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FOREWARD

It 13 a commonplace that fluctuations in the economically
more advanced countries fall with muitiplied violence on the
devejoped lands, and especially on those that supply food and
raw materials. Puerto Rico during the period of the Great depres
sion provided a grievous example of this tendency. Even in the
much milder recessions of the fifties, it cast the major shadow
on the economic relations of the United States with the other Latin
American countries. No result of industrial development and di-
versification is more to be welcomed than the prospect of reduced
vulnerability to such fluctuation. In the case of the developing
countiry, there is the companpion question of the effect of the
industrial fluctuations on the rate amnd reliability of economic
advance. Together, these questions make the problem of the pro-
cess and effects of the transmission of the business cycle from
more to less advanced economy one of much practical importance.

Those of us who have been associated over the years with the
Social Science Research Center of the University of Puerio Ricoe
have been much interested in this kind of question. Poor countries
must husband their research as well as their other resources. One
way of doing this is to bring sound techniques of analysis on
issues of unquestioned relevance to the community in guestion.
In a poor country, it may better to fail in answering important
questions than to succeed in answering unimportant ones. There
is a place for research in the social sciences that is less severely
guided by the seeming importance of the problem. But it should
be undertaken in the largest amount by institutions that are most
amply endowed with research funds.

Dr. Baer, in this study, has tackied the effect of recent economic
fluctuations in the United States on the Puerto Rican economy
and the meaning of the results for practical policy in the Com-
monwealth., The evidence has not been easy to handle, for efiects
in Puerto Rico have been masked by the growth of that economy,
and the task would have been simplified, though at a cost no one
would wish to meet, had the recessions studied been more severe,
These difficulties notwithstanding, he has cast important light on
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the effect of economic fluctuations as belween the two evonuiues
1t will also be evident that he has brought both qualification and
imagination to the analysis of his data. The study adds importan:
ly, I think, to what is beginning to be-—ceriainly as compared
with the situation a decade ago— a very good understanding of

the Puerto Rican economy.

Jokn Kenneth Galbraitk

AVYi



CHAPTER |

INTRODUCTION

It 13 the purpose of this study to analyze the past, present,
and possible future effects of economic fluctuations in the United
States on the Puerto Rican sconomy, We are interesied in this
reiationship especially in the light of the industrialization which
Puerto Rico has undergone in the last decade. Since 1947 the
real gross product of the island has increased at a rate close to
six per cent a year, while per capita income has increased almost
as rapidly. In the same perniod the structure of the economy has
undergone and is undergoing fundamental changes. For example,
in 1947 the contribution of agriculture to national income
amounied to 26% in 1958 it amounted to 14%; manufacturing
contributed 17% in 1947, while in 1958 if contributed 22%. A
concomitant of these developments has been a substantial change
in the «foreign trade» dependence of the island, which is
conducted privoarily with the U. 5. Mainland. The ratio of exports
of goods and services to gross product, which had increased from
32% to 44% in the 1940-48 period, increased by another 1(%
in the subsequent decade, and this was accompanied by a drastic
change in the commodity composition of exports.

Thus the principal guestions to which we shall address our-
selves are as follows: does the change in the structure of the
Puerto Rican economy and its closer relationship with the U, S,
Mainland make it more sensitive to U. 8, fluctuations? Threough
what channels are these fluctuations passed on to the island?
But to answer these questions we shall have to carry our analysis
still further, even in its broader coniext. Puerto Rico has been,
and still is, a rapidly growing and changing economy, and this
makes our kind of study more difficult and complicated, Due to

1



2 INTROBUCTION

the strong growth trend, «normal» reactions to t.hi:.s?\i'iaéniané cycle
will hardly be discernible. The underlying growth factor consider-
ably softens any impact. This leads cur study into two Dbroad
channels. On the one hand, we shall have 1o examine the effects
Mainiand fluctuations have on the rate of growth itself, and on
the other hand, we shall have to estimale the impact on the
island as if most of the growth rate were to be climinated,

The latter type of approach is of crucial imporiance 1o the
policy maker. Since the development policies of Puerte Rican
-authorities have been such as to make the island’s growth Jepend.
ent primarily on external capital and its preductive capacity
dependent increasingly on external trade, (9 1t 15 of greal interest
for the policy maker who is in charge of prometional activities
for attracting capital, to know about the invesimeni-behavioral
patterns of Mainland entrepreneurs in various ivpes of industnes
over the cycle, and especially to know through what channels
and with what impact Mainland fluctuations will be felt when
the growth factor will no longer be dominant. Oniv with such
knowledge can effective countercyclical policies be pursued, e, £.
can expenditure plans be made so that the total mix provides
the most effective countercyclical palliatives. It might even be
discovered that in order to shape Puerto Rico not only into a
high-income, but also into a stable economy, the promotional
arm of the government will have to put special emphasis on the
attraction of industries and types of firmas whose exports, pro-
duction, and employment policies vary least over the cycle. In
other words; whereas up to now the principal concern of the
policy-maker has:been the generation of maximum growth, he
may in the near future become equally interested in the Promo-
tion of the type of structure the island economy should assume

at higher levels of production in order to ensure maximuin
stability.

General Remarks About Business Cyele Propagation

Fluctuations in economic activity are spread from region to
Tegion or country to country principally through balance of
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paymenls on current account {especially changes in exports) and
through changes in the flows of capital, especially flows of capital
for longlerm direct investment. The more a country or region
is dependent on foreign irade, the more it will be sensitive 1o
cconomuic fluctuations 1n countries or regions with which 1t has
ciose 1rade relationships.

The Puerto Rican economy should accordingly be extremely
sensitive (o outside economic fluctuations, since it is to a very
farge extent dependent on exiernal trade. Although the above-
mentioned ratios of export to gross product leave no doubt about
a fairly high sensitivity of the commonweaith economy to changes
in its external trade position, and, therefore (taking into account
that «external trade» rvefers almost exclusively to trade with
the 1. S. Manland), to occurrences in the Mainland economy,
they do not reveal anything about the exact «degree» of ths
sensitivity. This will have to be found by examining the com-
meoditv structure of Puerto Rican exports in an attempt 1o
dizcover the income and price elasticities of demand for the
principal exports commodities.

Since the inception of the development program a dozen
years ago, not only has the structure of the Puerto Rican econo-
myv changed drastically, ie., in the sense of substantial changes
in the relative importance of sectors from which income is
generated, but over the same period of time these changes bhave
been reflected also in the commodity structure of exports. In
thhe immediate post-war peried more thap three-quarters of
Puerto Rico's exports to the U. S. Mainland consisted of agri-
cultural products and products closely related to agriculiure,
ol which sugar, rum, and tobacco were more prominent. When
one considers that even at that time total exports accounted for
more than 40% of gross product, and that these products were
very sensitive to the Mainland business cycle, especially via great
fluctuations in prices, there can be no doubt about the almost
helpless exposure of the island economy. (Witness the severe
repercussions of the depression of the thirties on the island
economy,} 1t should be remembered that until the post-war
period these existed no pronounced developmeni program, and
hence no substantial growth of investment which would have
acted to minimize reactions to external fluctuations.

The industrialization program has brought about a most
striking relative decline in the importance of agricultural goods
and a growth of manufactured goods in the commodity export
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structure, The former rely only to the extent of 3% ol thewr
production on the external market, while the latter rely from
75% to. almost 100% on the external (mainly U. 5. market In
other words, those industries which are constantly gaining in
importance in domestic production and in exporis depend lor
their existence mainly on the U. S market. Unless the income
and price elasticities of demand for the new products arc small-
er than the older ones, fluctuations in economic activity on the
U. S. Mainland, which are passed on to the island via fiuctua-
tions in its exports, will have a greater impact on the island
than before.

A greater degree of dependence on external trade, and espe-
cially on trade with the U. 5. Mainland, does not necessarily
mean that the Puerto Rican economy will be exposed to the
full brunt of the U. 8. cycle. Reactions could appear in three
different ways: a} the export commodities could be among those
variables which fluctuate more than the U. 8. general cvcle, and
in that case a relative magnification would i1ake place on the
island; b) the export commodities could be among those which
fluctuate in the same way as the average Mainland indicators.
or ¢} they could be among those economic variables which fluc
tuate least over the U. S. cycle, and in that case Puerto Rico
would be relatively immune from the Mainland cvcle.

There are a number of additional factors which could mit
gate the effects of increased exports to gross product ratio. First,
a greater import content of exports, a change which one would
expect with a substantial rise in exports of goods largely depsnd-
ent on: external supplies of raw materials and/or semi-finished
products, could be of such a nature as to reduce the multiplier
effects of export fluctuations. A reiationship similar to that
observed in Canadian external relations might also apply to
Puerto Rico. Canada’s balance of payments on current account
tends to experience deficits in periods of prosperity and surp.us-
es in periods of depression. One interpretation of this pPheno
menon was that domestic investment in machinery, equipment,
and industrial construction have high import contents which
leads to import surpluses in high investment periods and exporn
surpluses during depressions. This relationship «is facilitated by
the fluctuations in long-term capital imports that have financed
a high proportion of Canadian investment in boom periods. To
the extent that imports are cyclically unstable, they act as sta-
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bilizers of domestic production. Thus a high export and import
ratio mayv involve a low muitiplier.» (¥

Secondiy, it is important to take into account the type of
enterprises the development program has been attracting These
can be divided into two broad categories: firms which have
been set up in or have resettled in the island in their emtirety
{retzining, of course, marketing outlets on the Mainland), and
firms or planis which are subsidiaries of larger Mainland enter-
prises. The former’s rate of production will depend on general
1. 8. market conditions. Their operations will thus be closely
related to demand conditions for their tvpe of products on the
Mainland market, the demand conditions depending on the in-
come elasticity for the product.

The second types of firms, the subsidiaries, present some
possibilities in addition to the simple dependence on Mainland
variables. Thev can be divided into two subcategories: those firms
representing horizontal expansion of Mainland firms and those
representing  vertical extensions. The former are simply the
extension of capacity of existing corporations for producing a
finished product. The second type are plants set up by Mainland
coiporations either to produce parts of the product which is
assembled on the Mainland, or 1o perform an operation on a
product shipped to the island for that specific purpese and then
shipped back for further processing.

The horizontal plants’ operations over the Mainland cycle
are difficult fo predict. They depend on the attitudes and/or
policies of each corporation. 1f a downswing in economic activ-
ity reduces a firm’'s sales and hence forces a decrease in produc-
tion, how will this come about? Will all the plants of the
corporation curtail their production in the same proportion, or
will certain plants be shut completely while others continue
to produce at full capacity? If the latter is the case, which plant
would be closed, the Puertc Rican plant or a Mainland plant?
To what extent does this decision depend on cost and tc what
extent on nonecenomic considerations? It will be obvious that
depending on the answer to these considerations, the establish-
ment of such firms could have intensifying or moderating in-
fluences in passing economic fluctuations along 1o Puerto Rico.

Similar assumptions could be made about plants forming

(21 G. Rosenbluth, «Changes in Canadian Sensitivity to United States Business Flue
suationss, The Canadian Journal of Ecomomtics and Political Science, November, 19537,
p. 481
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parts in the vertical link of the production process of Mainland
plants. On the one hand, the plant might be just one ol a number
of the corporation producing an intermediary step in the produc
tion process. In that case, considerations similar to the ones
mentioned above become relevant. If the Puerto Rican plant 1s
the only vertical link in the production process, its operations
might be more stable, reflecting simply general [octuations aa
the output of the firm.

So far we have considered trade in goods and services as a
channel though which fluctuations are spread. Fluctuations in
the flow of capital will also have a major effect in the propaga-
tion of the cycle. Capital flows from omne region or country to
another because of differences in remunerations and risks. Ac-
tual and expected remuneration on capital which will indoce
flows are based on kmown or expected profit rates, which in
turn depend on factor cost conditions and product market con-
ditions. An underdeveloped region like Puerto Rico has to offer
a certain minimwm earning ratio above the remuneration which
capital gets in the known Malnland markets in order to atiract
it. This was achieved by a program of tax exempiion, of
training labor which would be available to the Mainland
entrepreneur at rates substantlally below U, S, wage raies,
and of other activities by development agencies which tend to
produce cost benefits to the new entrepreneur. But ultimate-
1y, what determines the profit rate, or at least its size over
the cycle, will be market conditions. Since Puerto Rican firms
and U. S Mainland firms compete for sales on the same
market, there is a possibility that investment decisions over the
cycle will affect both places in a similar manner, In a downswing
there will be a reluctance te expand productive capacity and
hence investment plans might be postponed or scrapped aito
gether. This might not affect Puerto Rico as much, if the decisions
to invest there are based to a substantial degree on cost advan-
tage and tax advantage factors rather than on simple considera-
tions of expansion of productive capacity. There might thus be
some hope that capital fiows to Puertc Rico will not fluctuate as
vioiently over the cycle as general investment expenditures on the
Mainland.

The net effect of changes in investment activities of Maintand
capital depends on the foreign capital content of invesment. It
can be assumed that most of the machinery used is imported,
while the contribution of construction net of imported machin-
ery -— labor and conmtruction material — comes from island
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sources. {There 1s delinile evidence that In construction activities
in Puerto Rico more labor intensive methods are used than on
the Manland.y Thus the higher the proporilon of island se-
sources used 0 mvestment activities, the more will the impact of
fluctuations i investment activities be feit in the island.

There are a number of other channels through which the Main-
land cycle can make itself felt. A downswing in U. S. economic
activity decreases the net emigration of Puerto Ricans, This
can contribgie considerably 10 total unemplovment on the island
and cause hardships, since in order 1o gain fully from the indus
trializalion program on a per capita basis, the birth rate has to
decrease and/or pet emigration has to continue at high rates.
With a large number of Puerto Ricans living and working on
the Mainiand, the amount of money sent back has substantially
increased in the last decade. These can also be expected to fluc
tuaiv over ihe coycle and thus cause additional swings in the
disposable income of many island families. And finally, there is
the effect on tourisim, which has alse ficurished in the last
decade

Total multiphier repercussions on the island depend to a large
extent on the consumption behavior of the pepulation. The majr-
ginal propensity 10 consume has been extremely high on the
upswing, but there is evidence to show that this is not necessarily
50 in the downward phase of the cycle. Once people have come
up from an extremely low standard of lving, once they have
become familiar with the credit system of a modern soCiety,
these is a good expectation that they will try to maintain their
consumption expenditures close to the newly reached levels. If
such a «Duesenberry effect» holds true in Puerto Rico, the se-
condary repercussions of a cycle which is passed on from the
Mainland might be relatively dampened.

Form of the Investigation

The wvarious hypotheses stated above will be tested in the
following manner. Chapter II will consist of a short analysis
of the changes in the structure of the Puerto Rican economy since
the 1930's, with an even shorter discussion of policies that have
led to them. Since we are interested in the sensitivity of the
island economy to the Mainland cycle under its newly emerging
character, our chief interest will be the recessions of 195354
apd 1957-38. Hence Chapter II1 will be devoted to a detailed
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descriptive study of the recessions as they affected the economy
in toro and its developmem program, and also a discussion of
countercyclical policies which were followed consciously or
unconsciously by the island authorities, Chapter V will be more
analytical in content; in it we shali concentrate on the use of all
guantitive evidence available in order ito ascertain the impact
of future recessions apart from the effects superimposed by
secular growth, and effects on the growth trend itself. Chapter
IV will concentrate on the policies of different types of firms
which have settled in Puerto Rico over the cycle. We hope that
the data analyzed will throw somec light on some of the hypo
theses advanced above about the «degrees of fluctuations passed
on being dependent on the actions of larger firms which have
subsidiaries in Puerto Rico. Chapter VI, the concluding chapter,
will evaiuate the total evidence, and then concentrate on policies
to be pursued by the development agencies in fostering the type
of growth thar will lead to a relatively stable economy and policies
which the Puerto Rican government could pursue to minimize the
impact of the cvcle, in the light of this evidence.



CHAPTER I

CHANGES IN THE STRUCTURE OF THE
PUERTO RICAN ECONOMY

Puerto Rico’s Structure in the Pre-Indusrrialization Era. (D

Until the 1940’s the island of Puerto Rico was 2 iypical exam-
ple of a stagnant backward economy, with no raw material base
and a very low per capita income. The principal portion of the
island’s income was derived from a few agricultural crops
(principally sugar), whose prices acted in an erratic manner.
From the beginning of U. S. administration of the island until
the late 1920's, a large volume of mainland capital flowed into
Puerto Rico in order to develop the sugar industry, which socon
replaced coffee and tobacco as the principal staple crop. In thirty
years over § 120 million of private capital flowed into the eco-
nomy to irrigate new lands, build sugar factories, develop trans-
portation systems for the new crop. At the same time, the insular
government contributed funds to develop sociai capital needs
— roads, municipal utilities, power plants, etc. Although the de-
velopment of the sugar industry increased the island’s income
and provided more job opportunities, this growth was not fast
enough to keep up with the population explosion which was tak-
ing place. At the end of the 1920s, the average Puerto Rican
could find work only four days of the week, and received an
income of less than three dollars a week, 2

The development of the 1920's also emphasized the cyclical
disavantages of basing growth in the development of a handful

{}) Saubswantial portions of this chapter were published in the QJE, November, 1959
(2) Harvey 8. Perioff, Puerto Rico’s Economic Future: A Study in Planned Develop-
ment {Chicago: The University of Chicago Press, 1950), pp. 27-30.

9



10 CHANGES IN THE STRUCTURE

of agricultural crops. It created a large class of scasonally unen
p}oved workers and thus an internally generated business cycle
In the 20's, over sisty per cent of the working populaiicn was
emploved in agriculture, mostly in sugar, coffee, and tobacco
The extent of seasonal upemployment in those branches of
agriculture during the middle of the twenlies can be gauged In
the following available measurements: monthly employment in
the sugar industry varied in the course of a year between 60%
and 1259% of a vear’s average employment; in coffes, the vana-
tion was between 65% and 140%; and in tobacco, belween
20% and 200%. Unfortunately, no data is available on  the
number of months worked by the average worker in those fields
for that period of time. In the vear March 1946, February 1947
the average worker in the sugar indusiry was emploved 87
months, in tobacco 5 months, and in coffee 6.8 months, ¥ These
extremes are somewhat mitigated by the fact thai these seasonal
cvcles do not overlap. Considering the multipher reactions
emanating from such yearly employment cycies, the piciure of
3 perennially unstable economy emerges.

In addition to all the disadvantages of seasonal unemplovment,
this mono-cultural economy was also highly sensitive to outside
fluctuations. The value of total exports to the U. §. fell irom a
high of § 133 million in 1920 to § 66 million in 1922, slowly
rising again to § 99 million in 1927, and then sinking again 10
$ 73 million in 1933, In the same period the index of Puerio
Rican exports (1935-9=100) fell from a peak of 325 in 1920 1o 128
in 1922, rising to 180 in the following vear, and then gradually
sinking to a“low of 94 in 1933. This bleak picture should be
counterbalanced to a certain extent by simultapneous fluctuations
in the average price of ;mports The terms of trade on a number
of occasions also turned in Puerto Rico’s favor as seen in the
following ratios (terms of tradedi -impori prices/export prices):

19i8-19 811 1924-25 %0.0 1830-31 100.8
191926 519 1925-26 86.6 1931-32 92.3
1920-21 35.5 1926-27 85.9 1932-33 878
1921-22 87.9 1927.28 93.0 1933-34 98.0
1922-23 63.4 192829 1096 1934-35 FHE Y
1923-24 63.7 192930 1087

(3) Statisties derived from charts and tables reproduced in Perloff, op. if. Buven

when workers were employed, st m:n Simes _year man
dess than 30 hours a week. - o the. * Y m BR warked

{4) Perloff, op. oft., p. 135,
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in the 1930°s, the economy plunged into the doldrums. Two
hurricanes, which destroyed most of the sugar crops of 1928
and 1932, folivwed by the depression on the Mainland which
resulted in substantial curtaiiments of markets and low price
levels, drastically slashed the island’s income, so that per capita
net ncome dropped from a level of 3 122 in 1929 to 2 86 in
1933, Only through wiolesale relief by the Puerto Rican Lmergen-
oy Rehie! Administration was utter disaster prevented. Stagnation
continued through the 1930's, and not until 1940 did per capita
income again reach the 1930 level.

The Early Industrialization Program

Seripus concern aboul syslematic economic development was
expressed by Mufioz Marin and his party which came to power
in the legislature in 1940, Although his administration came into
office with a develupment program based primarily in agricul-
tural reform, which was supposed to lead to a stricter enforce-
ment of a federal 500-acre limitation law, the creation of a Land
Authority and an Agricultural Development Company for the
purpose of increasing agricuitural preductivity and diversifving
agriculture (e, g, introduction of pineapple and dairy produc-
tion), it was soon realized that the over-populated island could
not raise its per capita economic weli-being by relyving seolely on
an agricultural development program. Even the best techniques
of increasing agricultural productivity and of diversifying agricul-
tural production in an optimal way would not be enough to
raise national income at a rate faster than population growth.
The average vearly rate of growth of the population in the 1920's
was 1.88%, and it rose to 2% in the 1930’s. (3} A substantial
rise in the standard of living would thus require a rate of growth
of gross product substantially above this rate. For example, with
a program designed to double the per capita standard of living
within twenty vears it would require a vearly growth rate of
the gross product of 7% (assuming the population continues to
increase at the 2% rate). In the 1930's the gross product hardly
rose at all, and in certain vears in the midst of the depression
it actually fell. It was thus fairly plain that any program with

(3) This is a very high rate of growth when one compares il w0 the Indian rate
o arcund 199, the average rate of poor couniries being around 1.8% and the average
European rale 5% in the 193353 period. See G. Meier and R, Baldwin, Economic De.
velopment, Theory, Histery, Policy.
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ambitions to raise substantially the standard of living ol the
population could mever rely on agriculture to do the principal
job.

’ This soon became obvious to the new administration. and o
was decided that if apy development program were 1o be suc
cessful it must concentrate on industrialization, in spite of the
fact that the island had no natural resources which could support
and dictate the direction of an industrialization program. In
1942 the island government created its key developmen: agencies:
the Puerto Rico Industrial Development Company (PRIDCO),
the Puerto Rico Planning Board, and the Government Develop
ment Bank. Between 1941 and 1945 a number of complementary
agencies were established: the Water Resources Authority, the
Transportation Authority, the Communicaticns Authority, and
the Agueduct and Sewer Authority. &

PRIDCO was most directly concerned with the creation of
new industries, having a large amount of discretion in develop-
ing resources, from the planning and research siage to the
operation of businesses. Its administratiors were at  first
convinced that industrialization could best be achieved by creat-
ing government-owned and operated plants in certain basic
industries. Once done, this was supposed eventuallv to attract
private industry. PRIDCO constructed and operated plants in
the glass, shoe, paperboard, and clay products industries, It
also took over a cement plant constructed earlier by the Puerto
Rico Reconstruction Administration.

This government-sponsored and operated development
program was a failure. It failed to create the number of jobs
hoped for, and it discouraged U. 8. Mainland interests from
investing in new island industries. It soon became apparent that
Puerto Rican authorities did not have funds, the manage
ment, and markenting Know-ow to engage in fullscale indus
'grialization by themselves. The initial program was unsuccessful
in tha§ but little private capital was attracted, and government
operations were not profitable. This was reflected in the relative
ly small growth of private investment between 1940 and 1947
as opposed to public investment. (See Table 1.) In that perod
gl'sz; percentage of private 1o total investment fell from 78% to

(N

The initial program was not a cemplete failure, however, in
the sense that the real gross product imcreased by 599% from

(6} For further details, see William H. Stead, Fo : The E Development
of Puerio Rico (National Planming Association), March, 1958,
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TasLE 1]

GROS FIXKED INVESTMENT IN PUERTO RICO
{millions of dollars or index number 1947-100;

Tual Orperationai
Crose Privale  Pubhic Privaw index Numbers of PHsbursement of
Fined a3 ,>* Columns Federal Agencies
inves: of Tetal Total Index
i 2 3 4 1 2 3
1540 21 18 5 78 36 3 18
1947 63 35 2% 55 100 108 100 48 100
1948 106 6l 40 60 159 171 143 48 140
1949 16 61 55 52 184 1T 196 47 98
1950 e 49 60 45 173 140 214 60 125
1951 127 76 21 60 201 217 182 51 221
1952 156 17 74 51 238 220 264 46 204
1952 13¢ 74 83 46 232 211 303 54 225
1954 163 g8 75 54 259 251 268 63 217
1955 196 123 73 63 311 351 261 68 194
195¢ 207 139 68 67 329 417 243 imn
1957 25¢ 158 98 62 406 451 350
1958 74 167 107 60 435 477 410

Percentage change from:
19445-7 174 94 460
1947-58 335 377 316

SourcE: Puerto Rico - Statistical Yearbook, 1938, Puerio Rico Flanning Board, lndex
number and percentages computed from yearbook data

1940 10 1947, while per capita income increased by 22%. But
even this advance has to be downgraded. During the Second
World War there occurred a tremendous expansion of Federal
Government activities in connection with defense and war. Thus
the income derived from federal activities as a percentage of
total income increased from 9% in 193940 to 24. 7% in 194344
Between 193940 and 194445, net income derived from Federal
Government activities increased by almost 550%, while net
income derived from all other island sources rose by only
108%. (") In the post-war period, income derived from federal

(7) Ecomomic Developmen: of Puerto Rico: IS40-1950; I95i-6) {Puerto Rico Planning
Board}, January 29, 1951, p. 9.
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activities decreased drastically, contributing only 6% to the
total island income in 1947-48. One could still consider that the
industrialization program had some effect, since with the drastfic
slashes of federal expenditures on the island a stagunation and
not a decline actually seemed to be setting in.

Government leaders realized in the early post-war years that
in order to continue and to increase the rate of industriaiizaton,
in order to raise per capita income at a laster rale, something
would have to be done 1o attract private capital, which had
more resources and better know-how to create and expand in-
dustries in a profitable manner.

Revision of the Program

The new approach adopted in the late 1940°s was to leave the
«directs job of industrialization in the hands ol private capital,
ie., of creating and operating industrial firms, while the prin-
cipal task of the agencics created for the purpose of conducting
a development program would be to do evervthing possible 1o
create an atmosphere conducive to the attraction and develop-
ment of private industry. This would be done by coliecting and
evaluating relevant data for projection and promotion purposes,
by training workers, by introducing relevant legislation, and by
providing ail kinds of services, including the building of over-
head capital facilities.

One of the key features of the new program ({alse called
«Operation Bootstrap») was the introduction of a law 1in 1947
which exempted new industries from taxation {imcome and pro-
perty taxes) for a period of ten years. This is possible, since
Puerto Ricans do not pav federal taxes (under the principle
of «no taxation without representation»), and all income and
indirect taxes are commonwealth taxes. The eligibility for this
exemption was extended to all those manufacturing industries
which did not exist in Puerto Rico prior to Japuary 2, 1947, to
those specifically mentioned in the Industrial Incentives Act
{consisting mainly of those industries which already existed and
which the government wanted to promoie further), and to com-
mercial and tourist hotels.

Other measures taken in the 1948 reversal of policy were
the sale of the PRIDCO factories to private interests angé the
creation of EDA (Econcomic Development Administration) in
1930. The latter, which incorporated PRIDCO and other agen-
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cies, became the chiel cconomic planning and coordinating
organ. 1is basic function is threefeld: it does research, promo
fional and service work It collects data. provides background
information for vpotential nvestors, and conducts extensive
promotional Work corite Mainland, Through PRIDCO in buils
and leases factory buldings (sometimes made to order for a
particular type of enterprise), it screeus and trains workers,
and provides other technical services {e.g., insialatiop of ma-
chinery and eguipment).

The Impact of the New Policy

There can be no doubt that this policy has paid off. Since
the beginning of the program, more than 600 planis have been
promoted and assisted. Their combined investment amounts
to meore than half a billion dollars, and they provide direct
employment for more than 40,000 people. The types of firms
which have settled range from textile and apparel products,
shoe, furniture, and sumilar concerns, to those producing air-
craft parts, machine teols, electric machinery, scientific products,
and oil refineryv. Some were set up by modest entrepreneurs,
and some by well-known Maintand corporations.

The success of the Puerto Rican development venture is
impressive no matter what data are used to measure it. {See
Table 2.} From 1947 to 1958 the Gross Commonwealth Product
more than doubled (real gross product rising by over 70%),
while per capita income rose by over 80% (59% in real terms),
which makes the island’s per capita income higher than any of
the Latin Asmperican countries. Total investment, which rose by
174% in the 194047 period, increased by 335% in the follow-
ing decade. Private investment’s share of total investmeni, which
had fallen from 78 % in 1940 to 35 % in 1947, rose to only
60% in 1938. Failure to regain the pre-war share could be
attributed to the fact that the industrialization program is of
necessity dependent upon a large and continuing measure of public
investments in social overhead capital.

Sources of Capital

Over 50% of investment fund's come from sources outside
the island, the most importani being direct investments, of
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TaBLE 2

PUERTO RICO'S INCOME
(in millions dollars or indexes 1934-100)

Gross Real * Per Cap. CGCPipop GCp Real Net Inc. Real
Comm. GCP Net  Inc. in 1954 cop Net In
Product prices
1930 122 30
1933 86 21
1940 286 A9% 121 269 26 46 K} 35
1947 609 704 254 327 56 65 62 67
1948 647 718 256 330 60 66 62 87
1549 712 797 27 364 66 74 66 75
1930 753 865 278 393 70 80 68 81
1931 828 928 318 418 76 86 7 86
1952 973 1,015 373 455 0 94 9] 93
1953 1,053 1672 400 483 o7 99 §7 99
1954 1,081 1081 410 487 100 100 100 100
19553 1,116 1,114 411 509 103 103 100 102
1956 1,152 1,145 421 517 106 106 103 104
1957 1204 1151 446 519 11 106 109 104
1958 1,286 1,186 469 530 119 1 114 107

(*) This iooks like GCP/Pop. ka 54 prices.
Change in real per capita iacome: 1%4047 ; 2%
194738 : 59%
Change in real gross product: 1940-47 : 41%
1947-38 : 70%
SeURCE: Puerte Rice — Statistical Yearbook, 1958, Puerto Rico Planning Board. lndex
numbers and percentages computed from yearbook data.

TABLE 3

PUERTO RICO’'S DEFICITS AND ITS PRINCIPAL FINANCE
{millions of dollars)

Balance of Payments Flow of Long Unitateral Unilateral
of Goods & Term: Capital * Private Federal

Services Transf Transf
1948 157 18 —2 30
1949 —133 13 2 71
1950 —107 45 2 73
1951 —151 92 7 51
1952 —133 69 i1 44
1953 —92 42 17 51
1954 —124 14 18 62
1955 —180 102 i6 85
1956 —201 79 i7 95
1957 —265 125 19 113

* Net change in external assets in Puerto Rico,
SOURCE; Statistical Yearbook, 1937; 1958; Economic Report 1o the Governor.
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whach in the recent past appoximately 70% consisted of new
equily capital and the rest of undistributed profits. The reliance
o Mainland  capital for the post-war development spurt  is
particularly striking when one glances at the longterm capital
fiows which increased from $ 18 million to % 161 million beiween
1948 and 1958, Much of this capital helped 1o finance the Lrow-
ing deficil an the balance of payments of goods and services
between Puerto Rice and the Mainland. The greal rise in im-
ports was, of course, generated by direct investments of Main-
fand firms which took place in those vyears. (In the import
structure, for example, the percentage of Machinery and Vehicles
rose from 148% in 1948 to over 20% in 1958.) There was
also a considerable inflow of capital via government borrowing
on the Mainland and, finally, often more than half of the deficit
was  made up by Unilateral Federal Government payments,
which have fluctuated considerably, and private unilateral trans-
fers, which have risen from $ Z million in 1949 to almost & 20
million in 1938, &

Since 194 capital flows have covered betweep a hall and a
guarter of the defieit on goods and services. As can be seen in
Table 3, capital flows 1o the island have usually slackened in
times of Maimlund recessions; this has been accompanied by a
narrowing of the trade gap, and alse by an increase in the
percentage contribuwted by the federal government and private
unilateral transiers.

Srructural Changes

The main atiraction of capiial 1o Puerto Rico has been the
cost advantages, cheap labor, atiractive overhead capital facili-
ties, tax exemption (if this can be counted as part of a lower
cost element), while free access was given to the traditional and
well-known Mainland market. It should therefore not be surpris-
ing that industrialization, which is usually associated with a
decline in the relative importance of trade (especially on the
export side), should be accompanied by a substantial growth
in the relative importance of external ecopomic relations. A
rough measuring rod of this dependence on external trade is
the ratio of exports of goods and services to gross product.

{8 Trade c¢eliciis are a relatively new pheacmenon. Until the lae 9#'s surpluses
wers ihe porm. See Perioff. op. cit, pp. 13223,

3
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The computed ratios in Table 4 indicate a traditional high ratio
which has been rising continuously in the last two decades,
entil exports of goods and services account for more than half
of the gross commonweaith product. The height of this ratic
is even more dramatic when one considers that only one of
the many irade-oriented countries of Europe, the Netherlands,
reached the fiftypercent mark, only a few the thirtvpercent
ratio, while such important trading nations as Germany and
the United Kingdom had ratios in the low twenties,

A brief glance at Table 4 wil also show that Puerto Rico’s
extreme dependence on external trade is based almost ex-
clusively on relations with the U. 8. Mainland, to which 95% of its
exports were directed. The ratio of imports to gross product
is even greater than the export ratio, reflecting the persistent
and growing balance of payments disequilibrium on current
account mentioned above, and possibly a subsiantial growth in
the import content of exports.

Since the inception of the accelerated development program
ten vears ago, the structure of the Puerto Rican economy, and
hence also the cormnmodity structure of its exports, has undergone
some drastic changes. There has been a most striking decline
in importance of agricuitural goods and growth of manufactured

TABLE 4
PUERTO RICO'S DEPENDENCE ON EXTERNAL TRADE

Exports * impors

%o of Total e -, of imparis
GCP Exports to LS CGP from 115

193940 32 37

19478 44 97 68 94
19489 41 96 &0 93
1949-50 44 &9 58 92
19561 44 54 61 91
1951-2 43 a2 58 92
19523 51 95 0 91
18534 51 95 62 41
19545 30 97 &6 %1
19556 53 95 7 %
1956-7 53 95 74 89

19578

* Goods and Services.
Source: Compuied from data given in Siatistical Yearbook — Puertc Rico, 1958,



Tasle 5

PUERTO RICO'S EXPORT AND IMPORT STRUCTUREL
{in percentages}

Exporns
®  of Exports 1o Total BExpons, by Commodity Group
BR47-6 4% 4930 361 512 523 534 545 554 567 57-87
! 0.1 84 06 06 12 14
2 06 06 87 21 2% 30 34 32 32 34 338
3 709 703 635 600 3567 320 434 420 377 328 285
4 49 51 64 43 30 53 63 66 75 64 61
5 181 185 223 253 235 2431 233 260 262 270 258
6 61 02 0.4 1.0 106 15 1315 14 07
7 08 13 12 1.7 17 15 34 58 98
g 92 02 01 03 10 09 07 14 13 13 18
9 3 0&s 04 04 05 27 41 06 80 Bo
10 63 04 07 13 1.3 1.7 22 18 13 i4 138
11 6 21 28 23 30 s 73 81 83 94 94
Imports

®ie of knposts 16 Totel hmpors, by Commodny Group

i 121 118 120 101 115 105 114 107 160 103 109
2 39 36 43 4F 47 46 43 40 39 36 38
3 214 204 193 173 178 185 71 60 152 144 285
4 27 29 31 3% 2% 2% 31 34 41 44 6}
3 153 140 174 188 170 169 168 162 168 161 258
& 59 51 47 51 55 4% 44 41 45 45 07
7 49 60 60 58 65 66 68 64 53 47 98
8 74 74 3% 6% 68 63 57 14 798 83 19
9 148 151 13% 153 143 158 172 186 179 195 &9
0 2077 75 78 77 68 63 68 76 T4 18
1

i
i 44 52 58 50 50 60 67 82 66 65 94

* ’37-8 data estimated from mobthly statistical reports. Accuracy of import Dgures
13 doubtful
Souncs: Computed from Puerto Rico Statistical Yearbook, Y958: Curreni Business Statis
tics, Puerto Rico Planning Board, Bureau of Economics and Statistics, {cicber-
November, 1958
Animai and Amimal Products {edibie’
» » = (inedibie:
Vegetable and Food Products and Beverages
Vegetable products, inedible, except fibres and wood
Textile fibers and manufactures
Wooed and Paper
Nonmetallic Minerals
Metals and Manufactures, except machinery and vehicles
Machinery and Vehicles
Chemicals and related products
. Misc, liems
Note. Above categories leave oul two items: US merchandise returned and Forewgn
merchandise— hence percenlages do not add up 1o 100. Above are percentapes
of total exports and imports te US; do not include iransactions with forewge
countries which are minimal

»

-
m-::m:—;o_m‘&.m_mu—-

It

1%
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goods. (See Table 5.) For example, the category Vegetable Food
Products and Beverages alone accounted for 71% of total
exports in 1947-48, but in 1957-58 it had shrunk to 28%,; while
the category Textiles increased in the same period from 18%
to 26%, Machinery and Vehicles from almost nothing to 8%,
Miscellaneous items, which consist mainly of light manufactured
products, rose from  1.6% to 94%. It should again be
emphasized that this drastic change in the commodily structure
of Puerto Rican exports occurred during a time of increased
dependence of the economy on external trade, which is not
only revealed by the high export to gross product ratio, but
which is also reflected in the relative increase of net incomne
originating in manufactures. (See Table 6.)

Industrialization has brought about substantial changes in
the sources from which income originates. Especial note was
made of the more than H)% drop in the importance of agricui-
ture, balanced by a rise in manufacturing, construction, and in-
vestment expenditures by the Commonwealth government. Esti
mates have been made which show that by 1975, if the present
trend in development should continue, national income will mise
from $ 1,079 million to over § 3,400 million, and that in 1975
over 40% will originate in manufacturing and less than 8%
in agriculture. Also, while national income will triple, toual
emnployment will only rise from 5355 thousand to 780 thousand;
and during that time the percentage employed in agriculiure
will drop from 27% in 1958 to 11%, while in mapufacturing
it will rise from 149 to 32%.

A change has also taken place in the distributive shares of
income ({see Table 7), the proportion going to Compensation of
Employees rising from 56% in 1940 to 61% in 1947 and
67% in 1938, while income from business profits declined from
35% to 31%, and a noticeable decline also -took place in the
proportion of rental incomes. This tends to indicate that the
spurt of economic development contributed to a rise in the
standard of living not only by increasing the absolute size of
the national product, but also by making the increment going
to the labor force of greater proportion than the increment
going to the other sectors.

(9} Economic Report to the Governor, Mid-year 1958 (Puerto Rico Planning Board),
pp. 52-53.
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TasLe &

NATIONAL INCOME BY INDUSTRIAL ORIGIN
{percentages)

1947 1932 1936 1937 1958

i' 1“ 14

Agriculture . . R . 26 2“*
Manulacturing . 17 14 1¢ 2] 21
Contract Consl:u(mor 2 S 4 4 4
Transportation and other Publ

Uitihitses . 7 7 g g §
Wholesale Trade 5 4 S g 5
Retail Trade 12 0 12 12 12
Finance, Insurance a}}d }{m} Eszak, 7 & 4 9 G
Services {personal and business) 2 2 3 3 3
Services (other: ) 4 4 4 4 4
{()mm()mwd}th (Jmunm(m . 16 i0 12 13 14
Rest of Worlc & i3 & 3 3
Source: Aol Jecome and Gross Product of Puegrie Rico - J946 and %8¢ - 1953 and

Supplements 1937, 1957-88, Puerte Rice Pisnning Board. Lompuied from
absolute Ligures

Wages and Productiviia

Much of the rise in the average living standard is due not
only to increased emplovment opportunities and government
proiects, but also to the considerable rise in the average wage
tate, from $.42 In 1948 1o §.84 in 1958 In 1948 Puerto Rican
average hourly earnings of manufacturing production workers
were about 20% of the U. S. Mainland average, while in 1938
this proportion had risen to 40%. Since cheap labor was one
of the «naturals advantages of the island, the emphasis was at
first on the promotion of labor inlensive industries. It i1s true
that lower wage rates are partly balanced by lower productivity
rates, but apparently productivity has been high epough to make
the lower wages a real cost attraction. Mainland minimum wage
legislation does not apply directly to Puerte Rico. It is enacted
in a modified form by the Puerto Rico Minimum Wage Board
in order to adjust for the special economic circumsiances of
the island. That this body has much influence is fairly obvious
when one considers that the average wage rate had doubled 1n
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TanLg 7

DISTRIBUTIVE SHARES AS PROPORTION OF NET INCOME

" i ineas N Renfal Frofus asd Fhvidgends

Compeeaton e lowrest  dmeome  feceiscl fron o

Empioyees Hestdernis
1940 56 35 2 9 —1
1947 6! 3 1 4 —2.5
1930 63 31 ] & —2.4
1933 67 29 i 5 —2 .4
1954 66 32 i b —3.
1958 67 i 1 5 —4.7
Souree: Computed from Net Income and Gross Produst of Puerle Bxu, op oo aee

Table 6.

Tasre 8

AVERAGE HOURLY EARNINGS IN SELECTED
PUERTO RICAN INDUSTRIES
{in dollars per hour}

1952 1958
Food & Kindred Products A24 819
Tabacco 337 313
Textile Mill Prod. 445 851
Apparel 340 734
Paper 613 970
Chemicals 554 1.056
Petroleum 1.142
Leather 377 641
Lumber 443 HR3
Stone, Clay, Glass 602 960
Metal Products 633 1.026
Machinery 1,166
Electrical Machinery 1.089

Professional and Scientific Egquipment 906

1952 - October; 1958 - September

Source: Employment, Hours dnd Earnings in the Manutacturing Industries in Puerio

Rico," series published By Department of Labor of The Commonwesith o
Pueito Rmo
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TapLE ¢

UNEMPLOYMENT IN PUERTO RICO

{percent:}

Quarieriy

january April July Qctober Average
1952 192 115 1346 16.5 15.2
1652 19.2 100 124 15.8 144
1954 184 ii4d 144 17.3 15.4
1953 191 10.4 136 14.2 142
1956 15.0 10.2 12.8 14.1 13.0
1957 15.7 10.0 128 131 13.0
1958 14.9 105 137 16.6 139

1939 15.9 10.6

Source: Employment and Unemployment in Puerfo Rice, Quarierly Reports, Bureau
of Labor Statistics, Department of Labor, San Juan., Puerto Rico.
TABLE 10

EMPLOYED WORKERS BY INDUSTRY GROUPS
{in thousands}

Lonstruciion
Total Agri-  Manu- Private Gover- Mining  Trade Fman- Public  Service

culture tacturing nment ce  Ltiliies Industnies

1948 589 214 102 33 4] {1 86 2 kH 73
1949 385 214 102 34 4 ih 87 4 27 it
1950 3%6 214 106 27 4z (1) G0 3 30 77
1951 604 201 il 27 50 (n 93 3 28 86
1952 51 160 90 33 51 2 94 4 26 79
1653 330 170 99 3¢ 50 3 84 3 ki 11
1954 540 172 a8 32 50 2z 83 4 31 67
1955 539 162 95 34 56 2 89 2 34 65
1936 558 139 % 33 53 (13 93 4 37 71
1957 552 151 &9 40 57 2 Q3 4 37 &8
1938 554 131 9i 37 97

1959

Jan. 545 132 88 35 66 a7 38 81
Apr. 514 151 98 440 66 97 38 78

{1} Less than Z000.
Source: Puerio Rico, Sratisnical Yearbook; aiso same source as Fable §
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increase in employment in conslruction, government, and public
utifities have not been enocugh to absorb the more than sixty
thousand people who have lost their jobs in the declining agni-
culturai sector. Decrease in unemplovment therefore should be
attributed mainly to emigration. Net emigration since 1946 has
varied between 21.5 thousand in 1954 and 69.1 thousand in 1953.

Influencing the Direction of Private Development

The essence of Puerto Rican industrialization is thai the
1sland’s resources are put to work on unfinished products which
are shipped out again as finished products or as products for
further processing. The greater the value added, the more the
isltand economy will benefit. The planners of EDA have thus
tried to influence the direction of development in such a way
as to have a maximum amount of integration, i, e, to have
imports come to the island in as «prime» a form as possible,
and to ship the products out as close as possible to marketable
form. Since many of the firms settling on the island are oo
small 1o become large integrated operations, EDA has encour-
aged «supplving» indusiries to move inte the island as soon as
the market for their products warrants it. For example, many
brassiere firms have moved to the island. As scon as a sub-
stantial number had set up operations, the development agencies
tried to encourage supplying firms to move in — e, g., firms
supplving buttons or e¢lastic bands, etc. Through «feasibility
studics» EDA tried to estimate when the marke: for a supplying
firm would be large enough to warrant seiting up operations.
(1), This has also been the idea behind the promotion of il
refineries. Although 1t is quite capital intemsive, it 1s regarded
as a source of «raw material» for industries growing up around
it — petro-chemical industries using much of the by-producis
of the refinery. G

(11; «lndusirial feasibility research» 1s the expression used by EDA for its cost
and market research studies, which are used as guides for the direcion of iis promotional
Program

{12; This approach io planning and influencing  deveiopment has been  strongly
advanced by H. C. Barton, Jr. Research Director of EDA, in bhis staff Papers - e. g..
«Industrial Developmen: Planning in Puerio Rico,» mimeographed paper presenled 1o
the Economic Plananing Seminar of EDA, Oct.-Nov., 1938,

Much the same approach to plamning has alse been treated in a more formal sense
by Albert O. Hirschman 1n his recenl book The Sirategy of Econemic Develupineni
(New Haven: Yale Usniversity Press, 1958). 1In chap. 4. «lnterdependence and
Industriaiization,» Hirschman differentiates between two jnvestment imducciment me-
chanisms - backward linkage effecis and forward linkage effects. The former refers
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Planning and Agriculture

The bulk of government planning and help has gone ¢
industry, but agriculture has also received some encouragement.
The old agricultural staples have suffered both in a relative and
absolite wav. On the one hand, mechanization has not been
applied with as much rapidity as neceded to overcome increasing
costs, because of labor pressure against the introduction ol
jabor-saving machinery; and, on the other hand, the rismg wage
rates in industry have naturally exerted a severe upward pull
for wages in agriculture. The latter resulted in higher costs,
since productivity has bhardly kept pace with wage increases.
Direct encouragement has, however, been given to the tvpe of
agricultural products which are import competing. Dairy and
poultr} products have been encouraged. Research has also been
done on the possibility of establishing 2 flour and feed mill
complex. According to EDA, «the basis of feasibility lav in a much
broader conception of an agricultural industrial complex embrac-
ing the production of animal feeds, increased cattle, hog, and
poultry production, and a modern meat packing establishment.»
113} Not only would this amount to a considerable saving from
bulk handling of grain over the cost of transporting bagged
flour or refngerated meat, (% but establishment of this imer-
related complex would also open up a large number of other
indusirial opportunities.

Migration

A special advantage of Puerto Rico in its relation with the
Mainland has been the opportunity of free migration, which has

to the input provision, derived demand, which swill induce attempis to supply through
<domestic production the inputs needed in that activity » The latter meass iha
=every activity that does not by its nature cater exclusively to final demand, will induce
attempts to utilize its outpuis as inputs in some new activities.s (P, 1060

«Development policy must attemmpt to enlist these weli-knpown backward and torward
-effects; but it can do so oniy if there is some knowledge as to how different economic
activities ‘score” with 1espect 10 these effects. Ordinarily economists have been content
with general references tc the advamtages of external economies, complernentaritie
cumulative causation, etc, But no sysiemalic efforl bas been made 1o describe how
‘the development ought to be meodified so as to maximize these advaniages even
though the existence of input-outpul statistics supplies us with a few iocois of ar
-unalysis of this kind.» (I5id.)

(13 Annual Repori, 1957-58 {Puertc Rico, Economic Development Admimstiration)
page 19

(143 Tbid.: «Operation of such 2 compiex could effect a transportation saving o
the diffcrence between the ocean freight on bulk grain {3 tons a1 $12) and refrigerated
aeat {J66¢ per ton).
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substantially helped the economy in controiling its unemploy-
ment and In being able to reap the per capita benefits of in-
dustrialization. The yearly emigration has varied closely with
fluctuations in the Mainland business cycle. In the 1950's it
reached a high of 69,124 (1933) and a low of 21,531 (1934), the
latter reflecting the Mainland recession. The average has been
approximately 40,000 a year.

The Impact of Government Expenditures

I should like to conclude this survey of the changes in the
structure of the economy with an estimate of the guantitative
impact of the government in the development of the last decade.
Although government receipts as a percentage of gross product
have increased slightly since 1950, from 14% to 16% (this does
not include public authorities), they are rather small when
compared 1o the same ratio for developed countries. (15 Gov-
ernment expenditures amount to 19% of gross product, It
is supposed to be typical for underdeveloped countries that the
share of government receipls to gross product is rather small,
ranging from 8 % in India to 20 % in Ceyvlon. The reason for
this has been interpreted to be that «the more developed the
economy the greater its productivity. The greater its productivi-
ty the larger the relative margin of incomes above strictly subsist-
ance, and the larger this margin, the greater, generally speaking,
the potential taxable capacity of the economy...» (8. This ex.
planation could satisfy the Puerto Rican economyv in the early
stages of iis development. It seems, however, that the small
growth since that time has been partially due to the island's
greater reliance on private enterprise for basic development and
10 the tax exemption system. It should alse be noted that less
revenue is needed because some essential services such as de
fense, which takes up a large part of the budget of many sovereign
countries, do not have to be provided by the Commopwealth
governmenl. Many public agencies which provide overhead facil-
ities {as does the Water Resources Authority), do not fall
within the budget, and are financed by borrowing rather than
by taxation.

113) See H. 7. Oshima, «Share of Government in Gross National Product» Amerncan
Economic Review, June, 1957, pp. 381-9G.

{16} Ibid, p. 384,
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Another interesting phenomenon is the revenue side ol the
Puerto Rican budget. Approximately 32% of iotal revenues
comes from excise taxes, 36% from income t{axes, and the
remainder from property taxes, licenses, and inheritance and
gift taxes. The tax revenue constitutes 67% of total revenues,
the balance coming from tax revenues returned by the Federal
gavernment (mainly from customs collection), federal grants
inaid, and non-tax revenues. It is customary for governments
of underdeveloped countries to rely to a much greater extent on
indirect than on income taxes because of ease of collection, (10
but in the case of Puerto Rico the explanation lies rather in the
widespread tax exemption program.

Government Expenditures and the Use of Resources

It was mentioned above that in the initial stages of s
program the government development agencies promoted spe-
cially those indusiries which made use of the island's abundan:
resources — especially labor. The same princinle is also followed
in making public expenditures for social overhead facilities, but
not always directly. When the government decides to build a road
or factory building or hotel accomodations, it asks for hids
from contractors. The winners have usually been firms using
more labor intensive techniques than do simnilar firms on the
Mainland. The public authorities, which often use their own
resources for construction activities, also engage in more labor
intensive techniques than do comparable Mainland undertakings.
As long as wages are low enough to make a clear-cut cost ad
vantage of labor over capital intensive techniques, there ahways
will exist an automatic tendency to make use of abundant factors
of production.

The Possibilities of Self-sustaining Growth

Once economic growth is achieved, with the help of substan-
tial doses of public and/or private capital, the principal guestion
which arises is: how long will a substantial rate of growth be
lependent on foreign savings? At what point will growth have
produced an economic structure which can generate enough

(17; Charles P. Kindleberger, Ecomomic Development New  York: Mol -Hil
1958}, pp. 197-201. i ‘ i
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savings of its own, so that continued growth will be more and
more sel-sustaining?

Puerto Rico was able to achieve a 6%-7% annual growth
rate in the last decade because of substantial inflows of capital.
In recent vyears capital formation amounted to approximately
20 % of gross product. Al the same time, total consumption
expenditures of the island were larger than its gross product,
and personal savings have for many years been negative (i

This does not mean that there was no contribution from o
mestic sources to capital formation. In the last ten years approx-
imately half of the latter has been financed by internai sources
— undistributed profits, depreciation, and government savings, (1%
That total consumption expenditures were greater than gross
product implies that total capital inflows helped 1o finance
not only part of net capital formation, but also a substantial
amount of «cxcess consumption.» This is important to notice,
because in order to judge potential self-propelied growth, one
has to observe carefullv the behavior of interpal institutions
contributing directly to capital {ormation.

According to projections made by the Planning Beard, the
great dependence of the island on foreign sources for an average
growth of 6% should considerably diminish in the next fifteen
years. (See Table 1l.) The biggest single source should be the
depreciation funds and the second largest are supposed 1o be
personal savings. The latter's impressive growth will be the
result of much higher incomes accompanied by higher propens-
ities to save and the increasing availability of many types of sav-
ings institutions. Finally, government savings and undistributed
profits will also contribute substantially. The dependence on
foreign sources will have shrunk to less than 25% and should
even be declining in absoluie amounts.

{18:
Gross
Consumption Expenditures * Commonwealth  Product
1956 1,157,703 1,131,606
1957 1,210,23% 1,203,337
1958 1,296,699 1,283,528

* lmcludes households, governmesnt, and municipal government.

193 Although persenal saviogs are pegative on a nel basis, a substanal increase in
personal savings has occurred. For example, time and savings deposits in banks t;ave
increased from $52 million in 1958 1o $162 million in 1938, The First Federal Savmgs
and Foan Association has had a spectacular success since its organization in 1931 in
tapping the funds of average wage carners. lts funds amount o approximately $40
mitlion
SouRee: Nel Income and Gross Produc!, op. il
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Given certain reasonable assumptions {reasonable because of
clearly discernible trends) — that as per capifa income rises the
savings habit will rise, that institutions for stimulating the latter
will continue to grow, that enough incentives will alwavs exert
corporations to re-invest substantial portions of thelr profits,
and that local entrepreneurship will develop sufficiently to
make effective use of local savings -— there appears (o be a
good probability that Puerto Rican economic growth will become
substantially self-generating.

These projections should be taken with a large grain ol salt.
The general assumptions behind them are that the gross product
will continue to grow at the rate achieved in the last decade,
that by 1975 the Puerto Rican economy will have reached an
average living standard equal to that of the United States in

TasLe 11

SOURCES AND USES OF CAPITAL FUNDS
{in millions of doliars)

1947 1950 1935 1957 1960 1903 1970 1973
Total Sources 46 124 219
Undistributed Prof. i4 6 25 22 38 52 70 o5
Personal Savings —38 —38 35 17 18 54 113 209
Government Savings 26 34 40 49 35 74100 135
Depreciation 23 37 64 2 91 125 172 238
Net Inflow of
External Capital 28 45 104 142 230 321 4 1
Statistical Dis-
crepancy —7 3% 21

SOURCES: Net Income and Gross Product: Pueric Rico - 1940 gnd  1947-1953.  and
Proyecciones del Desarroile Econtmice de Puerto Rico, Junia de Planificacion
Negociado de FEconomia y Estadisticas, Diciembre, 1937

1950, and that relationships between economic variables will be
similar to those existing in the U. 5. at that time, subject to
certain modifications based on peculiar historical trends of the
islands. {See second source mentioned in Table 11). For example,
depreciation amounted t¢ 6.9% of net income in 1955, For the
U. 8. in 1950 it was 7.5%. In the projection it is aulomatically
assumed that Puerto Rican depreciation will amount to 7.5% of
net income, Personal savings are supposed to climb to 5%, equal
to the U. S. percentage in the early fifties. The specific
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assumptions made — e. g, o the savings patlern of the average
Puerto Rican family as it moves into higher income brackets, or
about the habits of corporations in determining their profit
policies — are never spelled out in the published reports of the
Pianning Board.

Altehough these projections are based on dubious procedures,
they are not completely worthless. 1t is o1 interes: 1o note that
they represent also a policy goal. For example, in describing
projected  personal  savings, the above-mentioned publication
notes that the 5% savings will not necessarily be the result of
automatic forces, but might require government actions to achieve
it. These projections thus represent a goal that the government
thinks is feasible, and toward which it will work. And a specific
hope and aim of the government as revealed in these projections
is 10 make the island’s growth more self-propeiling.



CHAPTER 11]

THE POST-WAR RECESSIONS:
I — A DESCRIPTIVE ANALYSIS

Since most ol the analyses, generalizations, and projections
in subseguent sections are based on inferences drawn from both
the changes 1n the structure of the Puerto Rican economy and
actual experiences during post-war recessions, it is fitting to
review the causes of two Mainland recessions, and 1o trace their
effects on the Puerto Rican economy. We have chosen the 1933
54 and 1957-58 recessions. The reason for omitling the 1949 down-
turn is that the economic development program had then just
gotten underway, and the structure of the economvy had not
changed drastically enough to afford observations which might
be used readily for generalizing purposes.

The 1953534 Kecession
Causes and Characieristics of the Recession on the Mainland

The 1933-34 Mainland recession lasted thirteen months, accord-
ing to the business cycle chronology of the National Bureau of
Economic Research; it extended from a peak in July, 1933, w a
trough in August, 1934, 1t originated in two main developments:
a decrease m defense expenditures, and a decline in the rale of
increase of private consumplion expenditures. (. Absolute in-
creases of the latier in the last guarter of 1952 and the first two
guarters of 1953 were 6.8, 3.5, and 2.8 billion dolars. One reason
alleged for this was the great buige in consumer expendilures in

1) Most of the review of the U. S. recession is based on the analysis in Economic
Report of the President, Japuary, 1955, and Bert (. Hickman, «The Ceatraction of
1933-34> The Review of Economigs end Statisnics, February, 1958, pp. 3648

33
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the latter part of 1952, the afiermath of a prolonged steel sirike
which had kept consumption previously at relatively lower levels,
Another interesting phenomenon was the relativels ncreased
expenditure for services and automobiles out of disposable n
come, and the relatively diminished expenditure for other goods,
which meant that the rate of increase in the purchasc o! non
automotive durable goods and non-durable goods lessened even
more. With the leveling of sales in early 1953, there was 3
pronounced increase in the inventories to sales ratoe, which was
reenforced by sizable decreases in defense expenditures. The
latter declined by § 3.6 billion. The combined decrease 1n expend
itures on defense and on the dechining sector of consumer guods
amounied to § 7.5 billion in the last hall of 1933, but with
offsetting increases in other principal categonies ol lLinal demand,
reduction in final expenditures amounted to only ¥ 2 bithen,
and therefore «had production dechned only in propurton o
fina! sales, the drop would have been small indeed.» . Bu
declines in all stimuiated a drasiic reduction in Invenioly v
vestments of § 8 billion, causing the GNP to drop by § 19 bithon
instead of § 2 billion. These events were accompanied by a drop
in the production of consumer durable and nondurabiv goods
of about 25%, and among the sectors of ndustrial production
ereductions of 10 % or more were recorded for textile, apparel
leather, and rubber products in the non-durable group and tor
primary and fabricated metals, electrical machiner,, and tu:-
niture and fixtures in the durable group.» ¥

The recession entered a second stage in 1934, Consumer ex-
penditures which had declined through the 1933 phase now
became an expansionary force, and were accompanied bs o nse
in residential construction, sustained rises in state and iocal
expenditures, and in net foreign investment. All these forces
overcame the deflationary pressure of falling federal ea
penditures. The rise in consumer expendilures could be at
tributed to a rise of disposable income, despite the tall in
personal income from production. This was caused by the usual
autoinatic changes in tax receipis and transfer payments induced
by the recession, and bv reduced rates of personal income tax-
ation which became effective on Januarv. 1. However, observers
do not simply attribute the rise in consumer expenditures 1o
changes in disposable income. They also account for it 1o a laree

{2 lilckman, op. cit, p. 45,
i3 Ibid, & &
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Ay

extent by a nise mn the consumption lunction: e g.. although dis-
posable income increased by only § 3 billion between the last
quarter of 1953 and the third quarter of 1954, consumption
expenditures rose by § 7.5 billion, and savings oul of income
dropped from 8.3% to 6.49%

The early revival of consumer expenditures is important when
compared to the drop in federal expenditures by % 10.5 billion
from the fourth quarter of 1933 to the second guarier of 1954,
and a drop of a billion dollars in business fixed investment,
With a § 5 billion rise in consumer expenditures, and a § 1.5
billion rise in residential construction, net foreign investment
and state and local expenditures, final expenditures fell by only
§ 2.5 billion. GNP actually rose by one billion, mainly because
substantial decreases in inventory decumulation occurred. (See
Table 12 In the last half of 1954 recovery started to take place,
with aggregate hinal expenditures turning upward in the third
quarter, and with an abating rate of decline of federal expend-
nures. A temporary spurt of inveniory liquidation provided a
short setback to the expansionary forces, and GNP rose bv only
$ 1 billion in the third guarter. But in the last guarter of 1954
a4 Vigorous expansion set in.

Effecis of the Recession on Pueric Rico

With cur knowledge of the structure of the Puerto Rican
econemy, we would expeact the above events to have had the
following effect: decreases in the exports of texiile producis,
apparel, electrical machinery, furniture, andé fixtures, These
products are of increasing importance in the export struciure,
and with inventory decumulation on the Mainland and decreases
in industrial production one would expect such exporis to be
substantially affected. The second reaction one would expect
because of decreases in the opening of new plants, caused prin-
cipally by Mainland market shrinkages. But this might be
mitigated by ithe relativelv small decreases in gross private
fixed investments, the maximum decrease of which was only § 2
billion between the third quarter of 1952 and the second quarter
of 1954, compared to a shrinkage of § 9 billion in total gross

{4; This rise in the consumption funciion has been attributed mainly 10 bmproved
expeciations resalting from tax cuts, capital gains im the stock market, intensified
selling efforts, price reductinos, and more liberal credit 1erms.
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TapLe 12
THE RECESSION OF 19534 . COMPARATIVE DATA
U. §. Data (billlons of dollars) ®
GEN Consumption Lsrozs Py Lhsnges 50 fathen of Inghas
Durable Non {nvestment Businea: 1risd Produ e
Durable Invenionss 19 s 16
1953
1 3616 32 1189 515 2.0 135
2 674 30.6 1198 535 3] 13
3 366.3 303 1189 518 1.3 132
4 3575 288 1186 445 3.2 130
1954
1 3581 283 1189 46.5 2.5 122
2 3587 252 1201 483 e} B 124
3 3600 294 1213 46.8 A 121
4 367.7 30.4 122.0 319 03 129
1955
i 373.0 34.7 1224 558 23 135
2 3817 353 1248 597 4.6 3%
3 3910 372 1274 614 33 137
4 4028 354 129.2 65.4 6.3 134
-Puerte Rican Data {millions of dollars) **
TFotal Total Unempley- New Plaate  Plants D Index of Indusinisl Producnos
Exports lmports ment £, Starting continuing (195254 = 106
Operations Operations Total MNon-Durable Durable
No. of Planta
1953
1 704 156 192 15 2 826 89 65.6
3 " 862 1163 100 32 5 936 986 809
2 917 1135 124 18 3 1028 146 951
4 886 1379 15.8 17 k] 094 1312 1026
1954
1 765 1162 184 22 ) 196 1092 1105
2 837 1378 il.4 16 g 1135 1184 1148
3 812 1267 144 12 15 1124 1124 1123
4 94l 1333 173 11 7 1282 1226 1425
1955
1 67.0 1343 191 18 & 1346 1324 1405
2 1001 137.8 104 15 4 1581 1578 1385
3 1030 12338 136 3] 4 15332 1484 1655
4 935 150.7 142 25 6 1602 1537 1772

* Al data scasonally adjusted, except lndustrial Production
** Data nor adjusted for seasonal variation.
SovrcE: Business Statisties, 1957, ¥, S. Dep'1. of Commmerce; Puerto Rico, Statusfica
_ Yearbook; EDA Reperts; U. 8. Dep’t of Commerce, Bureau of the Censw
U. 5. Trade in Merchandise and Gold and Silver with V. §. Territories and Posseszion:
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investment between the second quarter of 1933 and the {ourth
guarter ol 1954,

As 15 obvious from a glance at Table 12, the Puerto Rican
data are not seasenally adjusied, and therefore must be examined
very carclully. One must also consider the strong growth trend
which pervades all Puerto Rican dala. There can be no doubt
ol 2 slackening in the export sector in 1954, This is especialiy
true of the second and third quarters, which are usually the
scasonal peak. Based on export figures, it would seem that the
brunt of the effect of the Mainland cycle on exports fell during
the third guarter when exports were over $10 million less than
in the previous vear, which alse represented the irough in the
maintand. There is, however, a definite lag of three guarters,
since decrease in consumer sales on the Mainland and peaks
in inventory decumulation were reached in the last quarter of
1953

There seems 10 be a lagged relatienship of about twou quar-
ters when one compares total Puerto Rican exporis to over-
all industrial preduction on the Mainland. Here the trough was
reached in the third guarter, which was also the low point in
Pucrto Rican exports. The latter are examined in a 1more
detatled fashion in Table 13, where each of the prnincipal export
items is compared to Mainland indusirial production in the
same industry. Production of textile products on the Mainland
started to decline after the second guarter of 1953 and reached
a trough in the third quarter of 1954, having fallen 19 points
apparel products, which bulk large in Puerto Rican exports,
started to decline after the first guarter of 1953 and also reached
a trough in the third quarter of the following year, having
declined 18 points. Puerto Rican exports in this category seem
to have heen affected in the last quarter of 1954, and the first
guarter of 1955, when they reached a trough. There thus
occurred a lagged relationhip between indusirial production of
textiles and apparel on the Mainland and textile product exports
from the island. While industrial production was failing dras-
ticaily on the Mainland, exports continued to rise, although
mostly at a smaller rate, and only when production started tc
recover on the Mainland did exports decline, reaching a itrough
itwo quarters after the Mainland trough. Explapations for this
phenomenon are varied. First, there is the growth trend; the
rate of openings of new plants during the last half of 1933 and
the first half of 1954 was very strong in textiles and apparel
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TasLg 13

a) US. INDUSTRIAL PRODUCTION AND PUERTO RICAN
EXPORTS 19534

(For US. Index of Industrial Production 19479 = 100,
PR. Reports in Millions of Dollars)

fabricated  Nou-Elec- Electrical  Machinery Textiie Apparel Textiber Paper &
Metal trical & Mill (Total Altied
Products  Machinery Machinery  Vehicles Prod Producis
Uv.s PR U. s LS PR LS L5 P R .5 PR
1933
1% 150 208 b 116 118 18.5 137 8
2 139 13 148 191 1.1 111 119 176 13 15
3 137 13 137 189 1.1 100 108 201 136 1.2
4 131 5 137 189 2.1 94 162 2ie 131 13
1954
123 98 132 172 28 94 112 217 131 17
2 121 8 126 163 33 G4 103 267 135 1.9
3 121 12 119 176 33 g2 O 236 i3t 13
4 125 18 122 201 40 160 104 224 137 ii
1955
1 126 11 129 194 2.5 17 117 205 e 12
2 133 11 135 184 42 108 113 215 154 14
3 137 11 133 188 45 192 107 2589 s 17
4 140 10 143 209 6.3 110 1513 266 i37 25
b SELECTED P. R, BMPORTS
Chemicais Food & Mon-Metalic Texstile Vegetabie Animal &  Machinery Chemicals
Beverages  Minerals Fibers Food Products  Animal 3 & Related
& Migs. & Beverages  Producs Vehicles Products
L.s5. P.RUS PR
1953
1 147 11 98 402 16 18.4 219 12.6 198 6.6
2 148 11 103 458 8.1 205 216 119 19.4 7.7
3 143 21 118 4838 8.1 204 20.1 132 1528 EE:
4 148 19 110 304 80 224 209 i4.5 20.4 748
1954
1 148 12 97 334 640 174 200 128 183 6.1
2 145 18 103 409 98 207 205 139 24.1 8.1
3 144 18 113 320 71 1.6 218 137 zl.2 78
1955 4 136 18 109 412 7.2 227 19.6 133 25% 73
i 162 17 98 187 9.4 200 217 154 237 92
2 165 13 105 518 9.0 235 20.8 13.7 267 113
3 164 1.3 117 410 7.3 200 211 133 2.4 10.2
4 177 9 114 280 87 26.5 214 142 274 10.4

Source: Sec Table 12
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(e. g, eleven mew firms starting operations in the first guarter
of 1934). Their contribution 1o exports, even in a dechimng mar-
ket, was bound to bolster total exports, Second, many EDA-
promoted firms work or a contract basis, as subsidiaries of
Mainland firms. While sales and production were declining on
the Mainland, island plants would keep on delivering for the
period of the coniract, thus maintaining exports.

The pattern in most industries usually was a decline in the
rate of growth of exporis during most of 1934, with absolute
declines taking place in the last quarter of 1954 or the first
guarter of 1935, The proportional decline in most cases was
larger for Puerto Rican exports than for the respective industrial
productions on the Mainland, though the duration of the decline
was much shorter for Puerto Rican industries, The most im-
portant export categories of Puerto Rico fall into the type of
Y. 5. industries which experienced a greater than average
dechine in industrial production than the general average index.
{(Compare the decline in total industrial production in Table 12
to individual declines in Table 13.)

Therc was a definite lag in the reactions to the Mainland
recession of the number of new plants starting operations on
the island. If we discount the extraordinary spurt in the second
quarter of 1953 (Table 12}, it would seem that actual reactions
set in only in the second quarter of 1934, three guarters behind
the Mainland indicators, reaching a trough in the last gquarter
of 1954, The reason for such a lag is that plants opening
operations were promoted a number of months before. Thus
when the Mainland recession set in there was probably a backlog
of promoted plants which engaged in investment activities even
after Mainland investment had gone down. The recession is
felt much ecariier when measured by the number of firms
promoted. 5! According to the best authority on the subject
matier, «Promotion seems to lag somewhat behind production
on the way up but to respond quickly to a decline». 8

1t is also evident from Tabile 12 that the recession had some
gffect on the number of plants discontinuing operations dur-
ing 1954, the peak being reached in the third quarter, which
was also the trough point of the Mainland recessiéon. The

(57 «Firms promoted» have no direct effect on Puerto Rican economic activities.
Only fluctuations in plants actually opened will have a direct impact on istand ecopomic
indicators.

165 H. C. Barion, =Background Dala for Program Conference on  Industriai
Development,» July 6, 1957 (unpublished).
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greatest pumber of discontinuances occurred in texties, espe
cially apparel. Of the latter, Barton writes that «cChanges b
cutput are, 10 a considerable extent, the result of openings and
closings of entire plants. This is generallv fruc in Indusiries
where capital per worker is low and where individual plants
are small in relation to the total size of the indusin. Also
expansion or closing plans are not made as far in advance as
they are in more heavily capitalized industriess. 0 It 15 rue
that quite a number of plants close for reasons other than
marketing difficulties arising from a Mainland recession —
reasons such as managerial difficulties, costs higher than at
first estimated, labor costs too high in relation te productivity,
etc.; nevertheless, the increased number of plant closings in
times of recession can mostly be attributed io that recession.
For example, in a closed plant survey made by the Economic
Development Administration, various reasons for the closing of
each plant surveved were listed, and the three most essential
reasons were graded: U (underlving cause), T (contributing causey,
and P {proximate cause). In 1932, eight of thirteen plants listing
«marketings as a principal reason for closing chose it as ihe
«underlving» cause; in 1953, there were 7 U oul of tlen, and
in 1954, 14 U out of 16. &

Although there are no monthly or quarterly data availabic of
Puerto Rice’s GNP, investment and balance of pavments iems,
decreases in new plants opened, and smaller exports were re
flected in annual national accounts. The gross product, which
had increased by almost $ 80 million from the fiscal vear 1932
to 1953, increased by § 28 million in the following year, and by
¥ 35 million in 1934 to 19533; invesiment declined {rom an
increase of $9 million in 1932-53 to $4 million in 1953334, but
recovered substantially in the following vear and long-term cap
ital inflow declined from § 83 million in 193354 to % 64 million
in the following vear. The latter rose to § 73 million in 193536,
and § 152 million in 1956-57. Here we obviously have the lag that
appeared in the openings of new plants,

Effects on Employment

The brunt of the unemployment which the recession brought
aiong was felt on the Mainland in the first three quarters of 1954

(7y Ibid.

{8} «Closed Plants Survey, i947-34,» (Economic Development Admimstration, Otficr
¢f Economic Research, San Juan, Puerto Rico). (Mimeographed.:
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41

EMP1LOYMENT, UNEMPLOYMENT AND MIGRATION, 19535

(Seasonally Unadjusted)

ay Jotal (Percentages)

L5 L POR Ln Net
employmen: employmeant Migration
{"000s;
1933
i 2.8 192 ,
2 2.3 190
3 21 ¢y T
4 28 58 ¢
1954
1 53 18.4 /
2 5.2 11.4
3 50 144 THS
4 44 173
1953
] 5.2 19.] /
2z 4.1 104 ce
3 34 136, T
4 33 142

Souree: L. 5. Dept ol Cumnmerce, Business Suatistics, I857; P. R. Dep’t of Labor,
Buresu of Labor Statistics, Emplovment and Unemployment in Puerto Rico,

{senes),

b) Selected Industries (Employment in "000s)

Foed & Kindred Textite Mill Appare} & Paper & Chemicals&
Products Product Related Allied Allied
Praducts Product Products
Total Average
Employment Weekly M,  T.E Hzs 1.k Hrs.  T.E Hrs T E H s

19532
1 185 378 33 391 151 341 17 432 13 309
2 197 37.1 31 392 160 343 1.7 427 14 360
3 137 347 35 387 169 337 18 4069 14 358
4 13.8 33 177 331 18 4063 12 324

1954
H 18.4 36.6 35 381 178 3406 1.8 408 13 331
2 200 369 30 338 171 359 17 400 15 346
3 133 345 31 36 162 342 17 404 14 332
4 14.2 345 34 313 172 338 1.8 403 13 324

1955
1 18.4 315 33 305 165 336 L9 399 14 320
2 15.3 340 36 368 175 325 18 412 15 358
3 133 351 36 378 174 338 19 415 1.7 338
4 136 49 41 386 189 340 20 407 1s8 342
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TasLe 14 (continued)

b) Selected Industries {Employment in '000s)

Lumber & Wood Swone. Clay Metal Leather
Products & Glass Products Products
Products
Total Average

Empioyment Weekly Hrs T.E Hry T. L Hra I Hry

1953
H 29 84 258 40.2 26 392 1.8 356
2 30 382 30 408 30 388 21 346
3 29 38.7 3.2 392 33 385 22 354
4 3.1 8.6 3.2 389 39 389 2.1 354

1954
1 28 373 29 386 39 3872 1.8 360
2 27 316 29 369 38 381 17 337
3 20 391 29 31z 37 395 16 370
4 340 387 2.9 377 42 396 17 316

1955
1 28 310 30 383 43 388 1.8 363
2 29 6.4 33 391 44 383 22 359
3 25 378 36 40.1 46 391 22 357
4 3.2 391 39 3953 47 336 23 3595

SoURCE: P. R. Bureau of Labor Statistics, Dep’t of Llabor, Employmeni, Hours and
Earnings in the Marnufecturing Industries of Puerte Rico, {senes;

when unemployment was generally between 2.5 % and 3 % above
the average of the previous year, hovering around 5% (See Table
14). Upemployment in Puerto Rico, which at the time still
varied between 19% and 10% during the vyear, reflected the
impact of the Mainland recession in the last three quarters
of 1954, reaching a peak in the third quarter. The rates above
«normal> unemployment were a little smaller than on the
Mainland, varying between 1.5 9% and 2 %. An important facior
contributing to the rise of Puerto Rican unemployment was
the decline in net emigration from 69 thousand in 1953 1o 21
thousand in 1934, There was no lag in the net emigration. It
began to drop off sharply in the second quarter of 1933, the
beginning of the Mainland downturn, and there was no real
pick-up again until the last quarter 1954, the beginning of the
Mainland recovery. This simply refiects the acute sensitivity of
migration to Mainland business conditions — Puerto Ricans
being among the first to lose their jobs in a dowuturn, but
with the type of work they do, finding it easy to re-enter the
job market in an upturn. That a decrease in net emigration



CHART |
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Source: Current Business Stotistics, Bureou of Economics and Stotistics,
Puerto Rico Plonning Board.
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should contribute substantially to an increase in unemployment
during a mainland recession should be clear when one recalls
that employment in the declining agricultural sector is decreasing
faster than the growing indusirial sector can employ them, and
that total unemplovment can be kept from 1‘isingv or can be
decreased only by a substantial emigration. Not only was there
a great drop i1 the net cutflow of workers in 1934, as revealed by
statistics in Table 14, but the drop was even greater because
in 1934, gceording to a government publication, smost of the net
outward moverment of population is atiributed to women and
to children under iabor force age. Thus only § per cent of the
excess of departures over arrivals was attributable to men of
labor force age». ¥ In addition, the ranks of the unemployed
were also supplied by an increasing amount of discharges irom
the army. Between the outbreak of the Korean war and ear-
iv 1934, inductions and enlistments in the armed forces exceeded
discharges by 44 thousand. This meant that the army absorbed
potential and actual members of the labor force at the rate of
almost 1.000 per month. Bur in the period frormm March to
October, 1934 «the number of discharges from the armed forces
exceeded inductions and reenlistroents by over 9.000, thus in-
creasing the number of entries into the labor forces. (0

The contribution of the manufacturing sector, and especially
of the chief export industries, {0 unemployment was siight. {See
Table 14, section b.). The greatest decline took place in apparel
products; it amounied to about 13500 workers between the last
quarter of 1953 and the third gquarier of 1954 {(while hours
worked increased). In most indusiries there was a decrease in
the rate of increase of emploved workers rather than absolute
declines.

1t would seem that the chief contributions to unemployment
came from the Home Needlework industry, which has been a
continuously dechning industry, where employment dropped by
over 5,000 between 1953 and 1934, and the construction industry,
where emplovment declined by 6,600 in the same period. {See
Table 15.) The ilatter had nothing to do with the Mainland
recession, since private construction activities actually increased
between 1953 and 1954 by over 310 million. It was public con-
struction which declined by over %6 miliion, due to a reduction

(9} «External Passenger Movement,» Current Busimess Stansiics {Puerio Rico
Pianning Board, Bureau of Economics and Siatisties), October, 1955

{1 Economic Report ic the Governor, 1954 {Puerto Rico FPlanmng Board, Bureau
of Economics and Statistics).
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TasLe 15

LABOR FORCE AND EMPLOYMENT BY INDUSTRY
{in thousands}

1952 1953 1954 1935 1936
All Industries S 5711 3500 5393 539.3 357.7
Agriculture . . . ... 1942 170.1 1718 162.4 1595
Foresiry and Fishing . . . 20 1.8 1.7 1.3 1.6
Manufacturing . . . . . 56.9 62.7 66.8 662 74.4
Home Neediework., . . . 3¢ 367 31.2 287 250
Mining . . - - . .« . 1.7 2.7 2.1 15 i3
Construction . . . . . 333 385 319 340 376

Soures: Ecomamic Repor: o the Governor, 1956, Puerio Rico Plapning Board, Bureau
of Economics and Statistics.

in toial construction expenditures of the Housing Authorities
and the completion of several other public projects.

Tre Commonwealth government engaged 1o no apparent
countercyclical fiscal policy. Revenues from taxes Inet regular
govermment expenditures, and the net debt continued 1o increase
at about the same rate as in the past, the receipts irom the sale
of bonds going to capital improvement projects. (B, Pueric
Rico has a strong instrument for counter-cyclical policy with its
high credit rating on the Mainland, and its low debt to annual
revenue ratio. With low interest rates usually prevailing on the
Mainiand capital markets during a recession, it would be casy
and cheap for the government 10 engage in increased borrowing
for stepped-up public works.

Conclusion

The effects of the 1953-54 Mainland recession on Puerto Rico
were very mild. The principal channel through which it spread
was a substantial decline in net emigration, causing a rise in
unempioyment. Most manufacturing industries which rely 1o a

(11 Is 1954 the Commonwealth and municipal debt of Puerio Raco was small
relative to the means available to securt the means for servicing. The total debi way
only 2i% of annpual revenues, and 3.5% of net income. This is ome of the lowest
ratios of public debt to annual government receipts in the world. (See Econoemic Report
1o the Governor, 1934, p. 21
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large extent on exports were hardly affected by declines in exports
which took place with a lag of approximately nine months. This
can be explained by the backlog of newly promoted firms which
were opening their plants in 1954 and thus contributing 1o total
exporis and general employment in the respective industries. The
sharpest decline in employment took place in the neediework
industry, but this was due to a longestablished declining trend,
and in public construction. The principal effect was thus a
mild decline in the raie of growth of the economy.

The 1957-38 Recession
Causes and Characteristics of the Mainland Recession

The recession of 1957-58 lasted nine months, starting with a
peak in the second quarter of 1937, and reaching a trough In
the first gquarter of 1958 Although it was shorter than the
previous recession, it was In many ways a sharper setback lor
the economy., GNP, gross private investment, and industirial
production declined more both in absolute and relative terms;
inventory liquidation was greater and unemployment was higher
than in 1933-34. {Compare data in Table 1& 1o that 1o Tabie 120
The downturn of 1957-38 originated 1n changes in a number of
sectors «developing at the same fime mainly by coincidence. .
Each exerted a growing downward pressure on production and
empioyment, and ultimately their joint effect was te tip the
balance... toward a general reduction in economic activity» 2

First of all, there was a drastic decline in investment activ-
ities (gross private investment fell by % 16 billion from peak to
trough compared to § 7 billion in 1933-54}, which can be attri-
buted 10 a much faster growth of capacity than its utilization.
For example, in manufacturing, expenditures on new plant and
equipment between 1953 and 1957 bad increased capacity by
about 253%, but production had risen by only 7%. In the same
period the cost of new capacity had risen substantially more
than prices of industrial output, and in 1957 the fnancing of
expansion programs was becoming more costly (while corporate
liguidity was very low). I3, Secondly, there were some sharp
reductions in U. 8. exports. This was partially a reaction to the

{12: Econopuc Report of the Presidenmt, 1959, p. M.

{13 Ibid., p. 11. Most of whai follows on the U 5. recession is based on information
contained in the Presideat's Report
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high volume of exports in the latter part of 1956 and early 1957
to which the Suez crisis had given impetus. The rising volume of
exports spurred on by the crisis actually contributed to the
maintenance of an upward trend in the economy at a time when
investrnent  dermand  was  already leveling off. But the dis-
appearance of the special Suez situation coincided with actual
decreases in investment activity, and the volume of exports de
creased by 20% during the contract:on. Although the initual export
decline was due to smaller exports in wheal, cotton, and petroleum,
it soon spread 1o metals, machinery and manulactured goods,
reflecting a slackening in the expansion of FBurcpesan countries
and their build-up of large stocks.

A third contributary factor to the recession was a curd
tailment of expendiiures on consumer durables of 11% (much
larger than in 1953-34), fourfifths of the decline being accounted
for by reduced purchases of automobiles, This is remarkable
not because culs in consumer purchases are unusual in a ye-
cession, «but the 1957-38 decline was unusually large in view of
the small reduction — about one per cent — in the amount
of income available to consumers after payment of laxes. (%
Finally, there was a slight reduction 1 the purchases of the Fe-
deral government.

These poncipally independent changes in demand had a
magnified recaction on the economy because of the induced
changes 1n the inventery policies of businesses, There had been
a considerable increase in inventories from 1935 untii the middle
of 1957, In the third ouarier. with uncerisinties about future
sales and with increased difficulties and costs of financing in-
venteries, the raite of accumulation slackened, and by the last
quarter of 1937 actual inventory reduction begap and reached
peak in the first quarter of 1958 when, the rate of reduction rose
to 8.2 billion doliars per year. And thus, <a moderate decline
in the pace of actual sales produced a much larger effect on
production and emplovment by provoking a sharp swing from
inventory accumulation to inventory liguidation». (3. Over half
of the decline was concenivated in the machinery, aircraft, and
automobile industries, but substaptial culs were alsc made in
the petroleum, chemical, paper, and consumer housshold dur-
able goods industries. Although inventory liguidation was the
induced factor in this recession, it ultimatelv accounted for
about 60% of the entire decline in GNP.

(14 Ibid., p. 13.
(15} Ibid., p. 14,
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The maintenance of over-all consumer demand seems 1o have
Peen a principal factor in accounting for the short duration ol
the recession and its relatively small impact in the face of sharp
inventory and investment curtailments. Although GNP fell by
20 billion dollars on an annual rate {rom the third quarier of
1957 to the first gquarter of 1958, persenal income dechined by
less tham 4 billion dollars and aggregate consumer expenditures
by less than 2 billion dollars. The small decline in personai an-
come is accounted for mainly by a decline in earned personal
income which is small relative to the decline in producton. ''®
an increase of transfer payments, and a reduction in personal
tax pavments. Also, consumers, in their turn, reduced their pu-
chases of goods and services by an amount smaller than their
fall in income.

The slight fall in the sales of consumer non-durable goods.
the continued expansion of service industries, the continued
rise in expenditures of local and state governments, and the
rising earnings of the labor force still employed, all contributed
1o an early balt in the downturn. By the spring of 1938, Federal
government expenditures baegan to rise again, the decune 1o
business expenditures on plant and egquipment came o an
end, and there was a considerable expansion in home building
activities. Inventory liguidation continued, however, bui at &
diminished rate, until the last quarter of 1938, The recovery was
-underway in the second guarter of 1958, but at a sluggish rauwe.
it continued throughout the vear and picked up speed in the
last quarter.

Effects of the Recession on Puertc Rico

The impact of the recession op Puerto Rican exporis seems
to have been rather slight. When taking account of seasonal
factors, it would seem that the principal effect was 1n a slacken
ing of the rate of growth of total exports during 1958, (See
Table 16.) A more detailed glance at individual export lems, some
.of which are reproduced in Table 17, leaves the impression tha

(16) For every decline of 31 billion in private output, personal inCome earned lef
oniy $360 miilion: in 1929-30, it fell 3670 million. According to the PresiGent’s econoimg
advisors, this can be explained by =the fact that a larger proportion of our labor forge
is now empioyed in industries and occupations not quickly affected by moderate Change
in business conditions; and evea im indusiries fhat are more sensilive 1o Gusines
fluctuations, a larger proportion of employees hold positions poi uwsually affecied by
production cutbacks of shor! duration.» Ibid., p. 13




THE POST-WAR RECESSIONS 49
Tasie 16

THE RECESSION OF 1957-58 - COMPARATIVE DATA
U. &, Data {Billions of dollars) *

GNP Consumption Crross Changes in lndex of
Non Private Business industrial

Duvable Durable Investiment fnventone: Producion

1957

1 4299 359 1373 63.6 .0 146

2z 4412 395 137.1 67.0 29 144

3 4430 40.4 1405 60.7 2.2 142

4 4389 39.6 1388 615 —22 141
1958

1 427.1 363 139.8 509 —8.2 130

2 4345 %7 1415 51.3 —~5.8 128

3 444 4 3741 143.1 54.2 —34 133

4 457.1 39.8 143.6 613 2B 142
1959

1 4762 413 1453 69.8 6.1 146

2 153

Puerto Rican Daia (millions of doliars) **
Total Total tinem- MNew Plants Dis- index of
Exports Luporis plov- Planis continuing Industrial  Production
ment Operations (1932-54 — 108
Total Nor-Durabie Durable

1957

1 %504 172.5 137 30 5 1862 1836 1931

2 111.4 1619 16.0 23 3 2252 2156 2499

3 122.9 1319 128 28 4 2160 2090 2349

4 105.5 1742 131 31 6 2303 2243 2462
1958

i 916 161.6 149 25 2210 2156 2349

2 1229 1517 103 20 2456 2337 2764

3 125.4 150.1 137 32 2524 2494 2604

4 HIR 165.3 i6.6 22
1959

1 111.6 174.9 159 30

2 148

* Scasenally adjusted, excepi Index of Industrial Production.
** No seasonable adjustment.
SourcE: See Tabie 11

A
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Tageg 17
a) U. S, INDUSTRIAL PRODUCTION AND PUERTO RICAN
EXPORTS (1957-58}
Fabricated Nen- Blectrical Machinery Textile Apparel Textiler Baper &
Metal Electrical  Machinery & Mill {Total Attied
Products Machinery Vehicles Producs L _ Products
U.S. PR LS U s PR vs o 6s K LS wR
1957
1 137 14 159 208 8.3 104 118 28.6 160 15
2 138 17 155 193 87 190 112 29.0 160 15
3 140 15 146 205 9.6 9% 107 333 136 1.5
4 137 18 141 209 0.2 96 15 319 158 8
1958
i 124 20 132 182 7.0 94 109 26.3 133 4
2 120 26 124 162 86 94 106 254 156 4
3 132 36 122 180 10.1 97 1iD 321 60 .6
4 136 37 130 194 16.5 105 114 i3z 68 13
1959
1 136 28 141 199 104 111 126 283 173 1.1
2 146 152 202 (118) (127 (183
by SELECTED P, R IMPORTS
Chemicals  Yeg. Food] Non-Met. Textile Yegetable  Animal & Ada;ginen- Chemicels
& Minerals Fibers Food Prod's  Animal & Rel
Beverages & Migs & Beverages Producis Vehicles Products
v.S PR LS. P.R.
1957
1 18515 103 221 85 252 278 18.0 324 122
2 182 1.3 109 384 7.3 256 234 14.7 344 129
3 18016 122 418 7.3 21.7 18.1 154 241 1.07
4 187 27 115 234 5.7 196 25.0 17.0 319 127
1958
1 181 19 104 193 7.1 260 224 17.8 3141 131
2 178 16 111 449 4.5 242 213 163 KIN) 133
3 181 1.8 125 383 5.7 227 214 18.0 279 136
4 19512 119 166 53 272 229 16.7 33 i1
1959
1 201 1.2 108 275 6.2 277 24.0 19.1 363 141
2 (207) (115

Souace: See Table 12
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they did not follow their industrial production counterpart on
the Mainland. While there was a substantial cut in the pro-
duction of fabricated metal products, Puerio Rican exports con-
tinued to rise throughout the period; much of this can be
explained by the high rate of opening of new firms in that in-
dustry during the first three quarters of 1938, A sharp drop in
the production of machinery products on the Mainland was
reflected in a relatively mild decrease in export of those pro-
ducts from the island in the first quarter of 1958, The decline
in the production of textile products, which was somewhat
smaller than the general decline of industrial production, had a
definite effcet ¢n Puerto Rican textile exposts which slumped
in the first two quariers of 1958 to a proportionately larger ex-
tent. In this case the explanation must le with a subsiantial
curtailinent of production of some plants, since the raie of open-
ings of new plants did not drop te anv marked extent in that
period. Paper and Allied Products, which experienced only a
very small drop in Mainland production, took a relatively sharp
drop in exports in the first half of 1938, declining by mere than
tifty per ceni. Chemical exports declined throughout 1958, de-
spite the relatively small slump in Mainland production.

The effects on employment of the Mainland recession are
reproduced in Table 18. Upemployment increased substantially
above the seasonal average in the last half of 1958, especially in
the fourth guarter. At its height, the recession-induced un-
employment was higher than in 1933-54, but this was also the
case on the Mainland. A glance a! individual industries in part
b} of the Table reveals a noticeable decrease in employment in
the Textile Mill Products and Apparel industries; they reached
their low points in the first and second quarter of 1958 re-
spectively, but recovery was slow throughout the rest of the
vear, though weekly hours worked increased rapidiy and were
above the 19537 average throughout the latter part of 1938, It
seems that as production expanded again, firms were slow in
their re-hiring policies, preferring to extend hours worked of
employees still on the job; and also that new firms preferred
hiring fewer workers, but for longer hours. The steady rate of
employment in the Paper industry, in spite of the slump in ex-
ports, is explainable by the lack of comparability —i. e, em-
ployment figures include workers in the printing industry —and
aiso by the fact that close to 709 of this industry’s output is
sold domestically. The prolonged slump in chemical product
exports is paralieled by a slump in employment in that indusiry,
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TasrLe 18
EMPLOYMENT, UNEMPLOYMENT AND MIGRATION, 1957-58
{Seasonally Unadjusted)
a) Total (Percentages)
LERN . Net Seas. Adjusied
Unemploy ment Unemploymens Migraton Yearly Rates
1957
i 4.6 157 —717 w39
2 4.1 10.6 —139 —23
3 39 12.8 53 —35
4 45 13.1 +-118 —32
1958
1 74 149 —6d4 —32
2 74 105 —105 —5
3 6.7 137 —41 —25
4 57 16.6 -+99 —57
1959
1 6.8 159 {—40)
53 10.6
S0URCE: See Table 14a.
b) Selected Industries
Food & Kindred Textile Mill Apparel & Paper & Chemicals &
Products Products Related Alied Allied
Products Products Producis
Total Average
Emplovyment Weekly Hes. T.E His, T.E.  Hrs. T.E Hm. F.£  Hss
1957
1 171 36.8 44 346 191 327 20 401 23 353
2 184 36.4 5.1 387 182 331 19 406 26 376
3 134 356 51 352 187 337 20 411 14 337
4 149 353 48 358 189 333 21 405 13 353
1958
1 171 374 42 333 180 325 20 399 13 334
2 19.0 376 43 355 168 320 20 406 14 360
3 13.7 358 48 3706 171 339 21 402 15 361
4 148 35.1 48 367 179 341 21 407 14 333
1959
188 380 48 360 177 339 23 400 14 349

[N
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Tasie 18 {continued)
b) Selected Industries {continued)
jumber & Woog Swme, Clar Metal Leather Petroleum
Products & Class Products Froducis
Products
Total Average
Employment Weekly Hs.  T. 5 Hes Tk Mee. T.E Hrs. T.E Hrs
1957
1 32 38.6 42 382 23 39
2 33 4.1 24
2 30 3740 37 380 14 376 23 373 20 387
4 3.3 387 43 383 16 383 23 372 21 3%é
1958
i 32 374 4.t 371 1.7 377 23 363 21 384
2 34 367 38 387 18 37.8 26 371 21 38e
3 30 376 g 370 1.9 379 28 384 22 395
4 iz 38.6 35 369 19 378 2& 361 20 388
1956
1 32 1% 19 29 20
2
Machinery Eiectical Projessional & Metal Producis &
itxcept Hlectrical: Machiners Scientific Machinery
Equipment {Inc}. Hiectnical:
Tk Hurs ¥ 1 Hrs 1.E T.H Hrs.
1957
; 5.8 375
2 538 383
3 14 35.2 33 35.2 1.4 346 6.1
4 14 384 34 372 1.4 369 6.4
1958
1 14 382 29 335 132 360 6.0
2 13 352 27 340 1.2 350 58
3 1.4 378 28 365 12 350 6.1
4 14 37.2 30 38.9 13 38.8 63
1959
1 i4 3.1 14
2

Source: See Table 14b.
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while the continued rise in the exports of metlal products s
accompanied by a very small rise in emplovment and hours
worked, possibly due to increases in productivity, Finally, the
decline in machinery exports was accompanied by a decrease n
employment of a relatively mild nature; and a more pronounced
decrease in the number of weekly hours worked

A broader resume of the emplovment situation is obtained
from Table 19. The decline in agricultural employment has
continued and its rate was not affected to anv degree by the
recession (as a matter of fact, it decreased between 1937 and
1938). The rate of increase in manufacturing came temporarily
1o a halt, while construction declined, and Home Needlework
continued its steady decline. The decline in employment bet-
tween 1956 and 19537, and the small increase 1n 1958, which
.contributed substantially 1o the propertionatelv much greater
rise in unemployvment because of the usual decline in emigration
and the continued natural growth ol the labor force, can be
traced fo a large extent to the manufacturing sector and es
pecially to the exportoriented industries. Although there does
not seem 1o be any obvious decline in that sector, it should be
remembered that Puerto Rico relies on continued and increased
growth of manufacturing indusiries to absorb the labor force
released from such declining industries as agriculture and home
needlework. Seen in this light, the stoppage of growth i em-
ployment in manufacturing, and the actual more than seasonal

TaBLE 19

EMPLOYED WORKERS BY INDUSTRY GROUP
{in thousands)

1956 1957 1958

Agriculture 166 150 149
Manufactuning 74 79 79
Home Needlework 25 20 12
Mining i 2 2
Construction 38 40 37
Trade 93 94 97
Services 71 67 72
Government 55 37 62

Total 558 552 555

sourcE: Economic Report to the Governor, 1958,
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decline which occurred in 193738 were important contributory
factors of the Mainland recession to the island. This is also
evident in a discussion of the employment situation in the 1958
Economic Repari to the Governor, where it is noted that em-
ployment in April 1958, was 5000 less than a vear earlier, and
that 1.7 thousand of this loss was in EDA-promoted manufactur-
ing plants. It is further claimed, however, that «taking into
account the pew Jobs created by plant openings during the year,
it is apparent that employment cutbacks in those EDA firms
which were in operation at the outset of the fiscal year, as well
as declines resulling from plant closings must have totaled more
than 4.0 thousands. U7 .

The Mainland recession also made itself felt through a de-
cline in the openings of new plants, but to a lesser extent than
in the previous recession. This is surprising i the light of the

sharp decreases which oceurred in Mainland investment activi-
ties. The plant promotion program suffered even less (the
recession  causing  delays an actual plant  establishment of

promoted firms). The picture which emerges in the expanding
sector of the cconomy is of a small decrease in the number of
promotions and a somewhat larger decrease in the number of
openings of new plants due to the grealer recession-tnduced
lags between promotion and openings. Usually, «two thirds of
the plants opening in a given vear are promoted in the same
vear. In 1957-58, less than half of those opened were promoted
during the year, the majority being carryovers». {18, The net
increase in new plants was much smaller. due to the rise in the
number of plants discontinuing operations (almost double the
number of closings in the previous vyear). With 36 closings in
the fiscal vear 1957-38, and 97 actual openings, the net increase
of plants was down to 61

Decreases in employment in EDA-promoted plants were for
the most part concentrated in older plants. The bulk of the
decline occurred in plants established prior to 1955 (3.2 thou-
sand), while only a small decline occurred in plants established
between 1955 and 1957 (900). Plants established in the first
three quarters of 1958 provided emplovment for 2.5 thousand
workers, while employment losses due to closings in the same
period (occurring in random fashion among firms in all age
groups) amounted to 1.9 thousand workers. It seems that this

(17) Economic Report to the Governor, 1938, p. 19
{18) Ibid., p. 10
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was a pattern similar to 1953-54, when the bulk of the employ-
ment decline occurred in plants established prior to 1951, One
explanation offered is the tendency «for newly established firms
to gradually hire more workers during their first few vears of
operation than are eventually needed to maintain capacity output
levels after peak productivity has been reached», (1%

Behavior of Imports

There cccurred a much stronger decline in total imports dur-
ing the 1957-38 period than during the previous recession, and
as in the previous recession it took place without a lag. Much of
the decline was concentrated in textiles and machinery. Machin.
ery had not declined at all in 1953-34, whereas in 1957-58 it
accounied for one third of the decrease in imports which 100k
place between the second and third quarter of 1957, obviously
reflecting a decrease in investment activities on the island.

The 1957-38 recession thus revealed a pattern not discernable
previcusly. There was a stronmger cutback in the operaiion of
existing firms than in the previous cycle, which was not oftset
by continued vigorous expansion of new firms. This leads one
te conclude tentatively that the present indusirial structure of
Puerto Rico is increasingly sensitive to Mainland fluctuations
and that a vigorous underiying growth factor would be required
as an immunizing agent; and this sensitivity might become even
greater as industrialization continues and as a larger percentage
of firms come to be three-years-old or more.

The lagged relationship between Mainland and Puerto Rican
econommic fluctuations which appeared in 1953-54 seems to have
been considerably reduced. For example, the slack in openings
of new firms became obvious in the first quarter of 1938, two
quariers afier the beginning of the Mainland recession. This was
also true in the behavior of individual industries {see Table 17):
dechines in exports became noticeable in the first quarter of
1958, about six months after Mainland industrial production
began its decline, and the trough was reached in mosl cases
afier the same lag. It is difficult at this stage to advance anv
definite reason for the shorter lag. The Econontic Report to the
Governor attribules it to «the greater sharpness in 1957-58 of
inventory liquidation and of reduction in plant and equipment

(19 Ibid., pp. 311
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expendilures in the United Siates. Another reason in the
increased role in the Puerto Rican economy of investments from
the Mainland and of Mainland markets for local products.» 29,
But one {fails to see factors which should necessarily account
for shorter lags. Possibly the greater sharpness induces invesiors
to postpone plans sooner or affects Mainland customers' decision
to curtail orders sooner. Possibly also the structure of the Puerto
Rican economy has changed to the extent that a smalier number
of firms operate on a contractual basis with Mainland customers
and thus are hit by fluctuations in the market sooner than
before.

Migration

Just as in the previous recession, there occurred a sharp
decline in net emigration. The decline, however, was not as
abrupt and as prelonged as in 1933-54. (See Chart 1) The bulg
of the decrease was concentrated in the first half of 1958. The
general impression which Chart 1 gives is of a softening in the
unpact which the Mainiand recession had on net emigration,
especiallv. when one considers the shortness of the dip. This
could possibly be atiributed to greater longrun job security and
opportunity which Puerto Ricans on the Mainland find, especially
after having been there for over a decade — and hence a lower
reimmigration of the jobless. Also, the 1958 dip was attributed
principaily to female migrants, who are less often to be found
in the labor force. Thus the impact on the Puerto Rican lsbor
force was much less severe than it might have been, and a much
smalier proportion of the rise in unemployment could be
attributed to the migration factor than in the previous recession.
It should also be remembered from our description of the
characteristics of the Mainland recession that its impact was
much less severe, or even absent, in the services industries and
non-durable goods sectors which employ a large number of
Puerto Ricans.

Actions of the Commonwealth Govermment

As 1n the 1933-34 period, the Commonwealth governmem did
not pursue any consciously anti-deflationary fiscal policy, al
though its budget tawrned out io be of such a nature. From 1957

(20 Ikid., p. &
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1o 1958 total government receipis (excluding the sums borrowed)
increased from § 198 million to § 204 million, 2 relatively small
increase compared to previous vears, while expenditures
increased from § 231 million to § 248 miilion. Most ol the
increase is atiributed to increases in operating expenses, rather
‘than for capital purposes, which remained constant, There was,
however, a considerable increase in expenditures for economic
-development; ic, for industrial and agricultural development
transportation and communication, and rural electrification —
this amounted to § 16 million in all, and thus increased the
proportional share of this type of expenditure in the total budget
from 17% to 20%. The entire expenditure for capllal pro-
grams was financed from the sale of bonds and the drawing
down of cash balances. The net debt of the island 10se trom
$ 49 million in June, 1957 to § 61 million in June, 1958, The debt
fimnit, which amounis to ten per cent of the assessed vaiue of
property at the end of fiscal yvear rose from % 116 miliion to
$ 158 million, thus leaving ample room for further deficit financ-
ing. Bul, as was mentioned above, the budget was never con-
-sciously used as an instrument of business cycle policy

Conclusion

The 1957-58 recession, which was more severe but shorler
‘than the previous one, had on the whole a relatively mild effect
on Puerto Rico. The island gross product continued to gTOW,
though at a rate smaller than projected without the recession
{i. e, growth in current values of 6.8 instead of a potential
10%-—-13%). Gross domestic fixed investment, which had
increased by § 51 million in 1956-57, rose by only $ 11 million
‘in the following year. This was especially influenced by private
investment in machinery and equipment which increased by
3 22 million in 195657, and decreased by £ 3 million in 1957-58.
:Much of this decrease in private investment was due to a slow-
down in new plant openings, which was reflected in balance of
payments figures by a decline in the inflow of longterm capital,
which had increased by $ 80 million in 1936-57 (from $ 72 million
to § 132 million), and which decreased by § 3 mililon in 1957-38
to £ 149 million.

There was an induced effect on unemployment, but unlike
‘the 1953-34 experience, when the principal channel through which
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the effect was propagated was the slump in net emigration,
the principal causative factor in 1957-58 was a widespread cur-
tailment of production of long-established export-oriented indus-
tries. Although the decrease in the number of openings of new
firms was not too drastic, the net increase in employment result-
ing from the opening of industrial plants was not enough to
counteract the effects of the recession on older firms.



Part 11
THE BEHAVIOR OF PUERTO RICAN FINANCIAL

INSTITUTIONS OVER THE CYCLE

Some General Gbservations

In a study wiich is primarily concerned with interregional
economi¢ relationships, monetary relations should not be
neglected since they form an integral link in the chain that bipds
regions into a national economic unit. In the case of Puerto
Rico, monetary relations with the Mainland are not necessarily
the principal element explaining the basic nature of interactions
between the island and the Mainland. Thev are, however, the
links through which fluctuations are passed on, and, in some
cases, through which induced fluctuations are magnified or
dampened.

The simplest approach is to view monelary relationships
through the balance of payments of Puerto Rico with the
Mainiand. This presents the characteristic situation of a regional
as opposed to an international payments system, where the
region, unlike the country, does not have at its disposal the
power to change the value of its currency, to restrict payments
to impose guantitative restrictions on trade, etc, in order te
adjust the pavments to its liking. The outcome of this is «cither
continuance of [ree movements and a nondepreciated dollar or
a complete cessation of payments and a disguised deprecia-
tion.» (b

{21) Seymour E. Harns, [lnternational and lnterregional Economics (New York:
1857}, p. 176

61
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Actually one never hears about inter-regional balance of
payments difficulties due to the equilibrating flows ol capital
between regions of the same couniry. For example, a booming
region which imports more than i exports to other regions will
receive capital from regions experiencing lesser or no growth,
and hence an excess of loanable funds. 1t is even claimed that
the flow of capital should more than offset the deficit because
the entrepreneurs’ demands for funds will exceed the amount
needed for plant, equipment, and inventories by the capital
{circulating) required in order to operate to the new capacity, 20
In cases where capital does not fill the gap, or where econ-
omic stagnation reduces exports at a faster rate than imports,
and there is no attraction for autonomous capital movements
to mmake up the gap, adjustment would probably have to take
place via contractions in investment, income, imports, and
migration; in other words, the mechanism would be parallel to
the gold standard adjustment. (2%

A net capital inflow Into a region creates magnified repercus-
sions in a decentralized fractional reserve banking svstem, If
the booming region experiences a net capital inflow, banks wiil
become more liquid and the resulting increased loans could
further accentuate investment activities, or provide funds for
runnming the new capital equipment, or thev might be used for
further imports, in which case further expansion of credit will
be checked.

The Changing Structure and Importance of the Puerto Rican
Banking System

The most impressive change that has taken place in the
Puerto Rican banking system is the growth of its importance.
While gross product has increased by 50%, and per capita by
69 %, since 1950, demand deposits have increased by 73 % and
time and saving deposits by 233 9%; and while investment has
grown by 82 %, bank loans have increased by 160 %. All this
compares quite favorably with the U, 8, where bank loans and
deposists have increased only 93 % and 29 % respectively in the
same period. ¥ One principal reason for this phenomenon is

(22) Tibor Scitovsky, Economic Theory and Western Eurcpean Integration, pp. 87191,
(23) Ibid.

(24) Curreny Business Statistics {Bureau of Economics and Statistics, Puerto Rico
Planning Board), September, 1938.
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that as an area industrializes, as per capila income increases,
as the percentage of workers emploved in non-agriculturat activ-
ities increases, greater use will be made of the banking system
as a vepository of increased savings and a greater use will be
made of checking accounts for transaction purposcs. Very often
the use of currency relative to checking accounts is used as a
measure of development. That currency still plays a relatively
large role in Puerto Rico can be seen by the fact that while per
capita income is about onefourth of the U. S. per capita income,
total bank deposits amount to one-seventh, and private deposits
to one-ninth, of those on the Mainland, (%

There are 11 commercial banks operating in Puerto Rico, with
a total of 86 banking offices throughout the island. This is a
considerable growth, when one considers that only 38 offices
existed in 1945, and 51 in 19530. Aithough this has been considered
to represent a fairly good coverage for an island 100 miles by
35 miles, there are still some areas without banking services.
To remedy this situation, a law was passed authorizing «bus
banking» or mobile banking units to cover municipalities whose
needs do not require fuil-time banking offices. (2 Basically
there are three types of commercial banks which operate on the
island: seven locally chartered banks, two branches of New
York banks, and two Canadian banks. Of the local banks, three
are large and four are relatively small. These local banks account
for over 60 % of total assets of half a billion dellars, and for
50 % of total loans made by commercial banks. This represents
a considerable degree of expansion for domestic banks when
one considers that in 1942 they only controlled 37% and in 1950,
56% of total assets, while their share of private deposiis
increased from 44% in 1942 to 58% in 1950 to 64% in 1958
(See Table 20). This is not true in the case of loans, their share
of which amounted to 47 % of the total in 1942, 54 % in 1950,
and 51 % in 1938, which, according to Wallich, reflects the fact
that foreign banks tend to bring «head office funds to Puerto
Rico instead of exporting Puerto Rican funds to the head
office.» @7

In general terms, the fast growth of banking can obviously
be explained by effects of the industrialization program of EDA,

{25) Henry C. Wallich, Banking Facilities in Puerte Rico, report to Government
Development Bank, September, 27, 1938, p. 3. (Mimeographed.)

(26) John S&. DeBeers, «Instruments of the Capital_ Market in Puerto Rico,»
{Governunent Development Bank for Puerto Rico), June, 1957, p. 6.

(273 Wallich, op. cit., p. 4
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the accompanying increase in capital imports, changes 1n the
‘banking structure — ¢. g., the introduction of FDIC, the higher
interest rates on savings deposits, elc. Also, the relatively faster
growth of domestic banks can be accounted for by their more
intimate acguaintance with the economy, which makes the pene-
fration into areas of potential demand for credit casier.

One of the principal functions of the banks and other financial
institutions seems to be the fostering of more local financing of
<apital formation. Up to now the bulk of Puerto Rico's rapid
progress was financed by massive inflows of capital. The largest
proportion of bank loans is stil granted to commerce and
industiry, and this is followed by loans 1o individuals; these make
ap 50% and 20% respectively of total lending. Loans on real estate
have been increasing fairly rapidly in recent years, making up 16%
in 1958, due to increases in real incomes, the availability of
Federal Housing Administration facilities, and the marketability
©of FHA-insured mortgages in the U. 5. (28

Before we can make any statements as to the behavioral
pattern of the banking system in relation to Mainland economic
and financial developments, a brie! examinaiion of the legal

TasrLe 20

GROWTH OF BANKING AND FINANCIAL INSTITUTIONS
IN PUERTO RICO

fin millions of doilars?

195¢ Hia] %o Change

Commercial Banks

Demand Deposits 107 185 73
Time and Saving Deposits 51 170 233
Government Deposits 84 70 —17
Loans 120 312 160
Investments 97 82 —13
Government Dev. Banks 345 62.2 80
Gross Product 753 1.286 59
Per Cap. Inc. 2¢8 4469 69
Investment 150 274 82

{28 Current Business Statistics, op. cif., p. 1L
Source: Comparative Financial Conditions of Commercial Banks in Puerto Rwu. Com
monwealth of Puerto Rico, Department of the Treasury.
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structure ol the sysiem is in order. The extension of federal
deposit insurance to Puerto Rican institutions in 1950 considerab-
ly strengthened the position of locally chartered banks, and partly
explains their phenomenal absolute and relative growth A special
act of Congress in 1432 required the two national banks to insure
their deposits in Puerto Rico with the FDIC. But the Canadian
banks, being loreign corporations, are not eligible for member-
ship. % Another important factor in bolstering the banking
system was the establishment at the request of Puerto Rico of
a United States Treasury cash depot on the island in 1952, This
assures a ready supply of coin and currency for the community
and considerably Jessened the need of banks to carry large
reserves of vault cash. G Since 1952 improvements have been
made in modernizing the island’s check-clearing mechanism, thus
diminishing the size of the «float», the uncollected balances. 3t

A most inleresting feature of the Puerto Rican banking
system is the reserves of banks. All the commonwealth chartered
banks are required by the government to hold minimum legal
reserves of 20% against demand labilities, which have to consist
of at least onc-third of 26%, ie, 6 2/3% in vault cash, 3-1/3%
in the form of checks on island banks held for collection, and
the rest in the form of interbank deposits. Puerio Rico's Com-
mercial Banking Code gives the island’s treasurer the power
to change minimum reserve requirements (he mayv raise it up
to 30 %) The twoe Mainland banks fall under the jurisdiction
of the Federal Reserve Svstem. The two Canadian banks fall
under the jurisdiction of the commonwealth, with the additional
reguirement that they must keep in Puerio Rico 75 % of iheir
total deposits in either cash, loans, property, or securities of
the federal or local government. The Canadian and national banks
have recourse to their respective head offices for funds, the
latter also having access to the Federal Reserve Svstem. Local
banks have establishbed lines of credit with correspondents, 32

The Puerto Rican banking system has been traditicnally con-
cerned with the «excess reserves» problem, which has been
diminishing somewhat in the last few years. Reserves in excess
of the amount legally prescribed have been traditionally extreme-
I¥ high in Puerto Rico. In the late 1940's they amounted to

(29) Biagio DiVenut, Banking Growth in Puerio Rico {(1933), pp. 9-13

(30} «Puerto’s Rico’s Monetary Svstem and Ecopomic Growth.» Montkly Review of
Credit and Business Conditions {Federal Reserve Bank of New York), March, 193

{31) See ibid

{32; Di Venuti, op. cit, p. 61



6 THE POST - WAR RECESSIONS

over 100%; since that time they have been declimng steadily,
reaching a low of 23 % in the third quarter of 1938 which,
however, is still considerably higher than the level in Mainland
banks. The reason for traditional excess reserves is that locally
chartered banks, not being part of the Federal Reserve Systeﬁ,
do not have immediate accesss to a Reserve bank for accomoda-
tion in case of unexpected drains en their reserves. The principal
function of «excess reservesr» then, «is not their role in deter
mining the extent to which banks may expand their leans and
investments, and thus the volume of their deposits: rather, thewr
function, in the absence of direct recourse to Federal Reserve
facilities, is that of Insuring at all times the capacily of these
commercial banks to meel the withdrawal of demand of cus-
tomers» (31 Need for ready access 1o credit has been especially
conspicuous to banks located outside of the metropolitan San
Juan area where the United States Treasury's Cash Custody
Account is held, hence more reserves are needed for effective
day-to-day operations. Another factor, which 1s ol especial import-
ance in the context of this study, for holding excess reserves 1s
«the need of maintaining adeguate reserve cushion to absorb
the impact in Puerto Rico of any disrupting economic influences
originating on the Mainland (% The implication of these excess
reserves is that multiple credit creation of increased deposils is
considerably dampened.

There has been a substantial contraction in €xCess FESETves
since the early fifties which resulted from the pressure exeried
by expanding credit demand that accompanies the industriabza-
tion program and all its ramifications. But it has been made
possible also by a number of actions taken since 1950 which
strengthen Puerto Rico's banking system. There was the extension
of Federal Deposit Insurance to Puerto Rican banks in 1950,
which tremendously bolstered the confidence in the latter,
partially causing a substantial growth in deposits and a more
extensive utilization of bank resources. There was also the estab-
lishment of the U. S Treasury cash depot, at Puerto Rico's
request, in 1952, which assured a readily available and adequate
currency and coin supply; thus the former need of Puerto Rican
banks to hold large reserves of vault cash was considerably
reduced. Substantial improvements have also been made in
sireamnlining the isiand’s check-clearing mechanism, substantially

(33 DiVenuti, op. cit., p. 63
(34; Ibid., pp. 8465
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reducing the volume of the «floats, 1e., uncollecied balances.
By agreement among all banks the Government Development
Bank was designated as Settling Agent in the collection of intra-
island checks. An important link with the Federal Reserve System
was established when the Government Development Bank was
allowed 10 establish a non-member clearing account with the
Federal Reserve Bank of New York, a link which facilitates
the settlement of balances and their transfer to and from the
Puerto Rican banks' correspondents in New York 5

Finally, on January 1, 1958, Puerto Rico became part of the
second Federal Reserve District for purposes of check collection.
This step was taken in conjunction with the establishment of
par clearance of checks by Puerto Rican banks. It should enhance
the mobility of funds between the Mainland and the isiand.

All these institutional changes do much to explain the steady
and considerable reduction which has taken place in the holding
of excess reserves, the stepped-up activities in lending of the
banking system, and the rapid growth of deposits, especially
savings deposits.

An examination of guarterly banking siatistics from 1953 fo
1958 Jeaves the impression that financial channels are not one
of thc principal conpections to the mainland through which
economic fluctuations are passed on, and, as a matter of fact,
it would seem that they are hardly affected by Mainland fluctua-
tions. Total private deposits, which are reproduced on Chart 11,
have been rising steadily without an interruption. Only in 1958
does there appear to be a decline in the rate of growth, at-
tributable principally to decreases in the demand deposits in U. S,
banks.

There appears to be some reactions te Mainland conditions
in total loans made by banks (see Chart 1I1), and this is mainly
attributable to Mainland subsidiary banks, which curtailed their
lending activities in 195334 and again in 195738, while locally-
chartered banks continued to expand their loans steadily through-
out those periods. Part of the explanation might lie in the fact
that Mainland corporations which curtail some of their opera-
tions during a Mainland recession borrow funds for operations
from U. S. banks rather than from locally-chartered banks.
Furthermore, considering the high excess reserve position of
banks, especially local banks, which institutional changes have
rendered obsolete, and the increasing use of the credit system

(35) «Puerto Rico's Monpetary System and Economic Growth,» op. cit., p. 3.
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by local merchants, producers, and consumers to whom local
banks can more adequately cater, it is not surprising that con-
tinuing advances have been made in the loans of local banks. The
possibility and opportunity of expanding loans throughout the
economy was thus stronger than any adverse cyclical reaction.

This does not mean that credit tightness on the Mainland has
but little effect. Tighter U. S. Mainland credit conditions will be
felt in Puerto Rico through the increased difficulty of selling
mortgages and through the higher costs of bond issues. For exam-
ple, in 1933, when for a while credit was very tight, «the impact
in Puerto Rico was felt particularly through the difficuity in
disposing of FHA mortgages. Residential construction suffered a
corresponding setback.» (3¢ But, on the whole, there has been
no severe restraining effect either on the expansion of the bank-
ing systemn or on the expansion of the economy due to credit
unavailability. Tt is very interesting, for exampie, to note that
commercial bank rates in Puerto Rico occasionally even move in
a different direction from Mainland rates. {(See Table 21.)

We are left with the conclusion that the banking system of
Puerto Rice has hardly been affected by Mainland fluctuations

(36) Vernon R. Esteves, «Statement 10 the National Monetary and Credit Commission,s
October 9, 1958, {Mimecographed.;
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TaBLE 2]

PUERTO RICAN AND MAINLAND BANK RATES

1951 1952 1955 1954 AR 19k 1957 jess
Bank rates in 19 U. S,

cities 369 361 37 42 46 4.3
N. Y. C. rates 340 336 347 403 4406 440
Puerto Rico 6.2 6.6 6.2 0.4 6.5 6.0 34 &

SOURCE: Federal Reserve Bulletin, «Report of exanmnations ol pative and loreign com-
mercial banks supervised by the Secretary of the Treasury of the Commonweaith
of Puerto Rico.» {Courtesy of Juan Labadie Eurite, Assisiant Sceretary of ine
Treasury in charge of Financial Affairs.)

since the beginning of the economic development program. There
are a pumber of reasons for this, First of all, banks in Puerto
Rico, especially local banks, have always been very liquid, i e,
they have always had a substantial amount of excess reserves.
whose umportance diminished with increased Mainland banking
ties and with the introduction of FDIC. Secondly, liquidity was
further increased by a strong rise in deposits resulting from the
inflow of capital due to the development of the island. and the
increased use of the banking svstem by the population at targe,
whose Incomes were rising and who were beginning to appreciate
the function of demand and savings deposits. Thirdly, economic
development has encouraged the banks and made it easier ior
them {especially local banks) to increase the use of credit in the
economy — 1. e., with expanding markets jocally for all types of
businesses, they found more and more credit-worthy f{irms which
needed and had to be taught the use of leans from the banks for
running business with increased turnover. In this sense then,
economic development spurred on by Mainland capital has spread
some of its secondary growth effecis through the banking system.

The chief guestion which cannot be answered at this time is:
what will be the effects of Mainland fluctuations once the island
banking system has matured, 1. e, once much of the excess
reserves have vanished and once the sysiem has fully expanded?
Then the possibility might exist that a Mainland recession, which
cuts off the flow of capital to the island and which curtails
exports, would bring along tight conditions in the banking svs-
tem. Loans might have 1o be curtailed, inierest rates might
increase, and a secondary contractionary wave would thus hit



THE POST - WAR RECESSIONS 73

the island. This, ol course, discounts the possibility of coun-
tercyclical actions by local suthorities — g, that reserve reguire-
ments, which are set in the island, are not lowered, that the
Government  Development  Bank  takes no  remedial  actions.
Although In this sense s Mainland recession might bring on tight
conditions i the island, Mainland credit might be loosened as
a countercyclical sneasure. Thus, higher interest rates on the
island relative to the Mainland might attract some capital, but,
even more important, with lower Maintand rates it might be
more atiractive {or the island government to sell bonds on the
Mainland, the return of which would be used for capilal projects
which might be stepped up during a recession.



Part 111

THE SENSITIVITY OF PUERTO RICAN EXPORTS AND
INVESTMENT TO U. 5. MAINLAND FLUCTUATIONS

The exposure of the Puerto Rican economy io the Mainland
cycle will to a considerable extent depend on the degree of
fluctuations of those variables which directly affect the island’s
exports and investments, The purpose of this brief chapler is 10
give the resuits of some rough measures which were made on
the income elasticity of demand of the Mainiand for the type of
products which Puerto Rico exports and on the Mainland deier-
minanis of investment.

Income Elasticity of Demand for the Type of Products Exported
by Puerto Rico

It should be remembered that the changing export dependence
of the island economy bhas to be viewed from iwo not mutually
exclusive points of view: the greater export/gross product ratio
and the change in the commodity structure of exports. With the
rise in the former ratio (from 32 % before the war, to 44 % in
194748, to 53 %b in 1956-37) the commodity structure has changed
to such an extent thal the category Vegetable Food Products and
Beverages dropped from 71 % of totai exports in 194748 t0 33 %
in 1956-57, while textiles increased from 18 % to 27 %, machinery
and vehicles from almost nothing to 8 %, etc. It was aiso shown
previously that the growing indusiries rely 1o a much greater
extent on the foreign market than the old agricultural and needle
works industries. With this in mind, we tried to discover at first

IE]
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to what extent the key Puerio Rican export iems are subject to
fluctuations on the U. 8. market over the cycle.

Our procedure was to take the main aggregative categories of
Puerto Rican exports and see how such goods fare over the cycle
in the U. 5§ Since Puerto Rican goods do not have generally
distinguishing features, 1 assumed that thev form part of the
general supply of each industry to which they cater on the
market. I therefore used total U. &, produciion indexes  of
these goods and observed their fluciuations. | assumed that
the observed sensitivities ought 1o give us an approxmation of
the demand elasticities for Puerto Rican exports, The resulls are,
of course, subject to severe qualifications which 1 shall com-
ment on again below.

Since the business cvcle is a short-run phenomenosn, the rela
tionship of economic variables during the cyele ought 1o be
observed on a monthiv or quarterlv rather than on a yearly
basis. 1 have decided to use guarterly observations duc to diffi-
culties in assembling and computing all the necessary data. The
kev independent variables in our analysis are U. & GNP,
Disposable Income, Investment, and general indusirial production.
For the dependent variables, which are supposed to indicate the
demand in the general U. 8. market tor the type of products
Puerto Rico exports, 1 wanted to use guarterly consumption
and manufacturers’ sales figures. This atiempt was discontinued
due to the immense amount of work involverd and the dublous
results which we would get with restricted facilities. Consumption
figures are available only on a limited scale, and manufacturers’
sales are available, but uncorrected for price changes. The alterna-
tive was to choose U. 8. production indexes which are published
on a monthly basis and which do not preseat price adjustment
problems. [ was also able to obtain figures dating back to
1947 without running into the problem of comparison arising
from the change of base vears in the early fifties, This was pos-
sible because the Federal Reserve Board in its December, 1933,
Bulletin conveniently published monthly industrial production
indexes dating back to 1947 in terms of the new 194749 Dbase,
taking into account all the changes of relative weights,

There can be no doubt that production indexes are crude
measures of demand, but they should give a general indication
of the reaction of individual items to changes in national ag-
gregates — investment or income - or general industrial pro-
duction. On the downswing they might exaggerate reactions,
especially with consumer goods of a durable variety, since some
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of the sales will come from inventories, while on the upswing
an exaggerated reaction might be revealed due to the rise in
consumption and the bulld-up of inventories. But it could Justi-
fiably be claimed that what 1 am really interested in is how
the cycle will affect the factors emploved in producing  the
product, not the total amount sold; in that sense production
indexes might be even more meaningful.

I began by making a list of Puertv Rico’s principal export
categories. Eleven product groups were included:

Stone, Glass, and Clas Petroleum and Coal Products.
Apparcl Chemicals

Textile Mill Product. Paper and Allied Products
Food and Beverages Tebacco

Machmery Leather Products

Fabricated Metal Producis

From monthly data 1 then calculated quarterly indexes of U, S,
production, adjusted [or seasonable vartation, for each of the
products, and compared their fluctuations in relation to GNP,
Disposable lncome, Investment, and total industrial production.
This has been reproduced in Table 22

I went a step farther in esiablishing the sensitivity of the
products to the cvele. Taking the National Bureau of Econocmic
Research's dates of peaks and iroughs in the cycles since the
war, | fitted the relevant quarterly production data 1o approxi-
mate the latter. By c«approximate» 1 mean that come data
were used with a lead or lag of a quarter, since not all indexes
reached their peaks or troughs at exactly the same time, The
purpose of this was to observe the degree of fluctuation from
peak to trough and trough to peak for each product. 1 thep
averaged the upward and downward movement for each product
and computed for each product the ratic of its upswing or
downswing to the up or downward movement of general indus
irial production. {See Table 24.) A ratio of over 100 would indicate
an upward or downward movement grealer than the general
trend of preduction {or economic activity), while a ratio smaller
than 100 would indicate a lesser sensitivity 1o the cvcle than
general production. What are the results?

The general impression 1s that Puerte Rican exports are
increasingly concentrated on products which experience sharper
fluctuations over the cvcle. Food products, beverages, and tobacco,
which are in the declining category of the commodity export
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structure, fluctuate to a much smaller extent than industrial
production. This is nol surprising since it is usuaily claimed that
foodstuffs are relatively income inelastic. Textile products which
represent a growing proportion of Puerto Rican exports are con-
siderably more volatile over the cycle, especially in the downward
direction, where they fall more sharply than general incustrial
production, while in the upward movement they rise less than
the latter. It should be noted, however, that the apparel compo-
nent, which is extremely important in the general textile produc-
tion of Puerto Rico, is less sensitive in both the upward and
the downward direction than general industrial production.

Machinery and Chemical products which represent a growing
item on Puerto Rico's export list reveal a much greater sensitivity
in the upward direction than general indusirial production. This
reflects a considerable growth trend in those industries. In the
downward direction Machinery is only slightly greater than our
reference series, while Chemicals are more than fiflty per cent
smaller. Pretroleum products and Leather preducts also exhibit
less sensitivity to the general cvcle, while Stone, Glass, and Clay
products fluctuate only slightly meore than the reference series

It can be conciuded that the commodity export struciure of
Puerto Rico has become increasingly dominated by products which
fluctuate to a greater extent over the cycle than agricultural
products, which used to be dominant. But on the downswing
most of the «growing» products are either equally or less sensik
tive 1o the reference cycle, with the exception of metals and
textiles (remembering, however, that a great component of the
latter are apparel products which are less sensitive than the
textiles in general). On the upswing, the struclure is less sensi-
tive than the reference magnitudes for the most important export
components, but in the fast-growing fields of machinery and
chemicals the reaction on the upswing is greater than the refer
ence series, (See Tables 22, 23, 24

New [nvestments in Puerto Rico as a Function of U. S. Mainland
Variables

Just as one looks for some definite relationships between
Puerto Rican exports and the general behavior of the type of
goods exported on the Mainland, one might also hope to find
significan! systematic relationships between investment behavior
in Puerto Rico {which consist to a large exient of Mainland cap-
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80 THE POST - WAR RECESSIONS

TapLe 24

MEASUREMENT OF SENSITIVITIES

Ratie of Ratie o

Individ fudivid

Average* Fall 1o Rive 1w

Degree al Ave? Ind. prod Rase 1o

Downturn Rise Fall indd. prod

Industrial Prod. —13 12

Machinery —24 53 104 166
TFabricated Metals —15 3 115 97
Textile Products —22 23 169 72
Apparel —10 13 77 41
Sione Glass Clay —-14 33 108 109
Leather Products —13 12 100 37
Tobacco — 4 14 30 44
Paper and Allied Prods. — & 7 61 113
Chemicals — 6 46 46 143
Petroleum & Coal Prods. — 26 69 3
Food and Bev. 0 g 25

Source: Computed from previous table

* Averages compuled lrom previous labic

ital} and Mainland investment variables. The discovery of am
significant relation of the latter type would help the policy maker
in pinpointing the sectors on the Mainland which need caretul
attention in the formulation and direction of promotional efforts.
A test of significance would alse establish whether or not
investment in Puerto Rico Is subject 1o the cycle at all

My efforts to discover relationships were concentrated on a
number of simple regression analyses. As the dependent variable
I chose the quarterly opemings of new EDA-promoted pilants.
There are no quarterly invesiment f{igures available ftor Puerto
Rico. As independent variables I chose in turn Ul S0 industrial
production index, Investment in new plant and equipment, and
profits of corporations. Since the opening of new planis lags
behind the original decision 1o invest, | regressed the dependent
variable on the independent variables with lags of one, 1wo, or
three quarters. {See Table 25.)

Unfortunately no result of any significance was found, After
having performed a number of regressions, I chose the rela
tionship with the highest correlation coefficient, new plant and
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TagLe 25

EFFECTS OF MAINLAND VARIABLES ON PUERTO RICAK
INVESTMENTS *

{Correlation coctficients based on guarierly series from 1947 1w 1939}

Maintend Indepentdent Caomelation Loeethaent

Variables

1. €. S, Industrial Production index

a) No Lag 180
by Two Quarier Lag ** 781
¢y Three Quarter lag 756
dy Four Quarier Lag 156
2. Now Plant and Equipment
a;  No Lay Wiz
by One Quartzgr Lag 745
¢y Tweo CGuarter Lag 159
dy FThree Quarter Lag 852
¢1 Four Quarter Lag 718
3 Protfits
a) No Lay 337
by Two Quarter Lag 343
¢) Three Quarter Lag 427

4. Correlation when irend removed with
New Plant and Eguipment
Three Quarter Lag 009

* Pueriv Rican lavestmenls are the dependent variable used for all these simple
regression apalyses. Since toial quarterly Puerto Rican investment data are nol
availaible. we used new plant openings as our dependent variable

** A lag here means that the dependenl variable lags one more guarier behind the
dependent variable.

Souker: Compured from daa supphed by the Puerto Rican Economic Development Ad-
ministration, Suryvey of Current Business, Department of Commerce. and the
Jatier’s bivearly Business Statistics
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equipment with a three quarters lag, and eliminated the trend
in the time series on both sides of the equation, i. e., 1 regressed
the dependent and independent variables against time, then
projected vahues for each based on the obtained coefficients; then
I obtained the differences between the projected and actual
values of the independent and dependent variables, and finalty
I regressed the latter on the former. As can be seen in Table
25, there exists no relationship between the Mainland variable
and Puerto Rican investment which can be said to be of a cychcal
nature.

It s still of interest, however, to glance at the «insignificant»
correlation coefficients. The sirongest relationship obtained was
between new plant openings and Mainland new plant and
equipment with a three guarters lag.

The assumption of Puerto Rican authorities that there exists
a lag between Mainiand and Puerto Rican economic fluctuations
would therefore seem to be justified from the point of view of
invesiment behavior. Furthermore, the investment program of
Puerto Rico is influenced primarilv by general investment deci-
sions on the Mainland. These conclusions are very speculative in
character, however, because when the trend is removed, no
relationships remain.
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equipment with a three guarters lag, and eliminated the trend
in the time series on both sides of the equation, i. e., I regressed
the dependent and independent variables against time, then
projected values for each based on the obtained coefficients; then
I obtained the differences between the projected and actual
values of the independent and dependent variables, and finalty
I regressed the latier on the former. As can be seen in Table
25, there exists no relationship between the Mainland variable
and Puerto Rican investment which can be said to be of a cyclical
nature.

It is still of interest, however, 1o glance at the «insignificant»
correlation coefficients. The strongest relationship obtained was
between new plant openings and Mainland new plant and
equipment with a three quarters lag.

The assumption of Puerto Rican authorities that there exists
2 lag between Mainland and Puerto Rican economic fluctuations
would therefore seem to be justified from the point of view of
investment behavior. Furthermore, the investment program of
Puerto Rico is influenced primarily by general investment deci-
sions on the Mainland. These conclusions are very speculative in
character, however, because when the trend is removed, no
relationships remain.



{CHAPTER ]V

THE BEHAVIOR OF PROMOTED FIRMS OVER THE CYCLE

It has already been mentioned in the introductory chapter
that the degree 1o which the cycle is passed on from the U. S.
Mainland to Puerto Rico depends not only on the income elasti-
city of demand for the products the island exports. the import
content of these exports, and the flow of investments, but also
on the type of enterprises the Fomentio program has been attract-
ing. I claimed that these enterprises can be divided into three
bread categories: new local enterprises; firms which have been
set up In, or have reseitled in the island, in their enfirety; and
firms or plants which are subsidiaries of larger Mainland enter-
prises. Excluding the firms which cater principally to the local
market, it can be claimed that the rate of production of the
first two types of firms will depend on general U. S. market
conditions.

Some additional possibilities are offered by the third type
of firms, the subsidiaries. They could be divided into two sub-
categories: those firms represeniing horizontal expansions of
Mainland firms and those representing vertical extensions. The
former are simply the extension of capacity of existing corpora-
tions for producing a finished product. The second type are plants
set up by Mainland corporations either to produce parts of the
product which is assembled on the Mainland, or to perfurm an
operation on a product shipped to the island for that specific
purpose and then shipped back for further processing.

It was further maintained that the horizontal plant’s opera
tions over the Mainland cycle are difficult to predict because they
depend on the policies of each corporation. If a downswing in

83



84 THE BEHAVIOR OF PROMOTED FIRMS

economic activity reduces a firm's sales, and hence forces a
decrease in production, how will this come about? Will all plants
of the corporation curtail their production by the same propor
tion, or will certain plants be shut completelv  while others
continue to produce at full capacity? 1I the latter is the cane
which plant would be closed, the Puerto Rican or a Mainland
plant? Similar questions could be osked about plants jorming
parts in the vertical link of the producet.n process. In that case,
considerations similar to the ones menticned above become
relevant. If the Puerto Rican plant is the only vertical link in
the production process, its operation might be more s1able
because it would foliow only general fluctuations i 1he vutpul
of the firm (unless there is a drastic change in inventory polity
of certain factors of production).

Aithough it is obviously an impossible task 1o quantify
and test all of these considerations, 1 was able to gel some
interesting insights through the cooperation of the Economic
Research Staff of Puerto Rico’s Economic Developmen: Admins.
tration. Due to the confidential nature of much of the informa
tion in the files of EDA, T was restricted in the lvpe of
information available. Data was gathered in the files of EDA for
all promoted plants. The chief dependent variable was the
number of map hours per month, of which 1 got the highest
moenth of the peak yvear and the lowest for the trough vear. Since
1 only covered the 1953-34 and 1957-58 recessions, the highest
monthly man hours for 1953 and 1957 and the lowest for 1954
and 1938 were obtained for each plant. (The fact that this pro-
duces distortions due to seasonal considerations and thus could
show declines much sharper than those caused by cyclical
consideration wili be taken into account below when I shall
evaluate the data.) This data was collected on a specially prepared
sheet (see Appendix to this chapter) On tha! sheet each firm
was classifield according to the S$I1C code {in myv analysis
I concentrated on the first two-digit classification), according to
tvpe of ownership, and according to its principal market outlet
{Puerto Rico or U. 8.3

Some remarks are in order for the second ivpe of classifica
tion-type of ownerhip. There are seven different tvpes of owner
ships:

1} lLocal Autonomous: a firm promoted by EDA which is

owned by Puerto Rican residents. {LA)
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2) Local Contracter: a firm promoted by EDA, owned by
Puerio Rican residents, which operates principally on a
contract basis, either with local or with Mainland firms.
(L)

3y Maintand Autonomous: a firm which is owned bv Main-
iand interests, but which is not a subsidiary of a Main-
land firm. (M Aut;

4y Mamland Affihated: a subsidiary of a Mainland cor-
poration. (MAH)

3; Mainland Affiliated Contractor: a firm connected to a
Mainland concern but operating only on a contract basis,

6 Mainland Independent Contractor: Mainland-owned firms
operating under contract with many firms {in our tabu-
lations this categorvy was merged with 5 because of the
very smmall number available}, (MAHC)

7) Foreign: a firmm owned by forelgn interests. (F)

These are the only breakdowns by tvpe of ownership avail
able. It was virtuallyv impossible to obtain a breakdown along
the horizomtal-vertical line. Although a description of the product
each firm produces is available, it is mostly impossible to tell
whether the output of a Mainland affihiated firm will be further
worked in a Mainland plant of the same corporation. For exam-
ple, an affiliated plant might produce tubes for television sets,
but it is usuallv quite unclear whether the Mainland concern
will assemble these tubes into television sets or whether it simply
sells tubes on the market; or, it is difficult to tell whether the
output of a subsidiary producing «vubber fittings for elec
tronics producis» will be sold directly by the Mainland parent
er will be used for further processing. One might still claim that
there is a difference between plants producing a product which
is readv for the final consumer market and those producing
parts of a preduct which has to be assembled elsewhere, even
if the assembling takes place in another firm. In other words,
there might be a considerable difference between a «finals
market and a «factor» market — 1. e, a market for parts of a
product to be assembled. Fluctuations in the sales of the former
might be less pronounced than in the sales of «partss, since
the latter could easily be affected by important secondary
changes in inventory policies for these «parts.» Such phenomena
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will have to be intuitively taken inle account when examining
the tabulations below.

Table 26 should make it clear why the lack of horizontal
vertical data will be no great hindrance, It contams a tabulation
from the December 1958 Directory of EDA-promoted plants.
From the short description of the product of the firm and from
the name of the parent firm, I tried to classify firms accord
ing to a horizontal-vertical relationship. Onlv 1n the categories
of Electric Machinery and Textile Mill Producis were there a
substantial number of firms producing a product, which. accord-
ing to the type of parent firms they had, could be assumed 1o
form part of a wvertical chain of production. lt would seem
therefore that our dealing with local, autonomous and atfiliated
categories will not greatly harm our analysis.

For tabulation purposes the absolule number of monthily man-
hour decline was converted into percentage declines. The tabula-
tions were undertaken according to the two different periods
examined, type of firm, type of market, type of product, and
size of firm (size measured by maximum man hours worked).
A conglomerate table with most of these variables is reproduced
in the Appendix to this chapter. Let us now turn 1o a slep-by-step
analysis of the tabulation results.

Distribution of the Type of Ownership

It is quite evident from Table 27 that Mainland Affiliated
firms are dominant in all the industry groups which have
spearheaded the island’s industrialization. As might be expected
from descriptions in previous chapters, Apparel and Textile Mill
products dominate, followed by Miscellaneous products (which
include sporting goods, costume jewelry, plastic products, etc.),
leather products, and metal products and machinery, both of
which have been looming larger in the second period, reflecting
an effort by the development authorities to strive toward greater
diversity, A relatively large share of Apparel products are also
produced by Mainland Affiliated Contractors, while firms in the
Miscellangous category, producing light manufactured items,
have the iargest contingent among the Mainland independent
producers. Locally owned firms operate primarily autonomously

and are concentrated on food products, apparel, stone, glass, and
clay, and the miscellaneous category.
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TaBLE 26

TABULATION OF PLANT CHARACTERISTICS

Maintand Qwned Local  Foreign
Sale Plant * Horizontal  Verucal
Subsid. Suls
Food & Kindred Producis {203 ** 3 14 16 1
Tobacco Manufactures (21 3
Textile Mill Products (22} 4 3] S 8
Apparel & Related Products (22; 1 108 31 2
Lumber & Wood Producis (24) 4 1
Furniture & Fixtures (23) 2 3 13
Paper & Allied Products (26} i 10 1 1
Printing & Puablishing (27) H 2 2 4
Chemicals & Allled Products (28 3 11 2 7
Products of Petroleum & Coal 29) 1 2 1
Rubber Products (30) 8 11 1 1
Leather & Leather Products (313 2 27 1 i
Stone, Clay & Glass Products (32) 48 6 1 20 1
Primary Metal industries (33) i 1 2 3
Fabricated Metal Producis (34) 9 2% 3 10
Machinery (except Electric) {35; 2 12 3 2 1
Electric Machinery (36} 5 12 i2 4
Miscellaneous {389} *** 15 51 5 7 7

* Mainland owned plants with no Mainland connection,
=+ 81C Ciassification Number

*** Miscellaneous— prncipally Sporting Goods, Costume Jewelry, Plastic Products,
Lapidary Work, Artificial Flowers, eic.

Source: Tabulated from Directory of Fomento Promoted and Assisted Manufacturing
Planis, December 31, 1938, Economic Development Administration.

It is interesting to observe developments between the two-
perods. The principal first impression is of a relatively faster
growth in Locally Autnonomous and Mainland-owned Autonomous
firms, than in other types of firms. This partially reflects efforts
made by EDA to attract more Jocal capital and alsc a secondary
wave of local savings into the industrializing sectors, spurred on
by increased income and funds due to the momentum of induas-
trialization and the more suitable climate for island capital once
a large number of more experienced enterprises have paved the
way. The strongest growth of local firms is found in the food,
furniture, stone, clay, and glass industries, in which native firms
have a natural advantage and which are partially induced by
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growth of population and income; but there were also marked
increases in apparel, where contraciors made their appearance,
metal products, electrical machinery and the miscellancous in-
dustry group. The growth of Mainland Autonomous firms was
spread fairly evenly over the spectrum of EDA industries, espe
cially notable being the rubber products, apparel, and chemicals
indusiries. The growth of contractors from the Mainland chiefly
continued in the apparel, textiles, and miscellanecus producfs
groups. 1t is obvious that in absolute terms the growth of Main-
land affiliates, 1 2., the subsidiaries, was the largest of all types,
Especially noteworthy here is the large relative growth of the
number of firms in metal products and electrical machinery.

To sum up, between the two pericds under examination there
has been an important rise in firms other than the Mainland
Affiliate type. thus bringing a littie more balance, though the
latter is still supremely domimant; and there has also been a
marked growth in firms outside the apparel and textile industries,
thus leading to a little more diversity in the growing Puerto Ri-
can mmdustrial struciuve,

We shall return later 1o assess these developments in the light
of future cvcle sensitivity after we have examined the evidence
on the behavioral patierns of these firms as seen through
various types ol classifications.

Markei Orientation

Another prelumnary matier for the better understanding of
the data is the market orientation of firms according to type of
ownership and industry group. The market orientation according
to type of ownership is reproduced in Table 28, section a. As
might be cxpected, there are a larger number of Local Autono-
mous plants oriented 10 the iocal than to the Mainland market, {1
especially in the second period under analvsis. This reflects
a secondary reaction to industrialization — with higher 1ncomes
there arc an increasing number of domestic market possibilities
which are best catered 1o bv local interests. Most Local Contrac-
tors are orienied toward the U. S, Mainland, There has been an
interesting change in the distribution of Mainland autonomous
firms. In the first period, Mainland-oriented plants predominated,

(iy When a brm 1v oriented toward one market, this meass that nol necessarily
all of its products are sold in that particular market, but rather that over 50% of

its sales are made in that market
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while in the second period Puerto  Rico-oriented planis
outnumbered the others; this also reflects the attraction of a
growing local market to Mainland-owned firms. Even in Main-
land Affiliated firmns one finds a small relative shift toward
locally-oriented plants. Mainland Affillated Contraciors still cater
exclusively to Mainland customers.

As one would expect, the corientation of most firms in the
exports industries, like Textile Products, Apparel, Electrical
Machinery, and Miscellaneous items, is toward Mainland markets,
{See Table 28, section b.) Local orientation is primarily in indus-
tries which are affected by general industrial development in
the island, like Stone, Clay, Glass, or Furniture, Much of the
growth in the above-mentioned Puerte Rico-oriented firms took
place in the latier industries, and also in the Food Products,
Fabricated Metal Products, and Machine industries.

Size of Plants

A final matter to examine before observing the behavior of
the firms in the two recessions is the size of the plants by 1ype
of ownpership and indusiry groups. Size was measured in each
period by the maximum number of man-hours per month
worked in the boom vear. (See Table 29.) When measured by
type of ownership, it is evident that Local Autonomous piants
are rather small, the bulk being in the less than 1,000 man-hours
«<category; this is true even in the second period, growth having
taken place principally in the smaller type of firms. Local con-
tractors are evenly divided in the second period between very
small and medium size firms. Mainland Autonomouns firms also
consist chiefly of small firms, mostly less than 3,000 man-hours,
the bulk in the less than 1000-man-hour category. Although the
absolute numerical majority of Mainland Affiliated firms was
in the smallest types, the percentage has decreased, and most of
the relative gain was in firms with 2000 1o 5000 man-hours.
Among the largest firms, the Mainland Affiliated category had
relatively the largest percentage, and these types of firms kept
their share over the two periods. Mainland Affiliated contractors
‘were predominantly in the medium-olarge range, and this was
strengthened over the two periods, especially in the 4000-10-5000

man-hour category. Finally, foreign firms were among the small-
£ Ones.
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TaprLe 28

a) MARKET ORIENTATION ACCORDING TO OWNERSHIP TYPE

19334 19578

“Type of Ownership Puerto Rito L& Puerto Rico U. 5
Local Autonomous il 9 56 i3
Local Contractor 2 1 11
Mainland Autonomous 4 12 33 22
Mainland Affiliated 26 190 67 215
Mainiand Affiliated Contractor 28 48
Foreign 4 7

b) MARKET ORIENTATION ACCORDING TO INDUSTRY GROUP

Indusiry Group *
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TapLe 29

g} PLANT SIZE BY TYPE OF OWNERSHIP
{by monthly man hours}

Type of Ownership 01000 12K 2- A% 34K A-SAH S 13 (KK D00
19534
Local Aul 10 1 i 2 1 2
Local Conir. 1
Mainiand Aut. 6 & i 1
Mainland Aff. 35 27 20 14 11 iz 18
Mainiand Aff. Cont. 6 3 7 2 4 7 1
Foreign 3 1 1
1957-8
Local Aut. 45 & 4 3 4 4 2
Local Contr. 3 2 2 1 2 ]
Mainland Aut. 26 9 i 2 3
Mainland Aff. 6 42 43 2t 21 41 kit
Mainland Aff. Cont 5 3 & s 9 7 4
Foreign 3 1 1

by PLANT SIZE BY INDUSTRY GROUP

{1953-4/1957-8)

Industry Group *
20 3/8 273 241 0/2 0/1 /1
21 1/2
22- 6/7 6/3 2/11 /4 1/6 6/7 2/5
23 12/25 6718 10717 &/12 815 17715 9713
24 i/1 6/1
25 0/8 /1 174 0/3
26- 1/1 051 i/l 1/1 071 2/1
27 1/5 0/1
28 6/6 1/3 /1
25 1/2 0/1 0/1
36 4/6 1721 072 1/3 2/1 1/2 G3/1
3i- i/2 271 3/6 1/2 2/2 7/6 272
32 276 1/3 173 i/1 0/3 1/0 373
33 1/3 0/1 /1 0/1
34 4716 1/5 2/5 0/1 1/0
35 8716 143
36 14718  6/3 3/4 2/3 043 275 244
389 15/24 11/13  6/9 1/6 0/3 /9 2/4

© lnpdusiry group numbers explained in Table 26
Soumrcs: Tabuisied from gata gathered by EDA especally for this project
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When examined by indusiry groups, we find a predominance
of small plants in the Food, Furniture, Printing, Chemicals, Rubber
Products and Machinery industries, although in the second penicd
some large firms make their appearancs in ithe Food industry.
In textile products and apparel, we find the smallest firms dimin-
ishing over the twe periods from almost 30% to 30% or less,
the largest declining from a lttle over 34 % to a little less than
30 %, while medium firms gain some ground from 30 % or less
to 40% or over. In the Fabricated Metal Products and Machin-
ery (except electrical) sectors, small firms have predominated
and continue 10 do so. Although over hall of the firms in the
Electrical Machinery industiv are small firms, there has been
a definite downward trend in small firms (from about 69 % 10
55%), while there has been an increase in medmum and large
firms; this is aiso the case in the Miscellaneous secior,

Behavior of Firms During the Recessions

On the basis of the above background information we are
now ready te examine the behavier of the firms examined in
the 1933-34 and 1957-38 recessions. The procedure will be 1o
examine percentage decline in monthly man-hours between the
highest month in the peak and the lowest in the trough years.
We shall examine this variable {rom four different viewpoints
— type of indusiry, form of ownership, market orientation, and
size, all of which will be integrated in a final evaluative section.

1)y Variation in Man Hours per Month in Different Industries

Qur discussion in this section refers to Table 30. We shall
assume that a decline of 0-20 % constitutes no cyclically-induced
decline. Many firms in this category actually did not decline at
all, and for some who actually experienced a decline. seasonal
or random factors were responsible, since we took the highest
month of the peak and the lowest month of the trough year.
A decline in monthiy man-hours worked of 20 % 1o 40 % 1s
rather mild, 40% to 60% we shall call substantial, and 60%
and over would be severe. We also included the number of plants
which discontinued during this period. Here a word of caution
is needed. Discontinuance of operation is not necessarily induced
by recessionary forces, even if they occur during a Mainiand
recession period; it might be due to such factors as higher labor
cost than expected, lack of managerial talent, etc.
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An examination of the 195354 period shows a large proportion
of plants which experienced decreases in monthly man-hours of
over 60 % in the Textile Mill Products (50 %), and Apparel
Industries {42 %). Declines in the increasingly importiant Elecinc
Machinery Indusiry were much milder, with oniy 27 % of the
firms decreasing man-hours by more than 60 %. This probably
reflects the very strong growth element in that industry, with
many firms just getting started in that period. In the Miscella-
neous sector, which contains many light manufacturing industries,
we find one of the largest percentage of firms curtailing opers-
tions by 80% to 100%. In most other seclors we find a fairly
even distribution between light and heavy declines, Proportionat-
ely, the highest number of discontinuances of operations are
found in the Textile Mill Products, followed by Leather Products
and Apparel.

Of greater interest is a comparison between the two periods.
In the kev Textile Mill Products and Apparel Industry, we observe
a sort of polarization. The percentage of firms curtaihing man-
hours drastically {over {60 %) remain the same in Apparel, and
increase in Textile Mill Products {32% of the firms in that
industry cutting manhours by meore than 80 %) while the
percentage of firms curtailing preduction only slightly (20 % -
40 %) increases; the decline took place in firms curtailing man-
hours between 40 % - 60 % and (-20%. There was a substantial
rise in the number of firms curtailing operations over 60 % in
the growing Electrical Machinery and Miscellaneous industnes;
after Textiles, Electrical Machinery had the highest percentage
of firms experiencing declines of over 80 %. Although the trend
is not pronounced, we also find a bias toward greater declines
in the non-Electiric Machine, Metal Products, Leather Products,
and Furniture industries. Only the Food Products industry expe-
rienced much milder declines than in the previous recession.

2y Variations in Man-Hours per Month by Form of Qwnership

The results of this tabulation are contained in Table 31, 1n
the first period, 195354, we find that if foreign firms are left
out, more Mainland Affiliated firms decreased their monthly
man-hours by less than 40 % than any other category, but at
the same time the proportion of firms curtailing man-hours by
over 60 % is also very large. Most other categories had more
firms in the medium range of decline (40 %-60 %) than the
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jatter. Mainland Autonomous and Mainland Affiliated Contraciing
sectors had a very large proportion of firms drastically curtailing
their man-hours. i shouid be noted, however, that the latter
contained no firms which discontinued operation in the period,
whereas the Mainland Affiliated sector contained 33 such firms,

A pumber of changes took place by the time of the second
recession. There was a which substantial increase in Local Au-
tonomeus firms seems 1o have polarized the reaction patlern.
The number of firms which did not decrease man-hours at all,
or decreased them but slightly, increased from 26% to 32%,
while the other exireme increased from 37 % to 46 %. The
growth in the number of Mainland Autonomous firms aiso seems
to have polarized the pattern; the percentage ol Iirms decreas
ing man-hours by a relatively small amount had increased o.
10 %% there was a small decrease in the percentage ol firms
cutting hours between 40 % and 60 %, and there was a large
increase in the percentage of firms cutting man hours by 88 %
10 100 %. In addition, there was a noticeable appearance of
firms which discontinued operations. The appearance of  an
increased number of Local Contractors also shifted the weight
in favor of large contractions of man-hours.

In the large group of Mainland Affiliated firms there was
also a slight tendency toward greater contraction, especially with
-a decline in the percentage of firms hardly affected (i. e, 0-20 %
contraction), and there was a concentration on the 40 % -80 %
contraction group. All this was accompanied by a decrease in
the number of firms discontinuing operations. The most notable
<change occurred in the Mainland Affiliated Contractor group.
where the percentage of firms with no or very slight contractions
jncreased from 19 % to 52 %. But the laiter group also produced
seven firms which discontinued operations, whereas in the pre-
vious period there were none.

I shall evaluate these findings below, when the entire pic
ture with all the relevant variables has been presented.

3) Variations m Man-Hours per Month by Market frientation

Table 32 leaves no doubt of larger contraction of monthiy
man-hours worked in firms dependent primarily on the Maintand
markets than in firms dependent primarily on local markets.
More than two-thirds of Mainland-oriented plants in both periods
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contracted man-hours by more than 40 %, while less than two-
thirds ol the other types of plants followed this pattern. There
are no important changes in the second period for Mainland-
oriented firms, except for a slight decrease in the exireme types
of contractions. In the other firms, however, there is an increase
in the extreme types of contractions, but this is accompanied by
a relative decline in plants discontinuing operations,

4) Variations in Man-Hours per Month by Size of Plants

Due to the difficulties in managing the data, the tabulations
in this instance are restricted to three types of decline; a re-
latively small decline is assumed to be a curtailment of from
0-50%, while large declines are in the 50%—90% range, and
extremes in the %0 % -100 9% range. {See Table 33.) An unusual
picture emerges. The proportionately largest number of firms
with the smallest curtailment of manhours are in the two ex-
treme groeups during the first period; in the second period these
proportions decline somewhat, with a noticeable increase in
extreme deciines in the largest types of firms. Over the two
periods some interesting shifts took place in the middle group.
There was a slight increase in instability in the large group
(5,000 - 10,000 man-hours), and an even larger increase in the
smatier groups (1,000-3,000). At the same time the middle group
(3,000 -5,600) experienced a substantial increase in stability, with
the 3,000-4,000 man-hour firms becoming the group with the
highest percentage of decreases of less than 50 %.

Evaluation of Tabulations

We shall try to tie all these individual! breakdowns together
from the viewpoint of the ownership type, since we started this
chapter by asking what the influence of the latter has been on
the behavioral patiern of the firm. The reason for having gone
into various directions was that each type of firm’s behavior is
governed by a number of different variables. Our procedure will
be to start by swmmarizing the behavior of firms in this group,
and then to evaluate this behavior in the light of the group’s
structural characteristics {i. e., type of product, size, market
orientation) and the general behavior of firms when viewed
through these individual structural angles.

3
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TasLe 33

DECLINE IN MONTHLY MAN HOURS BY SIZE OF FIRM
(number of firms) *

Size Percentage Decline from Peak Month in Peak Year to Trough Month in Trough Year
19534 19578,
0-50 50-90 90-100 G-30 50-9% 90-100
0-1000 43 31 é 72 66 10
(54) {39 N {49) (45) (9
1-2600 17 14 7 27 26 12
(45) (37) (18) (42) (40) (18y
2-3000 15 14 2 25 24 14
(48) {46} {6 {40) (38) €22)
3-4000 ) 5 & 18 13 4
(42) (26) {32) {51) (37 (12)
4-5000 & 10 4 i6 14 5
(30} (50} (20 (46) (40) {18y
5-10 900 20 18 8 23 28 6
(43) {39) (18) (40 (49 (i1}
10 000 11 7 3 18 11 &
{32) {33) (15} (49) {30} 21)

* Numbers in parenthesis jndicate percentage of total during year in that group.
Source: Computed from data gathered by EDA for this project.

1) The Local Autonomous Firm

It was observed that a large proportion of firms in this cate-
gory substantially curtailed man-hours {over 60 %), and another
large contingent curtailed man-hours from 40 % to 60 % in the
first period, and that in the second period there was an increased
emphasis on the exiremes, 1. e, either small or substantially
large curtailments. Let us examine this behavior in the light of
the group's structural characteristics.

a) Market Orientation

Although Local Autonomous firmns were fairly evenly divided
between the U. S. and the local market in the first period {with
a slight edge toward the local market), the increase in the total
number of firms by the second period shifted the balance drastic-
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ally toward the latter. Between the {we periods there was a
propounced increase in the relative share of localiy oriented {irms
which curtailed operations by over 60 %, but g z:éch,-.c:m:n in the
other extreme. Thus the market orientation could partiatly explain
the movement toward the larger extreme of Local Aulonomous
firms but not the encreased share of firms at the other extreme.

b) Industry Group

During the f{irst period there was a concentration un Food,
Textile Mill, Apparel, and Stone, Clay, and Glass products. In the
first three ciasses a large proportion of firms curtailed their
output drastically, while the latter had most of its hns curtailk
ing man-hours in a medium fashion. In the second period Food
and Stone, Clay, and Glass products, which are still among the
leading products in the group, have a much larger propertion
of firms curtailing man-hours by a medium amount and by small
amounts, while Apparel firms had a tendency to mamtain a large
proportion in the large extreme, but increased the proportion in
the small extreme at the expense of medium declines. Among the
products which grew in relative importance, Furniture had rela
tively more firms in the large category, while Metal products
were balanced with a slight emphasis on the larger curtailing
side. We thus find that the polarization of the reaction patiern
of Local Autonomous firms is also explainable when examined
through industry groups, many of the new indusiries tending
toward large man-hour curtailments and the older ones either
polarizing or shifting toward smaller man-hour reductions. The
balance of this polarization is slightly tipped toward the larger
side, which is also the general picture which emerges when one
simply examines the over-all behavior of Local Autonomous firms.

<) Size

Local Autonomous planis are mainly of the very small type,
which were found to be among the stabler firms, though losing
some of their stability in terms of curtailment of man-hours in
the second period. The biggest growth in other sizes has been
in the 1,000-2,000 manhour category, which has also descreased
in relative stability; the same is true of the additional plants
in the large category of 5,000 - 10,000, The only increase contribut-
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Ing to greater stability was in the 4,000 - 5,000 category. Thus the
change in the structure according to plant size also contributes
to an expianation for the relatively larger increase in the percent-
age of firms having pronounced man-hour declines.

dy Conclusion

Local Autonomous firms can be considered to be of a type
which produce a commuodity in its entirety. Thev are subject to
market fluctuaiions and thelr reactions in sales depend upon
their individual policies. Since their orientation is principally
toward the local market, where sales fluctuations are smaller
than on the Mainland, one would expect considerably milder
reactions In terms of manhour curtallment. This was true in
the {irst period when the number of firms curtailing man-hours
over 60 % was proportionately smaller than elsewhere. The
change in the sccond period, with a larger proportion at both
extremes, could be accounted for by the higher standard of living
and continued streng rise in the consumption of non-durable
commodities, which include food and apparel, while there was
a sagging in the consumption of non-durable commodities in
1957-58 (consumption of the latter falling from § 102 million
in 1956 to § 94 million in 1957, and rising again to $ 102 million in
1958}, which include furniture and metal products. The growth
of Local Awtonomous f{irmns has tended in the receni recession
not to change their previous behavior, which neither de-emphasized
nor worsened the fluctuations which they passed on. Bui the
movement toward greater numbers at the extremes has some
interesting portents. The shift toward smaller decreases occurred
mainly in older industries, while the mewer types — furniture
and metal products — strengthened the types of firms with larger
fluctuaticns. 1f we assume that the latter are the dynamic sector
as far as this group is concerned, then we should expect that
in the future Local Autonomous firms will pass on the cycle
with great amplitudes.

2) The Local Contractor

This group was quite unimportant in the 1953-34 period when
only two firms operated in that category. By 1937-38, it had
increased to eleven firms. Almost all of the group curtailed man-
hours over 60 %, the majority over 80 %.
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ay Market Orientation

in both periods practically all the firms calered primarily 1o
the Mainland market, where there was a stronger emphasis on
firms with large declines in man-hours worked.

by Industry Group

Most Hrms operate in the Apparel indusiry, with a couple
in the Miscellaneous categorv. In the former there was a shght
decline in the proportion of firms having high curtailment rates
and a pronounced increase in the small decrease category, whiic
in the latter there was an increased tendency for large declines
to take place. Thus, the industry group explains the firm’s be-
havior only to a small extent.

c) Size

The majority of firms were in sizes which became less stable
by the second period, i. e, in the smallest and next to smaliest
group and the 5,000-18,000 group, butl the smallest group was still
one of the stablest.

d) Conclusion

local contractors had a tendency to curtail man-hours by a
proportionately large amount and thus to pass on the cycle in
a magnified form. This is possibly due to their newness and lack
of contacts on the Mainland — especially when compared 10 the
greater stability of Mainland contractors. (See below.)

3y Mainland Autonoemous

The emphasis in both periods was on firms with large curtail-
ments of man-hours. In 1953-34 over 50 % of the firms were 1n
the more than 60 % decline category. There was some mellowing
in the second period with relatively small increases in the 0-40%
curtailment category, but there was also a very large increase in
the 809 - 100% curtailment category.
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aj Market Orientation

There was a shift in emphasis between the two periods, During
1053.54, 753 % of the firms were Mainland-oriented; but with the
substantial increase in the number of firms in the industry
between the two periods, the emphasis shifted on to locally-
oriented firms which in 1957-38 constituted 60 % of all the firms.
The heavy accent on drastic declines in the first period is not
fully explained by the Mainland orientation, where the general
emphasis on firms with strong declines in man-hours was not as
heavy. The increase in the proportion of firms with mild declines
in the second period can be partiaily explained by the greater
orientation toward the jocal market, while the heavy increase in
the number of firms curtailing operations by 80 % - 100 % could
be due to the 40 % still oriented to the Mainland, in whose
general category there were relatively more firms at the extreme
end.

by Indusiry group

During the first period there was an emphasis on the Miscel-
laneous group, with a number of firms in electrical machinery
and the textiles. Bv 1937-58 the growth in the number of firms
was characterized by a spread over almost the whole spectrum
of the industry groups. The most notable growth was in the
Rubber, Stone, Clay, and Glass, Fabricated Metal Products, and
Furniture indusiries. The Rubber industry had the largest pro-
portion of firms in the smaliest decline categories, while the
other three industries were fairly evenly balanced, inclining only
shightly to the heavy curtailment rate. The Miscellaneous sector,
which is still the most dominant, had a larger percentage of
firms in the heavily declining group than in the previous period.
It thercfore could be inferred that this category’s small increase
in the lightlv declining group was due to a rise of the Rubber
and onne Clay, and Glass Products industries, and the strong
increase at the other extreme to the Miscellaneous and Eleciric
Machinery industries.

¢y Size

Mainland Autonomous firms were predominantly small in both
periods. In the second period most of the increase occurred in
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the 0-1,000 man-hour group, with most of the rest following in the
next two size groups. Since all these size groups experienced a
greater degree of declines in the second period, it would scem that
their possible influence on this category of furms was i the
growth of the number of firms in the large declimng group

d} Conclusion

The policies of Mainland Aulonomous firms were such as o
pass on cyvcles in a magnified form in the {irst period, whereas
in the second period the shift was such as to make policies more
«neutral», 1. e, neither exaggerating nor minimizingz tuciuations.
If the growth of firms in the newly important industries should
continue, the movement loward even smaller general fluctuations
emanating from this category should continue Thus the most
important influencing variables are the market onentation and
the industry group.

4) Mainland Affiliated

This is the largest group and had the most even distribution
of firms according to percentage manp-hour curtailment. During
the 1953-54 period, the balance was slightly inclined toward the
larger curtailment group, and this tendency continued with
slightly more emphasis in 195758,

a) Market Orientation

In both periods the majority of the firms catered 1o the
Mainland market, although there has been a 10 % increase of
the firms selling in the local market in the second period; this
still leaves over 75 % of the firms in the Mainland-oriented
group. From the tabulation percentage of the size of man-hour
decline, we would thus expect a somewhal greater amount of
firms in the large-decline categorv in the first period, and a
somewhat smaller number in the second period than actually
occurred. Hence we suspect thal market orientation is not a
principal independent varlable.



