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Chapter I

Introduction

The present paper desls with one aspect of the
problem of regional eccnomic integration in the Arab
Middle Bast, namely, the organizetion of effective
financial cooperstion on & multilateral besis with
the purpose of minimizing the effect of payments
problems on the free movement of trade and resources,
The conditions necessary for the establishment of &
regional payments system es well as the economic
implications of & payments scheme will be studied in
some detail.

Regional economic integration meay be defined
as "an arrangement between sovereign states aimed at
securing the same distribution of resources in the
ligh£ of the total consumer and investment demasnd as
might take place if the seversl states were combined
into one political and economic unit.“l Economic
integration is thus looked upon in the light of the
proper allocation of resources within & wider market
for both products end productive factors,

It can of course be claimed that regional econo-
mic integretion will in the long-run result in consi-
derable gain to the whole Arab Middle Bast, It will

l, R, Mikesell, United States Bconomic Policy and
chraw-Hill,

%ntornationnl,ﬁbIaSionn (New York, M
JFO 6
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tend to increase factor mobility, to liberalize trade
and to widen the market for the producer and thus bring
into operation the benefits derived from deecreasing
costs, Yet advantages cleimed for regionel economic
integration are not unessajilable, It has been pointed
out by erities of such schemes that in the short-run
economic integration implies & radical change of con-
ditions for the producing unit oﬁlling for equally
radical adjustments, Thus, an industry which is no
more profitable under the changed conditions will either
be scrapped snd the resources resllocated or subsidized
by the government and run at & loss, Both alternatives
entail considersble sacrifice in Ehe short-run and are
likely to be considered wasteful,

Hevertheless, with the above issues the present
peper is not concerned., It seemed more advisable to
teke it for granted that regional economic integration
will redound to the benefit of the Arsb Middle Eest,

It is sssumed that whenever a country decides to parti-
cipate in such & regimnel organization, it hes decided
to shoulder the responsibility of minimizing the adverse
effects of necessary short-run adjustments scting on
the belief that long-run adventages outweigh short-run

losses,

2, Thomes Balogh, "Buropean Unification end the Dollar
Proolem", Quarterly Journel of Economics, February
1951 s P ona.



0f all aspects of regionel economic integration
the balance of payments problem was chosen for treat-
ment in the present paper for several reesons:

1) Problems arising out of the balance of pay-
ments are probably becoming of increasing moment in the
Arab Middle Easst, Impelled by & keen desire to attein
the living standards of the West and by & feeling of
insecurity to build up strong armies, the Arab countries
invariebly tend to buy from ebroad more than whet they
can sell sbroad, Naturally this situation calls for
efrective remedies which so far have been applied on a
nation by nation besies rather than on & regional basis.
The possibilities of regionel cooperation along these
lines is & subject that should be studied.

2) Recently a conference composed of the Arsb
Ministers of Finance met at Beirut to discuss the pro-
blem of liberalizing trade and psyments among their
respective countries. An agreement was then provisio-
nelly signed at Cairo providing for‘a freer movement
of goods and & more liberal payments meohaniam.3 It
is extremely important that at this stage of Arab
economic cooperation there be complete realization of

the problems & payments egreement can solve and the

3. '"Agreement Relating to Payments on Current Account
end Cepitel Movements among Countries of the Arabd
League", from Al-Abhath, Vol,6, No.4, Dec,, 1953,
Pp. 538-583 .
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problems it cannot solve. A confusion of functions
will only result in frustration which cen be avoided
by proper studies to define the objectivea which are
reasonably attainable.

3) Beside their inability to earn sufficient
amounts of foreign exchanges to cover their purchases
from sbroad, Arab countries also suffer from the problem
of incovertibility. In other words, foreigm exchange
ecquired from the trade with one currency area may not
be accepted in another currency &rea. This problem
intensifies the shortage o} foreign exchange end weskgneg
the price mechanism in internationsl trade,

4) Most of the Arab countries cover their import
requirements by exporting & few priméry products, Thus
Ssudi Arasbia and Kuweit rely mainly on petroleum exports,
Iraq on petroleum, dataa end livestock products, Syria
on cotton and cereals, and Egypt on cotton, Such a
trede pattern creates balence of psyments problems the
effects of which could be minimized by regional financial
cooperatian, The tendency of foreign exchange acquisi-
tions to be concentrated during certain seasons es well
&s the sharp fluctuations in the prices of primery pro-
ducta are among such problems.

5) Most of the Areb countries have, during the
past few years, established institutions for the pur-

pose of exchange rete stabilization, To the extent



that such institutions deal in Arab currencies, it is
possible that the operations of one stabilizetion
authority will be counteracted by the operations of
enother, Thus, suppose that the Leb&nese exchange
stabilization authorities decide to support the Lebanese
pound in the exchange market by selling Syrian pounds

of which they presumably have congidersble sums. The
Syrian Exchange Bureau is then compelled to purchase
Syrian pounds in order to maintein its stebility, end
its ection will defeat the polioy'of the Lebanese
exchange authorities if Lebanese pounds are offered in
exchange for the Syrian currency. Complications of
this nature conatitute a weighty case for close coopera-
tion among exchange stabilization authorities.

While the present paper desls mainly with the
payments problems ariaing out of international trade,
account will be teken of such related problems as
exchange rate stabilization, protective tariffs and
other‘import restrictions, and overall monetary and
fiscal policies. A proposed multilateral payments agree-
ment is outlined and the requirments for the establish-
ment and succesaful functioning of such a system will
be studied, Conditions in the Arab World will them be
analyzed to determine whether it is possible to estsblish
such & payments system. Finally, the economic and poli-
tical implications of the scheme will be discussed,



The method of trestment sdopted is to & large
extent determined by the availability of relevant
statisticel data, 1In fact, the psasucity of balance of
payments statistics in the Areb Middle East mede &
detailed empiricsl study of the payments problem rather
impraecticel, Anelytical toois end hypotheticel examples
were, therefore, relied upon more heavily to define the
nature (though not the maegnitude) of the variables
involved, It is realized that while reading some sec-
tions or even some chapters of this paper, the reader
would get the impression that the Middle Eest has been
relegated to the background and that the arguments
presented are too theoreticsl in nature, While this
stricture is well founded and cannot be dismissed by
merely deploring the paucity of aveilable statistical
date, it must be noted that refined statistical informa-
tion is essential for the opersastion of & payments union
and not for a study of this nature,

- An ettempt was also made in the present paper to
deaw on the rich experience of other payments unions and
stabilization funds, It must be recelled that most of
the compliéationa and problems posed by such institutions
beceme clear only es a result of the functioning of some
payments union or stabilization fund., A comparative
study of such institutions will, therefore, illuminate
many of the issues which & proposed regional payments
union is likely to face.



In defining the aree& which this plan might com-
prise, neither geographical extension nor feelings of
brotherhood ere perge guiding criteria. A payments
union will only be effective if adherence to it is
completely voluntery. Indeed the purposes of & pay-
ments union will not be advenced if a few members are
mede to adhere, motivated hy brotherly feelings or by
considerations of pure philanthropy . '"Men's sympathies
and less celculated impulses are drawn from their memo-
ries of comradeship, but their contemporeary acts are
gonerélly directed towards influencing the future and
not pensioning the past."4

This provision of completely voluntary adherence
is of extreme importance for the success of & regional
payments union in the Arab Middle Bast, 0il produging
countries will probably suspect in this regional union
a disguised ettempt to appropriate a part of the oil
royelties to the whole region, and unless it becomes
clear to all countries concerned that adherence to the
union is not desirable except for considerations of

mutual benefit, the union is likely to be wesk and

unstable. The area studied here will comprise the seven

4, Keynes, J.M,, "The Anglo~American Financial Agree-
ments”, The New Economics, (Dobson: London, 1949)
P. 384,



countries of the Arsb Leegue,., TFor the Arab League
provides a vehicle for the agreement on fundamentel
politicel &nd military problems among its member
countries, But due to the lack of statistical datas,
Saudi Arebie and Yemen will not figure out throughout
the discussion.

The present psaper is divided into asix chapters.
In Chapter II some financial &and economic problems
arising out of internation&l trade are discussed.
This includes a definition of the equilibrium rate of
exchange and of the criteria for the determination of
such & rate, snalysis of the problem of balance of
payments equilibrium &nd finally the discussion of
alternative exchenge rate policies. Chapter III in-
cludes & study of trade and peayments in the Arab
countries and of the impact of the international finan-
cial mechanism on the Areb economies, A brief desorip-
tion of Areb trade is followed by & discusaion of the
payments problems &rising out of trade and capital
movements, Finelly, measures introduced to deal with
peyments problems will be discussed and emphasis will
be placed on exchange control and exchange stebilization
in the different Aresb countries. 1In Chapter IV an
attempt is made to study economic conditions in the
Areb Middle Bast with a view to determine the extent
to which such conditions are conducive to the establish-

ment of & regional payments union, In Chepter ¥V the



broad lines of a suggested payments union for the Areb
Middle Eest are outiined., This chepter includes & dis-
cussion of the Buropean Payments Union, &nelysis of an
offsetting mechanism for & suggested Arsb payments union,
and & discussion of & settlement mechanism, an adjustment
mechanism and other related problems. The paper is then
concluded in Chapter VI with a discussion of the main
problems of & prospective payments union snd of its poli-

tical and economic implications for the Areb Middle East,
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Chapter II

International Equilibrium and the

Exchange Rates

The present chepter presents a discussion of
some finencial and economic problems arising out of
international trade. The problem of balence of pay-
ments equilibrium is discussed in Section I. Section
IT presents a definition of the equilibrium rate of
exchange and of the criteria for the determination of
such & rate., Finselly, Section III presents & discus-

sion of alternstive exchange rate policies,

Balance of Payments Ad justment

The balence of payments may be defined as that
account which "concerns only those economic sctivities
of a country and its people which overflow nationsl
bounderies and enter the realm of international trens-

1 More narrowly conceived, the balance of

actioﬁs."
payments may be defined as "a& summetion of all the
trenssctions between (& country) ... and the rest of

the world wherein it receives or expends oash."l

l. A.,E, Kahn, Great Britein in the World Econo
(New York: Golumbie University press, 1946), i.l.
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A, Bquilibrium in International ¥S, Internal Payments

The distinction between internal and internetional
trensaections is essentieslly arbitrary, but is fer from
meaningless. It derives its meening from the existence
of politicel end social divisions in the world, Thus,
the existence of separate currencies between countries
end of separste systems of political and economic control
are smong the facts which meke this distinction meening-
ful. Furthermore, such problems &s the type of action
necessery to sdjust an adverse balance of payments and
of the liquidity in the banking system &re more pronounced
when they refer to internationel rather than to inter-
regional transaotiona.z_ This probably expleins why much
more sttention hes been given to international rather
then to interregional trensactions. In the lastter type
of transactions, the existence of one currency eliminates
the problem of exchange rates; and the loss of liquidity
by the banking system of one reginn need not result in a
net loss of liquidity by the whole banking system since
this loss will probebly be offset by & gain of liquidity

in some other region.3 Furthermore, the adjustment of a

2. F.W, Peish, "Banking Policy &nd the Balance of Inter-
nationsl Payments", Reprinted in Reedings in the Theo
ggs%nternational Trade, (London: Allen and'thIn,I§56§
Pe .

3., This will be true if the loss of liquidity in one
region is not due to withdrawals from the banking
system as a whole. _ h
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regional balance of payments with the remaining regions
is usually effected more smoothly and subject to & mini-
mum degree of control on the free movement of resources
end the means of payments.

The fact that interest is aroused in the payments
problem oniy when any mechanism of international ad just-
ment ceases to function sutomatically or with any rea-
soneble degree of smoothness is emply demonstrated from
the workings of the gold standard., Thus during the 1l9th
century, London was the central money end credit market
of the world., The gold standard reduced the external
value of national currencies to & common denominator
which fluctuated within the narrow limits of the gold
points, Furthermore, no restrictions on the payments
mechsnism were imposed by the different trading countries,
eand it was assumed that the internationsl trensfer of
purchesing power was sufficient, in & system of flexible
pricea{ to restore equilibrium in the balance of payments,
Consequently, the discussions of balance of payments
equilibrium during the 19th and early twentieth century
were restricted to the exposition and eleboration of the
gold stenderd rules of the game. Only occasionslly, &and
in periods of major economic disturbence, did the problem

of balance of payments equilibrium become & controversial
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issue,

However, all practices which have approximated

the internstional psyments mechanism to an interregional

peyments mechanism were radically changed after World

War I. Throughout the 19th century the rate of growth

in the demand on money eqguated rather closely with the

rate of increase in the production of gold., But the

rate of production of gold slackened during the early

century

20th/end did not keep pace with the reste of increase

in the demand for gold. The emergence of Paris and

New York &s importaent money merkets deprived London of

its position as the central money mearket of the world.

Furthermore, incressed restrictions on payments and trade

4.

Among such periods mey be mentioned the post-Nepoleo-
nic era on the resumption of specie payments in 1817,
Large unilateral transfers such as the Franco-Prussian
war indemnity, the Cenedian baslance of peyments problem
between 1900 and 1913 snd the Germen transfer problem
were discussed by economists, The zenersl trend of
thinking in this respect was that, though the gold
stendard will ultimately bring about the edjustment,
the fact that such transfers involved huge sums made
the time element very significant,

The emergence of Paris and New York &s international
money merkets competing with London decentralized the
gold standard and by the mere fact of creating three
rather than one internstional clearing cernter greatly
reduced the efficiency of clearing activities in inter-
national psyments, The increase in the number of centers
increased the demend for internetional reserves end
resulted in & scremble for gold which was destructive

of both internal and external stability. In addition,
both the Paris end New York money merkets were less
adapted than the London money market for internstional
clearing . The New York market proved to be more responsive
to speculative movements than to movements in trade while
the Paris money market proved to be insensitive to gold
movements, Furthermore, the French benking system was
handicapped by the legel prohibitions on open-market
operations, See, P,T. Ellsworth, The International
Beonomy, (New York: Mecmillen, 1950), pp.456-61L.



14

and the increased emphesis put on domestic stability
deprived the gold standard of its smooth mechanism of
adjust@ent. The restoration of the gold standard by
most countries in 1925 and 1926, therefore, symbolized
attachment '© the letter and not to the gpirit of the
system, and the gold standard could not function, Tts
renunciation by most countries between 1931 &nd 1936
consummeted & trend towerds & financiel mechenism re-
moved from an international system of payments to a
national system of payments,

The problem of equilibrium in the balence of
payments then became the subject of keen interest on
the part of economists and statesmen., It wes essentisl
in & system of maneged inconvertible currencies to study
the structure of the balance of faymenta more closely
in order to determine the most desirable meens of
ad justment,

B, Definition of Balance of Payments Equilibrium

Obviously, the term equilibrium used ebove does
not refer to the necessary accounting identity between
peyments and receipts, The statement that the balance
of paymentsis necesserily elways in balence has no
eanalytical value,

"If transactions are being effected, whe-
ther easily or with difficulty, the balance
will continue. 4And, if & country is bank-
rupt, if it has neither gold nor foreign
assets, if foreigners will not accept its
eurrency, and transactions sre therefore
not affected, debits will still equsl cre-
dits, The fect of continuous balence thus
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offera not the slightest presumption of

atability in a given situation and no

meens of evaluating that situstion., Be-

hind its facade may lurk ﬁlé degrees of

instability or breeakdown,

On the other hand, & statement to the effect that
& group of persons who have, through larger current
expenditure than receipts, depleted & portion of their
liquid reserves or incurred some debts - such a statement
is certainly of grester analytical velue &nd is probably
in closer sccordance with the use of the term equilibrium,
It has therefore been customery to divide the balence o f
payments into the balance on current account and the
balence on accommodeting account., The relationship bet-
ween the two is one of reverse equality. In other words
if the current account develops a favorable balance equal
to X, the accommodating account develops an adverse
balance equal to -X ,

The distinction between the above two types of
belances may be drawn according to the type of payment
induced‘by each, The accommodating asccount consists of
peyments "which tske place only because the other items
in the balance of payments are such as to leave & gap of
this size to be filled, On the other hand, the distin-
guishing feature of sutonomous pa}ments is that they

take place regardless of the size of the other items in

6. A,E, Kahn, op. cit., p.9
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the balence of payments."7 Accommodating payments mey
be either sutomatic and unplanned or they may be dis-
cretionary and planned, Thus the "changes in the balances
of private exchange dealers or the losa of gold reserves
by & central bank" esre examples of autometic accommodeting
peyments, On the other hand, such payments as the Anglo-
American loan of 1946, some payments made under the
Buropean Beonomic Cooperation, &nd deelings of exchange
stabilizatinn funds are planned and discretionery. Auto-
nomous receipts "would contain all normal commerciel
exports, gifts such as emigrants' remittances or repara-
tions payments which are meade for motives quite other than
to put the belance of payments into balance &s well as all
those normel cepitel movements which are teking place on
the initietive of privete entreprise becsuse it eppesrs
more profiteble to invest capital in one country rather
then in another."8
.The gbove distinction is indiceted by the following
belance of payments figures for BEgypt in the Years 1951
and 1952, The figures are roughly arrenged by classifying
gll items a8 either completely autonomous or completely

accommodating.

7. Jemes Meade, The Balance of %;Igenta, (London: Oxford
University ireaa, 1951), p.ll.

8. 1Ibid. p.ll .
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The Balance of Payments of Egypt (In £E mil,)

1951 - 19

52

1951

1952

Debits

Credits

Debits

Credits

Current Trenssasctions

1, Visible Exports
2, Visible Imports
3. Invisible Exports
4, Invisible Imports
Totel
Belance of Treade
5, Yet Capital outflow
Total Deficit

Accommodating Trans-
actions

1. Sterling Belances

2, Other Foreign Ex-
change Holdings

3, Monetary Gold

4, Non-resident Ban-
kers Account

5, Other Acecounts and
Liebilities

6. Brrors and Omissions
Totel Balance of

Payments Accommodat-
ing

41,9

65,5
307.4
15.2
4.6
19.8

9.9
26,6

201.9

90.3

292,.2

54 .4

19.8

210.5

61,6
272.1
53.4
2.0
55.4

1.9
0.6

145.6

73.1

218.7

40,1

17.7

55.4

Source: National Bank of Egypt, Economic Bulletin, Vol,VI,

No,2, 1953, p.94 .
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The balance of payments is said to be in equilib-
rium if, over & period of time sutonomous payments and
receipts balence without the need to resort to accommo-
dating finance., This equilibrium condition is satisfied
only when the government does not avoid a deficit (or a
surplus) by adopting some internal deflationary (or
infletionery)policy, or by imposing sdditional restric-
tions on payments and trade, To the extent that the
government interferes in the psyments mechanism, the
actual deficit (or surplus) is likely to be smaller
than the potential deficit and the asmount of accommodating
finance required is tbua reduced., The esmount of sccom-
modating finence refiected in the balsnce of payments
of Bgypt ebove, nemely £B 19.8 million in 1951 and £B 55.4
million in 1952 does not reflect the potential deficit
in the balance of payments, Measures of exchange control,
commercial policy and fluctuating exchange rates tended to
reduce the potentisl deficit.

The term equilibrium should also be related to a
definite duration of time. If the period defined is
very short, such s8 & week or & month, equilibrium will
be maintaeined by considersable fluctustions in exchanges
and a minimum amount of accommodating finance., It
will alsq imply considerablie instability in the export

and import trades end greeter erratic movement of prices,
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Under such conditions speculative activities may inten-
gify this instsbility and mey even effectively prevent
the attainment of equilibrium in the balance of payments,
Evidently, then, the term balance of payments equilibrium
does not imply continuous equilibrium but rsther equilib-
rium over & certain period of time defined in terms of
gsuch factors as the degree of fluctuation in the balance
of payments and the aveilability of foreign exchange,

C. Importance of Balance of Payments Bquilibrium

For developing economies, such as the Arab countries,
equilibrium in the balance of international payments is
of speciel importance for internel stebility &and for the
planning of developmental projects., The problem of inter-

netional equilibrium in such countries is inter salie to

errive at the correct investment rstio (or expansion
ratio)9 go that the direct and indirect increase in im-
ports due to the investment does not exceed the foreign

exchange resources mede available by exports and long

9., The above &nalysis is teken from J,J. Polsk, "Balance
of Payments Problems of Countries Reconstructing with
the Help of Foreign Loens". Polek defines the "maximum
expansion retio"” as the actual ratio of the rate of in-
veatment over the initial rate of cepital inflow, This
is equel to 1 - ¢ (1-m)/m, where (c) stands for the
merginal propensity to consume, and (m) stends for the
marginel propensity to import, 1In & country where both
(¢) and (m) are large, & condition which is probably
true of all Arab countries, the meximum ansion ratio
will tend to be small. To illustrate let (¢) = 0.5 and
(m) = 0,45, the maximum expansion ratio will then be
equal to 1,6, With (¢) = 0.4 and (m) = 0.3, the maximum
expansion retio will be equal teo 2.4 .,



term borrowing abroad, If expansion is allowed to
proceed at so rapid & rate that it will give rise to &
demand for foreign exchsnge which is fer in excess of

the quantities availsble, the government will be forced
to resort to measures which will restore equilibrium in
the balance of paymenta but which are likely to result

in the instability of investment expenditure and in
considerable contraction of trade. However, while this
tendency for over-expansion creates some balsnce of pay-
ments problems which are of & cyclical nature, the main
problems which it poses &re primarily seculasr in nature.
The implications of this distinction on commercial policy
end on regional economic and financial cooperation will be
discussed in chapter IV below,

D, Tendencies for over-expansion in the Arsb World

Indeed, there is much reason to believe that the
Arab world es & whole is susceptible to this tendency
for over-expansion which mekes for & heavier investment
expenditﬁre than is justified by the availability of
foreign exchange. This may be due to the following
reasons of which the first is & universel one:

1) Banks, individuals and governments inveriably
plan their expenditure without taking account of the
secondary effects of such expenditures, To the beanks
net acquisitions of foreign exchange are likely to be

considered as permanent additbns to reserves &snd thus
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to justify & short-run expansion of credit which will

in the long-run involve the country in balsnce of pay-
ments problema.lo However, neither commercial banks nor
individuals cen, even if they would, plan their action
in such & way as to tske account of the indirect effects
of such action., It remeins for the centrel bank or the
government to perform that function. Yet it is doubtful
whether the governments of the Arsb countries realize
end plan for such secondary effects, fo illustrate,

the Iregqi government assigned to the Board of Develop-
ment 81l the oil revenues to be used for developmental

i1 Subsequently, budgetary esnd balance of pay-

projects,
ments difficulties compeiled the government to reduce this
ratio to 70 per cent of the royalties end to use the
remaining 30 per cent to discharge current obligations.

2) The tendency for over-expension in the Arab
countries may also be due to the great emphasis placed
on the role of capitel in economic development. 1In fact,
there seems to be some confusion in public opinion bet-

ween the technical aspects of economic development and econo-

mic development in general.12

10, J,J, Polak, op, cit., p. 467 .,

11, IBRD Mission to Iraq, The Economic Deve_ggment of
Iraq, (Beltimore: Johns Hopkins Press, 1952), p.169.

12, Even some U,Y, experts were implicitly guilty of this
misoonoeption. Vide U.N, Measures for the Economic
Development of Under-Developed Gountries,Meay 1951 end
S.H, FgaEEol Ts ceriticisms o e book "United Nations
Primer for Development™ in the Quarterly Journal of
Economics, August 1952,
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With the problem of economic development thus in-
ordinately simplified, cepital imports will inevitebly
be elevated in the hierarchy of social desiderata, The
living standard becomes thus uniquely correlated with
capital goods and the desire for economic development
is immedistely interpreted in terms of increesed capital
imports., It is therefore inevitable that the desire for
rapid economic development will under the sbove condi-
tions create a persistent disequilibrium in the balance
of payments,

3) The desire to build up strong and well equipped
ermies further intensifies the balence of payments probiems
of Areb countries. Considerable asmounts ®f the foreign
exchange resources have thus to be set aside for the
importetion of armaments snd of other militery equipment.

E. Belance of Payments Adjustment

Nevertheless, whatever the ceuses or nature of the
disequilibrium in the balance of payments, they must bring
into operation corrective measures adequate to restore
equilibrium, The sdjustment mechanism may be largely
autom&tic or may require & considersble degree of dis-
crectionary ection, The following &re the main corrective
me&asures:

1) Treansfer of purchasing power &and/or change in

shor t-term balances held agsinst foreign countries,



2) Measures of exchange control,

3) Restrictions on trade,

4) Fluctuetions in the exchange rates and price
movements,

5) Inflationary or defletionery policy.

The effectiveness of easch of the above five
measures in desling with a balance of payments disequilib-
rium depends on such factors as the causes and nature of
the disturbance, the megnitude of the deficit or surplus,
the aveilability of foreign exchange and other liquid
reserves, the frequency end regularity of the disturbance,
and the terms of trade,

The transfer of purchasing power and the change
in short-term balences held agesinst foreign countries
is probebly the first measure which operates to correct
& balance of payments disequilibrium, This device is
adequate to meintain equilibrium in the balance of pay-
ments ageinst minor discrepancies, seasonal fluctusastions
and even cyclical fluctuations provided that the country
is possessed of a sufficient volume of international
liquidity to iron out such fluctuations and that over e
sufficiently long period the total deficits do not exﬁeed
or fall short of the totel surpluses in order that the
country's international reserves will not be subject to
& persistent drain., The availability of internationsal

reserves will render superfluous the application of other
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corrective measures on account of either seasonesl or
cyclicel fluctustions,

However, if either for the lack of sufficient
reserves or because the disequilibrium is persistent,
equilibrium in the balance of payments cannot be msin-
tained by the mere transfer of internationsl reserves,
other means of ad justment have to be applied, The trans-
fer of purchasing power itselif implies the spplication of
other corrective measures such as the aveilsbility end
conditions of credit, Such meesures will come into

operation or become more active once the internetional

reserves of & country are drained to a dangercusly low level,

Restrictions on foreign trade and exchange control
&re measures epplied by the government in an sttempt ei-
ther to attain equilibrium in the balsnce of payments
or to preserve equilibrium by directly interfering with
the flow of goods and payments, Such restrictive mea-
sures sre resorted to in order to &void the deleterious
effects of other meens of adjustment such &s a deterio-

ration in the terms of trade; or they may be resorted

13, It will be noted that the discussion in the text of
the thesis is conducted meinly in terms of & deficit
rather than a surplus country, This procedure seems
to be preferreble for exposition purposes, because
the system Of internstional finsnce is not symmet-
ricael in operestion and seems to suffer from "an
inherent bias towards deflation", Adjustment pro-
blems are therefore more distinet in the case of =&
deficit country then in the case of & surplus
country.

13
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to if sdjustment by other me&ens will either take & long
time or be subject to constant speculative movements,
In this connection; inter-war experience indicates

thet equilibrium in the balence of payments is very dif-
ficult to attein if short-run capitel movements are not
subjected to some sort of control, The effort on the
pert of foreigners snd nationels to withdrew capital in
large gquantities is likely to result in a pattern of
exchange rates which does not reflect underlying cost
and demend conditions.l4 To attain equilibrium in the
balance of payments under such conditions of short-run
speculative capital movements, measures of exchange
control will be more effective than either fluctusasting
exchanges or monetary and fiscal policy.

In the absence of destabilizing short-term
capital movements exchange rate adjustment is a suffi-
cient device to bring sbout equilibrium in the balance
of payments through its effects on prices and incomes,
provided that the elasticities of demend for imports

and supply of exports are large.15

14. p,?, Bllsworth, The Internationsl Economy, (New York:

Macmillan, 1950), p. 510 .

15, If the elasticity of demand for imports and the
elasticity of supply of exports are both low, &
greater measure of exchange adjustment will Dbe
necessary to bring about equilibrium in the balance
of paymats. In fect, under some conditions of export
and import elasticities, adjustment of the exchange
rates should work in a reverse order to bring sbout

equilibrium., 1In other words, a deficit in the balance

of payments calls for appreciation rether than dep-
reciation of the currency.

Under such conditions, meassures of exchange control

are lilely to prove more desirable politically than wide
fluctuations in the exchange rates, 15
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To the Arab countries import end export prices
are not flexible, because the whole srea sccounts for
only & small share of world commerce and cannot by its
own action affect the prices of the goods it exports

or imports,l®

Price flexibility is therefore brought
about by fluctuations in the exchange rate,

However, the resort to exchange rate &djustment
in dealing with balance of payments problems implies
the use of criterias sccording to which a certein rete
of exchange is deemed &s en equilibrium rate., The
definition of an equilibrium raete of exchanze and the
criteria that should be taken into considerstion both
for the determination of such a rate and for its ad just-

ment whenever conditions ere materiaslly changed forms

the subject of the following section.

Problem of the Exchange Rates

A, Definition of the Equilibrium Rate

The period following World Wer I witnessed &
spirited controversy on the conceptual and opera-
tionel definition of the equilibrium rete of exchange
and on the causes for the fluctustion of exchange rates,

During the twenties &and early thirties, the controversy

16, Petroleum end dastes are the only goods which the
Areb countries produce in sufficiently large
quentities compeared to world production.
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centered on the purchasing power parity theory which
Qustav Cassel had revived from earlier writings and
propounded in explenation of the equilibrium rste of
exchange, The theory was then generally sasccepted despite
the fact that numerous modificetions were introduced
into it, This widespread acceptance mey be ascribed

to the following reasons: first, the theory is extremely
useful though it yields only rouzh conclusions. However,
conditions in Burope during the early twentiés were such
that & rough doctrine was useful in throwing light upon
such problems as inflstion, budgetary deficits, and
balance of payments problems. Secondly, purchasing
power parity lends itself to easy calculstion, snd
thirdly, the theory is highly pleusible and easy to
underatand.17

1) Purchasing Power Parity Theory

To define the rete of exchance, Cassel goes behind
balence of payments criteria to relative changes in the
price level, Abstracting from sll other conditions,
the equilibrium rate of exchange is defined as that
rate which wiil equate the purchasing power of currencies.
Thus, suppose that an Egyptien pound will buy nine times
&s much goods in Egypt as a Lebenese pound will buy in

Lebanon, then the parity between the two currencies

17. A,I, Bloomfield, "Foreign Exchange Rate Theory and
Policy", from the New Boonomics, (London: Dennis
Dobson, 1949), p. 294 and also P,T, Ellsworth,

op, cit,, p.589
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will be LL, 9 = £8 1, Suppose that a sudden movement
of capital from Bgypt to Lebanon makes the exchange
rates LL, 8 = £8 1, This means that goods worth nine
Lebanese pounds could be purchased for one Egyptian
pound in Egypt; hence traders will meke & profit margin
from conducting trade along these lines. The demand for
BEgyptian pounds and the supply of Lebanese pounds will
consequently increase until the parity between the two
currencies approaches equilibrium eagain,

Because purchasing power p&rity is messured by
price indices, only relstive changes in exchange rate
equilibrium can be me&sured, thus

R = R x P1
P sz

Where (Rp) stands for purchasing power parity between
two currencies, (Re) stands for the equilibrium parity,
and (Pl, P,) stand for the relevant price indices in the
two countries,

2) Criticisms of Purchesing Power Parity Theory

Though accepted by most economists during the
twenties, purchasing power parity theory wes subjected
to heavy criticism by some. Thus in his Tract on

Monetary Reform, Keynes maintained that:

1) The theory is a "truism &and as nearly &s pos-

gible jejune" if epplied to the goods which enter inter-

18
nationel trade only.

18, A,I. Bloomfield, Ibid., pp.<94-95
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2) If applied to the general price level, then
the theory rests on the implicit assumption that the
prices of goods and services which do not enter inter-
national trede move in the seme direction and to the
same extent as the prices of internationslly traded
goods, That a lack of psrallelism is possible and even
probeble arises from the existence of such forces as
shifts in the demand for certein commodities, capitel
movement, lsbour efficiency,end government action,
"There is no reason", wrote Pigou in 1922, "to expect
that the prices of the various sorts of non-treded and par-
tially traded goods will bear the same ratio to the prices
of traded goods in different countries."l9

3) Purchassing power parity theory implies that the
sequence of causation runs from prices to exchange rates
end ignores the possibility that the sequence may also
work in reverse.zo

The theory wes also criticized on the following
gréunda:

4) Once it is sdmitted that not only goods which

enter internstionel trade are to be included in the

computation of the price index, the question arises as

19, A.C, Pigou, "The Foreign Exchanges", ggarter%x
: Journal of'noonomica, Vol, 36, 1922, quoted by P.T.
sworth, op, cit., p.594 .

20, A.I. Bloomfield, Loc. eit,, p.295
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to where to draw the line in order to derive the relevant
price index, Should the price index be & wholesale or a
cost of living index and what are the goods and weights
that should be used to construct it, Furthermore, the
mere avereging of prices into & price level index may
not yield the significant criterion., Rather the disper-
gsion and reletive movement of the components of this
averege may be more important, However, such difficul-
ties do not detract from the conceptuasl validity of
purchasing powér perity, They affect its operational
validity only.

5) Probsbly the masin criticism levelled at pur-
chesing power parity theory is that it fails to take
items other then merchanidse trade and services into
consideration, Notably, it leaves out of account short-
term and long-term cepital movements. Such payments
do not erise out of differences in price levels, but
rather oat of such factora &s politicel stability,
remuneration on capitel investments, and speculation,

6) Purchesing power parity ignores trade restric-
tions which have a distorting effect on prices &and ex-
change ratéa. It is the type of trade restrictions
which affect trade irrespective of the price level which
detract from the velidity of purchasing power parity
theory.

3. Keynes's Definition of the Equilibrium Rate

Owing to the sbove defects purchasing power parity
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<l

theory wes finelly discarded eand & new concept of the

equilibrium rete of exchenge was defined in terms of the

balance of payments.éa Keynes defined the equilibrium

rate:

"We have to consider, on the one hend, a
country's balance of payments on income
eéccount on the basis of the existing re-
sources, equipment, technique and costs
(especially wage costs) at home and abroead,

& normel level of employment, snd those
tariffs, etc, which are a permenent feature
of national policies; and on the other hend,
the probable reediness and asbility of the
country in question to borrow or lend abrosd
on long-term (or, perheps, repay or accept
repeyment of old loans}, on the everaze of the
next few years, A set of rates of exchange
which cean be established without undue strein
on either side and without lerge movements

of gold (on & bslance of transactions)agill
satisfy our condition of equilibrium.*

cl,

23,

An attempt was made by Stackelberg to revive purchas-
ing power parity theory snd free it from its most
objectioneble tenets, and specislly by introducing
capitel movements into the argument. He meintains
that "the rate of exchange will settle at that point
et which the movement of liquid end investment capital
reach equilibrium," Vide H, Stackelberg, "The Theory
of Exchange Rates Under Perfect Competition" Interna-
tionel Economic Papers, No,l (London: Macmillan,1951),

The shift from & theory of exchange rate equilibrium
exphesizing the effect of prices to one emphasizing
the effect of income and employment was in sccord with
the general trend of economic thinking during the
thirties. Purchasing power perity theory rests on the
implicit essumption that there is considersable flexibi-
lity in prices, But owing to the increassed rigidities
in wege levels and to the increased emphasis placed on
internal stability, this assumption became more unrea-
listic ., However, in its attempt to go beyond supply
and demand to the forces which give rise to trade, this
theory is probably superior to the balance of payments
theory, but its choice of the price level as & single
determinant of exchange rates is not very reselistic,
The theory of exchanges should rather be integrated
more compelely with the theory of international trade,

gin.dx?ynea, "Th: Future of the Foreign Bxchanges",
oyds Bank Monthly Review, October 1953 P.5<8
Toted by 4.1, Blook oomfield, loc. cit., p.296
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In dealing with such problems &s exchange rate
edjustment, the applicetion of commercisl policy measures
end of exchange regulations, Keynes's definition of the
equilibrium rate of exchange was asdopted throughout the
present paper, though not to the exclusion of price and
terms of trade criteria., Indeed, the peucity of balance
of payments statistics in the Areb Middle East mskes it
necessary to rely on criteria which, theoretically, may
not be the most relevant or most satisfactory.

B. Criteris for the Practicael Determination
of the Bquilibrium Rete

While it is possible from the foregoing discussion
to define the equilibrium rate of exchange, the practiceal
problem of determining thet rate remasins unsdved. This
probiem, however, does not lend itself to & theoretical
solution, The equilibrium rate must be arrived st and
constently modified by & process of trisl snd error which
takes the following factors into consideration:

1) The volume of international liquid reserves
available in the country is very important in determining
the equilibrium rate and specially the short-run rate,

In fact, the volume of international liquid reserves
evailaeble could be used as a guide for adjusting the
exchange rate provided that a study of seasonsl &nd

cyclicel movementa in the belance of payments is made,
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2) The degree of fluctuation in the balence of
payments on current account also determines the equilib-
rium rate, If such fluctuations cen be covered by the
transfer of internastional liquidity, they need not result
in an edjustment of the short-run equilibrium rate of
exchange,

3) Whether the foreign exchange market is free or
controiled affects the equilibrium rate of exchange. 1In
& controlled market any rate of exchange could be made
é&n equilibrium rate by menipulsting internationsl pay-
ments in order to reslize & balance on current account.

An equilibrium rsate could also be enforced by restricting
trade rather than payments, 1In other words, the govern-
ment could meke & rate of exchange asn equilibrium rete

by  either restricting trade and/or by restricting payments
80 thgt the totel demand for the nationsal currency equsls
its totel supply seeking foreign exchenge at the desired
raete ,

4) The flexibility of prices, wageh, and costs slso
affect the equilibrium rete of exchange. A disturbance
in the belance of payments brings into play &n esdjustment
mechanism of which chenges in the exchange rates sre only
one aspect, Greater fluctuations in the exchange rate
will naturelly be called for to restore equilibrium if
the whole burden of adjustment falls on the exchange rate,

And the greater the esse with which other means of ad justment
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are made to operate, the smeller will the fluctuations
in the exchange rates be.

5) The flow of long-term capital has also to be
taken into consideration in determining the equilibrium
rate of exchange. This entails & study of the flow of
foreign cepitel in or out of the country, the forms in
which it is held in the country, the regularity of this
flow, end the effect of capitsal movement on the other
items of the balance of paymenta.z4

The determinstion of the long-run and short-run
equilibrium rates of exchange of & group of countries
is necessary for the successful functioning of & regional
multilateral psyments union, Such & union cen deal with
the latter type of exchange rete equilibrium, reducing its
fluctuations and minimizing its adverse effects on domestic
stability. But & currency which in the long-run is either
overvelued or undervalued will create baslance of psyments
problems which lie béyond the scope of a peyments sgree-
ment.25 Among such problems may be mentioned the ten-
dency for a member country to run & persistent deficit
or surplus and the consequent deflationary or infletion- ‘

ary problems it creates for the other members of the

payments union.

24, Vide, J,P, Younge, "Exchange Rate Determinstion”,
American Bconomic Review, September 1947,pp.589-95,

25, Such complications will be discussed in connection
with the description of & peyments agreement for the
Arab Middle Baest presented in Chapter V below,.
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C. The Need to Stebilize the BExchange Rate

The need to minimize the degree of short-run fluc-
tuetions in the exchange rates is specially felt in the
Arsb countries for the following ressons:

1) Internstional trede constitutes & large pro-
portion of the economic &ctivity of Arab countries, A
disturbance in the rest of the world sector will therefore
have considerable repurcussions on the whole economy.as

2) Fluctuetions in the exchange rates imply con-

siderable fluctustions in & country's termsof trade and

probably in its gain from trede.

26, The statement is often made by some economists that
trede constitutes a lerge proportion of the economic
ectivity of underdeveloped countries, This thesis was
at first unguardedly reiterated in the present paper,
An sttempt to verify it empirically, however, proved
thaet the thesis is somewhat tooc ambitious. As can be
seen from Appendix I, there is no necessary reletion-
ship between the degree of development of & country and
the relative importance of foreign trade in it.
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This may be illustrated with the help of the

following simplified disgrem

Coun@ A

Figure 1
Assume that countries A and B have only commodi-
ties X and Y to exchange and that they produce under
conditions of constant cost represented by the straight

lines OA and OB, OC &nd 0D are the offer curves of
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of countries A and B respectively ., Bquilibrium is
attained at B where the rate of exchange of Y for X is
equal to tangent ®, Suppose that the currency of country
A apprecistes in vaelue, 1In the absence of perfect price
flexibility, the offer curve of country A must shift

to the right such as OH., The terms of trede consequently
move in fevor of country A. (Since#8>44 ten.e > tan. €
But due to the contraction in the volume of trade country
A need not gein by the improvement in its terms of treade.

Fluctuetions in the terms of trade may in turn
resuit in disequilibrium in the balance of payments and
in temporery &and wasteful dislocsation of trade .

3) Fluctuating exchanges are & disturbing factor

in resource allocation, To illustrate, & fall in the ex-
change rates mekes imports less desireble than import com-
peting goods and thus crestes & tendency for the reslloca-
tion of resources from import industries to import com-
peting industries., But if the fluctuation in the excahnge
rate is only seasonal or cyclical, forces working for the
reallocetion of resources in & reverse tendency will soon
exert sn opposite pressure,

The foregoing discussion will indicate the impor-
tance of exchenge retes for & country whose foreign trade
constitutes a large proportion of its economic activity,
Alternative exchange rate policies and measures are,

therefore, likely to be vital issues to a large sector
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of the business populeation, Furthermore, it seems that

& steable or preferably en appreciat;ng currency has be-
come & source of national pride in the Arsb Middle Bast,
The misconception seems to hgld fast in Arsb public opinion
thet & policy which results in a&n epprecisting currency is
Rer se & superior policy, Consequently, any scheme which
deals with matters of exchange policy touches on delicate
political issues., The policy which it proposes must there-
fore be generally scceptable,

The Cese for Stable Exchanges

A, Fixed V5, Flexible Exchenze Rate; Historical Set-up

Teken out of its specific historicel context the
controversy over fixed versus fluctusting exchange rates
deteriorstes into- @ mere array of the edventages and
disadvantages of alternetive exchange rate policies.

The controversy is very old, In fect, the issues it
poses were debated during every period of ma jor economic
disturbance in modern Burope and were clarified during

the period following the Napoleonic wers, It wsas during

- this period, and in the fsce of falling prices, that

some economists started to sdvocate an internally
stabilized and, if necessary, an inconvertible paper
currency. Thus in 1817 Attwood recommended " 'an incon-
vertible paper currency issued by the government snd its
quantity regulated through open market purchases and seles

of its own securities... Regulation of the amount of the
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currency should pe intrusted to =a legislative commission
and should be carried out not by laws of maximum snd mi-
nimum but by judicivus legislative operstions upon the
issue of bank notes or other nationsl peper' ", <7

It 18 interesting to note that Attwood is here
recommending & system with stated rules and & more
liberal dose of "judicious iegisletive Operabions".28
He was among the first to show skepticism in the sutomstic
functioning of the gold standard. However, the current
trend of thinking in this respect, which included Ricardo,
Malthus end Jemes Mill was one of esdherence to the gold
standard, It was ssserted that "attempts to stebilize
the value of money beyond what metsllic money would do
of itseif,.,. were impracticeble and were straining after
unattainable per.feotion."29

The m&in issue was thus whether a fixed exchange
standard (such asthe gold stendard) or the inconvertible

paper exchange standard wes the superior system in

7. Jaecob Viner, Studies in the Theo of Internstional
Trede, (London: Herper, 1937) p.E{S.

28, It is interesting to note the agreement between

Attwood, writing in the esrly 19th century, and such
contemporary writers as Mints and Simons. "Qur problems, "
writes Simons in his‘Rule versus Authorities in Mone-
tary Policy", "is that of defining an adequate mone-
tary system based on simple rules and on finding the

way toward such & system ., We cannot seek merely to
return to seme arrangement of the past, ., Such a

system is attainable through economie reconstruction,
only by yeers of careful plenning end wise legislation,™

. 29, J. Viner, op, cit. p.214 .
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maintaining domestic economic stability, This issue
was left unsettled, because the adherents to the gold
standard denied the existence of any conflict between
external and internsl stsbility by assuming & system
of highly flexible prices and a high degree of mobility
of resources.ao
The above issues asgein became the subject of &

hested controversy after World Wer I, 1In the Tract on

Monetary Reform Keynes called attention to the conflict

between internel end external stebility. He advocated a
flexible system of exchanges stebilized in the short-run
by & wider spread in the velue of gold and by central
banking operations to buy &and sell "forward exchange at
reasonable premiums or discounts on the spot quotation."al
In the Trestise on Money Keynes again maintained
that changes in the exchange rates are preferfsble to
correct a foreign balance (B) over foreign lending (L)
provided that (B) rather then (L) is in disequilibrium,
Otherwise,varidtions in bank rates will be more effecﬁive.
It is &lso preferihble to vary the exchange rates in cases
of temporary disequilibrium, because they &ct quickly &nd
directly provided that adverse expectations do not defest

such a polioy.32

30, Lloyd Mints, Monetary Policy for & Competitive Economy,
(New York, McGraw-Hill, IQS%), P.20 .

31, A.I, Bloomfield, loc, cit., p.298 .

32, J.M, Keynes, A Trestise on Money, (London: Mscmillen,
- 1930), pp. 35 .
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In the General Theory Keynes stood for & steble

general level of employment and fluctuating exchange
rates in order to maintein equilibrium with the rest

of the world, However, the Generel Theory was only

indirectly concerned with probliems of an open economy,
It remained for other economists to use the tools
employed there to clarify this probll.em..:53 On the whole
'the impact of the theory of employment was to shift
emphasis from the problem of price stability to that

of income stability, This necessarily widens the s&rea
of economic policy from the purely monetery field to

ell esspects of fiscel and other stabilization poliicies,

The divergence of opinion on this matter and the

etmosphere of discussion it created "tended to gravitate
towards an intermediste system under which exchence
rates would be held steble in the short-run" but ad-
justabie over the long run.34

B. Case for Steble Exchanges

Stable éxchanges are maintained by the trensfer of

33, Of the economists who contributed most to the clari-
ficatiog of this ﬁssue mey be mention Ragnar Nurkse
in the League of Nations' International Currenc
Bxperience end in the "Conditions of International
Monetary Bquilibrium", Fritz Mschlup in the Interna-
tional Trade and the National Income Multiplier,
Jemes Meade, Abbe P, Lerner, Lloyd Metzler, J.J., Polsk,
and Joan Robinson,

34, A.,I. Bloomfield, loc. cit., p.301 .
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means of payment between & country and the rest of the
world or by restrictions on trade and payments, Fluc-
tuating exchenges, on the other hand, obviate the need
for such trensfers by immedistely changing the prices
of imports &snd exports, Thus both systems have the seme
eim, nemely, to achieve equilibrium in the belance of
peyments, But while fluctuating exchenges ect directly
end mey be esdeguate to correct & persistent disequilibrium
stable exchanges ere more roundabout and céan, in the
absence of price flexibility, correct only seasonel or
cyclicael disequilibria.

The case for & system of short-run stsble exchanges
rests on & few advantages which such & system has over
& system of freely fluctusting exchanges, First, fluec-
tuating exchenges introduce & further risk element into
the prices of internationelly traded commodities. The
prices of such commodities have therefore to be sufficiently
high to cover the risk premium, eand if exchenge rates
fluctuate considerably, the risk premium may be high
enough to act as & deterrent to international treding
activity. This is specially important in the case of the
staple commodities such as livestock and cereals in which
trade operates at & narrow margin of profit,

The presence of & well orgenized exchange market
will meke possible forward transections in exchange and

35

thus keep the risk to & minimum, But with the exception

35, Frank Teussig, Principles of Economiecs, Vol. I, (New
York: Macmillan, 1943, 4th edition), p. 420.
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of Beirut, the exchenge merkets in the Areb countries
ére not developed and lack the necessary orgenizstion
which would eneble them to deal in forward exchanges,
This fact is recognized by the Syriesn exchange stabili-
zation authorities:

"The Syriaen suthorities have attempted to

creete an exchange merket in Syris and to

encourage banking and financisl activities

in order that Syriens will not have to resort

to foreign exchange markets to effect transsac-

tions in foreign exchange. The weskness of the

Syrian exchange market is ascribed to two msin

causes:

1, The nearness of Beirut, which has become

&n internstionel money market for foreign ex-

change and gold, &nd

2, The lack of finencial fecilities and of
specielized institutions in the Syrian exchange
market capable of abaorg%ng and finencing foreign
exchange transactions,"

Secondly, it is often maintained that the move-
ment of capital is fecilitated under & system of stable
exchanges &nd hampered under & system of fluctusting
exchanges. Fluctuating exchanges introduce a further
risk for cepital movements and check the transfer of
purchasing power by allowirggreater variastions in the
prices of imports and exports, It is however doubtful
whether much weight could be attached to the above

argument for & system of stable exchange rates, Under

36. Syria-Ministry of Finance, First Annusl Report on
the Operations of the Bxchange Office for E§52,
Demescus, April 1953, (In Arebic, The perts quoted
were translated by the suthor),
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present world conditions, political and economic insta-
bility &re more potent deterrents to internstionsl in-
vestments then & system of freely fluctuating exchanges,
Moreover, cépital movements which result from discre-
pencies in the balence of pesyments are not necessarily
desirable, They may represent cepital flight due to
uncertainty aend speculation and may result in consi-
derable instability of the balance of payments, Besides,
it is not necessary that countries which are poor in
capitel resources shculd be the ones which develop
deficits in their balence of payments &snd thus receive
capitel, The reverse could equally be true. To the
extent thet fluctuating exchanges will check such capital
movements, they heve desirable effects, Yet it is doubt-
ful whether a system of fluctuating exchanges is at all
efficient in checking cé;ital flight, On the other hand,
fluctuating exchanges may check such desirsble short-term
lending which iqhade to take advantage of higher discount
rates or to obviaste the necessity for esdjustment under
circumstences not representing fundamental disequilibrium.37
Thirdly, it has often been asserted that & system
of fluctuating exchange retes will prevent or greatly

reduce the trensmission of economic fluctuations smong

countries while & system of stable exchange rates insures

37, Lloyd Mints, op. cit., pp.100-1
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external stebility at the cost of internal stability.
"Few nations, if any, will nowadays endure & severe
deflation or inflation just for the sake of a stable
exchange parity, It is only a&s & result, &nd not et
the expense, of domestic economic stebility that we may
hope for some stebility in internstionsl currency rela-
tions as well."38 .

While it is greatiy correct that/system of fluc-
tuating exchanges insures greater domestic stebility, it
will be & case of migplaced emphasis to drew the distinc-
tion between the two systems on this basis, specially
with respect ®© countries where internastionsl trade
accounts for & large proportion of economic ectivity, such
&s the Areb countries., PFiluctuating exchanges will also
entail considerable domestic instsbility via fluctuations
in the terms of.trade.

It will probably be labouring an obvious point to
emphasize the fect that a system of stable exchange rates
is not en end in 1taelf.39 The term equilibrium has un-
fortunately scquired some morsl value and is no more =

strictly neutral term., Bxchange stability may rule under

38, Regnar llurkse, "Domestic and International Bquili-
brium," The New Economics, (London: Dobson, 1949)
P. <81,

39, The fact should be noted that stability does not
imply the rigidity of exchange rastes, Stebility
me&ns that once correctly valued, the vsalue of a
currency will not be changed except to correct a
fundemental and persistent dsequilibrium,
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conditions of stagnation as well sas under conditions
of prosperity. It is the conditions which lurk behind
ény exchange stability that are Significant, The ques-
tion of exchange stabilization is, therefore, whether
stability is attained at the cost of specielization and
the efficient allocation of resources or by foystering
specialization,

The case for exchange stability in the Areb Middle
East rests, not so much on the fect that it eliminates
risks which impede commodity and capital movements, as
it does on the fact that it is s necessary condition for
regional economic integretion and Sspeciallya payments
&greement, A payments agreement funetions according to
&n assumed ateble pattern of exchange rstes, But if
actuel conditions are such that exchange rates are so
unsteble &s to meke the peyments agreement untenable,
the arrengement will become unacceptable to some members

eénd thus exposed to the danger of liquidation,
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Chapter III

Irede end Payments in the Arsb Middle East

The present chapter includes a study of trsde
and payments in the Arsb countries end of the impact
of the international financiel mechenism on the Arsb
economies, A brief description of Arab trede will be
followed in Section II of the present chapter by & dis-
cussion of the payments problems arising out of trade
and capitel movements, Finelly, measures introduced
to deal with such problems will be discussed in Seection
III. Ei%haaia Will be placed on exchange control snd
exchange stebilizetion in the different Arsb countries,

I. International Trede Activities in the Arab World

The impact of the internstional financial mechanism
on the different countries of the world is ususlly of
greatest consequence in those countries where internsa-
tional treding activities account for a considerable
proportion  of their total economic sotivity. The effect
of external forces is further intensified if a country
accounts for & small proportion of total internstionsal
trade. The Arab Middle East belongs to both groups of
countries. Exports from the region sre not only an
importent source of income to them but are slso probably

the mejor source of fluetuation in their economies, but
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8lso their share in the totesl volume of world trade is
80 smell that they cen exert but little influence on
the prices of the internationally traded goods which
they produce.l

While the peucity of balance of payments statis-
tics and of national income dets in the Arsb Middle Egst
prevents & detailed compsarison of internstional tresde
@ctivities with oversll economic activity, a study of
trade statistics, including the fluctustions in trade
@ctivities and prices, the commodity and geogrephic
composition of trade, and the terms of trade is very
illuminating,

Composition of Trade: Probably the main charsc-

teristic of the international trading activities of the
Arab countries is that their exports consist meinly of
& few primary products. This fact could be seen most
clearly from & study of the export figures of RBgypt
betwgen the years 1939 and 1952 presented in Table 2
belew, l

l. The main exports of the Arab countries ere petroleum,
cotton, textiles, and cereals, With the exception of
petroleum, their total production of the remaining
products is so small compared to total world produc-
tion thet they cennot, by their own action, produce
ény aéppreciable effect on world prices, The unsuc-
cessful attempt made by the Egyptian government in
1951-1952 to support the prices of Bgyptian cotton-
which is even & somewhat differentisted product- is
& case in point, With regard to petroleum, however,
the price policy is not in the hends of the Areb
governments,
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Teble 2
Value of Cotton and Other Exports from
Bgypt in £ B 1,000

1939 - 1952
Percentage
Value of Cotton Value of Total

Year Exports BExports g£ ég:tg%me
Exports to
Total Exorts

1939 i =4, 330 34,081 71.4

1945 | 32,173 41,630 77.3

1946 | 46,218 63, 681 72,6

1947 ‘ 69,335 85,978 80.6

1948 | 113, 327 140,741 80.4

1949 i 106,089 135,875 78.1

1950 ' 149,756 172,959 86,6

1951 164,101 200, 640 81.8

1952 126,413 142,852 88,5

Source: Nationsl Bank of Bgypt, Beonomic Bulletin,
Vol. VI, No, 3, 1953, p.ﬁg.

It will be seen from Table 2 sbove thst cotton
exports constituted over B0 per cent of the total velue

of commodity exports between 1945 end 1952, PFurthermore,
this percentage showed an upward trend between 1939 and
1952, 1In 1939 it stood.at asbout 71.4 per cent of total
exports, then rose to a level of 86,6 per cent in 1950
eand to 88,5 per cent in 1952,

In Iraq end Seudi Arebia petroleum constitutes
the méin export commodity. Thus in 1937-1938 petroleum

end products accounted for over 65 per cent of the totsal
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exports of Iraq., Berley and dates accounted for sbout

6 per cent of the value of exports each., In 1949 pet-
roleum sccounted for sbout 51 per cent of total exports,
berley for sbout 20 per cent snd dates for sbout 12 per-
cent.2

The exports of Syria end Lebanon show greeter
diversity then the exports of the remsining Arab countries,
The largest group of commodity exports from Lebenon are
eégriculturel end enimal products which accounted for
&bout one third of the total value of commodity exports
in 1954, end textiles which accounted forg little over
one fourth the value of exports. However, the whole vi-
8ible exports of Lebsnon account for & smell proportion
in the bsalesnce of paeyments,

The exports of Syrie show a somewhat similar thouch
less diversified composition than those of Lebanon, Agri-
culturel and snimal products accounted for a little over
one fifth the total value of exports in 1951, and textiles
and espparel sccounted for sbout 7 per cent of the vslue of
exports, Table 3 presents figures on the composition of

exports from Syris and Lebsnan,

<. Bconomie Cooperation Administration, The Sterling Area-
4An Americen Anelysis, (London 1951), p.40%,
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The Composition of Bxports from

Lebanon eand

Syris
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Total Bxports

Lebanon 1952 Syria 1951
Exports | Percentage | Exports Percentage
in of Total in of Total
LL.1000 | Exports L8.1000 | EBxports
1. Agricultural and
Animel Products 26,251 33.9 58,705 2l.2
2, Textiles and
Apparel 21,266 27.5 19,351 6.9
3. Metals and
Products 6,999 9.0 2,163 0.8
4, Instruments s&nd
Electrical Machinery 3,585 4,6 756 0.3
5. Minerals and
Products 2,094 Re7 513 0.2
6. Transportetion
BEquipment 949 | 1.2 38 ~
77,430 277,134

Source: Lebsnon, Ministry of Natio

Statistique

of Syrie 1951-1952,

ria
Economy, Statistical Abatract

nal Bconomy, Bulletin
Trimestriel, 1952-1953 and
Ministry of Naetional

Table 3 above indicates grester diversity in the

composition of Lebaneme exports then in the Syrian exports,

Thus while items 3-6 &bove conatituted about 17.5 per cent

of the visible exports of Lebanon,

the corresponding exports
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of Syrie eccounted for a little over one per cent of
total exports, This diversity in Lebanese exports will
probably become even greaster in comparison to Syrien
exports if the exports of the two countries are categorized
further to show the commodities exported rather than groups
of commodities,

However, while the exports from the Arab Middle
BEsat consist mainly of a few primary products and spe-
cially petroleum and agricultural products, imports to
the area are more diversified and consist mosily of men-
ufactured goods inciuding textiles, metal products end
machinery. Teble 4 presents the main imports into Lebanon
and Syria, The figures sre given in Syrian and Lebsanese

pounds &t their official rates of exchange.

Teble 4

The Composition of Imports into Lebanon &nd Syris

~m—

Lebapon 1952 Syris 1951

Imports |[Percentasge | Imports |Percentage
in of Total in of Total
LL,1000 | Imports LS,1000| Imports

1, Agriculturasl and

Animal Products 95, 287 30.9 38,729 12,8
<, Textiles and Apperel 47,058 15.3 64,950 21,.4
3. Metals end Products 21,283 6.9 22, 553 7.4
4, Instruments and

Electrical Machinery 26, 286 8.5 52,511 17.3
5, Minerals and Products 25,638 8.3 36,219 12,0
6. Transportation

Equipment 13,022 4,2 13, 144 4.3

Totel Imports 308, 480 279,596
“Source: Same as Table 3 ebove iy
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Table 4 shows that agricultural end enimel products
sccounted for one third and one eigfh of the imports of
Lebenon and Syrie respectively, The imports of industrial
products included under items 3-é accounted for about one
third of the total imports of Lebenon and sbout 40 per cent
of the imports of Syria.

Imports by Bgypt showed & similar though less diver-
gified composition in 1952, The import of agricultural
products eccounted for s little over one fourth the value
of total imports, fertilizers &nd chemicals accounted for
about 9 per cent, minerals for sbout 8 per cent, &nd motor
cars for sbout 4 per cent-.a

The lergest imports into Iraq in 1948 were textiles
and spparel which sccounted for about 21 per cent of total
imports, iron end steel which accounted for about 1l per
cent, mechinery which accounted for about 12 per cent,
transportation equipment accounting for about 5 per cent,
and sugar accounting for asbout 7 per oent.4

To summafize, the exports from the Areb countries
are mostly restricted to a few primery products such as
petroleum, cotton, cereals, and dates, On the other hand,
imports into the srea are more divergsified and consist
mostly of menufectured products. The problems Which this

pattern of trede poses for & regional payments union and

3, Nstional Bank of Bgypt, Economic Bulletin, Vol, VI,
No,1l, 1953, p.35.

‘4, Bconomic Cooperation Administration, The Sterling Area-
An Americen Anslysis, (London,1951), p.40%,
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for exchenge stebilization will be discussed presently.

Of major importence in this respect is the fact
that exports tend to be subject to seasonal fluctuations
varying with the agricultursl cycle of the main commodi-
ties exported., BExports are likely to be concentrated
during the months fallowing the harvest and to fall to a
low level during the remasining seasons, This seasonel
cycle can be seen very clearly from & study of cotton
exports from Bgypt, The sowing period for cotton in
Bgypt extends from early February to mid-March, The
growing period extends from mid-August to mid-October.5
Chart 1 presents a three monthly moving average of the
gquantities of cotton exported from BEgypt. 1In order to
eliminate the changes in the quantities exported from
year to yesr, these export figures are expressed as
percentages of the yearly exports,

It is evident from Chert 1 thet, allowing for some
irregularities, cotton exports from Egypt are subject to
regulsar seaaonai;ﬂnctuations which follow very closely
the egricultural cycle of cotton production, Thus, with
the exception of 1950, exports reasched their lowest level
during the lest months of the growing ses&son, namely July
and August and attained the highest level during the period

extending from December to February .

5, National Bank of Bgypt, Economic Bulletin, Vol, VI,
No.2, 1953,
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Chert 2 presents three monthly moving &verages
of the velue of cotton exported from Egypt expressed
&s percentagea‘of yesrly exports for the yeasrs 1949-
1952, It will be seen that the sesasonal cycle of the
velue of cotton exports is more pronounced than the
seasonal fluctuastions of the quantities exported.6 This
disparity between guentity figures end value figures is
attributable to two maein ressons. First, since cotton
exports which constitute about 80 per cent of the total
exports are subject to this seasonsl cycle, the demand
for end consequently the value of the Egyptian pound in
terms of other currencies will be subject to similer
fluctuationa.7 A period of heavy cotton exports, for
example, results in e rising exchange rate for the Bgyptian
pound and therefore rising prices for cotton in terms of
the local currency. The reverse is equally true for
periods of low cotton exports, Secondly, the price
of cotton and the gquantities exported ere closely rela-
ted, High cotton pricescall forth larger exports and

low prices result in & decrease in exports. With both

6. The irregulerity in the quantities of cotton exports
during the latter half of 1950 is due to the boom in
cotton pricea following the outbresk of the Koreen
War,

7. Since imports are less diversified, they are subject
to & much lesser degree of seasonal fluctuations,
This will create & disparity between the demend for
and the supply of Bgzyptien pounds in the foreign
exchange merket during the various seasons,
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gquantities and prices thus moving in the same direction,
the velue of exports will show greater fluctustions than
either the quantities exported or their prices,

The need to meintain equilibrium in the baslasnce of
payments asgainst seesonel fluctustions is felt by some
Arsb countries, specially Egypt and Syria. 1In Bgypt,
the Egyptien Cotton Commission was established in order
to provide the Bgyptian cotton market with additional
capital and storage facilities, while in Syrie stsbiliza-
tion eg8inst sessonal fluctustions is made the function
of the Syrian Bxchange Buremu, which was esteblished in 1952,

A further implication of this pattern of trasde on
international psyments for the Arab countries is thsat
fluctuations in the prices of one of the mein export com-
modities will have & great effect on both the terms of
trede and national income. Undoubtedly, the more diver-
gified & country's exports and imports are the smaller will
the effect of veriations in one commodity be on over-all
economic ectivity., In the extreme cese, if the prices
and composition of imports were sssumed constant and
exports consisted of one commodity only, then the rela-
tionship between the terms of trede and the price of that
commodity will be direct and proportimnsal,

Table 5 below shows the relastionship between the
terms of trede and cotton prices in Egypt for the years
1950-1952.a The price terms of trade is here computed

by dividing the price index of exports by the price index

8, The prices are those of Karnak "good" cotton which ac-
counts for about a half of the total velue of cotton
exports from Bzypt. See N,B.B,, BEconomic Bulletin.
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The gain from trade index is computed by

multiplying the price terms .of trade by an average of

the quantity import and export indices,

Gein from Trade Index =

_®p1
1

P

thus:

P4

where (e) stands for exports, (i) for imports, (pl)

for the price index during the year, &nd (91) for the

gquantity index during the year.9
Table 5
Cotton Prices and Terms of Trade in Bgypt
1950 - 1952
Price Indices | Quantum Indices | Price Price | Gain
r Indices |Terms | from
Yeer of Ka- | of | Trede
Jmports | BExports | Imports|Exports | nek'wod|Trade
Cotton
1950 100 100 100 100 100 100 100
1951 il4 158 100 74 117 139 121
1952 136 - 120 75 68 45 88 63
S

Source: National Bank of BEgypt, Bconomic

No.1 pp.37 and 71,

Bulletin, Vol,VI

Though conclusions besed on estimates obtained for

three yeers only asre mostly unwarranted, it is nevertheless

interesting to note the close relationship between the

9.

See Jacob Viner, Studies in the

Trade, (Yew York: Harper, 1937) D.

Theory of International
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price of cotton end both the terms of trade and the gain
from trede between 1950 &and 1952.10 Between 1950 and

1951 the price of cotton increased by about 17 per cent
and the gain from trade increased by about 21 per cent,
Cotton prices in 1952 fell to 45 per cent the level of
1950 prices end the gain from trade fell to 63 per cent
the level of 1950. The ressons for this disparity is
that other prices did not fall as sharply es did cotton
prices,

Fluctuetions in the prices of cereals and petroleum
ere probably &s important for the economies of the other
Arab countries as are fluctustions in the prices of cotton
for Bgypt. The prices of petroleum probebly do not flue-
tuete &s violently as the prices of cotton and some other
égricultural products. The stebilization of the prices
and production of such commodities would therefore be
very effective in stabilizing payments, tﬁe exchange
rates, and incomes, But becasuse the Arab countries sre
small producers compeared to total world production, they
cannot by their single asction stabilize the prices of
their mein exports., Table 6 below presents the production

figures of a few importent commodities produced by the

10, In & way, the colummon the gain from trede is somewhat
misleading. It gives the impression that the rektion-
ship between the terms of trade and the gein from trade
can be readily esteblished asnd that the lstter lends
itself to essy celculestion, Admittedly, the issue is
still & controversial ang; but for the purposes of the
present paper this controversy could be avoided by
adopting the formula used above,
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Areb countries &s compered to total world production.

Table 6
Production of & Few Products by Arab countries
as Compered to Totel World Production in 1950
(1,000 tons)

Production by |Percentage
Product Progﬁzigon Arab Count- of totel
ries World Pro-
duction
Wheat 143,000 2,500 1:7
Maize 131,000 1,400 1.0
Barley 46,000 1,300 2.8
Rice 150,000 1,500 1,0
Cotton 5,400 440 8.0
Crude Petroleum | 486,000 56,000 12,0
Crude Petroleum 15,0
1951 550, 000 80, 000

The petroleum figures include Bahrein, Kuweit,
Qatar, Saudi Arsbia, Iragq and Egypt. All other figures
are exclusive of Saudi Arsebis end Yemen and include only
the remeining Arsb League countries,

Source: United Netions Statistical 0ffice, Statis-
tical Yearbook, 1952, For Lebanon The
Tigures are from Netional Income of
Lebanon, Monogreph No,l, the Agricultural
Sector, The figures on Syria are teken
from the Statisdical Abstract of Syris, 1951~
1952, For Jordan end Ireg the figures were
Teken from Beconomic Research Institute
Reports on Agricultural Credit.
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It is seen from Teble 6 above that in the pro-
duction of cereals Arab countries account for such a
small proportion of total world production that they
cannot produce emy appreciasble effect on world prices.
On the other hand, though Arsb countries have a greater
~degree of control over the prices of cotton and petroleum,
it is doubtful whether their shsre of total world pro-
duction is large enouzh to meke the exercise of this
control at all practiceble, Furthermore, the control
which Areb governments can exercise on the production
of agricultural produce is greatly restricted by the
fact that egricultural production is subject to con-
siderable uncertainty on account of climate conditions
and thet it does not respond readily to changes in
prices &snd demand conditions,

Direction of Trade; An attempt was made in the

preceding section to discuss some of the problems which
arise out of thé composition of trade, 1In the present
gection some of the problems &arising out of the direc-
tion, or geographical composition, of trade will be
discussed, Tebles 7, 8, end 9 &and 10 present trade
figures obteined for Syria, Lebenon, Egypt, end Ireq

clessified by countries of origin and destination.

il, T,W, Schultz, Agriculture in an Unstable Economy,
(New York: McGraw-Hill, 1945), passim.
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Syria's BExports end Imports Classified by Countries

of Origin end Destination (L,S, 1,000)

1951
Percen- Percen-|
tage of tage of
BExports|Totel Imports|Total
Exports Imports
Areb League Countries [107,794 38,9 54, 690 18.0
France 50,353 18,2 31,727 10.4
U,S,A, 37,362 13.5 55, 514 18,3
United Kingdom 19,522 7.0 38, 945 12,8
Italy 14,493 5.2 | 21,225 7.0
Turkey 3,498 1.3 16,097 5.3
Westernﬁhmﬁ- 2,799 1.0 16,922 5.6
Total 277,134 303, 951
Source: Syria, Ministry of Nstionsal Economy, Stastistical

Abstract of Syries, 1951-1952, Demascus,

1953,
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Tabie 8
Lebsnon's Bxports &nd Imports Clesssified by
Countries of Origin and Destination

(in 1,000 LL.) 1952

Percent- Percen-

age of tage of
Expor ts|Total Imports | Total

Exports Imports

Arab League Countries| 37,283| 48.2 90,829 29,3

U.S.4A, 6,907 8.9 48,009 15.6
United Kingdom 4,279 5.5 30,663 2.9
France 3,666 4,8 26,708 8.7
Itely 3,361 4,3 12,497 4,1
Hollend 117 - 5,267 B |

Total 77,430 308,480

Source: Lebanon, Ministry of National Economy, Bulletin
Statistique Trimestriel, 1952-1953,
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Bzypt's Exports and Imports Clessified

Countries of Origin end Destination
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by

(£®8 1,000) 1951
Percen- Percen-
tage of tege of
Exports |[Total Imports |Total
BExports Imports
Arab League Countries 4,789 2.4 9,270 33
United Kingdom 38,571 19,2 41,927 | 15.0
India <9,883 14.9. 5,424 1.9
France 19,725 2.8 20,482 7.3
U.S5.4A. 19,507 9.7 65,146 |23 .3
Italy 16,161 8.1 15,665 5.6
Jepan 14,670 7.3 1,208 0.4
Czechoslovekia 9,524 4.7 2,101 0.8
Germany 8,710 4,3 9,798 3.5
Totel 200,639 279,596
Source: Ministédre des Finences et de L'économie,

Annuaire Statistique 1949-1950 et 1950-1951,

428%me et 488me ennées, Le Ceire, 1953, pp.B852-3
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Table 10

Iraq's Imports and Bxports Claessified by Countries

of Origin and Destination

(1.0, 1,000) 1952

~

Percen- Percen-

tage of tege of
Exports |Total Imports | Total

Bxports Imports
Arsb League Countries 2,726 15 2,630 4
United Kingdom 6,737 36 23,163 37
Burope 2,248 12 10,917 16
India 1,224 7 2,440 4
U, 8.4, 491 3 11,330 18

Total 18,776 61,872

The Areb Leasgue figures include Egypt, Syris,

Lebanon,

only.

Source: UNRWA,

and Jordan only.
Belgium, Czechoslovekie , Germeny , Ib&ly end

The figures on EuroEe include
etherlands

terly Bulletin of Economic

quer

0,9,

Development,
SfafIsEI T

cal Appendix,

3rd quarter, 1953,
P.23.
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On the basis of the above tables and on informestion
obtained for other Arab countries, it is possible to clas-
8ify these countries into three groups with reference to
the geographic pattern of their trade, The first group
includes such countries &s Syris &nd Lebenon which have
very strong trade relstions with other Arsb countries,

The trade of these countries with the United States and
Western Burope is &lso very large though it ranks second
to their regimnal Areb trede,

Table 7 shows that sbout 40 per cent of the Syrian
exports went to other Areb countries while only e&bout 20
per cent of its imports came from other Arsb countries,
Syrien exports to oOther Arab countries exceeded its
imports therefrom by & little over L.,S, 60 million,

Teble 8 shows that imports from all other Arab
countries constituted sbout 30 per cent of total Lebsanese
imports while exports to other Arab countries constituted
about & half of Lebanon's exports on‘commodity account,
In this respect, the U,5.A. ranked second, the United
Kingdom ranked third, and France ranked fourth, It should
be noted, however, that until March 14, 1950,Syria and
Lebanon constituted one customs union and that their
trade with Arab countries as given in Tables 7 and 8 is
largely trade between them,

The second group includes those countries in which

inter-Arab trede constitutes only & sm&ll proportion of
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their over-all trade. This group, which includes Rgypt
and Ljbya ,has the closest trade reletions with other
aress, specially the United States, the Sterling aree
and Western EBurope, Teable 9 thus shows that Egyptian
trede with the other Areab countries asccounted for a
little over 2 per cent of the total exports and over

3 per cent of the total imports, On the other hand,
Egyptian trade with the United States accounted for
about 23 per cent of the total imports and 10 per cent
of the exports; trade with the United Kingdom &ccounted
for about 19 per cent of the exports and 15 per cent of
the imports; trade with India sccounted for about 15
per cent of the exports &nd 2 per cent of the imports;
end traede with three O,E.E.C., countries (France, Italy,
8nd Germany) &ccounted for éout 22 per cent of the exports
and 16 per cent of the imports,

Finally, countries such as Irsq, Jordan, &nd Sgudi
Arabia may be classified as a third group. Their trade
relations are cldaest with non-Areb countries, primasrily
the United Stetes and England, but unliike Egypt, inter-
Arsb trade constitutes an important proportion of their
over-all international trade activities, Thus Table 10
shows that in 1952 ebout 36 per cent of the exports of
Iraq went to the United Kingdom, about 12 per cent went
to a few Buropeen countries, 7 per cent to India, &nd

eabout 3 per cent to the United Stetes, On the okher
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hand, Jorden, Syria, Egypt, snd Lebanon imported about
15 per cent of the total exports of Iraq.lz 0f the total
imports of Iraq about 37 per cent came from the United
Kingdom, 16 per cent from a few European countries, and
18 per cent from the United States., Imports from a few
Areb Middle Esstern countries accounted for about 4 per
cent of the totsal im.ports.13

The foregoing discussion indicates that the impor-
tance of inter-Areb trade varies considerably from one
Arsb country to the other, The need for & regional

payments union will elso vary,

1I. Balance of Trede and Paeyments Problems:

From & study of internstional trede figures &and
of the aveilable balance of payments statistics, the
following observetions ere made with reference to inter-
national payments in the verious Arab countries:

1) Commodity imports tend to exceed exports from
the various Arab -countries, Table 10 below presents
import and export figures for Syria and Lebenon during
the period 1938-1951 inclusive, Since the value of

imports are converted into Syrian or Lebanese pounds

12, Figures for 1949 were obtained and they show & gimi-
lar pattern, See Bconomic Cooperation Administration
The gjerling_Area—ég American Analysis, (London,lgﬁlﬁ,
p.417,

13, Import figures for Jordan in 1950 were obteined, They
indicate that the largest proportion of Jordan's im-
porta come from the United Kingdom and that all other
Arsb countries together renk second in this respect.
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et their officiel rates which are lower than their merket
rates whiie the velue of exports is given at the market
rates of exchange, the excess of imports over exports is
defisted, This correction will strengthen rether than
detrect from the velidity of the erguments presented

here,
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Veiue of Goods Imported end Bxported from

Syrie and Lebenon 1938-1951
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Value of Imports Value of Bxports Bxcess of Im-
into Syria end from Syria and ports over
Lebanon in LS, Lebsnon in LS, Exports in LS,
1,000 Million 1,000 Million 1,000 Million
1938 71 39 32
1939 76 37 39
1940 57 19 38
1941 41 11 30
1942 107 24 83
1943 110 3e 78
1944 94 46 48
1945 131 44 87
1946 =67 86 181
1947 <63 84 279
1948 483 79 404
1949 516 111 405
1.1.50
to
13,350 117 38 79
Syria|Lebanon| Syrie | Lebanon Syria|Lebenon
LS, LL, LS, LL, LS, LL,
Million/Million|Million | Million | Million|Millicon
13,3, 50|
to 198 245 208 67 -10 178
31,1280
1951 304 321 277 98 27 223
1952 308 77 <31

As from March 14, 1950 the Customs Union between Syria
end Lebsnon wes terminated,

Source: Lebeanon, Ministry of National Economy, Bulletin
Statistique Trimestriel, Vols, I-IT}, Syris,
Ministiry of National Bconomy, Stetistical
Abstract of Syris, 1951-1953,
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It is evident from Table 11 that between 1938
end March 13, 1950 the combined import surplus for Syria
end Lebenon amounted on the average to sbout 75 per cent
of the total imports, 1In other words, exports covered
only one fourth of the total value of imports., Trade
figures secured for the period subseguent to the termi-
nation of the customs union between the two countries
show that while the ratio of exports to imports does not
change in the case of Lebenon, the corresponding rsatio
for Syria is about equel to one.

Similarly, Egyptian trade figurea for the years
1945 to 1951 inclusive show a persistent import surplus
averaging about <5 per cent of the total 1m.ports.l4 The
trade figures of Iraq for the three years 1947 to 1949
el8o show & deficit emounting to about 46 million dinars,
or & little over one third the total value of imports
during the same period,

This aspect of Arseb trade, nemely, the tendency
fpr the verious countries to develop & persistent import
surpius on account of their commodity trade is ascribed
to two mein causes, First, Arab countries ere susceptible
to over-expansionist policies which result in & persistent

disequilibrium in the balance of payments.l6 Secondly,

14, National Bank of Egypt, Economiec Bulletin, Vol,VI,
1953, Trede with the Sudan is excluded,

15, Boonomic Cooperstimn Administration, The Sterli
Area - An Americen Analysis, (London, I§51!,p.3%§.

16, This problem was discussed in chapter II sabove.
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it seems that whenever belance of payments problems
impose on the government & restrictive trade policy, the
imports of services are more readily restricted than the
imports of tasngible goods,

The presence of & large import deficit on com-
modity trade asccount is necessarily covered by an export
" gurplius of invisible trade, or by & net capital influx,
or by accommodating tresnsacticns., However, since the
deficit described asbove i# persistent, it is unlikely
that the adjustment in the beslance of payments is brought
about with the help of sccommodating trensactions, It
will therefore be sdmitted that the deficit on commodity
trade transactions reflects the megnitude of lang-term
caepital inflow and the export surplus arising from in-
visible trade, Thus in Leb&non the yearly deficit on
visible trade sccount exceeds LL, 300 million which, in
the sbsence of sdditional restrictions on trade and pay-
ments, indicete the presence of & corresponding surplus
on invisible trade end the cepital accounts,

2) The United States is the most important source
of imports for many Areb countries but is not the most
important export market for the same countries., This is
true of Syria, Lebanon end Bgypt., It seems that despite
the fact that sizesble dollar payments are mede to & few
Areb countries on account of petroleum exports, the Areb
Middle Bast as a whole does suffer from & problem of dol-

ler shortege. 4n indication of the nature of this problem
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can be seem from Teble 12 below Which presents figures

on the distribution of foreign exchanze resources esnd

gold in Egypt.

Table 12

Spot Assets of Foreign BExchange and Gold of

All Bgyptien Banks (in £ B million)

1951 - 1953
29.12,1951)27,.12,952|28,3,953|29,8,953
Sterling No.l &/C 23,9 6.3 18,1 21,4
Sterling No.2 &/C 196,2 173.7 164,0 164,0
Gold 60.6 60.6 60,6 60.6
U.5, and Canadien
Dollars 37 .4 20,8 19.3 11,6
Other Currencies 12,3 10,9 10,7 12,0
Total 330.4 2872.3 | ara.? 269,6

Source: Nationel Bank of Egypt, Economic Bulletin, Vol,VI,

1953.

It is evident thst the rstio of dollar essets to

totel foreign exchenge and gold assets aveilable at all

Bgyptian banks was felling between 1951 and 1953 end resched

& low level of 4 per cent &t the end of August 1953,

Should

such & low percentege of dcller resources be compared with

the trede figures, it will reveal that while in 1951 total
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imports from the United Ststes amounted to about £R 65

million, exports to the seme country amounted to sbout

£E 20 million., In other words, while trade with the

United States esmounted to sbout 20 per cent of total
Egyptien trede in 1951 snd the trsde deficit with the

g8ame country asmounted to & little over on hslf the
totael trede deficit, dollsr resources which asmount to
about 5 per cent of the total foreign exchange resources

seem to be small, This deficit, however, was pertially

covered by an export surplus to other dollar sres countries ~

mainly Jepan 17

end pertielly by dollar ecquisitions
from other countries and by the liguidation of a part

of the dollsr resources., Imports from the American mone-
tary sres were sufficiently curtasiled in 1958 to reduce
the deficit to & mere £8 2,7 million,18 Nevertheless,
dollar reserves declined by sbout £E 16.6 million of
which ebout £E 11 miliion were utilized in the settlement

of multilateral deficits chiefly with Switzerland, the

United Kingdom, &nd Gﬁnada.lg

It is however probable that aside from cspitel

inflow the problem of dollar shortage is common to all
the countries of the Arab Middle Bast., The gap in dollar

17. The totel proceeds of exports to other doller sres
countries esmounted to £B 14,2 million in 1951, oOf
these £E 12,2 million came from Jespan. The payments
for imports amounted to £B 10.7 miilion of which
£8 4.3 million were made to Jspan, See Yational
Bank of Egypt, Bconomic Bulletin, Vol, VI, No,2,
1953, p.l02,

18. Ibid., pp.104-106
19, Ibid., p.103
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ecquisitions on current account is in some countries

covered mostly by capital infiow, but is in momBt Arsb

countries covered by the imposition of restrictions on

trede with the American monetary sres &nd the liguids-

tion of dollar reserves asccumulated during the World Wer

end during the recent boom following the Koresn Wer.
The problem of dollar shortage has profound impli-

cations for &ny regional psyments agreement in the Arsb
Middle Eest, especielly as the intensity of the problem

end the degree of exchange control prectised in the ares

differ widely from country to country., Pending & fuller

discussion of the problem in chapter ¥V below, some of

its implications on & payments union may be mentioned

here in passing. The first is that regulstions concern-

ing payments and specisily dollsr pasyments will tend to
grevitate to & uniform pattern for all countries con-
cerned, This will involvé considerable changes in the
monetary and exchange control systems. Secondly, restric-

tions on trede with members of the payments union must
be modified in order to prevent, among other things,

the cerrying out of three cornered transections which

are detrimentel to the financiesl position of some mem-

bers of the peyments union. The necessity thus to tighten

trade regulations will be contradictory to the basic

objective of a payments union, Thirdly, it involves
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for some countries the substitution of foreign excheange
earnings from & soft currency aree for earninzgs from
hard currency seresas, Fourthly, as it is very uhlikely
that the intensity of the doliler shortage will be uni-
form for &lil countries concerned, eny plan for pooling
dollar resources, even if initielly accepted, will not be
very stsable,

3) A lerge proportion of the foreigzn exchange
reserves of the Arsb countries accrue directly to the
governments on account of petroleum exports, Thus the
direct payments made by oil companies to the governments
of 0il producing countries in the Arasb Middle East in
1952 emounted to ebout § 440 million. Furthermore, this
source of income hes been increasing sherply since the
laest fifteen years, It increased from sbout § 11 million
in 1940, to ebout § 27 million in 1946, to § 60 million
in 1948, to S 150 miilion in 1950, $ 240 million in 1951,
and then to § 440 million in 1952.20

It should however be noted that this revenue is
not evenly distributed over the whole region. It accrues
almost exclusively to three countries only, namely, Iraq,
Kuweit, and Sgudi Arsbia, Thus in 1952 theBe countries
together received sbout 95 per cent of the total roysl-
ties while Egypt, Behrein and Qater received the remaining

5 per cent,

20. U,N,0., Review of Economic Conditions in the Middle
Bast, i95I-52, Depertment of Boonomic ATfElTs (Wew York:
Merch, 1953), p.59., The fizures on petroleum include
Behrein, Bgypt, Irag, Kuweit, Qatar and Ssudi Arabisa,
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In addition to the royslties pasid to the various
governments, the petroleum companies spend large sums on
wages, services end supplies thus providing Areb countries
with & further source of foreign exchange. In 1949 such

expenses esmounted to sbout 6.4 million dinars (about 19

million) diners in Ireq, § 20 million in Saudi Arasbis,

$# 19 miilion in Kuweit and Bshrein, and ebout £E 1 million
in Bgypt. In Syrias it was estimated that the local ex-
penditure and direct payments by the oil companies amounted
to about LS, 55 million (ebout § 15 million) of whieh LS, 17
million (about § 4.5 million) was met from the proceeds of
petroleum sale for local consumption.zl

From the foregoing discussion two conclusions
become eminently clear, The first is that the petroleum
industry, which is an export industry, is probably the
most important source of foreign exchange in the Arabd
countries, The major pert of this revenue accrues directly
to the governments, Secondly, this revenue is very

unevenly distributed over the whole region.

BExchange Control snd Exchaenge Stabilization

in the Arsb Mjddle Esst

Broadly defined, the term exchange control signi-

fies "every form of intervention on the part of the

2l., loec, cit,
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monetary esuthorities... siming at interfering with the

nd2 Such & brosad

tendencies affecting exchange rates,
definition of exchange control is, however, too wide to

be useful., It will in fact comprise all types of ex-
chenge control irrespective of their purpose, their
severity, or the degree of their interference in the
price mechanism,

It is therefore found necessary in anslyzing the
measures of exchange control snd exchange stabilizetion
prectised in the Areb countries to distinguish between
ﬁhe different systems of exchange control, tsking into
considerastion the severity of the measures, their purpose,
and their departure from & libersal system. Accordingly
five types of exchenge control ere distinguised below :

1) dontrols restricted to mild interference in
the exchange market end directed to the eliminstion of
speculative sctivity in exchanges and et ironing out
sharp variations in exchange rates. This type of control
was practised by the British monetary suthorities after
the estasblishment of the British Exchange BEgualizetion
Account in 1932 and is now practised by such countries
es Switzerlsnd &nd the United States, The system of
exchange regulations now operating in Lebenon conforms

most closely to this type of control,.

22. Paul Einsing, Exchange Control, (London, Mecmillen,
1934), pp. 9-10.
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2) The second type of control is that which aims
&t protecting the currency ageinst loss of value arising
out of cepital flight, This type of control involves
the restriction of caspitael movements &nd sometimes the
monopoiization of foreign exchange resources in the hands
of the government, However, becsuse capital flight can
be brought asbout in meny weys, of which the transfer of
purchasing power is only one, measures of this type of
control would normally leed to stricter control over trade
end internstional transactions,

Exchange control measures practised in Syria at
present ere & mixture of the first snd second types of
exchange control, The monetary suthorities aim &t pro-
tecting the Syrian currency egeinst loss of veaelue arising
from cepital flight but do not exercise sny monopoly power
over the foreign exchange resources of the country, The
Syrien monetary esuthorities work on the essumption that
the main cause for capital flight from Syria is the fact
that the Syrian éurrency is subject to & considemble
degree of seasonsal fluctustions, Staebilization ageinst
such fluctuestions will therefore greestly reduce capital
flight,

3) The third type of exchange control exists when
the government fixes prices for foreign currencies and
prohibits all dealings outside of such prices. This
usually entails the monopoly of foreign exchenge resources

or strict supervision of transactions which involve the
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use of foreign exchange. In its broad outlineas this type
of control is practised in Iraq, Jordan, and Egypt.

4) The fourth type of exchange control is similer
to the third in ocutward form, but differs from it in the
appropriste policy required to adjust egquilibrium, If
ad justments can be brought about by the imposition of rest-
rictions on cepitel movements, this type of control mey be
classified &8s the third type. But if sdjustment requires
the imposition of restrictions on credit, edjustment of
costs of production, and changes in the level of economic
ectivity, these methods may be classified as the fourth
messure of exchange control, This type of exchanze
control is probably not praectised by the Arab countries,

The distinction between the above two methods of
exchange control lies in the underlying conditions which
bring sbout disequilibrium in the belance of payments,

If such conditions can be remedied by & change in the
regulstions affecting capitel movements and exchange
rates, then the éystam of control is less severe than
under conditions which require either a read justment of
costs or changes in the level of economic esctivity.

5) The culminating phase of exchasnge control is
attained when it is used &s a wespon of commercial po-
licy or even &s & tool for the excercise of political
control, This type of control does not differ from the
rest in the severity of the measures aspplied, but rather

in the purpose for which exchange control is resorted to.
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A good exsmple to this system of exchange control is
found in the system of mulitiple exchange rates devised
by Germany during the thirties snd used to diseriminate
against certain countries.za This type of exchange
control is now very uncommon and is not used in the
Arsb world,

It is possible in the light of the foregoing
classification to describe more clearly the systems of
exchange control and exchange stsbilization practised
by & few Arab countries. Unavoidably, however, the
following esnalysis cennot be systématic.

Syrie end Lebenon: Exchange control was introduced

into Syris and Lebasnon in 1939, when & Bureeu of Foreign
BExchange was estsblished and placed under the direct
control of the High Commissioner for Syrias &nd Lebanon.2
In 1944 the Buresu wes handed over to the Syrian snd
Lebaenese governments and was entrusted by them to the
Bangue de Syrie et du Liban, This parallel development
of the system of exchange control in Syris snd Lebanon
was terminsted when, in Februery 1948, the Lebenese
government signed the monetary agreement with France
while the Syrian government leter signed a separate

agreement,

23, Howard Bllis, Exch e Control in Central Europe
(Cambridge: Harvar& ﬁniversify Press, 194l),pp.s-6

24, Order 336/LR, March 3, 1939.
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In Syria Legislative decrees No,91l and 92 were
immediately promulgated, on Februsasry 10,1948, It wes
stipulated that the administration of the Foreign Bx-
change Bureau will be left with the Banque de 3yrie
et du Liben and that & Committee for Foreign Exchange
Control be created snd attached to the Mjinistry of
Finance, On the 10th of October 1949, the Foreign
Exchange Fund was established snd endowed with the main

function of dealing in gold and foreign exchange for
government purposes,

This multiplicily of institutions without any
clear definition of their functions resulted in some
confusion snd in considerable inefficiency. Consegquently,
the need wes felt for & complete overhsuling of the
system of exchange control, To this need the govern-
ment responded by issuing Legislative Decree Nd&. 208,
which wes promulgated on April 21, 1952, The provi-
sions of this law will be discussed presently.

Bxchange control in Syries pesssed through the
following stages, Between December 3, 1939 &nd August
12, 1948 there was slmost complete control over foreign
exchange transactions. 1In other words, exporters were
required to seil their foreign exchange @cquisitions to

the exchange control authorities st the officiel rate,

25, Legislstive Decree No. 55, 10 October 1949,
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while importers were required to obtein import licenses
which entitled them to & certein smount of foreign ex-
chaenge at & specified rate. This made it possible for
the government to prectise & system of multiple exchange
rates end thus to discriminaste agasinst some imports and
exports, & power which wes often grossly abused.26

The period extending from the 12th of August 1948
to the 26th of September 1949 witnessed & considrable
libereiization of foreign exchenge transactions, Con-
trol was in genersel discontinued over the lergest pro-
portion of trade, but wes masintained over & few curren-
cies oniy &nd over & few imports and exports. At first
exporters were required to sell at the officiel rsate
20 per cent of their foreign exchange acquisitions to
the suthorities. Subsequentliy, this ratio wes reduced
to 10 per cent,

The period extending from the 27th of September
1949 to the 2nd of May 1950 was one of fuil freedom in
all foreign exchange dealings which were mede on account
of normael trede trensactions. The export of foreign
exchange and Syrian currency wés gtrictly prohibited,
But dlose upon the terminetion of the Customs Union with
Lebenon, edditionsl restrictions on foreign exchange
trensections were imposed, It was made necessary that

the value of a few commodities exported to such currency

26, Syrie, Ministry of Finance, First Annuel Report on

the Operstions of the Exchange Office for IESE

{Demascus, April 1953), p.
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areas as the doller, the sterling and the Swiss franc
should be repatristed within & period not exceeding six
months from the date of export. Yet the exporter wsas
given fulil freedom to dispose of this foreign excheange
in the open market.27

Complete reorgsnization of the system of exchange
control in Syris waes sttempted by the government in
Aprii 1952, when it promulgsted Legzislative Decree
No,208. This law created the Bureau of Foreign Bx-
chenge &nd abolished all other institutions desling
in the regulietion of foreign exchange., The Buresu
wes invested with the following functions:

1) To stabilize the foreign exchance rate of the
Syrién pound egainst all fluctustions deemed detrimental
to the internationel finenciel position of Syrig;

2) To act &s intermediery for the government in
all public transactions in gold and foreign exchsange;

3) To hold the official reserves of gold and
foreign exchange; &nd

4) To administer on behalf of the government sll
clearing, psyments, &nd capitel movement agreements
concluded between Syrie and foreign countries.28

Aside from these argenizetional changes in the

gsystem of exchange control the law introduced little

27, Ibid., pp. 10-11
28, Ibid., p. 13
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changes into the asctusl measures of exchange regula-
tion, In fect, the government hed noted that becsause
the Syrian currency was subject to seasonal fluctus-
tions and the Syrian exchanze mesrket lacked the banking
institutions and facilities which are capsble of ab-
sorbing the foreign exchange during the sessons of
heavy exports, the Syrien exporter was not repstriating
completely the velue of his exports., Indeed, the pull
which the Beirut money market excercised on the Syrian
trader greatly hampered, so it seemed to the government,
the development of sn orgenized money merket in Syria,
This resulted in some csapital fiight from Syria &nd in
considerable evasion of exchange control regulstions,
The objectives desired from the estsblishment 6f the
Bureau of Foreign Bxchange are therefore three-fold:

l) To strengthen the Syrian money market by in-
creasing the facilities aveileble for financing the
foreign exchange resources sceruing to residents;

2) To stébilize the Syrian pound meinly ageinst
gseassonal fluctusetions, specielly a&s such fluctuations
tend to produce some cabital flight from the Syrian
money market to the mearby Beirut market; &and

3) To consolidete end make effective the regula-
tions instituting & free money merket in Syria with

the hope thet such & merket will provide foreizn investors

with sufficient security to make them invest their cepital

‘in Syria.
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It is rather contradictory that paternelism in
stete economic policy should be made the mainspring of
& liberel money market, 1In its attempt to develop the
national economy the Syrian government overlooked the
simple fact thaet a free money market is the result
of suitable poiitical, economic and social conditions
end cennot be simply legislasted into existence, The
following paragreph, teken from the First Annual Report
of The Buresu of Foreign Bxchenge illustrates this
implicit indecision between paternelism and the desire
to create & liberal money market:

"In as much as the law reserves for the

benks end for the exchenge deslers all

transsctions in foreign exchange, it also

imposes upon them honesty in performing

that which is entrusted to them, Such

institutions should administer the ex-

change regulations feithfully and trest

their customers with consideration; con-

sequently, they should prepare schedules

of the commission, expenses, and interest

raetes which they charge for their servi-

ces a8 financial intermediaries and must

submit such schedules to the Burgau of

Foreign Bxchange for sapproval,"

Lebasnon: Foreign exchange regulations enacted by
the Lebenese government since February 1948 d4id not dif-
fer meterielly from the regulstions introduced by the
Syrien government, But while both governments aimed
at the creation of a free foreign exchange market,

conditions in Lebanon were far more favourablefof the

- 29‘ Ibid., p.lb .
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attainment of that end., 1In the first place, Lebenon
enjoyed & greater degree of politicel stability then
did Syrie., Areb exporters snd importers,therefore,
deemed it more secure to hold their liquid funds in
Lebenon rather than in their own countries, Further-
more, financiel institutions in Lebanon were more
'organized than their counterpart in the remeining Arsb
countries and thus afforded treders with gresaster faci-
lities than they could get elsewhere in the region,
Secondly, the generel economic policy which the Lebanese
government foilowed was more consistently liberal than
the policy adopted by the Syrien government, 1In fect,
in Lebenon more than in any other Arsab country, foreizn
exchance transactions were thoroughly, though gradusally,
freed o