7%) 48.2 (15.3%)

73 Transport

Equipment 27.5 (10.6%) 40.0 (12.7%)
71 Machinery

Non-electric 31.5 40.3

Electric 18.6 23.8

50.1 (19.3%)  64.1 (20.4%)

(contd)
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Table 16.1 (Continued)

Tariff Item Value Value % of Value Value % of
Group £NZ.ra €NZ.m Total £NZ.m £NZ.m Total
Egsengit 62/63 62/63 Imports 63/64 63/6L4 Imports
Materials
23 Crude Rubber 1.8 2.2
24 Wood 1.6 1.7
26 Textile
Fibres 1.2 1.5
2756 Fertilizers 2.8 3.0
29 Animal and
Vegetable
crude material 1.2 1.2
51.59 Chemicals 9.0 11.0
53 Dyestuff 1.1 1.1
55 Essential Oils 7 .8
58 Plastic
Materials 5.6 6.4
65 Textiles 30.4 34.6
67 Iron and
b ool 21.7 25.1
638 Non-Ferrous -
. Material -5 GFE
84.7 (32.6%) 97.1 (30.9%)
Food
03 Fish .6 .9
4 Cereals 5.3 4.3
5 Fruit 3.8 4,2
7 Coffee, etc. 1.4 1.9
11°. Alcohol 5.1 2.1
Beverages
12.2 (4.7%) 13.4 (4.3%)
Sundr
54 Medical 5.1 5.6
Products : °
62 Rubber Manf. 2.5 2.5
64 Paper Manf. 5.0 5.2
66 Non-metal Manf 4.4 Skep3
69 Metal Manf. 10.8 11.1
84/85 Clothing and WG -
Footwear
86 Precision
Instruments 5.8 6.6
All Other 11.9 12. 4
47.5 (18.2%) 50.9 (16.2%)
Total Imports 260.3 313.7

(From Canterbury Manufacturing Association Industrial
Newsletter, September, 1964).
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The Monetary and Economic Council reports of May
1962, and June 1963, were highly critical of the Import
Control system and listed a number of points.

They recognized that there was some need for
Import and Exchange control in the current circumstaiices,
but felt that the system could not solve ‘the long-term
problem. Producers sheltered by coiitrols enjoyed a
strong monopoly pesition which was not conducive to
efficiency or the holding down of costs.

Controls did not encourage the expansion of
exchange earnings; if they were used to suppress the
effects of inflation on the balance of payments position,
the export industries might be damaged by rising costis
and shortages as demand was diverted to local products.

Allocations were made on arbitrary criteria - e.g.
on the imports of a past period. This starved new
importers of exchange.

Since the least essential imports were most
curtailed, domestic production of substitutes for non-
essentials became the most profitable.

The most complete examination of the arguments in
favour of Import Control has been presented by

Mr W. Rosenburg in his book, The Effects of Imports

Controls and Industrialization on New Zealand.

Mr Rosenberg agreed that the New Zealand protectionist
system has contributed to a rising cost structure and

that such free trade centres as Singapore, Hong Kong



279

and Aden enjoyed much lower prices. Costs in New
Zealand (128 - 143 - 1959-64) have nct, however, risen
more rapidly than those of Britain (125 - 140) and not
much more rapidly than those of Australia (120 - 129).
Nominal wages in New Zealand rose much less than in such
nations as France, West Germany, Japan, United Kingdom,
Australia, U.S.A., even when allowancc is made fcr
payments made above award rates.

Mr Rosenberg contended that the choice facing New
Zealand was what form protection sbhall take, not whether
or not there should be protection. To dispense with
protection was to invite the kind of unemployment and
poverty also "enjoyed" by many residents of free-trade
communities. Comparison should therefore be with
countries which operated different forms of protection.
He showed that New Zealand's growth rate, particularly
in the farming sector, compared more than favourably
with the development of such nations as Australia,
Canada, Denmark, Netherlands, Argentina, Uruguay, U.S.A.
and South Africa, and that volume of exports rose -
steadily and healthily year by year.

On the question of monopoly practices, Mr Rosenberg
denied that there have been any greater monopolistic
tendencies in New Zealand than anywhere else - moncpoly
being a natural feature of increasing capitalization of
production methods, centralization of production and

ease of communication and transport. The problem of
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monopoly is one distinct from that of Import Control.
Indeed, there is an argument that Import Controls nprevent
monopcly growth in so far as they support the small, less
efficient, producer and prevert undesirable domiuaaticir of
the New Zealand economy by large foreigii-owned corpora-
tions, which were not likely to be comsiderate of New
Zcaland's welfare in the operation of their business.
Impert Controls cculd be used to reduce monopoly by
spreading licences and tc emforce a minimum participation
of New Zealand capital in industry.

On the question of distorting the economy,
Mr Rosenberg agreed that there was, indeed, some forced
re-allocation of resources. In particular, some
industries which flourished under control, would be
seriously affected by the removal of controls. He used
the following Table, drawn from ¥W. B. Sutca's paper on
'Recent Developments in New Zezland Manufacturing'
(Industry and Commerce, September 1958) to illustrate the
cffects of delicensing on selected industrics.

Table 16.2:

si'f'ect of' De-licensing on Manulgycturing
\ooue velected Industries,

Industry Dute off betlore De- Year after
De~ Licensing De-Licensing
Licensing Production Imports Production Imports
Biscuits (tons) Dec. 1953 16320 33 15875 116
Jam (tons) fev. 1954 3318 1 2114 252
Vacuum Cieaners(No.) Dec. 1953 36183 6270 31399 141 33*
Washing MachinesiiNoy Dec. 1953 49859 146 45458 7490x
Electric Irons (No.) Dec. 1955 59491 3811 17860 73990
Confectionery (£m.) Dec. 1953 NN Jol .. 3%
Electric Ranges\No.) Jan. 1952 21623 75 22612 6953
Volume of Production - 4949-50 A
Woollen Piece Goods Mar. 1951 = 100: 100 n.a. 95.7 8.3m.sq.yds

* 1955/56 1956757
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It was better to accept the somewhat higher cost,
perhaps poorer quality and limited range of goods
available on the New Zealand market than to witness a
decline in the growth of manufacturing, the consequent
unemployment and a range cf fine luxury products which
only the fortunate few could afford.

In his book, Mr Rosenberg constantly returned.to
fhe most important single argument in favour of Import
Control - that it is a necessary sccondary policy to the
fundamental goal of all New Zealand's policies - the
m%intaining of full employment. It was not possible for
the agricultural sector of the economy to expand rapidly
enough to absorb the growing labour-force. In fact, the
expansion in agriculture was achieved by increasing
capital input to the extent of reducing absolutely the
number of workers required.

Table 16.3:

Farm Labour Force 1949-1964

No. Actively Engaged % of Total % Decline
Labour Force
1949 1264 1949 196 4
132,000 118,000 18.4 12. 4 - 10.1

During the period 1949-64, the labour force grew by
236,000. It was necessary to provide work for these and
for the 14,000 released by agriculture. Clearly it was
not possible to absorb them in New Zealand's traditional

agrarian economy without regressing into the kind of
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subsistence economy typical of an underdeveloped nation
with hidden farm unemployment. The only way to provide
for an enlarged labour force was to foster the develop-
ment of industries and services not restricted by the
limitations of land arcea aand fertility. Import Controls
formed one means wherceby employment could be guaranteed
to all employable New Zcalanders. It was better that
all should enjoy a reasonable and adequate standard of
living than that an unfortuniate minority should suffer
poverty in a land of apparent plenty.

Alternative measures - variation of the Exchange
rate and tariff protection - were dismissed as being
less certain in their protective effects and at least as
inflationary in their etfects on costs and prices.

A more disinterested review of Import Control was
made in the World Bank Report on the New Zealand iEconomy
presented in June 1968. The Report's view was:-

"New Zealand has followed a policy of offering

domestic industries protection which, in the

mission's view, has resulted in the allocation of
scarce resources to industries of little net
benefit to the balance of payments. Protectionism
has been justified on the grounds of. the need to
provide full employment, to secure a high standard
of living, to overcome the disadvantages of a small
economy and the paucity of raw materials, etc.

Many of the arguments advanced for protectionism
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are fallacious, from the viewpoints of both
economic reascaing and actual experience in New
Zealand."

The Report made the following points:

The argument that New Zealand must follow a
protectionist policy because other nations do so
is illogical. It is true that discrimination by
other nations harms New Zcaland's trade and this is
to be deplored. This does not mean, however, that
New Zealand should discriminate against foreign
manufacturers, as suoh policies do more harm to New
Zealand than to her "enemies'".

The amount of protection given by quantitative
controls is not calculable; neither the public
nor the Government can estimate what shelter each
industry enjoys as a result of arbitrary case-by-
case decisions which attempt to substitute for the
price mechanism.

New Zealand has not improved her balance of
payments position by use of import restrictions.
Even with restrictions imports have increased.

The restrictions have been an ineffective attempt
to substitute for budgetary, fiscal and income
policies which no Government has becen prepared tc
adopt.

Some measure of protection might be reasonable for

a limited group of 'infant' industries, with the
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following criteria:-

(a) Protection should be for legitimate infant
industries which could be expected to become
competitive in the foreseeable future.

(b) A ceiling on the maxirmum rate of protection
sitould be established.

(c) Rates of protection could vary to a limited
extent as defined by well-established and
clearly-outlined eccnomic criteria.

(d) The rate of protection should be set in
advance and be periodically reduccud.

(e) The degree of protection given to each product
should be made known to the public.

This protection would be better afforded by tariff

than by quantitative control.

5. Neither controls nor tariff should be used to
protect an unrcalistic exchange ratec.

6. Any protection {(by tariff) should be granted only
when an industry made a sufficie¢ntly strong case
for it. The onus of proof should be on the industry.

7. Regulations against "dumping" are generally not
required. If goods are sold by foreigners at
'marginal' cost, lower than domestic price, over a
long term the advantage is New Zealand!s and anti-
trade legislation is self-punishing. Temporary

'dumping' can be countered by temporary tariff.
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In its conclusion the Repcrt states:-

"The most important single measure which can help
malkke New Zealand manufacturing intcrnationally
competitive is its gradual exposure to competition
from imports. This requires a removal of
quantitative import restrictions and a reliance on
temporary, reducing tariffs as the major instrum-

ent :0of protection for infant industries."
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CHaPTAR 17

Problews of usdiinistration and Policy

A sumary, ot the main problews sxperienced in iuaplewenting

Iwport Controls is worth recording. It falls into two broad groups

- adwinistrative und policy probleus.

\a) Sorting applications: Iuwporters naturally overstate their
requireuents. Distinguishing between genuine and over-
stated claims is necessarily a slow and arbitrary process.
For instance, when the 1952 mxchange allocation system was
introduced, estimated private iwports were to be +540=, 360
million. DBasic allocations ror 224 million were issued,
leaving a balance of (120 million for additional allowances
on application claims tor these amounted to 318 million.
Actual private imports reached 4400 million.

(b) Bstimnates and Notification: advance estiwates of require-

ments, notification of iwports, receipt examination and
issue of licences as well as provision for appeals, wmeant
that requirewments were assessed wore than a year in advance.
When full-i.port licensing was re-introduced in January 1958,
provision was wade for excess licences for goods contracted
for in 1957. The rush of applications for such licences
showed that foreknowledge of the cowming change had cuused
tremendous over-ordering in late 1957.

(c) New Firms: Growing firms requiring iwports had either to
make special applications for licences und for foreign

exchange or buy their requirements from a more fortunate
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licensed iwporter. The success of an application depended
not so much on the uwerits of the case as on the stringency of
the regulations then in force. buying from another importer
invoived paying monopoly pricss. a t'irn's prosperity was
related wore to the size of its iuports in the relevant base
year tnan to its erticiency. Import ugents acquired
allowances which were virtually sold to the real iumporter.
another wethod of' acquiring a licence has been for a new
firw to take over a firw holding a licence. The taxe-over
price is basad as much on the need for the licence as on the
value of the cowmpuny.

Transfer ot Licence: Because licences were not transferable

between traders, the systew was tfar too rigia. Dealing in

licences has becoite an importunt business in recent years.

ahere trunsier awmong iteuws was permittea, licences were often ‘
used flor the acquisition of high-profit consuwer couwodities, [
more essential goods being neglected.

Wholesaler: whether for good or evil, the import wholesaler

is now a relutively uniiportant figure in New Zealand. The

Licensing authority prefeers to grant licences to the

receiving tirm to avoid evasion and orders tend tu be placed

by the end-user dirsct with foreign suppliers.

Deferred Payment: Imports ordered in one period may have payuent

due in another. The guarantee of funds at a guite distunt date way

be necessary. This time dispurity between ordering, consignment and

peyuwent, as well as the 'blosk' allocation of' exchunge, uiakes it

difticult to check accurately the relutionship of authorized

paynents and leakage of funas into private reserves.
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Privute Uverseas neserves. It is interesting to speculate but

iwpossible to estiniute the aiwount of overscas funds held outside the
of'ficiul rescrves. Jluuiigrants do not bring in their funds,
eunigrunts do not take only their own. Many tourists in New Zealund
puy unbelievably low pricss for accowmodation, etc. o« .,
reuittances having bean wude to overseas 'dependunts'. apart froum
the innunierable 'legal' methods ot avoiding regulations, the

illegul expatriustion of' currency i'or sale on frec warkets must be
considerable. In 1966 tor ins*unce, business firis spent aliost ten
times as wmuch on traude delegations, prowotion, truvel, etc., as in
1950.

The voluwme of iuports under the Nc-rewittance scheme underlines
the f'uct that,in spite of many yeurs during which, legully, all
overseus e.rnings were chunnelled into of't'iciul reserves, New
Zealunders have nunaged to acquire a great asal wore than they have
declured. It we ada the value oi goods brought in by truvellers,
the voluue of iwports which by--passes the licensing systew must be
considerable.

Flexibility and Control: Increasing flexibility incireases the

opportunities flor evusion; increasing control increases the
rigidity of allocation and consequent diff'iculties <t adupting past
patterns, via present estiuwtes, to fluture needs.

Bxperiments have been wade with the licensing period, initially
six months, then the calendur year, and frinally the July-June year.
Dif'ferent periods have secn emphuasis placed on Exchange o> Licence
control. pany types of licences have been used at 7arious times

with wmore or less transferability among courodities, sources and
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truaders. Rules concoerning the eligibility of overscus exchunge
holdings f'or no-remittunce iwports have becn constuntly revised -
euch revision being & tucit wdmission thet, sowehow, the regulations
were being evaded «nd thut privute reserves had sccunulated in spite
of the regulations.

Wastuge: The proportion of unusca iicences varies consiuerably.
oince 1r'ull licensing was introduced in 1950, it averuged 10v, rising
to 223% in January-duns 1962, when the change in licensing year led
to consideruble excess of upplications wnd the grunting of' licences
to cover unwanted goods. It fell to less that 5% in 1966/67 und
67/68 when tighter controls were in force.

Policy Problems: The policy of quantitative iwport control is not

reully a policy of itself, but is designed to iuplewent or
coupensute for u nuwber ot other policies f'ollowsu by successive
Governrients.
They include:
Full Buployment
Bquituble Income Distribution
Price Stability
Steuady Growth Rate
Manufucturing Development.
Of these, the first two are the wost signif'icant from the
point of view of balance ofppayments because of their sf't'ects on
demand for importables and on the cost structure of the export

sector.
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full Beployuents Tne hiew zeulund interpretuation or' #ull suployient
has been thut no-one shall be involuntarily unewployeu. At no tiue
between 1937 unc 1967 did the nuuber of registered unewployed rise
above 1. Kegistered unewployisent hos normally been 400-400, seldow
reaching 1 ,000. xegistered vwcuncies have ncrmally been €,000-8,00C.

As u result, changes in levels of export incomes have had little
effect on the level of interncl dewand - the export wultiplier has
nct been permitted to operate. with growing population and incozies
and higher standurds of living, the dewand for consuaer aurables has
risen; transport, powcr wund wanut'ucturing investucent to wmeet growing
demand has greatly increased the need for capital equipment.

Thus, the expected consequences of rcduced export earnings in
reducing internal incowe and therefore iaport dewand hus not tuken
place. Instead, increaseu Governmwent spending und the encouragement
ot iwport replacewent industries has sustained ewployment and dewmand.
The deep-rooted objection to unei.ployuent even of u tewporury nature,
has led to the support of declining and inefficient industry.

In both cases, spending pcwer has been grunted to sectors whose
productive capuoity does not match dewand capucitye.

Incomes Poiicy: The arbitrution Court ana similar bodies which
establish wuge-rates t'or over half the ewployers of New Zeulund, by
their decisions set the pattern for most other wage und incowme groups.

The main criteria for increased wages until the unique decision
of June 1968, when a Nil order was wade by the Court, have been:

(a) Retail Price Index: Frow 1954 to 1965, the price index

rose 270. aware rates rose 28;0.

(b) Distribution of income among various groups.
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Wage increuases have thus been grunted to sustain real spending
power and to ensure thut a worker in any given industry is paid a
wage compurable to his counterpert in another industry.

The result hus been that expanding industries have found it
dirticult to attract lubour without paying high avove-award wages.

In protected internal industry enjoying high-level dewand, it has

been relatively easy to pass on such cost increases in higher prices.

Export prices have rewained uwore stable and the er'rect ot cost
increases hus been to reduce profits and the attractiveness ot' the
export sector.

The following tuble iliustrates the chunge in relative prices

1950~66.
Price Index 1965 = 1,000
Table 14.1 (Tuble 6.2 reprouuced,

e — e - - -\ -

Vo Export ' wholesale Prices ' Consuwer
| Xeer Prices . Tuported !Home Produced Prices
11950 903 : M7 601 556
1 1951 1,059 636 699 ; 629
11952 ! 852 942 758 ‘ 678
1955 948 : 895 802 - 709
1954 966 855 839 74
1955 | 992 i 870 841 | 760
11956 : 968 893 887 7389
11957 953 e 916 880 ! 789
1958 812 ! 9u6 | 900 : 839
1959 927 ; 970 910 i 871
{1960 900 = 956 . 920 | 877
| 1961 851 . 960 ! 94 : 892
11962 368 961 906 916
11963 950 979 923 ; 935
{1964 . 1,035 982 | 969 | 967
L1965 1,000, 1,000 | 1,000 1,000
1966 992 1,017 1,008 1,028
11967 935 1,055 1,016 | 1,091
1968 913 1,182 1,057 | 1,157
1969 1,009 1,234 1,18 . 1,193
1970 1,031 1,315% 1 A7 : 1,271
191 1,059 1,412 1,270 1,405
1972 1,227 1,505 1,429 ! 1,500

e — e ———— e —— e ettt
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Thus, in the pre-devuluation period 1950-1967, export prices
rose by 3.5;0, while prices of houae-procuced goods for internal
consuuption rose 69%. wWith basic wuge-costs not signiticantly
dif'fering between sectors, it is not surprising thut faruers with
surplus capital increusingly turned their attention to real-estate
speculation, holiday and tourist industry wund internal wmanufacturing
development. Incrsased social welf'are services of schools, housing,
hospitals, etc., und growth of power and trunsport and industrial
uevelopment, increased the uttractiveness of internal industry.

The iuwediate lupact of devaluation was to maxe exports
relatively attractive for producers anu iuports relatively
unattractive for buyers; iuportables (houe-produced goods) guined

a price advantage which was still apparent in 1972.
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CUNCLUSION

Some attempt must be mzde to evaluate the relative werits of
various types of control on the basis of arguments derived from
history, theory, statistical evidence and surmise. Unfortunately,
wuch of the "evidence" does in fact rest on non-quantifiable factors,
opinions and assessments. any conclusion must, to some extent, be a
value Jjudgement.

Table 18.1 is the result of an atteupt to couwpare the relative
prices ot home-produced (ex-factory) goods and iwported goods
(ce.i.f.) in those comwodities where both foreign and domestic goods
are sold in the New Zealand warket. It must be recordeda that the
attempt was almost a complete failure, but that the negative result
is perhaps more significant than any positive result. In spite of
the fact that many thousands of items are produced internally and
thousands more imported, only in sixteen of' these could there be
foumd a situation where the intsrnally~.mnd externally- produced
comiodity were in any way cowpurable — and seven these comparisons
are quesationable. whatever may be the intenticn of import-control
policy in New Zealand, the operation ot controls by 1967-68 was that,
if a commodity wers produced in New Zealand, no licence was made
available for its import. Close investigation of apparent
competition reveals that what appear to be similar classifiications
are, in fact, dif'ferent coumodities. # few examples will illustrate:
1. Jandals are both imported and home produced. In fact, sizes

1-7 (children's) are imported, sizes 8 and over are home

produced.



Table .7

Imports N.Z2. Produced
Commodity Value($000) Guarity Price Value($000) Quantity Price Internal/Bx-
CRilele per unit {ex factory) per unit ternal
Frice Ratio N
Rubber tyres and cases 1’071 1,76“,15011)5. 0.61 1}9530 28,088'4401‘38. 0069 1.13
Child's leather shoes
under size 1-5 95,060 66,244 prs. 1143 1,179 4L&0,81eprs. 2.55 1.78
Fully-fashioned
Hosiery 67,659 121,953pre 0.55 186 315,780prs 0439 1.07
Men's and Boys!'
suits bz 24215 19.42 4,808 177,043 27.76 140
Newsprint B7 6.021 tons 122.02 22,836 195,546 116.62 0.9%
Perambulators 1.2 48 25.89 2,750 74047 B0 1A 136
T.V. Sets 10.2 106 26.03 5,33k 5,369 15518 1.21
Candles - plain 1.0 2,7841bs. 0.34 105 351,580 04730 .88
Rubber hot-water ‘
bottles 4.6 10,224 0.45 160 282,300 0,56 1,2b
d¥oollen Travelling Rugs 0.9 213 b.n2 £42 296,000 L€ 1.04
Seed drills {manouf.) 37.7 89 Lak, 02 155 255 7254 1.7
Secd drills (assembled) ) 7/ 7 89 La4,c2 20 3¢ RCHP6 (o
Printcrs' Ink 14.6 2c2cwt. 65.97 2,387 40,753 52,1 n.89
Domestic Refrigerators
over 8 cu.ft. 5.1 44 115.66 b,316 25,211 155 G7 1.33
Fibrous plasters ) .
sheets 0.3 662sq. 0.45 1,032 1,85&,000 Q.87 1.93
yds.
Cigarcttes 153.2 36,477 thou. 4.19 16,521 4,651thou. 3353 0.84
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2, Staples - galvanized staplies are New Zealand mace, insulated
staples imported.
3 Crockery - various quality ranges make comparison iupossible.
L Carpets - New Zealand - made carpets are woollen, with some
aduixture. Horeign woollen carpets are excluded, but nylon,
rayon, cotton aduixtures are imported.
The list is endless, and to the researcher, depressing.
In 1967, the New Zealand Institute of Econouic iesearch abandoned

as iuwpracticable an attewpt to analySe the relative cowpetitiveness

of internal products and imports becuuse it was impossible to obtain

sufficient information. The very impert'ect conclusion of Table 18.1
is that most New Zealand industries are not price competitive with
foreign producers. It wmust be assumed that in all products where
the foreigner is exclucied = textiles, clothing, wmachinery, durables,
sanitary ware, holloware, electricui goods, paper, furniture, etc.,
New Zealand is even less cowmpetitive than in those prouucts listed
in the table. It is lurgely a matter of personal judgemant whether
import controls ara necessary because these industries are less
coupetitive, or that the industries are less competitive because
import controls exist.

an analysis of the growth or the industrial sector does not
indicate that New Zealand's wanut'acturing grew wore rapidly ~during
the period 1958-62, when controls were most severe, than during
years of partial relaxation. Table 18.2 shows growth rates of
factory production (value added) for all factory production and
for five sectors which have been protected; it also shows farm

income (gross) and Gross Domestic Product. The relative growth
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of farm and factory output cannot conveniently be shown in terus of
income or value of' output, because primary products have been
subject to such variation in price as to muke it impossible to
relete quantity to valus. On the other hand, manufacturing
encompasses such a wide variety of commodities, whose quality and
relative importance change over tiwe, that it is impossible to
express total factory output in quantity terws. No method of
comparing growth rates can be satisf'actory and the use of columns
(a), (o) and (s) of Table 18.2, reproduced in rigure 1$.1, is far
f'rom satisfactory. The diagraa does, however, illustrate one very
inportant point; the maintenance of Full Buployment is heavily
dependent on the growth of secondary industry. While numbers
engaged in farming actually declined by over 6,000 dGuring the period
1949-68, more than 92,000 additional workers entered wanufucturing -
30% of the increwent to the lubour force. advocates of Iumport
Licensing controls argue that unewmploynent would be the inevitable
result of their abolition.

A closer look at manufacturing growth, however, suggests that
growth took place independently of' Import Control per se. The
expansion of New Zealand's secondary sector coincided with overall
growth of' the economy. The correlation co-eff'icient of columns (c)
and (u), or net value added in manufacturing and Gross Domestic
Product is 0.994 (significant at 0.01 level). There is no
indication that Domestic Product, Employment Levels, or
Manuf'acturing Development were, in flact, stimulated by Import

Control.
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Figures 18.2 .. 18.8 show, as seui-log graphs, a series of
logarithmic regression-growth patterns over time. It is not
possible to correlate quantitatively growth and import control,
because the relative stringency of controls cannot be quantitatively
expressed. Bach sector is shown as a regression line of' the form

Y.z A B¥
or Log Y = log A + X log B,

where Y represents the sector, X time. 1958-59 is taken as the

mean year and is shown as O on the X axis. The)period 1949-5C to
1967-68 is thus shown as =Y ...... +9. In each case the regression
line is drawn from the derived function; observed values of Y for
each year are marked as crosses, forming a scatter around the
regression line and indicating deviation of actual ¢.D.P. from the
trend.

Fig. 18.2 shows ¢.D.P. (coluun(u), Table 18.2) und has the form

#* G.D.P. = (2317)(1,0698%)

w 4 't! test for significance ot fit of oouputeu G. on actual

values gives:

,

SY, = /Zy_z__‘_é_%l = (G.01966
N -2
S
Sp =/_1§§ = 0.00 2
b
Jtf= S/b/ =22E 2 = 35.739
b b

This indicates high level of significance at 0.01 level.
The general linear equation Y - a + bX is here represented as

log G = log A+ X logB; y=Y-Y; x= i - X.
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LT

Fig. 18.3: shows Total Factory Product (value added, Col. (c))
Tobe = (412,06 (1.1002%)
Fig., 18.4: Textiles (Col. (e))
T = (25.6) (1.0912%).
Fig. 18.5: Footwear/spparel (Col. {g))
Foese = (39.779) 1 .05561)
Fig. 18.€: Chemicals (Col. (i))
C = (22.772) (1.0510%)
Figs 18.7: Metal Proéucts (Gol. (h))
B o= (26.25) (1.1225%)
Fig. 18.8: Electrical Machinery and appliances (Col. (m))
E = (13.8) (1.1228%)

The years 1958-63 are those in which impcrt control was most
severe; the years 1953-57 were.most relaxed. If import controls
stimulated manuf'acturing, one would expect that the cluster of
crosses near year O would lie above the regression line and those in
year -3 to -8 would lie below the line. In fact, there is no such
pattern. In the ouly cases where any signifiicant variation is
apparent, Total tactory, Metal Products, Textiles and #ilectrical
Goods show more rapid growth in the late f'ir'ties and less rapid
expansion in the early sixties.

The conclusion must be that economic growth is dependent
primarily on other tactors - internal full employment, monetary
and fiscal policies, natural expansion forces, world conditions,
etc., and that controls on trade, at least in New Zealand, ihad

little eft'ect on the rate of economic growth.
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It is still very possible, however, that contirols had
considerable efrect on tne dirzction of growth - that they
channelled growth into lines o:i production which might otherwise
not have developed. To what extent this is true cannot be
established because no-one can positively say what would have
happened had controls not existed. For example, in the absence of
controls, it is unlikely that woollen textile and carpet manuf'acture
would have enjoyed a comparable rate of expansion or that television
sets would ever have been produced in New Zealand. But it is
arguable that other industries - nylon, plastics, toy-making, etc.
- which have not developed in New Zealand, have not done so because
of the protection afforded woollen and electrical goods. The whole
argument is inconclusive. What seems to be t'airly clear is that,
given Full Bumployment, manufacturing wculd have developed even in
the absence of controls, although not necessarily in the sauwe
sectors.

A brief suwmary of the wvarious ettects of controls cun assist
in drawing a final conclusion.

Balance of Payments mitects:

Theory: The use of' quantitative controls is attractive, especially
in the short run. 1..e desired stringency of control cun
readily be calculated in the light of current foreign exchange
earnings, control is comparatively easily administered and imported
commodities can be selected with a view to long-terum growth
requirements as determined by a control planning agency.
Elasticities of demand and supply can be ignored; there is no

danger of foreign price adjustment (dumping) or inelasticity of
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home demand surmounting the kind ot barrier imposed by tari:if.
Selected internal industry can be guarunteed protection and can plan
expunsion in an atmosphere of conf'idence. It is 1little to be
wondered at, that sucn a policy is easily entered into, especially
when one considers that political support can be won frowm benefiting
£roups.

The lcng-term etf'fects ot sustained controls depends partly on
internal industrial growth and partly on foreign reaction. The
analysis of Chapters 4 to 8 illustrates that incrsasing internal
demand pressures are likely to place a strain on internal supply
resources, creating inflationary pressures, labour shortages and a
movement of resources away from exportable into the importable and
internal sector. The result is a redirection of' growth away from
"natural" channels and a reluative reduction..in trade. Such a move
may have desirable political and economic aspects, in that it
reduces dependence on foreign countries, insulates the home country
against economic changes abroad, mikes prosperity less dependent on
shitrts in demand and the terms of' trade and ifosters national pride.
At the same time it loses the benefits to be gwuined trom
specialization and exchange.

The possible eifects of foreign repercussion can be demonstrated
by an offer curve type unalysis shown in Figure 18.9(a) adapted from
I. F. Pearce 'The Problem of the Balance of Payments' (I.m.K.
January 1961). The box a0B0O represents the production/consumption
box of' two countries. The home country, A, produces quantity A0
and the foreign country, B, produces BO. A set of community

indifference curves (nct shown) from origin a would give a home
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offer curve of the form OBa. Siuwiluarly, the foreign country would
have an offer curve of the forii OEb. 'Natural' free trade
equilibrium is at E with country 4 consuming alN of her oswn product
and importing ad; Country B consumes BL of her own product,
importing BM (= AN). The line OE (slope = %%) shows barter terms
of trade.

If a situation of imbalance exists, there are a number of
methods of returning to . Ifor exauple, when terms of trade aure
unduly favourable to Country a, such that terws of trade are as
shown by OFG in Migure 16.9(b) with the home country aiming to
consume at & and the foreign country at I, there is excess supply
of home-country product squal to HN; there is, of course, a
matching excess demand for the supply of foreign products but if
stocks are held, such un excess may be quite acceptable for a
considerable periou of time.

The free trade way to equilibrium is to permit adjustaent of
the Terms of 'rade until equilibriuw is restored. Such an
adjustment may take time and require a period of unemployment of up
to U0 (=HN) to maintain external balance until gradual readjustuent
induces a change in the terms of trade to OE at full employment.
With completely specialized anu immobile factors of production, the
adjustment might be delayed indefinitely.

Direct control, either by tariff or quota, is imposed when
exchange rate, price or ewployment levels are deemed to be fixed.
The home off'er curve is moved as shown in Figure 18.9(c) to OrG ,

in the cuase of tariff, or to urG, in the case of quota.
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ne
4s long as the foreign country does not rcuct, balance is restored
at F by forcing home consumers from G to ' - on to a lower
indif'ference curve.

Unfortunately, the foreign sector is made up of many countries
and such a move is likely to create reduced demand for one or more
ot these countries. In:ia multilateral trading world, those affected
are likely to carry out similar restrictive policies which have
cummulative effects around the world. The final etfect, which is
likely to be delayed and not traceable to the initial cause of
restriction by the home country, is that the foreign ofter curve is
likely to shif't to OJK, producing an imbaiance similar to the
original. The only dirference is that world trade is reduced and
everyone is worse off.

The lesson to be learncd is that it is neither ethiczl nor
practical to try to 'export' unemployment or deficit; the
foreigner is unlikely to permit such policies to take sf'tect.

A complication arilses in that, while the imposition ot control
is likely to invite ‘retaliation, the removal of control is not
likely to induce similur reaction abroad, since it confers upcn
foreigners a trading advantage which they may be delighted to
accept and feel no obligation to pass on. This is easily seen by
considering the et't'ect in Figure 18'.9(c) of a return of home offer
curve to Ot. Thus, iwmposition of' control is the unilateral act of
one country; removal of control is of'ten possible only by inter-
national agreement. In such a context the problem for a small
country like New Zealand is not one of considering the re¢woval of

control, but of substituting tariff for quantitative import control.
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Practice: In practice, the baluncecof paymonts eff'ects of import

control in New Zealand have been even less successful
than the theoreticul analysis has indicated. . glance at the
current account balance coluun on Page 243 shows that, over the
period in question, the size ot deficit tended to grow. Once
again, conclusions are¢.druawn from conjecture rather than from
observable fact because it cannot be stated definitively whether
import levels would have been higher or lower in the absence of
controls, and to what degree export growth would have compensated
for any import growth. What is clear is that it is impossible for
such a country as New Zealand to cure balunce of payments' problems
by direct control. 4 large proportion of imports (see Table
page 276 ) is in the form of investment goods which are essential
to growth. as manuf'acturing grows, this xind of import requirement
increases. In addition, much ot the menufacturing which has
developed in the last twenty years hus been in the assembling and
processing of partly-manutactured imported inputs. a reduction of
consumer imports is partly offset by the increase in intermediate
goods. This lack of success ih maintaining extermal equilibrium
during the decades of the fifties and sixties no doubht had the
benaeficial side ef'fects of helping to reduce the inflationary
pressures normally associated with over full-employment.
Significantly, the rectifying of external disequilibrium and the
restoration of full employment from 1968 onwards contributed to the
inflationary pressures of the ensuing years.

It is reasonable to conclude, in the balance of payments

context, that the basic cause of recurring deficits was that the
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New Zealund currency was over-valued. Import controls might well
have corrected a short-term det'icit, but were of little use as a
means of longer-term control of trade. Kxchange rate adjustuwent was
inevitable and the argument for fluctuating or 'adjustable pegy'
rates is very strong. accompanied by selective tariff, this appears

to be a more flex®ble and more effective external policy measure.

Full Employment:

Theory: Quantitative controls, in transferring demand to internal
sectors, maintains emplcyment in those industries which are
threatened by foreign competition. Two results are possible:

1. In conditions of unaer-employment, work will be created or
maintained and the sconomy may approuach nearer the full-
employment level. However, this result is entirely dependent
on there being no foreign reaction, which could "re-export"
unemployment, though not necessarily to the same sector.

2. In conditions of full-employment, protection of industry must
result in the transfer of productive factors trom other

sectors. The act of protection is an acknowledgement of the

relative inefficiency of the protected sector and it must be

concluded that any such transfer is likely to lead to a

mis-allocation of resources.

In the New Zealend context, this suggests that the introduction
of (temporary) Import Control in 1938 had some justification on the
two grounds that it maintained employment and provided the
opportunity for the establishment of infant industry. There seems
little ground for the continuation of controls after 1948, although

there might be a case for the protecticn or one or two infant
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industries deemed worthy of some temporary support. The general
level of ewnployment, as distinct frcm the protected secter, appeurs
to depend primarily on other fuctors - wovernwent monetary and
fiscal policy, populution and asmand growth, technology, world
gconomic conditions, etc. -~ and is not significantly influsnced by
trade control.

One side affect of the coubined full enployuwent / protection
policy is the somewhat puradoxicual etfect on mebility. Labour
shortages in some sectors causes excess mobilitvy of' labour. New
Zealund has one of' the highest f'igures ir the worid, averaging 33y
per annuw (1955-66) comparcd to 28% fo;* Australia, 200 for U.S.a.

and 186 for Great Brituin. This mwobhility is highest in semi-skilled

w

manufacturing: the highec* regicial Zevel beiryg in Lower Hutt,
which exceeds 100y per annum. Lty sentract, the support extended to

declining industry reduces incentive ©» nmove Ifrom such areas and

occupations - the labour turrover in weztland is less *than 10%.

Other #conowmic Fifects:

Monopoly: Trads restrictions of' any xind are likely to foster
monopoly growth. The greater the protcction aftorded,

the greater the possibility of wmonopoly. Ilmapot controls are the

most severe and most etfective proteccive measures availeble and

it wust be concluded that they are most conducive.to monopoly.

Consumption: To the extent thut rfome commedities are not obtainable,
their substitutes of inferior quality and the houe-

produced article of higher price, there is a loss 0f consumer

satisfacticn.
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Foreign Exchange: Restrictions placed on the availability and use of

foreign exchange holdings induce New Zealund nationals to
withhold, whenever possible, foreign exchunge carnings and build up
private stocks of' oversees holdings. Other considerations are
present - the evasion of tax on income and the attraction of higher
interest rates on floreign wmoney markets, tut an irportant
consideration is that, once money is paid into the orticial reserve,
it is frozen.

None of' these threc etf'ects can te quantified. They involve
such indef'inubles uas consuuwer satisi'zction or require unavailable
statistics on illegal or evusive acts which, by their very nature,
are undisclosed. The degree to which iwport controls have had such
effects is theref'ore lurgely a metter of opinion. It is
indisputable, however, thut all three etfe~ts have taken nlace to
some extent.

adninistrative Problems:

T+ should be surficient tn guther together and list sowe of th-
problems of awninistration involved in an Import Comtrol systerm.

(a) Sorting applications: The allocation of import licences and / L

foreign exchangs to individual applicents is =necessarily a
somewhat arbitrary process. JTmporters tend to cverstate
requirements, snticipating some reduction in their application.
The 'honest' dealer, who dces not make exaggerated claims, cean
be penalized.

(b) Estimates and Notifiication: Iwmport requirements for any given

time period must ve assessed at least one year in advauce in

order that importers be notified. claims received. appeals

~



(e)

(@)

(e)

N7
heard and licences issued. This means that officials must
anticipate changés in demand, investment and production

requirements and export cuarnings for a future period.

New trirms: sccess to import licences is necessary for the

growth of any new cowpany - trader or producer. To the degrse
that licences are issued to firwms on the basis of previous
allocations, and goods re-allocated by importers to established
customers, new firms find themselves without the necessury
requirements for growth or forced to pay excessive prices to
acquire the goods - even to the extent of buying up older firms
in order to obtain their licences.

Transfer of Licenc.. One of the greatest probleus has been the

dilewuwa of maintaining a balance betwesn t'lexibility and
control. Rigid control means that each licence is specific to
an iwporter, tor a closely det'ined cominodity from a specified
source. But, with changing dewmand and supply conditions,

this can result in over--importation of unwanted goods and
shortages of wanted ones. On the other hand, increased
interchangeability of licences increases the possibility of
evasion of regulutions, misallocation of funds and importation
of 'undesirable' high-profit luxuries instead of those
commiodities deewed necessary.

Payment: Placing orders, receiving goods, and payment
frequently fall into three separate licensing periods. for
heavy machinery and transport equipment (e.g. a ship) some

years may elapse between initial order and final payment.
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.

This makes 2 difificuls f'or imperters to plan ahead with
confidence wial Lull's Guu we av ool .oiasy abouv tfuture
availabiliyy of funds o2 licences. It makes it equally
diflisult for 4he admnistration to masch licence
allocaticn wilh exchange wuser-e, especially if licences

arc issusd in gerneral terms for a variety of commnodities
from dilferent sourczs, being paid for at diflerent times.
Burgaucracy: «8 with all conticl, « very real cost is the
large administrative wmuchinery requived to operats.

The Dspartiient of I-Ar-+iies sud Cowwmercn, f'orr instance,
grew from fewe~ “han 100 officiols in 1928 4o over 400 in
1969 and mush of “has srowth is dre to the adzinistration
of import coatol rogilations. The Customs IMepartment has
geovm comnarably sa1d evaery goverumsent cfficial is matched
by an emploven ix Tthe ruivate sector engaged in operating

5T, T et IR AL =
2 1 - (Rl T S LT S
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sEPENDIA o
The couiputer prograsuie used rcr the process whose results ars
presented and aznalysed in Chapters 5 and 6 1s reproduced bslow:
Lobed, 1620 HOIKN

ae  FKEE TraDs.

51 2 CaP = 100.0

PI = 1.00
BX = 1,00
PN =1.0
Pl =1.0
DI = 20
zI = 20
DxH =10
Dx¥ =20
ZX = 30
Di = 50
ZN = 50
D = 20
Yiduk = O
PRINT 200

MiaD, GIY, GNY, GXKI, GT, ©N, X, 1%, #NJ{, sX7, BwY, s8I,
BN, sXb, B,
PRINT 201, GIY, GNY, wx¥, GI, GN, G4, sIY, ENY, Y, sadY,
BI, 6N, sXh, BEXE, s
PRINT 202
50 IF (5ENS# SwlTCH 9) 2.1
1 IF (2I-GI-DI-.8I)20,40,20
20 DPI = ((DI‘'&IY-ZI GIY) 0.05)/(2T GI-DIEI)
GO TO 41
40 DPI o
44 DDI = DI EIYw0.05+DI BI:. .
DZI=ZI"GI DPI+ZI#*GIY"0.05
DDM = pM™EMY*0.05
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I\ DAH“KH+DXPF "BXF-ZX7GA) 21 142 ,21

21 DPX=((ZX GXY-DXH 1XY) ‘0.85/(DXH uxH+DAF #XF-2X ‘GX))
GO TO 43

42 DPX=99

43 DDXH=DXH EXY 0.05+LXH “XH DPX
DDXF=Dal LiF DPX
DZX={ ZxGXY- 0.05)+(ZX «X DFX)
IF(ZN:GN-DN £N)22 4L ,22

22 DPN=( (DI ENY-ZN ‘GNY)"0.05)/\ZN GN-DN “EN)
GO TO 45

L, DPN=59

45 DZN=ZK -GNY*0.05+2N GN DPN
DDN=DN:BNY 0.05+DNEN DPN
DI=DI+DDI
PI=PI+DPI
ZI1=2I+DzI
DXH=DXH+DDXh
DAF=DXF+DDXF
Zx=7\+DZk
PX=PX+DPX
DN=DN+LDIN
ZN=ZN+DZN
PN=PN+DE'N
Dibi=Dii-+ DDl
DPi=0
Pi=Pii+DFN
2C..P=7201P1 .05
B3 Z0AP-( ZT+Z4+2N)
EPF=DXF ‘PX-Dii
VEAR=YEiR+1
PRINT 203 ,YFaR,DI,ZI1,.PI,DXH,DXF,ZX,PX,DN,ZN,PN,DM, P, 8H,5F
LF( YE.R-20.)50,51 ,51

200 FORMaT (76HO, GIY GNY GXY GI GN GX EIY &NY XY EMY s
II EN sXH EXxF El)
201 HORMT (IH, I565.1//)
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202 FORWAT (136H0 Y& DI ZI PI  Dah DX

1f Zx PX DN ZN PN Dii Pl
2 EH AF)
203 FOR&sT (IH,15F9.3//)
2 ZND
B. TaRIHF:

PI was given the value 1.2. for the processing section, but

value 1.00 was retained for calculation of exteirnal balance.

C. CONTHOL:
The following adjustments were wade to the Free Trade prograume:
1 DM = DFX PX..... (inserted after 50 1K¥....... )
20 DPI=(((DI“EIY-YI. GIY+.05)+.66:DDM)/(ZT"GI-DI+“RKI)
41 DDI=DI-EIY 0.05+DI EI'TDI, 66 DDii
22 DPN=( (DN ENY-ZN-GNY)"0.05+.33 DDAM)/(ZN--GN-DN' &N)
DDN=DN BNY 0.05+DN- &N*DPN+.33 DDM
#H=ZCAP-{DI+DXxH+DXI'+DN)
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APPENDIX B

The progruume used for the Chapter8analysis used the sane

introduction as that shown in appendix . und was then adjusted as

follows:
20 pzZI=(((DI #I)-(2I GI)) .03)/(ZI GIY)-(DI -EIY)
GO TO A
40 DZI = 0.05
PRINT 205
4 IF ((ZN GNY)-(DN ENY))21, 42, 21
21 DzN=(((DN EN)=-{2N ‘GN)) .03)/ZN GNY)-(ON-&NY))
GO TO 43
42 DZN = 0.05
PRINT 204
43 DZXF = (DXF EXF) .07
DX¥B = (D.F+DZx¥)*1.03
DzX=( ((DXH 1xH)+(DXF XF)-(2X GX))“.03)/((2X ¢xY)-(DrH EXY))
DZCaP=( (21 D2ZI1)+(ZN DZli)+(Z2X DZx)) 1.03
ZCnaP = ZCaP 1.03 + DZC..P
DZC:P= ZCaP - 100
DLN = (DZCuP kY 0.2)+(DM i 0.03)
DM = DM + DDM
DXF = DXLB
45 ZI = (2I+ZI DZI):1.03
ZN = (ZN + ZN DZN) 1.03
46 2X = (2X + ZX#DZX) 1 .03
XB = DXF - DM
PRINT

adjustments for Tariff and Control Policies were comparable

with thcse of appendix s.
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