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A. IMPORTANCE OF ECONOMIC INTEGRATION OF DEVELOPING COUNTRIES

IN RELATION TO THEIR INDUSTRIALIZATION

Economic integration means in fact a wradual unificaticn
of economies by which, as it is generally known, several important effects
for the participating countries are achieved, namely:

l. Combination of resources of several countries and their
joint coordinated exploitation facilitate better results than would be
schieved by separate efforts if individual countriesj

2¢ Integration means an evolution of re;ional division of
labour. Individual countries specialize in certain industries which ma-
nufacture products for la:rge market of the entire integrated sub-region
or/and region and thns:

a/ prevent the introduction of parallel production

and unsound competitiong

b/ reduce 1investment costs per productj

¢/ increase productivity ot labours

d/ reduce production costs per product,

3. Integrated area may acquire the nquality of a strong

artner in world markets, thus strengthening the negotiating position
of developing countries and cieating prerequisites for improvement of

their terms of trade,

The economy of any developim country should be built
up as & complex which is oemnosed of mutually interderendent sectors,
In other words, it is necessary to develop arriculture so that it may
supply increasine quantities of raw materials for industry, more food=-
stuffe for the population which finds working onportunities in industry
so that those employed in agriculture could buy ever increasing
quantities of industrial nroducts. On the other hand a simultaneous
development of industries producing capital and consumer poods and ser-
vices as well as the creation of arprorriate infrastructure is indis-

pensable,

The comprenensiveness of economic development does not
mean, however, that individual sectors and activities are not differen-




tiated Irom the point of their function and order of priority in Jeve—
lopment. With -cirard to lons-term nerspective of industrialization em=-
phasis shouli be placed on stratessic importance of

the means of production which primarily crecies conditions for the deve=

lopment of the whole €conomy

liowever, individual countries cinnot develop the produc=—
tion of every tvpe of #oode and services, Tuey do not nave all the re=-
quisite means and even it they had them, self-gufficiency would be cone-
ducive to waste since limited domestic narkets would not ensure

conditions for viable large scale productior, T.erefore the compreLen=

8iveness of economigc development must be wn .eratood regionally, i.e. the

entire sub-region and/or rerion should be developed as a sinkle econo=-

mic entity. Tven in this connexion the impertance of interration for

industrial deveiopment and the eeneral prowth of developing countries

is brought to prominence, It stould be noted that the policy of con=

sgtructing large-scale capacities for the whale region is not contradioe

tory to the efforts aimed at devoloping sinultancously small-sca’~

production earmarked mainly for domestic market ,

It is becoming increasingly evident that without integra-

tion developing countries cannot acliieve the required accelerated rate

of econonic srowth due to the fact that the construction of strategic
¥y of iron and non-ferrous
engineering) cannot be effected on a narow

. 1,
countries, /

key industries (metallur metals, ohemistry,

national basis of individual

Even thoush in some branchey technical progress provides

for economically viable production on a relatively small 8scale for do-

nestic market, eine qua non condition for

Modern technology neceegitates
divieion of labour and specialization which often

a large market eeems to be g
the utilization of modern technoloxy,
large=-ecale plantg,

1/ "Yever before iLad there ba
for intesration and of the diting it, ideas we-

re civen particular strege by Mr.fustave "iaz Ordaz, Presigent of

~eXicoy, at the inau-uration of the eleventy féssion, when he stated

that 2C1A s brincipal function and riison d’etre at the present tipe
social inte ration of Latin

nomic and
ee loticias de la SEPAL, Year 1965 062y PaTe

‘N such unanimoy

5 recognition of the need
urcenzy of expe

were to heln achieve the oo
Anerica M

)¢
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are not possible within the narrow limits of national markets,

It is a very complicated problem, however, to decide in
which production the oountry in question should aspecialize in order to
obtain other goods it needs through exchange for products it manufactu=
res at low costs. This problem may be solved only cn the basis of a
detailed complex researoh of conditions prevailing in individual coun=-
tries which is arn integral part of the method of industrial projeoct
evaluation from the point of view of integration. The decision concer-
ning the location of individual projects within an integrated area must
necessarily be based on a profound knowledge of integration problems of
developing countries as 4 sy«:ifi> economic process which will then

logically reveal the principles to be applied in project locatione




Bs THE BASIC PROBLEMS OF INTEGRATTON AND SOME SUGJESTIONS
FOR TFEIR SOLI"ION

The recent integration attempts of developing countries
have brought & number of vaiuable experiences, They particularly poin-
ted to certain specific obstaoles which stand in the way of further in-

tegration efforte,

The most difficult problem which ig encountered in all

forme and all phases of inte;,ration i9 the question of how_to gounteract

tondencies towarg industrial concentration in countries wiere an indus=-
———ree2EF loward 1indu

trial base with ut least partial facilities already exists,

It has been proved that this problen can only be eolved
by coneietent coordination of development plans and general eoonomio

(trade, financial, transvort, ete, ) policies ang by close cooperation
provided for in interstate agreementg,’/

The unfavouralle pesition of legs developed countriee

treatmenty in granting then assistance ang priority in decieions on

Joint conetruotion of infrastructural facilities, etc,

Priority treatment for the lesge developed, mostly land-

of customs and tax incomes deri-

—e

J ¢
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0f help might be common investment tuund {rom which loss develo=-
pad ccuntries would draw preferentially. “#;r10nal devel spment barxkse whioh
must become 1ntegration i1nstitutions should Krant credite preferentially
to less developed countries in cases of projevts collectively allooated

to them within the frameworx ot rvexional divisior of jabour,

A1l these preferences may effe tively oelp =liminate unegual
eoonomic pouition of less deve'opec courtries & lonk=ters solution of
the problem, however, will be found cnly in an Acselerated rate of indus-
trializatior of less developed countries ena lin v.em to catch up with
their more advanced jartners. The core of tre solution te this problem
therefore lies in allocating to lees develcped cointries suoh industry
which in their conditions will facilitate tieir evoiomic growth to the

maximum,

It 18 trerefose particularly es. #n.tral to identify projecte in
the oourse of the collective evaluation of their 1.cation, which could
be assigned preferentially to less developu: countiies, leaving aside,

if necessary, the strict application of certarn eff:ciency criterias

Another =similar wossibility is to s1locate to lese developed
countries such industrial eetablishments where tue avaiiability of raw
materials or other natural resources dosve not ;lav tie decisive role 1in
the choice of location, 1n landiccked countiries attention siould be
paid to construction of such industries wiose ;roaucte are, 1f possible,
of low weight and sawh value i1n order (o effe t gavin . 1a transportas=

tion gosts.

Ify in another caase, two countries in «l-se vicinity dispose of
approximately the same natural resources, j;refe :rce slould be given to
the construction of processing induetry in the less developed country
of the two with the understanding that tiiis industry will supply the ad~

jacent areas of the more developed country.

Another important problem losely connected with the preceding

one is the gquestion of finding solution to the relation tetween the pro=-

teotion of infant industry and a certain necegsary level of competition,

The liberalization of trade gives rise to competition which has a diffe~
rent impact uporn individual countries, depenting on the level of their
industrial production, Competition affects most sensitively the least

developed oountries. Therefore liberalization snould proceed with cau=~

tion, with due regard 1o the difficulties of individual oountries. Fixed




terms for liberalization should be specified to etuer with a plar of
measures which will be Lelpful 1n surmonmnting cxictine difficulties,
Full liberalization siiould be wuriertakc., ie 6. conpetition suould be
allowed to operate in full sanly after approximately tie sare conditions
have teen created in all the countries concerncie The coi.r TG bome
tariff should be so adjusted tnat after a .ertaira e .ol of time, wWien
there will ewerge danger that nfastey wonlu 1 betnd sound external

competition would start to operate,

A great obstacle to interration effort are 41fferences 1n
legielation, administration, price an! financial polt cres ate, of in= 3’” ‘
dividual oountries, Mne of tine first tauks before tue countries, atrie
ving for integration, is matual harmemization of lawe, re-nllationg, ad=
ministration, nomenclature of goods, etue Anotter necessasy meagure is

standardization of products, yuality normsy ete,

If pelitical dieputes exist between developing countries,
it ie necessary to choose such forms ef eccnomie croperation that nay

be developed even in conditions of nolitical tension and whicu nelp eli=
minate the tension,

In this connexion it is useful to nention the interdepen=

dence of political and aoonomic relations betwer. OUNtrice, It is

common knowled,re that pelities and foonemics calinot bLe separatedj only D t

emphasis may be placed on €itner the political or the ssonomic aspects

of relatione between countries, jood :nlitical relations between coun-

tries are rrenerally recomnized to have a ['081tive 1mpact on the deve=

lopment of their economio lolations. [t is ofter foriotten, however, that

the latter cui alsc exercise positive intluern e L tr. Permne s, onvin - ing,

mutually advantageous econoiiic contacts considerably help 1in diminishing

political diveryencies, Thris aspect can be of rreat usportance in faci=

liWting nesotiation on inte/ration rarticularly ‘n the important init;al

etage. If some countries tak: a skeptical attitude to Creating: an inte=-

grated area for political ; *asonsg, then they must be persuaded by ob jeo=
€3 aceruing from inte:ra=
tion, Tn some caeee efforts should be made to effe

tive economic analyses of the colossal advantag

¢t a progresiive devee~

lopment of economic cooperation only in several specific questiona which

create conditione for feneral economic vapproaclment, In othep cases it

Mmay even be considered as a 8uccess to conclude

an arresment among

that they will abstain from construc=-

rarticipating connt: ies stinulating:




pe

tion of parallel capacities and that they wiil nutuaily fix import quotas for
goods the manufacture of which they wil. not 1ntroduce.

A considerable obstacle to the Jevalopnmant of the already
existing inte.ration are vested interests of ~rone of vroducers who feel
threatened hy trade literalizatio. wnit by systematic conatrastion of new
oapacitiess The more 1ndopendent course ¢t development individual countries
follow (paying no recavd to what the other coomtries of the region are
doing ), the pgreater ure the obstu:les heapin: on the way of future coordi=
nation of plans and inte ration effort, At the ;resent time it is of pri=-
mary importance, ecpecially four Africi, to start the coordination of de=
velopment plans as soon as possible, as lown,7 as tuese plans are still
sufficiently flexible and before the African countries develop modern in=
dustry. Once develcypment plans are frozen at the national level ard their
implementation yives rise to interests c¢u the part of producers, both do=
mestic and foreign, it will be much more difficult to attoin coordinated
planning and integration. "The sooner, the better" is the principle appli=-

cable to the integration of all developing regions,
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Ce INDUSTHIAL PROJECT EVALUATION WITHIN I.TEIRATED ECONOMIC
SYSTEM OF DEVELOPING CCUNTRIES

I. Specific feabures ¢f industrial project evaluation from the

point of view of intepration

In industrial preject evaluation from the point of ,)), t -
view of eoonomio integration and or economic ou. wration of developing
countriss oertain specific featureus are brought t¢ j;rominence which do
not oome into the picture in the industrial project evaluation witnin
a country, At least two of these features, the nmoct relevant ones, me-
rit to be mentioned here, namely:

(i) in discussing any uestion jertaininge to the sphere
of international relutions, 1, ¢, also in ne;cotiating
the distribution of industries within an integrating
area individual couritrier .deal! with each other as
economic unitsy it follows that in such cages 1t is
necessary t proceed from macro-—eoconomic aspects, i,

6. from the assumption that sea) al views are decisivey ’ t
b

(ii) international coordination of investment and produo-
tion programmes, i, ¢, the building up of industrial
enterprise from the point of view of &roup of develo=
ring countries, is a matter of agreement between the
countries concerned based on the reoiprocal advantage
and gquid pro Quo principle, This is why the Zenerally
valid criteria applied in the project evaluation from
the standpoint of domestic eoonomy of individual ooun=~
tries are supplemented by other specific views oon=-
cerning the relations between countries where the re=—

ciprooity pPrinoiple constitutes ‘"o deoisive aspeot.l/

: : to be applied to eoonomic
88ibilities of the group and/or region, In other words, it is assumed
that the contempl 1ted enterovrise will depend on résouroes of not one
country but of a group of oo

untries whioh will al
for ity peedots. 80 provide markets

conditions and po=-

oot g ———— > i




IT. Principles applied in the chcioe of location of jndustrial

brojgects within a ;:rcup of countries.

A decisive prerequisite of auccess in intesration efforts
i of any kind, and in efforts in dietributing intustries amony the coun—

tries involved in particular, is the atriot observance of the prinoiple

of equitable distribution of positive and nepative impacts, economic_re=

v ‘( silts and sacrifices resultins from the diviasion of labour and integra=-

tion, !

y The principle of equitable diatribution of benefits among
participating countries should, however, be undersiood and interp-eted
in such a way that the less developed countries could nbtain equitable

share in benefits only if they ars ~iven special rreferential tx-eatment.l/

The above mentioned prereguisite is so important and de-
cisive that it practically determines all activities oonnected with pro=-
Jeot evaluation, Any attempts for inte;ration of developing countries
that would disregard the equitable distribution of resitive and negati=-
ve, direct and indirect impacts between the countries involved are doo-
med to failure, The observance of this principle also constitutes a
“ ( condition for preserving the existing customs unions and other eoonomic

- groupings,

This basic principle is applied in practioe by means of
several partial principles derived from it, of which the most prominent

is the principle that each of the countries involved must have efficient

industry which will become one of the factors of rapid economic grovwth,
The problem of what industry should be built in this or that country

must be solved on the basis of ocomprehensive pre~investment studies fa~-

cilitating the choice of the most effeotive industries for the country
in question. The scope of such an industrial project should be decided
so that its output should cover not only the growing domestic demand but

also exports to the other countries invelved which will enable to effect

1/ See preceding section (ii)
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rayment for imports from these countr.es, This principle helps the coun=
tries participating in the division of lalour to inutually secure the

markete for the production inu which they specialize,

An equally important conditicn for success is the principie
that economic ccoperation witiin integration effo.rt must in each of the

participating countries vrevide for gradual construction of even suoh

induetrial trancLes that might profitably 8xport to markete of advanced

countries and thus create foreirn exchange funds for imports of machinery
enuipment,

Another principle 15 that vach candidate project must be oom=-

pared with others under a uniform system of criteria 1 order to, (1), de=

termine their most effective location within the whole re;rion and (2),

enable individual countries to compare tie advanta,;:es and the disadvan—

tages emanating from the construntion of projects allocated to them with

the advantages ang disadvantares of projects located in the other coun=

tries, Sone projeots will for various reasons appear to be more advanta=

#eous from the point of view of all countries involved, Therefore attene—

tion should be raid in the course of nesotiations on tie allocation to

tie equitable distribution of both

ve industries,

the attractive and the lees attracti-

The followin.-

criteria may come within the uniform system
of criteria facilitatin,-

comparison of candidate projectss
a/ social value added by manufacture per
vested, 1ncludin:.

unit of money in=-

both direct and indirect henefits;

b/ fixed and circulating capital-output ratioy

¢/ pay=back o canital investedg
d/ cost=benefijt ratiog

e/ social profitability;

f/ ratio betwesn forej,— and

domestic investment resourcesg
V/ capital arg Tabour

1ntensity;
h/ absolute g relatjve foreismn exchange Bavings;

i/ loseny Pea L4y

F"oq :%lftinp imports from low=cost to
&

tivhesoet, SoUurnes Jye introduction el

common external
tariffs ayq trade Iiberalization Aitiin the regiong
J/ tariffg receinty reduction

due to benra]ization of tra=-
de between nemnbe »

Countries;
k/ possihility of

selling the vrodurts concerneg in industri-

ally a:ivan-)ed conntri Aag

— i, SR T m——— -
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1) share of individual countries in the oommon build=up of
infrastructure necessary for ensuring cooperation of
participating countries (railways, roads, communioations,
port facilities, power bases, research institutes, teoh-
nical sohools eto, )

m) others,

III. Procedure in industrial projeot evaluation from the standpoint
of their distribution within a yroup of cooperating oountries,

In evaluating industrial projects from the point of view of
their distribution within a sroup of countries (sub-region or region)
certain principles and procedures should be observed since projeot eva-
luation oomes within the sphere of international relations, From this
point of view the activities oonnected with evaluation and distribution
may be divided into the three following stages:

1. working out of a list of projeots suitable for distribu=-

tion within a given sub-region or regiong

2. evaluation of candidate projeots at national levely

3. oontraotual and institutional implemenfation of ooordina-

ted oonstruotion of agreed projeocts,.

Stage I - working out of 1ists of projeots
suitable for distridbution wite
hin a given sBub=-regicn or regise=

on

The list of candidate projeots may be worked out by any ooun-
try or institution. The list should include projeots feasible in view
of the possibilities and requirements of the whole region and/or group of
oooperating oountries, These will be projects meeting speoifio demands,
for example:

1, industrial plants necessitating a larger market than the
market provided by individual oountries where economioally
sound operation is possible only on the basis of large soa-
le produotiong

2. industry that might be supplied by raw materials and power

resources existing in the regionjg
3. industry that will oonstitute a basis for further eoconomio
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development of all participating countries and to which oone=
struotion of other indumstries will be iinked (o.g. iron and
steel, basio chemiocal raw materiale, nou~ferrous mstals,etc )
and which will orsate new and aumerous working opportunitiesy

4. industry that woulil, 1in tne larczest extent possible, repla~
ce imports and achieve maximum savings of foreign exohange
from the point of view of both, the entire region and jndi-—
vidual countriesy

Je industry the output of which may be exported to markete of
/
advanced countries.l/

Stage II ~evaluation of oandidate projeotes

at national level

On the basis of the first preliminary liet individual oountries

Will undertake pre-investment studies of those oandidate projects for the

At this stage attention
besides normal teohnical and economic oriteria2

and indireot impacts and effeots, especially to the

oonstruction of whioh they have guitable conditions,

will be paid, and direot

following aspects:
i/ whether they have available suffioient quantities of raw

materials and power at an accessible placey

i1/ whether their countries meet the oondition of orientation

towards imputs cor orientation towirds markets, leperniing on what the project
in question requires,

iii/ what supplementar

Y investments in the infrastruoture would
be necessary for the projac

t and how the country may contribute to invest-

ments in suoh infrastruocturg] projects,

1/ For example, a secondacy o
ould cover all the criter
prroximate output &,000 t

of output for a viable cop
tal demand of East Africa
Additionally export market

opper industrial plant located in Zambia
ia mentioned above, Such a plant with an
ons per annum ( the minimum eoonomio amcale
per fabricatio. plant) sould oover the to=
including Malawi and Southern Rhodesia,

8 outside Afriga would have to be found,

See "teport of the ECA industrial ooordination Lisgion to Fast and
keatral Africe™ E/CN.14/247,p. 57 ) o

2/ For exanple, the level and pattern of
of the normal eéconomio criterig applie
be carefully assessed f
country-wige de

the future demand, which ie one

d by individua] countries should
-region or region, Detailed

ageregated to regional level,

or the whole sud
mand projections can he

vd
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iv/whether the output volume of candidate projects will be
sufficiently great toc oover domestic consumption, experts to the other
oountries involved for obtaining the forei;n excuange neaded for payments
of imports from these oountries and, if possible, cxports tn advanced
countries for obtaining foreign emchange for payment of imports of capi~-
tal goods.

v/ what advantages acorus for the country in questior. from

individual projects.l

Stage IIT ~contraotual and institutional
implementation of coordinated

construction of agreed progjects

An ideal solution would be conclusion of a multilateral agree-
ment on gradual economic integration which would be conducive to an eco-=
nomic union, and establishment for this purpose of the necessary institu-
tions whioh would secure in this pruvoess uniform investment, trade, ta-
riff and financial policies. Attention is called here, as at another pla=-
ce of the study, to the faot that it is insufficient to build up a ous~
toms union and a common market. The liberalization of trade without a
oonscious systematic distribution of industries on the basis of coordi-
nation of investment plans and without close eoonomic cooperation would
lead to unequal development within the integrated region, to an unequi~
table distribution of benefits derived from integration and eventually
to a deoomposition of the integrating unit.

However, the way towards an economic union through common
market and systematic ooordination of economic polioies faces numerous
ocbstaoles, partioularly differences in the political sphere. 1t would
not be oorreot, however,tc postpone efforts for coordination of invest-
ment policies until the disputable questions existing between developing
oountries will have been solved, It is neoessary to introduce without
delay such forms of eoconomio cooperation that are feasible even in a si-
tuation when relations between oouutries are not at their best. Experi-
enoe has shown that eoonomio relations contribute to improving politioal

atmosphere. Therefore, if an agreement on the formation of a common

1/ See preceding paragraph "II. Prinoiples applied.e.."
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market is not in view, more modest aims will prove more practicable, The
poesibility of attaining partial results is offered, e.¢+; by interstate
agreements, viz,

a/ on economic cooperation and complex. partial or sectoral
industrial specialization. Theme are w;reements specifying that certain
industrial activities {sectors) are ansi med to cortair countrie: and that
the other partioipating oountries, will abstain from construction of pa-
rallel oapacities and purchase the relevant rroducts from the former
contracting sountries. Such agreements could cover coordination of ine
vestments into import replacing industries, and usually oontain mutual
obligations of the contracting countries to create coniitions facilita=
ting the division of labour and the resulting trade,

b/ on mutual exchange of roods wnich would be soniucive to
gradual specialization throuxh setting of fixed quotas of ¢oods anl prine
ciples of clearing payments,

c/ on coordination of trade, financial and fenera. economio
policies, in particular on progreseive liberalization of mutual exchan=
ge of goods,

d/ on joint construction of infrastructure projisots, necessa-

ry for the development of the whole region and/or £roup o. partioipating
countries,

A practical step towards the conclusioun of the agreements
mentioned above might be oollective scrutiny of all candidate projects
by specialists frou all the interssted countries according to the list wor-

ked out in the preceding stage, The principles referred to in section

C should be applied in thege deliberations, Different direot and indi-
reot methods may be used for purposes of international oomparison, Sine
oeé market prices existing in individual countries are distorted to a

great extent by different interventions of eoonomic polioy and as these

methods of international oomparj =
8on should make use of aocounting oqéhadow prices angd exchange rates
reflecting as best a8 possible the Boocial oosts.1

especte are macro=-economic in nature,




D. SOME METHODS OF INTERNATIONAL CCMPARISON CF PRIZES AND PRODUCTIOHN
COSTS FOR THE PURPOSES OF ASCERTAINING COMPARATIVE ADVANTAGE OF
INDUSTRIAL PROJECTS LOCATION

Various methods of international comparison have been em=—
ployed to find out which of the partioipating oountries has the most
suitable oonditions for individual branches of industrial produotion, ‘
The main indioators serving this purpose are, in partioular, the avai=-

lability and oost of raw materials, power, skilled labour, transporta=-
tion, eto. In addition to these partial indices it is neocessary to oom=
pare also synthetic data, whioh are prioces and production costs reflec-—
ting the productivity of labour, International comparison of prioes and
produotion coste is required partioularly in oountries which had already
established oertain type of industrial produotion, e.g. Latin American
oountries, In ocuntries where modern industrial plants have not been
built yet, e.g8. in some African countries, oomparison will have to be

made of oaloulated prospeotive prioes and oosts.

There are no“ many feasible methods of comparison of prices
between developing oountries an' it may well be stated that none of tho=-
se when applied in practice gives satisfactory results. This is of course
understandable in view of the insuffioient statistical data whioh are
available for suoh oomparison, The little satisfactory resulte in the
field of international comparison of prices and costs unfortunately affect
integration efforts of developing countries at a particularly sensitive
place. One of the basio prerequisites for the development of cooperation,
coordination, division of labour and a oommon market between developing
countries is preoisely the oonfidence in the justification of such com-
parisons, sinoe on their basis individual countries have to decide on
very important measures and investments., This is the principal reason
why effort should be make to seek such methods of comparison that would

win the largest measure of confidence of developing countries.

The two methods of comparison explained below represent an

attempt to render a consribution in this very effort to gain more confi=-
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dsnoe in the results of international comparison of prices and costs,

The first method is in substance only a minor adaptation
and/or development of the well=—known method of basket of woods and sere

. 1/
vices recently elaborated by the k(LA Secretariat,”/

The other method repres:nts a rodification of the indirect
method of international comparison of production :osts proposed by the

2
autor of this study in 1941,°/

I. Method of direct international comnarison

The method of international rrice comparison elaborated in
detail and prectically feasihle ig contained in the already quoted docu=
ment prepared for the 10th 8ession of ECIA , The method is matlemati=—
cally simple, but demending considerable uantity of spade work, In or-
der to calculate the narity exchanse rates, it isg ngcessary to collect
the prioces of a large number of prodiucte and services of all cate ories
constituting the common basket of ,r00ds and servioes whioh necessarily
gives rige to difficulties inherent in any attempt for international
comparison of prices, prodiuctivity of labour, c¢te, The difficulties arie-
se from the qualitative difference of products conpared, time differsence
of data acdquired, imposnibility of exprengins exactly ths relations be=
tween national currenoies, etc, Mhe method used in the document attempts

to surmount these difficulties by a ctoice of avera,ses, representative

products, aporoximation, etc, However, the document does not deal with

one important deficiency, even thourh it g mentioned in the text, na-

mely the distortion of domestic prioes resultine from the very muoh di-

fferent levels of taxation in individual countries (oustoms, indiroct ta-

Xes, consular and other feeg, subsidies, etce) which make the prices

considerably diversent from the "peal® let alone the 8o=called social

S

1/"A lieasurement of Price Levels and the Purchag
in Latlin ImeTica TO50=IT: [T IZ/58 T,

ing Power of Currencies

2/ V..éernia.nsk,}.' "Ekonomika Socialistickeho sahranitnihio obchoqu® ( Bcono=
mios of Socialist Yereign Trade), Pra;ie 130T, Ppeti2-03,

(A ]
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equilibrium prices of final products and opportunity cost of imputs,

This deficiency miisht be surmounted in part by applying
so~called social accounting or shadow prices in the formulae uged in the
study. The practically feasible formula which would pay recard to ade=

quately adjusted prices would, in the method in question, look as fo=

3

1lows:1

where E Kk is the parity exchange rate which expresses the currenoy of
° country o in units of oountry k s currencys;
i;k is the price ratio of country k relative to country o /o being
° any other country witiiin the ygroup of oountries/;

—]'R- Kk is purchasing power ejuivalents of the currency in country o
° expressed in currency units of country k3

%qi'é is the cost of an average regional quantity basket per capi=
ta /oovering, consumer goods, means of production and servi=-
oes/;

of

is the average of all countries involvedj
o is any country within the »roup / 0O =8 by Cy eee M countries/;

i is the final consumption or investment product for the country
ooncerned / 1 w1, 2, 3 4eee n items/;

ik is market prioe of item i in national currency of the country
kg

iz market price of item i in national ourrency of the country o}

are indirect taxes, custom duties, oonsular and other fees etc,
include”® in the caloulation of the prioes Pik and Pio $

5. are subsidies reducing the market prioes P,, and P, ;
io ik io

It is understandable that the above formula may be used not
only for the calculation of parity rates, but also for international oom=

parison of prices of individual products or groups of products both by

1/ For detailed information on the concept and use of the accounting met=
hod see"A Measurement of Price Levels and the Purchasing Power of
Currenoidrmmmﬂgg'o'-i JO0Z. OleCltTe




Pa

e

—18—

means of indices and ooefficients.

If the prioces tc be compared whigh are expressed in diffe-
rent naticnal currencies need to be expressed in a cemmon dencminator,

we use the fcllowing formulag

1 - i o [/ Pik ~ ik * Sik Ek]
=

P ae——— & > @
ko ol QK Z - + E
Ao i qio[ﬁ/ Pio " Tio Sie / o
) ‘( -
where Ek ’ E  are prevailing excharnye ates of countries k and o with )
° respect to common ourrency ¢
R is the purchaeing power equgvalent_of country k tc ocuntry
ko o when the exchange rates F.k and }I( are applied 4
}Tk is the purchasing power equivalent of o and k using the
° same exchange rates 4
pl;o is the price ratio for oountries o and k, again when the

exchange rates and E  are applied
¢ §

Other symbols maintain the significance that they have previ-
ously had with respect to the rornula lo.],

-
The above variations to the basic formula (2) does not make w .

it possible to éxpress directly the parity rate, since prevailing rates

Ec and El; were employed, Singce, Lhowever, the symbol }-).l;o expresses the
rates Ek and Ec are sm=—

factor which must be

price ratio between two countries when exchange
ployed, it serves simultanecusly as a correotive

used so that prevailing exchange rates should

equal the parity rates, i,
@,

»

. Eck
ok ™ Eok x Pko = ;- 3)
ck

Eko = 0 X Pko = ., (4)

The given bagic formula and the other formulae derived from
it may be &pplied for the calculation of;

o
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l. parity exchange rates expressed in
s/ domestio ourrenoy equivalent to one unit of other
ourrenoy,
b/ units of other ourrencies to one unit of the domes-
tioc currenoyy
2. relation between price levels of countries and the pur-
chasing power of national currencies /u reciprocal value of prioce rela=-
tion/ 4
3. price relatives by individual produote or sectors and
by country, when as a base or reference point for prioes and quantity
basket is used
a/ any chosen oountry,
b/ average of the whole region or group of oountriesy
4. purchasing power equivalents for individual produots
or groups of products or sectors expressed in currency unites of indivie

dual countries as equivalent to currenoy unit of the chosen country.

Acoording to some eoonomistal/ the aocoounting prioces may
be used only in the "univeree of candidate projeots" in one given coun-
try by progressive applioation of aocounting prioces at different levels
t111 al! the available rezources are exhausted. However, tnis condition can-
not be met in developing oountries due to the laock of necessary data,
Moreover, the amount of effort expended in the caloulation of an immense
number of variants would not be commensurate to the results achieved,

It is believed that in most cases of projeot evaluation in developing
countriee it will be suffioient for preserving comparability within a
mecro=economio complex to apply equal methods of calculation ooncerning
all items and projecis. For example, the ocomparability within a complex
is preserved if, under a uniform method, the prices of all products ocom=
pared are decreased by distorting caloulation components as, Cofle, ta=-
xes, oustoms and other firmly fixed fees and inoreaseud by subsidies, as

it is indioated in the bhasic formula (1) of this etudy.

1/ Je Timbergen " The Design of Development", .Tohn Hopkine Press, Balti~-
more, Maryland, .




[T Method of indirect international price comparison by means

of averare world prices,

Tri internaticnal comparisen eof industrial projects it in ne—
cessary to applv primarily such methods that are not too complicated, do
not require inforruation not available in developing countries and which,
as muck as posmitle, cvade unreliable approxinitions resulting from the

fact that numerous rroiducts and services are not directly comparable,.

Firally it should be pointed cu tthat, rerardless of the dj=- 0 .
fficulties in methodology and collection of lata, the methods tlemselves
as well as the resulting indices must attract as much credit of the go-
verments concerned as possible. This rejjuirement ie particulary essential

because of the highly sensitive nature ~f 1international relations,

A summa'y of indirect international comparigon of ad justed
| privee follows whioch strives to comply, at least rartly, with these requi-

rements,

1. The substanoe of the method

-k am e e m oam o e o e e

Indices expressing the relationship of unit prioes cleared

from certain distorting calculation comperients and average world prices w‘ *

for sufficiently long period (3 =5 years ) are caloulated first.for items
. which are representative of the oountry'e production pattern, Next comes

the calculation of a linear average of all these indioes and percentage

deviation of individual indices from the average index, which is interna-—

tionally comparable., The greater the positive deviation of the individual

index from the national average, the more favourable ig the evaluation of

the product in question in the country concerned in relation to the world
price and vice-verea.

2¢_Formula_and_ite _8tructure

The calculation of indices reflecting the evaluation of unit

production coats in relation to average world prices is made acocording to

the formula which follows:
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where CVki

100

ki

ki

ki

ki

ki

DPki

SRR pN—

ki ki ki ki /6/

WPi . Ek

ig the index which expresses the rutio hetween adjusted pro=
duotion cost of item i in country k to averaye world market
(international) price of the same item §

is the coefficient which expresses the reciprocal value of
the index CV indicating how many times is the production of
item i in oounitry k

more expensive 1 L —ﬁ%éL——— or
“Tki

cheaper 1:> -%%ﬁL- than the worli average represented by
ki
the average world marxket price §

is the avera;me world market price of item i cif contemplated
site of the plant, not including customs duty and taxes

is exohange rate applied in order to convert the world market
price into currency of country k §

is market wholesale price of product i in country k 3
are indirect taxes, customs duties and other fees and charges
of similar kind included in the calculation of the wholesale

price Pki in the last two production vhases

are subsidies reducing the price P
produotion phases §

i ¢sranted in the last two

are wholesale distributor's profits calculated in the last
two production phases,

Thus index Cvki expresses the ratio of ad justed production

costs expended in country k in manufacturing product i to the average

world market price of the same product while production costs equal 100,

For example, index CV

i ® #0 means that 100 illex, 1 of ad justed production

i costs expended in Mexico in the manufacture of u certain quantity of a

i textile article correspond to {0 Mex.ioforld price of the same quantity
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of the same article, c.i.f. location ot tie plant in Mexico,

The corresponding co«fficient which is the reciprocal va-
lue of index (%%g) would, in the given case, be 1,25 and would mean
that the manufactiire of the article in question is 1,25 times more ex-—
pensive in Mexico than in the rast of the worl! which is represented by

average world market prioe,

Some svmbols used in the formulae rejuire further explana-

tion,.

First comes the calculation of tue anticipated average world
market price WPki. The base for the calculation of thisg price are prices
prevailing in the principal world markets of the product in the period
of the last 3 - 5 years which, by extrapolation, .ive an average assumed
to indicate the trend for the coming period, To this averase rrice will
be added all costs (c.iefe) which would arise if tho product in question
was sold and transported to the contemplated location of the future esta-

blishment except duty, taxes and other administrative fees,

As far asg the aymhols Tkx ’ I)Pk.1 and Ski are concerned all
relevant fiscal price distorting oomi nuents hLave to be deducted from
(symbole Ty and DP, . Jor added to ( usymbol S, Ythe prices of raw mate-
rials, semi-fabricates, finished products, servines and other imputs which
entered the last two production phagus, Symbol DPki denotes in substance

the profits of agents and intermediaries which often undeservedly inflate
prices of goods,

Tt might be possible to make direct international comparison
of the above indiges and coefficients
in the

only if foreign exchange rates used
formulae corresponded exactly to the real parity exchange rates

of countries to be compared and if their currencies were
convertible, Thig, however,

fully mutually

13 not the case and the exohange rates differ
considerably from real rates ; besides,

éxported goods,. Accordingly,

they concern only imported or

the indices must be compared indireotly.1

1/ A direct comparison of indioes would
and domestio (Pki) Prioes would have
CY+ A8 to the possibility of using,

presuppose that both world (HPi)
to be expressed in g single curren-
for nurposes of direct comparison




For purposes of international conparison Lt is necessary to
caleculate from all indices a linear average - a national indexs Percenta-—
ge differences by which individual indices deviate from the average nati-
onal index are comparable with similar i “ferencen calculated in other

countries, A hypothetical ouxample follows to 1llustrate the point:

Table 1

EYPOTHETICAL INDIRECT [NTERNATIONAL CCMPARISCH OF ADJUSTED PRODYCTION
COSTS OF PAPER BOARD
(Adjusted production cests = 100 )

cv -V - a./

kb ki
Country Cka cvk-i- oV = x 100 :
ki ‘
A 62 95 - 34:7 !

B 16 1¢ - 11,1

c 35 31 + 12,6

D 45 50 - 10,0

a/ Rounded figures,

cvkb is the index expressing the ratic between adjusted producticn costs
of 1 kg paper board (b 5 and the average world market price of pa~
per board of the same quantity and quality j

Cka is the averapre index in any of the 4,B,C,D countries ( linear avera=-
ge of indices of all the items /-1-/ which are adequately representa=
tive of the whole productien pattern of the individual countries) i

SV = VT
A x 100 is the peroentage deviation of the averafe index from
ki the individual index.

The percentages shown in the last column of the table refleot
roughly the oomparative advantage for production of paper beard in the four
hypothetical countries. For example, the national economic profitability
of paper board preduction is by 34,7 per cent lower in country A and by
12,9 per cent higher in country C than the average profitability of produo=-

tion in general in the respective countries, as compared with the internae-

of indices, the method of parity exchange rates mentioned
elgsewhore in this paper (basic formula 1 ) ,it should be ncted that these
are only approximate rates calculated on the basis of distorted prices which
are subject to rapid changes. They might be used in practice only if the
participating countries had full confidence in their real value but this is
doubtful,




«

tional price level, Tt follows, that the ranking of the respective coun=-
tries from the viewpoint of comparative advantare should be as follows:
Cy Dy By A

However, it must be pointed out that this ranking cannot
have absolute meaning sinoce the national average indices which served as
basis for comparison of individual indioes may considerably vary owing to
substantially different levels of esonomio development in the individual

oountries,

The formula (5) could also be employed for ascertaining tho-
86 specific product fields in which the individusl countries have the hige

hest as well as the lowest comparative advanta,e,

In conclusion it may te stated that tie above discussed
method of indirect international Pprize compariason providesonly a rough
guide to the ranking of comparatlive iwivantaye bty product and country. In
praotice, the differences between countries in fantor endownents, structu=-
re of production and oonsumptionsprios, wage and income levels etc, must

be eimul taneously ascertained and commared in detail,

== a = .
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