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The Work of International
ternation otatistics and Lconomic

The scope and amount of statistical reporting and economic analytical
work done by international agencies have increased at a rapid pace during the
last ten years, There is now a continuous and voluminous stream of material
on a very wide range of subjects, This mekes it impossible to present an
exhaustive survey of all the activities performed by all the agencies. The
purpose of this note iz much more limited: it sets out the main lines of
statistical inquiry and applied research that are being undertaken by the most
important of the international organizations.

Organizations

Most of the statistical and research work is done by the United Nations,
their regional Economic Comnissionsl/and the specizlized agencies, viz, the
Food and Agriculture Organization, International Bank for Reconstruction and
Development (World Eank%, International Labor Organization and International
Monetary Fund. In addition, there are three more international bodies whose
research activities occupy a prominent place in the current literature in
international economics: the Secretariat of the General Agreement on Tariffs
and Trade (GATT), the Bank for International Settlement (3IS), and the Organ-
ization for BEuropean Economic Cooperation (OEEC).

Statistical Reporting

Three monthly publications contain most of the current flow of economic
information on developments in the world economy: the U.N. lionthly Bulletin
of Statistics, the FAO Monthly Bulletin of Agricultural Economics and Statis-
tics, and the INMF International Financial Statistics. While these publications
in part cover the same area (e.g., both UN Monthly Bulletin and IMF Interna-
tional Financial Statistics contain data on international trade, gold and
foreign exchange holdings, wage and price indices), there is still a distinct
difference among the three, The amphasis in the UN Bulletin is on population
and industrial production statistics, both for the world as a whole and for
individual countries; and the production part is particularly detailed,
covering not only economic aggpregates - national accounts, industrial indices
and their meaningful subdivisions - but also physical quantities of the most
important industrial commodities in the producing countries. The FAO bulletin
follows agricultural production, trade in agricultural products, and agricul-
tural prices, both domestic in the producing countries and international on
the world markets. In contrast with these two "production" publications, the
International Financial Statistics concentrates on monetary, financial and
balance of payments developments. Detailed data are provided on all major
variables, and an attempt is also made to consolidate, for each individual
country, the important financial flows into larger analytically significant

1/ For Europe, Asia and the Far Bast, Latin America, and Africa. The
Commission for Africa, which was established only recently, has not yet
started its publications; this is expected shortly.
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aggregates. Information by country is also given on interest rates for major
classes of paper, share prices and the key items of commercial bank's balance
sheets (consolidated).

While these three publications are the "bread and butter" of international
statistics, there are also others, regional in scope and appearing at regular
bi-monthly or quarterly intervals, which contain additional series frequently
designed to serve particular analytical purposes. The CEEC puts out two
statistical bulletin®,one on general statistics (Part I, monthly and Part II,
bi-monthly) and the other on foreign trade statistics (Parts A and B, bi-monthly
and Part C, quarterly), covering the (CEEC countries, the United States, Canada,
and Yugoslavia. These series are very comprehensive and lend themselves easily
to comparative study of economic growth and of the current state of economic
conditions, The UN regional Economic Commissions for Latin America and Asia,
in their economic bulletins published semi-annually and tri-annually respectively,
produce regular statistical series covering, in particular, national accounts
and major producticn and foreign trade data by region and by country.

Finally, sevcral of the international agencies publish annually statis-
tical reports which contain both current data and long-run series. The United
Nations publish each year the Statistical Yecarbook, the Demographic Yearbook,
the Yearbook of National Accounts Statistics, and the Yearbook of International
Trade Statistics. The Food and Agriculture Organization puts out the Production
and Trade Yearbooks, which cover agricultural commodities only. The International
Labor Office publishes the Yearbook of Labor Statistics. The International
Monetary Fund issues its Balance of Payments Yearbook. The International Bank,
the International Monetary Fund and the United Nations jcintly prepare the
statistical series "Direction of International Trade", which containes detailed
data on origin and destination of trade for each country. '

Regional tr

The analytical endeavors of international agencies are as multifarious as
their statistical undertakings. The postwar work had its predecessor in the
brilliant pioneering efforts of the Secretariat of the former League of Nations.
In addition to their famous annual reviews (their current work on the course and
phases of the Great Depression still remains, after thirty years, the must for a
research into the international aspects of the depression), they have produced
such classics as "Industrialization and Foreign Trade", written mostly by Folke
Hilgerdt, and "International Currency Experience", authored primarily by Ragnar
Nurkse. These works are outstanding examples of successful integretion of the-
oretical analysis and quantitative findings; and, in my view, they have set a
very high scholarly standard not only for international agencies but also for
national institutes of economic research.

The aralytical work at present is much more dispersed geographically, it
is issued more frequently and is far more numerous than in the inter-war period.
The United Nations Headquarters publish annually their World Economic Survey;
each of the UN regional ¢ommissions issues annually their regional economic
reviews, which also contain many country analyses; the World Bank makes available
its annual report which reviews Bank activities and frequently summarizes some of
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the major developments bearing on Bank operations; the International Monetary
Fund publishes each year its review of trade and monetary developments in the
world as a whole and in particular countries, as well as a report on foreign
exchange restrictions in each of its member countries; the GATT puts out its
annual analyses of international trade movements; the FAO publiches each year the
State of Food and Agriculture, which reviews world production, consumption,
trade and price movements of agricultural products; the BIS issues each June its
review of the world economic developments, with special emphasis on the behavior
of capital and money markets and national monetary end financial policies;

the OEEC publishcs yearly analyses of economic growth in Western Europe, its
cyclical movements and its trade and balance of payments developments.

This impressive list of annual publications does not exhaust all the work
that is being done in the field of regional and country research. The UN
regional commissions' bulletins contain analyses of gpecial topics bearing either
on a particular region, a particular industry or a perticular country. In
addition, the Commission for Latin America has published several special country
studies with an exhaustive appraisal of their econumie growth in the past and
prospects for the fnture (e.g. on razil, Colombia, Mexico). The ILO monthly
International Labor Review, contains country studies on labor conditions, wage
levels, labor legislation, etec. The International Bank has published during the
last three years two books on international capital flows, international
indebtedness and debt servicing capacity of its member countries, with special
emphasis on low=income borrowers. These publicaticrs cover the periods 1945-1955
(published in 1958) and 1956-1958 (published in 1¥W), respectively. Also, the
International Bank, publishes reports of its counfry survey missions. Seventeen
such reports have been issued so far. Each of these reports analyzes the economic
conditions and prospects for future growth, as ascertained by the Bank mission
?0920 ticular country. The latest two reports cover Thailand (1959) and Lybia

1 -

Given the number of publications and the range of problems they cover, it
is impossible to present in this summary any meaningful appraisal either of the
analytical techniques that are applied or of the findings and conclusions that
are reached. One point should be stressed, however. Almost any of the annual
publications, and each of the special studies, goes far deyond the routine re-
view of short-term developments. As a rule, an attempt i{s made to appraise
these developments in the perspective of long-term trends; and also the
experience of other countries is almost invariably invoked. In addition, most of
the annual publications usually contain exhaustive analyses of particular subjects
which are not only topical but which have also more than a transitory significance.
For example, the World Economic Survey 1957 contains an analysis of the causes and
consequences of the inflation of the 1950's, the Survey for 1958 gives a review
of commodity trade and policies in the postwar period and the Survey for 1959
concentrates on the capital formation trends during the last ten years. Another
example is the analysis of the planning and finance of investment in the Soviet
Union and Eastern Europe, published in the Economic Survey of Europe in 1955;
the same issue contains an appraisal of the investment problems of Western Europe
and of the financial obstacles to industrial investment in this area. Further
instances are the studies of the UN Commission for Asia and the Far East in their
Survey 1957, of the postwar growth and structural change in Japan, the develop-
ment programming in India and the industrializatiion in the centrally planned
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economy of Mainland China, The GATT Secretariat published in 1958 the now famous
study on long-term trends in international trade, which was prepared by a panel
of experts consisting of Professors Haberler, Tinbergen, Campos and Meade. The
International Bank studies on international capital flows and international
indebtedness contain also analyses of postwar growth trends in low=income
countries, their capital accumulation and the structure of their balances of
pa.ymentﬁ-

C ity Studie nomic ections

In addition to country analyses, extensive work is done on long-term
trends, short-term developments and future prospects of major commodities
entering international trade. Considerable use is made in these studies of
econometric analytical techniques. Much of the work remains unpublished and
serves the internal uses of the agency in which it is done. But current
developments in world commodity markets are followed carefully by several
agencies and their analyses are published regularly. For instance, the FAO
and GATT annual surveys, already mentioned, devote major place to reviews of
commodity markets. The UN Headquarters publishes each year its Commodity
Survey. In addition, several agencies issue special long-term commodity studies,
and there is reason to believe that this line of applied research will expand
further. In recent years, FAO has published analyses of past trends and future
prospects of several agricultural commodities (e.g. sugar, tea, citrus fruit);
the same agency has just published a study on world demend for paper covering
the period 1960-1975. The Economic Commission for Europe issued in 1959 a study
on long-term trends and problsms of the European steel industry. The study covers
world developments in production and consumptions of steel since the turn of this
century and contains projections of consumption and trade through 1975. The
Economic Commission for Latin America published in its bulletin for October 1959,
an analysis of prospective production and demand for rolled iron and steel pro-
ducts in the region.

The increasing interest in commodity studies is closely connected with the
unfavorable price developments in a number of agricultural products since the
mid-1950's. But this interest also reflects the fact that world and regional
demand for industrial raw materials and for manufactures, particularly of basic
industries, has shown a persistent upward trend throughout the postwar period.
This called for systematic analytical work if the future demand was to be
appraised with some certainty.

In addition to commodity projections, international agencies are also
epgaged, to a modest extent so far, in forecasting the major economic va-
riables, e.g. over-all output, investment, trade. The short-term forecasts
are usually contained in their annual reports. With respect to medium-term
and long-term projections, most international agencies rely on the work done
on the national level; and they consolidate country forecasts to arrive at
world aggregates which then serve as bases for commodity projections. But
?here have also been attempts by ssme of the agencies to construct their
independent income growth estimates. In addition to those done by some of
the agencies for their internal use, and in addition to World Bank country
survey studies and ECIA's work on Latin American countries mentioned earlier,
the OEEC has produced several aggregate projections for Western Europe. The
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latest one covers the period through 1965 and 1975; it was prepared in conjunc-
tion with the estimate of the European energy requirements and their pattern

in the future. (The Robinson report, 1960). The GATT secretariat published in
its annual report for 1956 an illustrative model of income and import growth of
industrialized countries through 1975. Judging by recent developments, it is
likely that the medium- and long-term forecasting will occupy in the future an
increasing proportion of staff work in international agencies.

In Lieu of Conclusion

A note of warning may well take the place of conclusions of this review,
Never in economic history has such a comprehensive stream of economic informa-
tion on national and international developments been available, And yet, the
imperfections of data, particularly when they cover economic aggregates rather
than a single product or activity, are still great. This is especially so in
those low income countries where more refined statistical work and systematic
economic analysis have been started only recently. But in addition to weaknesses
of statistical orgenization and reporting, there are also serious methodological
problems in measuring economic change for those countries which move rapidly -
and these countries are of most analytical interest. Rapid change from a low
initial base implies substantial shifts in the composition of output and in
relative prices; and the greater these shifts the more difficult is the problem
of weighting in the construction of index numbers and consequently the more
indeterminate is the precise magnitude of the change in the national output as
a whole.

There is one additional point to be made. With the exception of North
America, some countries in Western Europe and Japan, the evaluation of near-term
business prospects and cyclical developments still has to be Pased on very few
indicators of general nature. Such information as capital expenditure programs,
consumer purchase plans, volume of orders data, up~-to-date reports on stocks and
on sales - are simply non-existent in the overwhelming majority of countries.
Much time will be needed before this kind of business information becomes
available,

But these lacunae should not obscure the fact that an impressive progress
has been made during the last ten years. The flow of statistical data and ana-
lytical writings regularly issued by international agencies have grown without
interruption and there are no signs that this process will stop. What is perhaps
mostly needed at the present juncture is an improvement in the quality of existing
information; and judging by past performance, there are grounds to believe that
this will progressively occur,

Dragoslav Avramovic
Economic Staff
October 18, 1960.
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POSTWAR £CONMCMIC GRCITH OF 10W INCOME COUNTRIES

I. SCCPE OF ANALYSTS

1, This paper reviews major economic developments in the low-income countries
since the Second World War. The emphasis is on establishing the facts, i.e. on
the quantitative magnitudes of economic growth and on the inter-country and
inter-regional differences in over-all ecoromic parformance. But an attempt is
also made to appraise the main factors that have determined the rate and the
pattern of change. The major economic variables and their inter-relationships
are identified and their impact on aggregate economic movements assessed. As
far as is necessary, the analysis is carried out against the background of
economic trends in the industrialized countries. Thus, while the paper is
focussed on the underdeveloped areas, it also touches, in broad outline, on the
rajor changes which have taken place in the world economy as a whole during the
last ten to fifteen years.

2 Two qualifications should be set forth at the beginning., irst, the
statistical bases of the findings contained in the paper are occasionally very
weak, Never in economic history has such a comprehensive stream of economic
information been available. And yet, the imperfections of data, particularly
when they cover aggregates of commodities or economic activities rather than a
single commodity, are still great. This is particularly so in those low-income
countries where systematic economic analysis has been started only recently in
conjunction with these countries' development programming., But in addition to
weaknesses of statistical organization and reporting, there are also serious
methodological problems in measuring economic change. Rapid change implies sub~
stantial shifts in the composition of output and in relative prices; and the
greater these shifts the more difficult is the problem of weighting in the con=-
struction of index numbers and consequently the more indeterminate is the precirse
magnitude of the change in national output as a whole.}/

3. Second, any analysis of changes in economic variables over time poses some
major problems of interpretation. Is the period under review long enocugh to
warrant any attempt at generalization regarding the rate of change? To what
extent is this rate unduly influenced by abnormalities prevailing in terminal
years? These questions are particularly relevant in the context of this paper,
The postwar period is long enough to permit meaningful analyses both of the facts
and of the economic, social and political forces that have determined these facts;
but it is not long enough to enable us to treat the economic changes that have
taken place as necessarily reflecting long-run trends. Much of what has hap-
pened since the war has been of a temporary and cyclical nature; and more time has
to elapse before we can assess with certainty the causes and consequences of
economic developments we have been able to observe. This uncertainty about the
relationship of structural and cyclical factors presents the major pitfall which
any analysis of the postwar period has to face.

17 Simon Kuznets and Alexander Gerschenkron have discussed this problem at
length in their writings.
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II. DIMENSIONS OF POSTVAR GRCUTH

be Even when all due weight is given to the qualifications mentioned above,
there is still little doubt that the postwar periocd was one of the more pros-
perous in recent economic history. In this pericd, but particularly during the
decade 1946-1955, the high-income industrialized countries experienced a
sustained level of full resource utilization, which resulted in considerable rise
in real income. The U.S.S.R., the main industrialized country in the group of
centrally-planned economies, showed a very high rate of output growth. At tke
same time, several mid-income semi-industrialized countries proceeded with a
repid economic advance. Finally, low-income primary producing regions, benefiting
from fairly good demand conditions for their export products during a large part
of the postwar period and enjoying considerable capital inflow throughout thie
period, succeeded in expanding their output at rates which were probably higher
than those they had experienced in the more distant past. A slowing down in

the rate of income growth of some mid- and low-income countries, primarily in
Latin America, became apparent after 1955 as the terms of trade of primary
products deteriorated under the combined impact of cyclical recession in the
major industrialized countries during 1957-1958, and excessive supply of several
primary products which still persists. But the latter part of the 1950's also
witnessed an acceleration of capital accumulation in several major low-income
economies, particularly in Asia, as their investment targets were raised and
their capital inflow or domestic savings substantially expanded.

5. The strength of the expansive forces operating in the period since the
Second World War can be appraised by comparing postwar rates of economic growth
with those that prevailed over the long-run as well as with rates recorded in
the boom era following the First World War. While all comparisons which extend
over long periods are statistically suspect, it is fairly certain that growth
since the last war was faster than in earlisr periods. Tabls I shows that,
during 1948-1955, world industrial output expanded at 6.5% per yocr,ccrpered with
less than 4% in 1870-1913 and 5.2% in 1920-1929.1/ World agricultural output
roge 3% per ammum in the decade 1946-1955, comparsd to an estimated 1-2% in the
preceding several decades.2/ The developments since 1955 have been somewhat
less favorable. The rate of output expansion in the world as a whole was below
that of the first postwar dscade. However, it was still above the long-run
rate.

6. It is not possible on the basis of the available evidence to state with
certainty whether the postwar rate of expansion in commodity output in the low-
and mid-income countries has lagged behind that in the industrialized areas.
According to one computation (Table II), total commodity output in the indus-
trialized countries rose at 4.8% annually in 1948-1955/57, vhile the yearly
rate of expansion in the non-industrialized areas was estimated at 4.1%. 2/

1/ All tables are given in the Statistical Appendix.

2/ Theses computations exclude output changes in Eastern Europe, U.S.S.R., ard
Mainland China.,
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Production of primary products rose faster in less developed countries, but
their rate of expansion in manutacturing, according to this computaticn, appears
to have been somewhat slower than the corresponding rate in industrialized
countries. This latter finding is in some contradiction with the evidence
derived from the regional indices of mamufacturing output (Table IIT). According
to these indices, manufacturing output of Morth America and Western Europe
combired rose at an annual rate of 6% in 1948-1955/57; and if the period of
observation is extended through 1959 (thus including the recent recession) the
rate of increase becomes 5.2% (1948-1959). In contrast, the rate of growth in
manufacturing output in Latin America and Asia combined (excluding Japan and
Mainland China), amounted to 6.4% during the eight years 1948-1955/57 and 6.2%
during the eleven years 1948-1959, i.e. it was above the rate recorded in the
high-income industrialized areas for both periods. However, it is quite
possible, for reasons mentioned in the first section, that manufacturing indices
in the non-industrialized countries contain an upward statistical bias compared
to the indices of the industrialized areas,

7. Cn balance, it would seem that aggregate commodity output in the low-
income countries increased either at the same or slightly cbcve the rato of
expansion in the high-income industrialized areas. The comparison is less
favorable if per capita growth rates are reviewed (see Tables IV and V which
give aggregate and per capita output growth rates by countries);/. The growth
of population has accelerated substantially in the recent past; and wnile this
acceleration has taken place in both the developed and in the underdeveloped
areas, the present rates of population growth in the latter are, on the
average, appreciably above those in the developed countries. As a result, the
percentage advance in per capita real output was considerably more rapid in
Europe and, on average, probably equal or slightly faster in North America
than in the majority of low-income countries. Finally, in absolute terms (as
distinct from relative rates of change), the difference in the increment io
income, either aggregate or per capita, between industrialized and non-indus-
trialized countries was necessarily very large, given the differences in the
initial absolute levels of income per head.2/

———————— e ==
S —— .

8. There are two other yardsticks which can be used for appraising the i
magnitude of the recent eccnomic growth of the low-income countries. First, |
this growth can be compared with that of the presently developed areas in earlier |
periods of their economic history. Table VI presents the rates of increase in
aggregate and per capita income, for various periods, in a dozen advanced

countries since about 1860, If this evidence is related to the data contained L
in Table IV, it appears that in a larze number of the less developed countries ;
output has grown since World War II at annual rates which compare favorably -
with the experience of the developed countries in the past. In a number of {

1/ Output is defined here to include both commodity production and output of
services.

2/ An addition of 10% in per capita income is equivalent to 110 in a country
where the initial level of income amounts to ;100; the same percentage .
addition represents an absolute increase of $100 in a country at an initial i.
per capita income of {1,000, On the other hand, it may be argued that the
"marginal utility" of an absolute addition to income is much greater at a Jow
level of income and that the “utility" decreases as income level rises.
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ccuntries in Southern Furope, Latin America and in some countries

in Asia, rates of growth in both aggregate and per capita output have been even
higher. But the reader must be warned again that computations covering such
different periods of time suffer from serious statistical limitations.

9. Second, probably the most relevant from the analytical point of view
would be a comparison of the recent rates of output growth in low-income coun-
tries with the rates recorded in the past in these same countries. Such a
comparison would show whether the expansive forces now operating in the under-
developed world are substantially stronger than in the past. Unfortunately,

the available statistical evidence is quite inadequate for this purpose. In a
few cases for which long-run growth series have been computed, the past growth
rates appear, on the average, below those of the last ten to fifteen years.
There is one exception - Argentina, but this country could hardly be considerec
a low-income country; also, there have been special factors at work, which have
been responsible for the sluggishness of the Argentine postwar growth. For
low=income countries for which no comprehensive evidence on the past performance
is available, there are general reasons to believe that recent growth must have
been substantially above that in the more distant past. The underdeveloped
ccuntries would have been much more advanced if their economies had been growing
at anything similar to the postwar rates.

ITI. CH EXPANS IVE_FORCES IN IOW-INCCME COUNTRIES

10, It has become almost a platitude to say that dynamic factors underlying
postwar growth have differed from country to country, depending on circumstancec
in each particular case. Nevertheless, this should be repeated in order to
place into proper perspective the gensralizations which are the concern of this
section. There have been certain common forces which have been operating in
large groups of countries, and these forces are identified and briefly discussed
below. But in many cases there have been many other factors at work as well,
superimposed upon each other. While generalizations are useful and indeed
indispensable, they are also simplifications and therefore in a certain sense
distortions of a more complicated reality.

Drive for Development

p i 18 Probably the most important distinguishing feature of the postwar period
has been a strong and rising developmental drive in almost all underdeveloped
countries. Increases in output and investment and improvements in the standard
of 1living have become the essence of political programs in these countries;

and goals of economic growth have permeated the whole social and political
structure. National authorities, in many areas only recently born as a result

of political independence, have become the main vehicles for economic growth

and social change. Government has undertaken the role of stimulator and coor-
dinator of investment; absence of governmental development and investment prc-
gramming has become very rare., In many areas, government itself has been a

majcr investor. Thus, the share of public investment in total investment in the
countries of South East Asia has been estimated at about 35-40% in the mid-1950‘s.
In Latin America, the proportion averaged about 30% in the postwar period. Most
of this investment has been in the field of overhead capital (e.g. transportation,
power). In the centrally-planned economies, almost all non-agricultural invest-
ment has been public,
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125 Acceptance of economic growth as the chief goal of economic and political
policies has led to an expansion of over-all demand in the domestic sector of

the less developed countries. This has often meant an excess of demand. Where
high public investment was accompanied by low fiscal effort or by lax fiscal and
monetary policies, persistent inflationary pressures developed scmetimes resulting
in a diversion of resources from development to consumption and thus hampering

the fulfillment of the original investment and development targets. But, in
general, the developmental drive which has embraced the underdeveloped world since
the end of the war, has provided the continuing impetus for growth and for rising
demand in the domestic market. As a rule, and unless circumscribed by legislative
limitations, this impetus has led to a simultaneous growth of private investment
in the less developed countries, which has in turn, also stimulated demand. Tho
chief bottlenecks to growth have been the scarcity of investible resources and

the absence of good planning, good management and good fiscal policies rather than
the lack of effective domestic demand for final goods. Of course, there have
been cases in which the sluggishness of the domestic market has been the chief

obstacle to economic growth; but it seems safe to say that these cases have been
exceptions rather than the rule.

13, Public savings (i.e. surplus of government revenue including profits of
publicly owned enterprises, over government current expenditure) has been the
most important single source of finance for public investment in the majority
of countries for which data are available. Public savings has covered in some
cases the entire cost of public investment; at the other end of the range have
been countries where public savings has financed only one-fifth of investment

in the public sector.l/ Other sources of finance have been government borrowing
on the domestic capital market, capital inflow from abroad and money creation
(i.e. financing through bank credit). GCovernment borrowing on the home capital
market has not been of major significance for a number of reasons, the relative
lack of transferable savings, absence of financial institutionsand persistent
inflationary pressures being the most prominent. Of far greater importance as

a source of finance has been govermmental borrowing abroad, i.e. foreign capital
inflow on public account. This has played a very significant role not only as

a supplement to domestic public savings, but has served at the same time as an
additional source of foreign exchange to cover the heavy exterpal cest of imported
equipment for public overhead investment.

14. An important part of the developmental drive in low income countries has
been the emphasis placed on industrialization. In almost any low-income country
development programming has included provisions aiming at accelerating, through
tax facilities, other subsidies, protection, etc., the establishment of new
industries and growth of existing industries., To be sure, in cases where this
emphasis has been excessive, i.e, at the expense of the adequate growth of otner
sectors, the industrialization policy could not be sustained and the result was
sectoral disproportions and sluggish over-all growth, at least for a time. 2/

1/ For details on the sources of finance for putlic investment see the Economic

Staff study "Financing of Public Investment in Underdeveloped Countries",
October 1960,

2/ For further analysis see Sections IV and V,
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Barring such extreme cases, however, industriaiization had expansive effects.
Irdustrial growth was facilitated by the enlargzem:rt of the home market for
manufactures, due to over-all income expansion induced by export growth and by
rising government development expenditure; but at the same time, the industrial
investment itself, by raising effective demand, served to expand the absorptive
capacity of the home market,

i5. A particular feature of the postwar industrial growth has been a much
faster exparsion of capital goods, other durables and chemicals (heavy industry)
thar of consumer manufactures (light industry, i.e. textiles, leather, food
processing, etc.). This discrepancy was carried to an extreme in several
centrally planned economies, resulting for a time in an absolute fall of per
capita personal consumption. To a lesser, but still substantial, extent, the
divergence of the rates of expansion within the industrial sector has also takern
place in Latin America and in Asia,l/ as indicated in Charts I and II.2/ Such
a pattern of industrial growth, by itself ar indication of a growing economy,
implied, on the average, proportionately heavier investment per unit of output
and, again on the average, larger masses of real capital for any single invest-
uwent project. Both these phenomena tended to raise the effective demand in the
economy, The finaneing of private industrial investment appears to have been
assured, in largest part, through ploughing back of profits or borrowing
abroad;3/ but it also involved frequent resort to the credit system. As in the
case of government overhead investment, if the financing of private industrial
investment took the form of excessive money creation, it was accompanied by
inflationary pressures of varying severity. These pressures were intensified
if the sale of commodities produced by the new industries also required
extension of credit by banks; and this probably happened fairly frequently,
since output expansion was particularly fast in durable goods, i.e. commodities
whose purchase required large money outlays.

Expansion of World Market ‘

3. The second major expansive force which played a far-reaching role in a
part of the postwer period was the growth of world demand for primary products.
This expansion came after twenty years of stagnation in the volume of primary
products trade, with its negative impact on the growth process of producing
countries. The postwar expansion in the exports of primary products was deter-
mined by the sustained level of econcmic activity in the industrialized countries;
this was accompanied by a continuous rise in their demand for imported goods an:
services. Since the Second World War, the volume of world trade (including botl:
manufactures and primary products) has been expanding at an average annual rate
of 7. This was twice as fast as the growth which occurred in the four decades
preceding the First World War, and it contrasts sharply with the extremely slug-
sigh development of world trade during the inter-war period (see Table VII).

1/ Asia is defined here to exclude Japan and Mainland China.
2/ All charts are shown at the end of the Statistical Appendix.

zf In the case of government-owned enterprises, an additional source of finance
was government budget.



.*—“

il e

17. Given the dependence of many less developed countries on the production
and export of primary products, demand conditions in the external market were

of paramount importance for the economic development of these countries.
External demand conditions were not uniformly favorable. The demand for several
primary commodities expanded very little or not at all: jute and jute products
rrovide striking instances of a stagnating trend in world demand until recently,
Pakistan and India being the countries most affected. The volume of world trade
in cereals, some oils and fats and most textile fibers also developed sluggishly,
reflecting partly low income elasticity of demand in the developed countries,
development of home output of competing products in the importing regions, and
the growing substitution of synthetics. In contrast, the volume of world trade
in fuels, metals and rubber expanded very rapidly under the impact of investment
expenditures in industry and transportation and rising consumption of durable
goods. A substantial increase also took place in the volume of world trade in
lumber and timber products. In the case of beverages (coffee, cocca), the
volume of trade rose moderately, but this was due to scarcity of supplies rather
than to lack of demand. World market demand was also very strong for citrus
fruits, a high quality food.

18, The volume of world trade in primary products as a whole rose considerably
less than the volume of trade in manufsctures: between 1948 and 1955-57, the
volume of world trade in manufactures was rising at almost 9% per year, while the
annual rate of increase of trade in primary products was 4.7% (3.3% excluding
petroleum). Compared to the immediate prewar period, the trade in manufactures
approximately doubled by the mid-1950's; the trade in primary products rose by
25-30%. At the same time, however, the relative prices of these two commodity
groups in the decade 1946-1955 were more favoratle for primary products than in
earlier periods. The over-all price level of primary products in the postwar
decade was about 180% higher than in the late 1930's, while prices of manufacturs:s
approximately doubled. As a ressult, the terms of trade of primary producers
improved by 40-50%. It should be mentioned, however, that this substantial
inprovement occurred in relation to a period when prices of primary products

were abnormally low. The extent of the improvement appears smaller when ccm-
pared with earlier periods, but it was still significant. Available estimates
suggest that the improvement was about 20-30% compared to the late 1920's and 5%
compered to the level in 1913. (See Chart IV).

19. The impact of the improvement in the terms of trade has been manifold.
While the terms of trade of a country are improving, its real income rises faster
than its output, since a unit of exports buys an increased volume of imports;
and, the larger the export sector in total product, the greater the windfall
addition to real income. The attached Table VIII shows the extent of this wind-
fall gain for the Latin American countries, where it was of most impcrtance,

as well as for several other countries. Aggregate output in Iatin America in
1945-1955 rose 4.9% annually, while real income, wiich also includes the effects
of changes in thes terms of trade, increased on average at more than 6% per year.
Conversely, in Pakistan, where the terms of trade deteriorated, real income rose
more slowly than output. For a decline in export prices relative to the unit
price of imports reduced the purchasing power of exports. This was a general
phenomenon in the recession 1957-1958, when the terms of trade of prinary pro-
ducers deteriorated and when their resl income rose less than their real output
(see Table IX).
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20, Improvement in the terms of trade, where it occurred and as long as it
lasted, not only implied a rate of incrsase in inccme faster than in output but
also served to alleviate foreign exchange bottlenecks which might otherwise

have impeded progress. A rise in export prices meant that the capacity to import
increased faster than the volume of exports, and this released resources which
were used in industries catering to the domestic market. Also, an improvement

in the terms of trade tended to raise rates of savings. The rise in export
prices frequently meant an increase in public revenue through export taxes,
income taxes and merketing board profits. As it increased the margin of selling
prices above costs, a rise in private profits also occurred. On the whole and

up to mid-1950's, the level of export prices for the majority of primary products
was such as to exsrcise a favorable impact on the capacity of primary producers
to import and save.

21. Towards the end of the postwar decade the terms of trade of primary
products deteriorated compared to the postwar average. Their prices were falliag
from 1954 through mid-1959, while prices of manufactures wsre rising through mid-
1358. The decline of prices of primary products resulted partly from slackening
vorld demand and partly from output expansion of primary products which reflected
substantial investment undertaken in earlier years. The deterioration in the
tzerms of trade had a negative impact on the availability of resources to the
primary producing regions., Output estimates for the years 1957-1958 show a
certain deceleration in growth in both the developed and sorme of the less developer
countries, although the majority of the latter showed a continued expansion.

In the developed countries, the deceleration was primarily the result of the
cyclical downturn following the boom 1950-1955. In the less developed countries,
the slowing-down, where it occurred, reflected partly temporary factors in some
cases (e.g. poor crops), partly the dsterioration in the external financial
position and partly the sluggish external demand.l/ While the cyclical upturn

in 1959-19€0 has led to an improvement in prices of cyclically sensitive com-
modities, it must be borre in mind that excessive supplies of some primary
producte combined with low price elasticity of demand have acted and may continue
to act as a deterent to an appreciable increase in foreign exchange earnings

of low-income countries in the near future. lhat would be the impact of such

a development on income growth depends on a series of factors, one of which
is discussed below,.

he Role of Canital Inflow

22, The third factor which has greatly influenced postwar growth, particularly
in the second half of the postwar decade and in the last few years, has been th:
inflow of foreign capital, which has supplemented the domestically generated
resources available for investment., The chief source of capital has been the
United States; but a number of Furopear countries (France, United Kingdom,
Switzerland, Relgium, and more recently, Western Germany and the Netherlands)
have also been capital exporters. Since 1955, the U.S.S.R. has become a
eignifieant capital expPorting country to less developed areas, particularly in
Asia end the Middle East. Aggregate capital outflow on both public and private

1/ See Chart III which shows the index of mining output in Iatin America and
Asia (excluding Japen and Mainland China) in the postwar period. The rapid
growth in Latin American mining was interrupted in 1957 and 1958, mainly under
the impact of the recessicn; expansion was resumed in 1959 and 19€0.
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account in the decade 1946-1955 was substantially above that recorded in the
decade 1920-1929 (after adjustment for changes in the value of money). A
substantial part of these capital flows occurred among the developed countries
themselves (United States to Western Europe and to Canada, Australia and South
Africa; Europe to United States and to Canada, Australia and South Africa); but
the flow to the less developed regions was also of great significance and showed
a rising tendency in the last several years.

23. An array of official agencies has channeled public capital transfers to
the less developed countries. The principal agencies have bsen the International
Bank, International Monetary Fund, U.S. Government agencies, including the Export-
Import Bank end the Development Loan Fund, and the Commonwealth Development
Corporation. In the European countries, the primary role has been played by
government departments guaranteeing medium-term export credits; but, in a

number of cases, notably France, the United Kingdom, and Belgium, governmsntis
have directly transferred resources to their dependent territories. Public
capital transfers were used to finance social overhead capital, electrification
and transportation, and also to finance investment in manufacturing. The Asian
countries have most recently been the largest recipients of public capital flows.
Of most significance has been the fact that pubiic capital flows have accelerated
in all directions in the last few years at the same time as the terms of trade

of primary producing countries weres deteriorating (Latin America) and as
investment targets were substantially raised (Asia). Capital flows, which have
traditionally been most sensitive to cyeclical disturbances, have thus shown

a great stabilizing influence, rising rather than declining in times of
difficulty and need.

2hia Most private foreign investment in the less developed countries since the
war has been direct investment (i.e. having the controlling rather than the loan
interest). The area distribution of private capital flows was essentially
d=termined by the increase in world demand for fuesls and othér primary products,
particularly minsrals, during the first postwar decade. large-scale development
of petroleum resources in the Middle East and Venezuela and the expansion of
mineral output in Africa and Iatin America were largely financed by foreign
direct investment. In addition, manufacturing industry catering to the rapidly
growing domestic market attracted foreign private capital in Western Europe,
Australia and Canada, and also in several Latin American republics, particularly
Brazil and Mexico. In contrast, the less developed countries in Asia, with the
exception of the Philippines and Malaya, remained outside the netiork of private
capital exports in the first postwar decade. There has been an increase of
private capital inflow into this area in recent years.

25 The statistical material is not yet sufficiently refined to permit a
reliable estimate of the relative role of foreign capital in financing economic
development in the less developed countries. This role has varied greatly from
case to case and from one period to another. Any attempt at quantitative measure-
ment of the contribution of foreign capital faces formidable conceptual and
statistical problems. Before these problems are tackled, it is useless to put
forward any figures, even as a guess. The only statement which can be ventured
at the present time - too general to mean much - is that an absence of capital
inflow of the postwar magnitude would have involved either a substantial curtail=-
ment of capital formation or a cut in personal consumption for a time or, most
likely, both, but in different proportions in different countries.

|
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26, The strength of tho three forces analyzed uabove = expansion of the
donestic market under the impact of the developmental drive and industrializa-
tion, expansion in world trade and relatively high prices for primary products
until 1955, and foreign capital inflow - differed greatly as between particular
countries. The results,expressed in the rates of income growth and in the
behavior of other crucial variables - ratees of savings and investment, pattern
of output, rates of export and import growth, yield of capital in terms of
income - have accordingly varied from country to country. These are the concern
of the next two sections.

IV__BEGIONAL CHAPRACTERISTICS OF GRCWTH

Developments in the tri A s
anc Their Impact on Iow Income Countries

R7. The industrialized areas provide the overwhelming preoportion of the
total market for export products of low income countries. Consequently, the
postwar behavior of this market was primarily determined by the import pro-
pensity of the industrialized regions; and this propensity in turn was a
function of their rate of growth in aggregate demand and of the change in their
pattern output. Since the industrialized countriss are also the only source

of international capital funds, the trends in these countries' capital accumu-
lation - supply and demand for savings - have been the major factor determining
the aggregate amount of international transfers of capital. These two flows -
commodity trade and international capital movements = will continue to provide
the economic link betweer the industrialized regions and the low-income countries,

(a) The United States

28. The postwar developments in the U.,5. econory have not yet been satis-
factorily explained. The increase in output, spectacular during the war, con-
tinued during the following period without major interruption. Contrary to
widespread expectations, the United States did not experience a protracted
cyclical decline, although it underwent three recessions (1948-L9, 1953=5L, and
1957-58). These proved short-lived and their international consequences, with
an exception for the last one, were limited. Of most importance for the outsice
world was the fact that United States imports showed a sustained growth through-
out the postwar period. Their value, partly under the impact of rising import
prices, increased at a faster rate than total income. As a result, the propor-
tion of income spent on imports tended to rise in the postwar years - a medium-
term development in striking contrast to the secular relationship of the two
variables in the last half century or iore. This was the major factor in
eliminating the dollar problem, whicli was considered almost intractable in the
early postwar years.

9. The U.S. total income rose at a rate surpassing L% v.a., in the period
1948-1955, Productivity per manhour rose faster than over the long-run. The
gains were particularly striking in agriculture; its rate of productivity growth
was twice that in manufacturing. Both the agricultural and the manufacturing
sectors have been losing labor and still expanaing output, thanks to the tech-
nological progress. Very large amounts have been spent on research and product
development; and the results of this expenditure have not yet all appeared on the
market. The fastest and steadiest growth in output was recorded in the service



industries, which have been absorbing all additions to the labor force; the pro-

portion of American income spent on services has now shown a persistent rise for
several decades.

3C. The last five years, 1956-1960, have shown a substantially slower income
growth than in the first postwar decade. Also, during the last three years the
United States have developed a large deficit in their external accounts. The
reasons are complex. It may well be that these two phenomena are inter-related
and that the ultimate cause of the balance of payments pressure is to be found
in the deceleration of U.3. growth and the corresponding lag in the adjustment
of the U.S. economy to rapid output changes and relative cost reductions abroad,
primarily in Western Europe and Japan. If this hypothesis is correct, the
implication is that an acceleration in U.S. growth would also tend to correct,
after a possible initial short-term agcravation, the balance of payments detficit
as well, The assumptions - yet to be proven - are that a considerable increase
in output can be achieved at lower marginal costs and that this output expansion
will be accompanied by a sharp rise in the flow of profits and savings, thus
enabling the United States both to improve the age-composition of the domestic
capital stock and to close the external gap. Series of technological advances
which have been made in recent years and which are only recently being put into
operation may substantially enhance both the growth prospects of the U.S5. economy
and the prospects for restoring the btalance of payments equilibrium.

31. Despite the fact that capital exports have been an important proximate
cause of the over-all deficit, the United States have continued to provide
massive foreign economic assistance. In fact, the U.S. public capital exports

to low-income countries have risen substantially in the last several years.

Cver the long run, of course, the volume of cajpital outflow will have to be
adjusted to the current account of ths belance of paymernts, or vice-versa; and
to the extent that the performance on current account is linked with the over--
all growth of the U.S. economy, the outside world and particularly the low-income
countries, have an important stake in the future trend of the American economy.

(b) Uestern Europe

2. Western Europe entered the postwar period with acute balance of payments
deficits, an obsolete and damaged capital stock, and substantial monetary and
fiscal instability. U.S. aild, extended on a large scale, financed much of the
European reconstruction, which was completed in a very short span of years.
Reconstruction was followed by a major economic upswing in which aggregate outpnt
increased 5% per yesar and per capita 4.5%. The fast rise in real income was
associated with a rapid growth in export volume, averaging more than 10% annually,
wnich helped solve the European balance of payments problem and at the same time
permitted Europe to expand its imports of fuels and industrial raw materials.

In response to increased ircome, there was a substantial rise in the rate of
savings end investment (see Table X). At the end of the decade, the rate of
capital formetion in Western Europe averaged atove 20% of gross product, higher
than at any time since the First Uorld War. The investment and savings rates in
liestern Europe since the mid-1950's appear to have been above the U.S. level in
the same period, although these comparisons suffer from serious conceptual and
statistical limitations. 1In any case, the rise in the European output and
sevings and the accompanying drametic improvement in the balance of payments
enabled the European countries to accumulate substantial amounts of gold and
foreign exchange reserves. Also, several Luropean countries re-emerged as
capital exporters to the cutside world.




33. On balance, the low=income ccuntries wer:s fevorably effected by the speed
of \'estern Curopean growth, in the light of the heavy dependence of the Furopean
industry on outside sources of supply. European imports from low-income countries
rose at a substantial rate of 6% per annum betwszen 1950 and 1957 (current values).
The value of imports in 1958 and 1959 was lower than in 1957 on account of price
declines for primary products, which offset volume increases. levertheless,
Wiestern European imports from low-income countries in 1959 of ¢12.5 billion were
twice as high as the U.S. imports, and some 40% atove the comtired value of
imports of the United Stetes, Japan and the industrialized countries in Eastesra
Europe (see Table XI). While generalizations are always dangerous because of

the simplifications they imply,- one may still venture the following statement.

The rate of U.S. imcome growth is important for low-income countries primarily
because it enables America to provide more easily the capital funds. The ‘2stern
European growth has been important, at least so far, primarily because it has
provided low-income countries with rising current foreign exchange earnings from
their exports,

34, In one particular sector, the Western European growth had a negative
inpact on low-income countries., Western Europe achieved a sutstential saving
in imports of non-tropical food by raising its own output of such items as
cereals, meat, dairy products, and fats. Pressed by early postwar shortages,
Europe protected heavily its own agriculture in order to restore external equi-
librium. Ranid technological advances and subsidized prices given to the farmer
resulted in agricultural expansion of more than 3% per year. The advances
continued even after shortages were eliminated and cheap outside sources of suvpnly
btecame available once again. The reduced scope for food exports to Europe
affected particularly the exporters located in the temperate zone (Argentina,
Uruguay, United States, Australia, New Zealand, Canada, Denmark, etc.). Also,
import duties and internal taxes on some products (e.g. coffee) adversely
affected growth in consumption and thus the foreign exchange earnings of the
producing countries,

Se There are national and internationesl efforts under way designed to

expand ‘'estern European public long-term capital exports to low-income countries
in accordance with the substantial strengthening of the European internal and
external financial position. Over the short run, the success of these efforts
depends primarily on factors of political nature, i.e. on the ability of the
Western European governments to convince their tax-payers thet more of the yearly
ircrement to income should be devoted to foreign economic assistance. OQOver the
long run, the volume of assistance will depend, as in the case of the United
States, on the pace of ilestern European economic growth and on the trend in
capital accumulation in the region. Both will be influenced by the final outcome
of the proposed schemes to achieve greater integration of the national eccnomies
in Western Europe. These s8chemes will also affect the trade accounts of low-
income countries, depending on the extent of protection accorded European indus-
tries and the different treatment, with respect to customs and other trade
regulations, of various supplying regions outside “estern Turope.
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(¢) The U.2.S.R. and Other Inductrialigzed Countries of Fastern
Europe

36. The rapid postwar expansion of the Soviet economy did not begin to exert
a material impact on the low-income countries - other than those centrally
planned - until the mid-1950's.l/ The same holds true with respect to the
external economic relations of the other industrialized countries in Eastern
Burope - Czechoslovakia, Eas;zyn Germany, Hungary and Poland. Their trade

with the low-income economie was very small and erratic; and bent on maximun
expansion of their own investment, none of the Eastern European countries engeged
in capital exports to the outside world. The situation has changed sirce 1955.
The Eastern European countries, primarily the U.S.S.R., have appeared as exporters
of public capital to the low-income countries in the outside world. The main
recipients have been several Asian and Middle Eastern economies. Also, there has
occurred an expansion of imports from the primary producing low-income countries.
In some products, these imports have become substantial, accounting for a sigui-
ficant propertion of total world imports (e.g. rubber, extra long-staple cotton).
In aggregate terms, however, the value of Eastern European trade with low-income
countries remains small compared to the trade they maintain with other indus-
trialized regions, about 5%.3/ There is reason to believe that both capital
exports and trade with low-income countries will tend to grow, although at an
uncertain rate.

37. There exists a major controversy regarding the magnitude of the Soviet b
economic expansion. The rates of growth in output of individual products are

not in doubt; what is controversial is the rate of change in major economic
eggregates such as industrial output and total income. The Soviet official data
claim an annual rate of industrial growth of 15% in 1948-1955 and 10.5% in
1956-1958. The estimates of Vestern scholars range from 8% to 127 for the pericd
1948-1955 (or 1950-1955); for 1950-1958, the most recent Western computation
suggests an annual rate of 9%.4/ According to the Soviet official statistics,
rational income has risen since 1950 at a rate of about 10% per annum; the
estimates of Western analysts range from 5% to 8%, but are clustered around
6-7%qé/ The reasons for disagreement with the Soviet official data are manifold:
the impact of inflation on price weights for new products; changes in the com-
prehensiveness of statistical reporting over time; great structural shifts in
output and consequently great changes in value relationships, making the use of

1/ The impact of the U.S.S.R. on the low-income centrally planned economies
(Mainland China, Bulgaria, Rumania ) was exceedingly great throughout
the postwar period. However, the quantitative analysis of this impact is
made difficult due to lack of data.

2/ Exclusive of those centrally planned; trade with other centrally planned
economies was intensive and had replaced almost fully the outside sources of
supply.

3/ The combined imports of the U.S.S.R., Czechoslovakia, Eastern Germany, Hungary

and Poland from low-income countries amounted to 1,075 million in 1959; the

combined imports of the United States, '‘estern Europe and Japan from the cume
countries totalled 20,400 million (see Table XT).

N.M. Kaplan and R.H. Moresten, Indexss of Soviet Tndustrial OQutput, Sania

Monica, 1959.

The most recent estimate is by Morris Bornstein (A_Comparison of Soviet and

United States National Product, 1959), suggesting an annual rate of growth

of 6.5-7.5% for 1950-1958.
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ary weighting system arbitrary; upward bias in the index of industrial output

on account of gross rather than net (value added) valuation of cutput. This

lest defect of the official industrial index was recently discussed by one Soviet
scholar; by eliminating the distortion due to the "gross" concept, he arrived at
results lower than the past Soviet estimates.l/

38. The measurement problem may well turn out to be insoluble. In any case,
whatever the precise figure, there is no doubt that the Soviet output growth wasz
extremely rapid and so was the technological advance. The rate of increase in
output was considerably higher than in the Western industrialized countries as a
group, although probtably not above that of the rapidly growing economies of
Wiestern Germany and Japan. Soviet growth had, until the last five years, the
familiar pattern of rapid expansion in caepital goods industry and mining, of much
slower growth in the consumer goods sector, and of virtual stagnation in agricul-
ture. Over the last five years, however, there has been a considerable expansion
in consumer goods and a significant revival in agriculture. Current Soviet
pianning, which has been made less rigid and more decentralized than earlier, en-
visages a rate of increase in aggregate income and industrial output less than the
official estimates of past growth (target rates for 1959-1965 are 7.5% p.a. in
national income and 8.6% p.a. in industrial output). The great problem confron-
ting the Soviet planners will be the prospective labor shortage. Another problem
is the need to divert a large proportion of investible resources into residential
construction, anrd this is already under way. On both counts, a deceleration
compared to the postwar period may be envisaged, although further output expansion
at a very fast rate should be expected. There has been much technological
advance in the postwar period and also, new industries are expected to be
established (e.g. petro-chemicals) where labor productivity is very high.

39. The postwar econcmic performance of the other industrialized countries

of Kastern Europe has been, on the whole, less successful than that of the Soviet
Union. There occurred a great expansion in base metals and ‘capital goods,
particularly steel and steel products. Agriculture, consumer goods industries
and exports have lagged behind, however; and these imbalances have led to
considerable economic and political stress and strain. Development has been most
balanced in Czechoslovakia where the existing industrial bese has been further
diversified and expanded, and foreign trade sector enlarged, thus enabling the
domestic industries to be supplied with imported raw materials. The rate of
over-all growth in Czechoslovakia was probably not much lower than in the U.S.S.R.
In contrast, substantial disproportions in sectoral rates of growth occurred in
Eastern Germany, Poland and Hungary. In the latter country in particular, there
was a marked neglect of the fuel, raw materials and export industries, culmina-
ting in a crisis of 1956. Since that time, there has been more balance in Eas*em
Turope, ard the three countries have recently shown a more orderly advance in
over-all output, consumption and foreicn trade.

1/ S.G. Strumilin, Essays on the Socialist Economy of the U.S.S.R., 1960. As
reported in the MNew York Times, September 11, 1960, Prof. Strumilin has esti-
mated the rate of industrial growth for 1928-1955 at 10% p.a., compared to
the official computation of 12%. His figures for 1955-1956 indicate an
increase in 1956 of 8%, compared to the official index of 1l%.
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40, It is likely that further growth in the U.5.5.R. and in the industrialized
ccuntries of Eastern Europe will be accompanied by a rise in trade between these
areas and the low income countries, provided, of course, world political condi-
tions do not deteriorate further. There is in Eastern Europe a substantial under-
consumption, in relation to per capita income, of a number of consumer marufac-
tures and tropical foodstuffs; the latter have to be imported (e.g. coffee,

cocoa, citrus fruit), and so have some of the raw materials for the consumer
goods industries (e.g. wWool, oils and fats). If it is assumed that personal
consumption will rise in the future faster than in the past, the implication is
that imports will also expand. An increase in imports on these grounds is apart
from any rise which would result if comparative cost schedules were began to be
taken into account in the Eastern European planning. The latter would require

A considerable reorientation in resource allocation as between home and export
industries, and there is as yet no certain indication that this is under way on

a conscious and consistent basis and on a significant scale, at any rate not in
the U.S5.S.Re itself. PBut physical deficisncies of certain products mentioned
above will tend to expand trade relations. The rate of increase must remain a
rajor uncertainty; it will depend on the rate of growth in consumption of
particular goods, and this will be determined to a large extent by planners'
decisions.

41, Hotmuch can be said regarding the future capital outflow from the
centrally planned economies. The international political factors, which will
probably be decisive, are in favor of further expansion of public loans to low
income countries. The economic factors operate both weys. On the one hand,
there is much to be said for a thesis that the comparative advantage for the
U.S5.S.R. and other industrialized countries in Eastern Europe is in the field of
capital goods; and since much of capital goods exports must be done on credit,
expansion of capital ex.orts would be necessary to maximize benefits from trade.
Orn. the other hand, there is still very large demand for real capital within the
U.S.S.R. itself, given the target rate of output growth and given the present
program to undertake major investment expansion in Siberia and other Asian re-
gions. In addition, of course, there is tremendous demand for investment goods in
Mainland China. There is no use guessing what will be the net outcome of these
various forces pulling in different directions, except to express a judgment that
in the foreseeable future at least, the factors of world politics, which clearly
work in the direction of expanding capital exports to low-income countries, will
have the upper hand.

(d) Japan

42 . One of the major economic achievements of the postwar period was accom-
plished by Japan. Between 1951 and 1958, i.e. after the reconstruction, the
Japanese output continued to rise at a very high rate, with industrial production
ard industrial exports as leading sectors. Despite wide cyclical fluctuations,
the average annual gain was extremely large: 7.57 in total product, almost 12%
in industrial output and almost 167 in export volume (compound annual rates of
growth). The Japanese gross investment was as high as 28-30% of gross product.
The export orientation of the Japanese economy had its counterpart in high import
propensity; and the low=-income countries shared in the rise of the over-all
Japanese imports. Between 1950 and 1959, the Japanese purchases from the low-
income areas quadrupled. Towards the end of the period under review, Japan began
to export capital, although at the same time it continued to borrow on public
account on the international market. There is no reason to assume that capital
exports will not rise over time, given the high savings ratio and the ability to
transfer resources abroad.
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Patterns of Growth in Low Income Countries
(a) The Latin Americen Industrialization

43, The Latin American region recorded a high rate of income growth in the
postwar period, continuing the expansion which had started at the end of the
depression in the 1930's. The growth was particularly fast in 1945-1955, when,
as alrsady mentioned, favorable changes in the terms of trade considerably in-
fluenced the availability of resources in a large mumber of countries, particu-
larly those producing coffee and copper. While the per capita real income of %ne
region as a whole is estimated to have increased at a rate abtove 3% annually, the
increase in per capita output (i.e. excluding gains from improvement in the terms
of trade), amounted to slightly less than 2.5% per year. The rise in output it-
self was substantially facilitated by rising export prices, since the latter
provided resources to finance imports of capital goods and raw materials. In the
majority of countries, expansion of output for the domestic market was faster
than the rise in the volume of exports. Domestic expansion was the chief dynamic
force; and it operated even in the absence of an expansion in export volume as
long as the rise in export prices (and capital inflow) served to increase the
capacity to import. The increase in aggregate output took the form of rapid
industrial advance. In the arsa as a whole, the gross value of industrial pro-
duction surpassed the gross value of agricultural output early in the postwar
decade, and in the mid-1950's amounted to one-fourth of total gross output.

Lite all sectors or industry shared in the postwar expansion, but at different
rates. The heavy industry = consisting of base metals, metal products, non-
metallic mineral products, chemicals and paper = grew much faster than the light
industry, thus indicating a rise in investment in total national expenditure and
an increase in consumer durables in total personal consumption. The annmual rate
of growth in heavy industry output in 1948-1958 was 7.5%, cempared to 3.5% for
light industry. The latter had experienced fast expansion already before the
war and during the war years; with the further moderate growth after the war, it
had gone a long way in satisfying the requirements of the domestic market for
manmufactures. On the other hand, most of the expansion in heavy industry
occurred in the postwar period, particularly in Brazil and llexico, where large
and diversified industrial complexes have been established, with considerable
participation of foreign capital. Despite these advances, the Latin American
region continues to be heavily dependent on imports of capital goods for further
growth, Programs under way envisage continued domestic expansion; if realized,
the Latin American steel output in 1965 is expected to surpass 10 million tons,
or more than three times the output in 1957,

45. In contrast to rapid industrial advance, Latin American agriculture
developed at a fairly sluggish rate in relation to domestic and export require-
ments: in the region as a whole, agricultural output essentially did no more
than keep pace with the rate of population growth, which was, however, higher
than in any other region. The relatively slow agricultural growth was also
reflected in a relatively slow rise in the volume of Latin American exports and
in an increase in food import requirements. In some export products, however,
slow rise in exports was due to long gestation period. Once it was over, there
oceurred a burst of production - coffee since 1956 - which created a grave sur-
plus situation in the producing countries.
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46. The reliability of the Latin American investment figures is limited
because cf price distortions introduced by long lasting applicetion of multiple
exchange rate practices. MNevertheless, there should be little doubt that the
investment rate in the region during the 1950's was considerably atove the early
postwar years or the interwar period. According to one estimate, gross fixed
investment averaged 16% of gross national product in 1950-1954, compared with
12.5% in the late 1920's and even less in the 1930's (see Table XII). Cther
estimates are centered around 17-18% for the period 1950-1957; these presumably
include both gross fixed capital and changes in inventories. If these data are
good reflection of reality, the Latin American region would ssem fairly well
advanced in assuring its future growth, provided current internal end external
financial difficulties are resolved. Postwar investment was financed by domestiec
savings and by capital inflow on both public and private account. A part of
domestic savings was "forced" via price inflation; and a part of capital inflcw
was contracted on unfavorable terms, in the form of medium-terr credits with short
maturities. Consequently, debt service payments on loan capital showed a very
sharp rise, much sharper than would have occurred, with the same amount of debt,
if only the debt structure was long term. As it was, debt service payments of
the Latin American countries absorbed an increasing shars of domestic savings
and foreign exchange earnings. Public debt service (interest and amortization)
as a percsntage of external earnings rose from 3% in the early postwar years to
10% in 1957-1958; and most of the increase was on account of amortization
payments.l/

4. It must be stressed that all the regionel aggregates quoted atove conceal
markedly different patterns of development in particular Latin American countries.
In one group of countries - Mexico, Peru, Venezuela and several smaller economies
- export volume kept pace with or imcreased faster than aggregate output, while
savings rates either rose considerably from a relatively low tase or were main-
tained at a fairly high level. Another group, including Brazil and Colombpia,
achieved very fast expansion in income, but the volume of ekports lagged behind.
The improvement in terms of trade (rise in coffee prices in 1946-1954) and
borrowing abroad helped this group of countries to expand industrial investment.
This is particularly true of Brazil which built a substantial manufacturing
sector. A third group - Argentina, Chile, Haiti, Bolivia, Paraguay - was charac-
terized by sluggish growth in per capita income, slow development or decline in
the volume of exports, and by a virtual stagnation in savings.

43. Several major Latin Americen countriss have faced substantial external
financial difficulties over the last three years, 1957-1959, primarily under the
impact of a fall in export prices and of heavy debt payments arising from earlier
borrowing. These factors were super-imposed on pressures arising from domestic
irflationary financing. Some of the countries have benefited from the cyelical
recovery in 1959-1960, which has led to an increase in prices of industrial raw
materials from the 1958 low levels. On ths other hand, prices of foodstuffs,
which are largely determined by supply conditions, have not changed much and are
unlikesly to do so, since these commodities are in ample supply on the world mar-
kst, It must also be realized, however, that domestic policies which have
freguently led to many difficulties have been undergoing a substantisl change in
ceveral Latin American countries. These changes may tend todffset the influence
of other factors, provided they succeed in inducing greater domsstic savings and
larger inflow of long-term foreign capital.

1/ For details see Dragoslav Avramovic and Ravi Gulhati, Debt Servicing Problems
of low Income Countries 1956-1958, Chapter IV (Johns Hopkins Press, 1960).




r_________________f____________________________________————————————————————————————————————————————————————::

(b) Diversity of Growth Trends in Asis®/

49. Income growth in Asia was generally slower thar in other regionms,
although some cf the export-oriented economies - Burma, Thailand, the Philippines
recorded very fast rates of increase. Agricultural production in the region did
not reach the prewar level until 1950-1951. SEince then, it has expanded at a
rate of about 2,7% annually, i.e. above the estimated rate of population growth.
The expansion in manufacturing is estimated to have been much higher, more than
7% per year. This was a combined result of rapid growth in the non-industrialized
countriss in the region and a continued increase in India. Pakistan established
several light consumer goods industries. The Philippines, Taiwan and Malaya also
set up new manufacturing lines. In India, aggregate irdustrial output rose 6%
per year in 1953-1959; most of the increase took place in the capital goods sec-
tor, with particular emphasis on engineering and electrical goods and lately,
steel. Growth in this sector of the Indian manufacturing was chiefly responsible
for the over-all pattern of industrial expansion in the low income countries in
Asia, with faster growth of heavy industry compared to light industry (see Chart
II). However, it should be emphasized that industry in general still represents
a small share of total Asian output; consequently, the aggregate rate of output
growth was much more closely linksd to the rate of agricultural expansion.

50. There are no estimates of the average rate of investment and savings in
the region as a whole, The available data for India suggest that net investment
as a percentage of national income has risen from about 6-7% in the early 1950's
to 10-11% in the late 1950's. Another estimate, this time relating gross invest-
ment to gress product, indicates an increase from 9-10% in 1950-1953 to 13-14%

in 1956-1958. For Pakistan, gross investment is.estimated at about 10% of GNP

in the late 1950's. Somewhat lower figure is quoted for the Philippines and
somewhat higher for Ceylon. The available computations for Thailard suggest a
rate of 14-15% and those for Burma even higher; with respect to the latter, there
is a suspicion that an upward bias is introduced due to differences in pricing

of various classes of products. If these data warrant any general statement, a
guess could be made that investment rates in Asia have been increasing in the
postwar period, but that they remain relatively low in comparison with countries
at higher levels of per capita income,

51 Export growth was the chief stimulant to over-all growth in the peri-
pheral countries of the region. Conversely, in India and Pakistan, growth
forces were mostly internal. Indian output expansion was primarily designed

for the domestic market: while industrial and agricultural output rose, exports
developed only sluggishly. This was partly due to the rise of domestic demand
for potential exports and partly to the low level of international demand for
traditional Indian export products, jute and cotton. Sluggish external demand
for these commodities also contributed to the stagnation of Pakistani exports.
Pakistan's aggregate income was only moderately in excess of population growth:

slow agricultural development was offset in moderate part by rapid industrial
expansion.

1/ Exclusive of Mainland China; ité developments are commented on in a note to
this section.
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5., The variety of economic conditions in the Asian region makes it difficult
to draw any general conclusions regarding growth factors at work and regarding
postwar growth performance. However, two general statements can probably be
made. Vith some exceptions, the role of government in the investment process
has been larger in Asia than in other regions; and the plans now under way
continue to emphasize this role. At the same time, private industry has shown
in recent years greater viability and expansionary force than was thought likely
some time ago. Secondly, while the Asian countries have shown a moderate
economic advance, this advance is considered by the countries concerned to be
below the desired growth targets. The need for acceleration of Asian growth
has been widely rscognized abroad; and the substantial increase in capital flow
to this area which has been under way recently indicates readiness to assist in
this acceleration. On the other hand, the development problem in the over-
populated regions of the Asian subcontinent is likely to prove more grave than
elsewhere; and it will call for a long-term effort of great magnitude on the
part of the countries concerned.

(c) Export-Induced Expansion in Africa and the Middle East
53. While the expansion of the domestic market for manufactures produced

locally in the private sector has been the chief factor in Latin American
growth, and while the government and private domestic investment have been

the leading factors in the Asian development, the postwar expansion in Africa
and the Middle East has been determined essentially by the growth of external
demand for their export products. A number of countries in these two regions
have experienced the "classical" development pattern, with external demand
acting as the main propulsive force and with foreign capital supplying most of
the required means of production in the rapidly developing export industries.
It must be noted, of course, that not all countries in the region have under-
gone this development; a large number have remained untoughed by the export
growth, some have entirely stagnated and some have achieved output growth based
on the expansion of the domestic market for manufactured goods. But in the
majority of cases where growth of production has teaken place, it has been
essentially based on external market forces.

54 Middle East output of petroleum has expanded at a fantastic rate since
the war; and the value of Middle East exports has increased seven-fold since
prevar, faster than in any other region (see Table XIII). Operated under
special profit-sharing schemes, the oil properties have yislded substantial
income both te foreign capital and local govermnments. The amount of oil
royalties collected by the Middle East authorities (Iraq, Iran, Kuwait, Saudi-
Arabia, Bahrein, Qatar, and smaller sheikdoms) is now running at about $1.3
billion. While the use of this income has been only partly productive, there
is little doubt that it represents a potential recurring fund which, if used
properly, could be the basis for sustained and balanced growth in most of the
Middle East. 0il revenue and external horrowing now serve tc finance consider-
able investment in Iran. Even if petroleum vrice were to decline further, the
flow of income to the Middle Eastern countries is not likely to be less than
at present. '
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55. The two non-oil Middle Eastern countries, the United Arab Republic and
Israel, experienced a development pattern based on a simultanecus growth of both
manufacturing and agriculture. The rapid expansion of agricultural output in
Israel was stimulated by the use of modern techniques. In both countries,
manufacturing expanded at a fast rate, in Israel throughout the postwar period,

in the U.,A.R. with renewed vigor since 1953. In the latter country, manufacturing
expansion was primarily for the domestic market, partly replacing imports and
partly catering to new demands; Israel developed thriving export trade in
manufactures on the growing African market. :

56, The level of development on the African continent as a wnole still
remains very low. Also, income distribution is highly uneven as bstween the
immigrant and the native population in the regions where the immigrant sector
is of significance. In several large areas - Nigeria, Ethiopia, the Sudan,
the former French West African territories, British East Africa, Federation of
Rhodesia and the Republic of the Congo (the former Belgian Congo) particular
regions experienced fast rates of growth, with exports as a leading sector. A
large inflow of foreign capital made possible rapid expansion in the African
mining industry. At the end of the postwar decade, mining output, excludirng
gold, was almost twice that of prewar. ELthiopia, the Congo, West African
territories and Pritish East Africa (Kenya, Tanganyika and Uganda) greatly
expanded their output of coffee and were major contributors to the doubling of
African production and exports in the postwar period. The value of aggregate
African exports has risen five-fold compared to the prewar (see Table XIII). A
number of African countries benefited from improved terms of trade until the
mid-1950's. This included not only the coffee producing areas, but also those
producing cocoa - Ghana, Nigeria and others in iJestern ’frica - since their
export prices were also favorable until the last few years. The postwar export
expansion has not been limited to countries producing commodities enjoying
strong demand on the world market (e.g. metals, coffee, cocoa.) The Sudan,
producer of cotton, has also achieved substantial expansion in output. Migeria
has expanded the output and export of oilseeds, thus taking a substantial part
- of the earlier Asian share of the world market. Ghana utilized favcrable
external cornditions to undertake dzavelopment of home industries, and the same
process is beginning to take place in other countries as well,

57. The African countries dependent on exports experienced a sharp setback
in 1957-1959 due to the decline in world commodity prices. The decline affected
first the metal producers; they were also first to recover as their sales
improved in 1959-1960. The producers of agricultural products, similar to
those in Latin America, are still experiencing low prices reslative to the post-
war average, and there are no indications that prices will recover appreciably
in the next several years. Despite the uncertain price outlook over the
medium term, it is likely that the African continent will continue to expand
its export-type output. The relative lack of alternative investment oppor-
tunities in a number of countries, an ample labor supply and the availability
of natural resources suitable for exports (e.g. aluninum), make such an outcome
probable. On the other hand, however, there is little doubt that the new
independent states will make great. efforts to initiate diversificaticu of their
economies, including an expansion of their educational system,
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(d) The Problen of Palasce in Southiern Duroped/

58. Several Southern European countries - the underdeveloped area of the
continent - have undergone a substantial economic transformation in the postwar
period. All of them except Portugal have recorded a fairly high rate of growth
in aggregate output; in Yugoslavia, Greece and Southern Italy, the growth per
capita has exceeded 5% per year. In Southern Italy and Yugoslavia there occurred
a substantial diversification of the production struectures, primarily through
industrial expansion. With the exception of Portugal, savings increased faster
than income, resulting in a rise in the rate of investment. The economy of
Turkey, after a substantial expansion in 191,8-1953, developed a series of imbal-
ances as between particular economic sectors; compounded with inflationary
pressures, these imbalances checked growth in the several subsequent years and
led to external financial difficulties. Growth appears to have resumed at a fast
rate in 1956-1959. Greece, after a relatively slow recovery from the effects of
the war, showed a fast and fairly balanced expansion in the 1950's, helped by
considerable capital inflow. TYugoslavia stepped up its capital formation rate
to a very high level early after the war, with special emphasis on capital goods
industries and low priority to agriculture. There was a lag between investment
input and increment to output, partly due to lack of domestic raw materials and
imports resulting from sluggishness in the agricultural sector and export trade.
The industrial expansion was resumed in the early 1950's, with foreign capital
inflow assisting the investment process and the financing of current imports.
By the mid-1950's industrial growth had accelerated sharply; in the mid-1950's
there started an extraordinary expansion of agricultural output under the impact
of more investment and other incentives. The net result has been a rise in
aggregate output averaging 10% annually in the last five years, and this was
accompanied by an equally high rate of growth in exports, particularly of mamu=-
factures and by a sharp reduction in imports of foodstuffs. Southern Italy
benefited from large transfers of public funds originating dn the highly indus-
trialized areas in the North, in the frameuwork of a comprehensive development
program designed to reduce under-emplcyment and to industrialize the South.
~ Substantial overhead facilities were built and new industries established, in-
cluding chemicals; at the same time, special efforts are made to raise agricul=-
tural output for exports to Northern Italy and abroad. After a long era of
stagnation, income per capita in the 1950's began to rise at a rapid rate.

(e) Note on Mainland China

59. The developments in Mainland China, although still not sufficiently
known, require a special comment. Substantial progress in output in both the
industrial and agricultural fields has been achieved, with an estimated rate of
aggregate output growth of 10% per year. The marginal rate of savings appears
to have been very high; and as a result of this, the rate of gross investment
in the late 1950's has been estimated at above 20% of gross product, compared
to 10% in the early 1950's. It is not clear what role capital inflow from the
other centrally planned economies has played in this process. While there is
little doubt that there was considerable technical assistance, the size of
capital flows remains uncertain, The trade returns - themselves of doubtful
reliability - suggest that Mainland China was running an import surplus (i.e.
capitel inflow) in the early 1950's, but this was followed by an export surplus
(debt repayments?) in 1955-1957.

1/ Greece, Portugal, Southern Italy, Turkey and Yugoslavia.



60. The last few years have witnessed the adoption of extremely ambitious
growth targets, - much higher than attempted anywhere else. The methods applied
to achieve the targets included the creation, in 1958, of sgricultural production
units on a scale many times larger than anything earlier attempted in the U.S.S.R.
and with labor force organized in a mannsr similar to large military units. 1In
the industrial field, factory output of steel and machinery was to be supplemented
by cottage industry-type output. These radical changes do not appear to have
accomplished the expected results, although output did accelerate in 1958. At
the same time, considerable stresses and strains developed; cottage-type output
of steel appears to have been of poor quality and agricultural output lagged
behind the targets, The methods of mobilizing resources have been relaxed
somewhat since, but at the same time, two poor agricultural years have been
encountersad in succession. Industrial growth at a very rapid rate appears to

continue, however, supported by large-scale investment in overhead capital
facilities.

V__INTER-REIATTONSHIPS OF MAJOR VARIABLES

6l. The purpose of this eection is to set forth, in a summary form, some of
the experisnces of the postwar period, which may have a bearing on broad
questions of economic development policy. Each of the topics mentioned below
can be developed at great length; the scope of the present analysis is limited
to listing them for discussion rather than providing firm answers.

The Balanced Growth Case

62, The review in Section IV of this paper has very frequently referred to
the problem of balance in the postwar economic development: in many cases, the
lack of balance seems to have held in check the development, at least for a
time, or made it more difficult than it should presumably have been. The theory
of balanced growth and the counter-theory of an "optimum degree of disorderli-
ness" have generated much controversy in the last ten years. Uhile they cannot
. be discussed here, nor all their ramifications explored, it is perhaps useful

to relate them to the postwar facts.

63. Moderate imbalances may well be stimulating for aggregate growth; it

is even questionable whether the fact that a particular sector is a "leader',
should be called an imbalance at all, provided this leading sector finds a
market for its products. However, once imbalances develop on a large scale,

the aggregate growth cannot bes sustained, or can be sustained only at a cost of
depressing personal consumption in some products or running a deficit in the
balance of payments at a higher rate than required for accelerating investment.

A substantial lag in the supply of industrial or agricultural raw materials for

a newly established industry can be eliminated either by reducing the rate of
capacity utilization, or by pushing out exports of foodstuffs in order to acquire
the raw materials abroad, or by going into debt externally in order to obtain the
required foreign exchange. And conversely, consider a country which is already
a large supplier of the world market in a food product for which the price
elasticity of demand is low., If such a country gives a priority to further ex-
pansion of this particular product rather than to other sectors, the outcome will
probably be a reduction in its aggregate foreign exchange income, at least for a
time; and this reduction may then adversely affect the over-all process of growth.
Both phenomena have been happening in the postwar pericd.
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64. In this context, attention is drawn to computations reproduced in Table
XIV, which shcws the ratios of industrial growth rates to agricultural growth
rates for a number of countries, and relates these ratios to the increase in
aggregate income, for a part of the postwar period. The table indicates thet
industrial growth is as a rule faster than agricultural growth, confirming again
the old tenet regarding the indispensability of industrialization for accelera-
tion of econamic advance. At the same time, the table indicates that, if the
spread between the two growth rates becomes too wide, i.e., if very rapid indus-
trial growth is accompanied by agricultural stagnation or slow growth, the
aggregate growth rate suffers. The reason is simple: there is a lack of food
for the growing labor force engaged in industry, there is a lack of agricultural
raw materials for industrial growth, there is a lack of agricultural exports
which have to pay for imports of capital goods and of industrial raw materials.
While this case suffers from over-generalization (there is still a very good case
to be made for specialization in world trade), it doss help to bring out the
essential need to prevent major imbalances from occurring.

International Differences in Savings Rates

65. The problem of international comparability of statistical findings
presents ma jor headaches in applied research in economic growth., Protably no-
where is this problem as acute as in international comparisons of investment
rates and savings ratios. With this qualification in the background, Table XV
has been prepared, showing average gross savings rates of a large number of
countries, both developed and less developed, for the period 1952-1957.

66, It is a common-place to say that, in the final analysis, development
depends on the country itself, on its own efforts. But this is confirmed by
experience. The relative degree of effort is probably best reflected in the
flow of savings in relation to income. The most striking finding which emerges
from Tatle XV is that countries at the same or similar levels of per capita
income show fairly wide differences in rates of capital accumulation. The
influence of per capita income on savings cannot be denied, and it is no aceci-
dent that liestern Europe as a group is in the highest bracket of savings, Latin
America in the medium and Asia at the lower end of the scale. But within this
broad general picture there are many exceptions and very large differences.

This fact by itself indicates how great the scope is for advance for any parti-
cular country.

Growth in Income and Rehavior of Tmports

67. Historical evidence has shown that almost any country that has achieved
rapid growth in income over the long run has also experienced a steady rise in
imports, which has in turn required growth in exports. The rates of growth in
income and in imports have not been the same and the commodity composition of
imports has changed radically over time. But, while import growth has frequently
lagged, in relative terms, behind income growth and a considerable gross sub-
stitution of domestically produced goods for those formerly imported has been
realized as a condition for growth, this has not meant that pet import substitu-
tion has teken place. A sustained increase in income over two or more decades
has always been accompanied by an increase in the absolute volume of imports.
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68. We have not been able to find any exception toc this rule. Even a large
insular econonmy ith a declared autarkic policy - the Soviet Union - has
experienced a significant rise in the volume of imports over the long run. In
the forty odd years since 1913, Soviet imports rose by more than 200%, expressed
in 1950 ruble prices. Most of this increase in imports took place since the
Second World War. During the three decades before Viorld War I, United States
import volume more than tripled, and import growth continued since then except
during the Great Depression. In smaller economies, which are less richly
endowed with a diversified natural resource base, imports usually increase
faster than national income. For example, Japanese imports were only 5% of total
product in the 1880's and about 207 in the 1930's.

69, Although, economic history does not know of any country experiencing
net import substitution over the long run, (in the sense of an absolute decline
in the volume of imports while income increases rapidly), we have been able to
identify medium-term periods of five to ten years during which rapid economic
growth was accompanied by a stagnating or declining volume of imports. The most
remarkable case of tils sort is the Soviet Union during the first two five-year
plans, 1928-1937.1/ In this country, rich in natural resources and with an
already existing capital goods sector of considerable magnitude, the planning
authorities assigned maximum priority to the further development of this sector
in order to dispenss with the necessity of importing capital goods in the
future. Coviet machinery output rose by about 20% per year during 1928-1937,
and the volume of other producer goods (metals, minerals, fuels, etc.) by 12%
annually. The share of machinery and other producer goods in total industrial
output rose from 40% in 1928 to 58% in 1937. Soviet experience is instructive
in showing that such a strategy might imply (a) perceptible declines in per
capita consumption, particularly of food and durable goods like houses; (b)
drastic changes in the pattern of investment; (¢) drastic changes in the compo=-
gition of imports; (d) an initial rise in capital goods imports followed by a
fall; (e) straining the industrial system to the breaking ‘point and incurring
losses in terms of low productivity of individual firms.

70. Existing statistical estimates suggest that Brazil, again a large
country with diversified natural resource base, is another case where considerable
growth in aggregate product has occurred over medium term without eny clear-cut
tendency for imports to rise. This phenomenon was noticeable in the 1930's and
once again in the five or six years following the import boom at the time of the
Korean war. Once again, we witnessed a diversification of the irdustrial base
with a rapid expansion of productive capacity in the machine, metal and mining
industries. Capital goods and intermediate products accounted for 50% of total
industriel production in 1958 compared to 34% in 1949. The share of imports in
the total investment expenditures decline from 29% to 20%. Evidence on personal
consumption‘per capita indicates a slow rise, although there might have been a
decline in food items and in the living standards of particular social groups.
All these conclusions are far from definite since they are based on statistical
indicators which are probably distorted by the impact of inflationary pressures,
multiple exchange rate practices and quantitative import restrictions. These
phenomena were a reflection of heavy and continuing balance of payments pressures
which have plagued the Brazilian economy throughout the postwar period. A
significant component of these pressures has been a large flow of debt service

payments; the lag in exports implied an extremely heavy service burden on the
balance of payments.

1/ Similar development may be happening now in Mainland China.
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71. It is worth emphasizing that even in these two cases import volume was
kept constant only over the medium term, i.e. for a dscade or less. These two
cases were exceptions; in none of the countries which have grown rapidly was
this experience repeated. Table XVI shows the relations‘ip between income and
import growth in a part of the postwar period (until 1955) for a mumber of
developed and less developed countries. The main finding is that only two
countries in the sample, Cuba and India, achieved net import substitution. Both
these countries experienced moderate rates of income growth of about 3%; and

in the case of India, net import substitution later proved highly temporary.

In all other countries, postwar income growth was accompanied by considerable
expansion in imports. The ratio betwsen the rate of income and import growth
ranged between 3,3 and 0.3, with a median value for the non-European countries
of above 1, indicating that for an "average" country, one percentage increase
in income was accompanied by more than one percentage increase in imports. The
significance of this particular quantitative relationship is limited by the
peculiarities of the period and countries covered; in a period in which export
earnings rise fast it is only normal to expect that imports will also grow
rapidly. However, the general proposition - increase in income leading to a
rise in imports and thus requiring a rise in exports if the increase in income
is to be maintained - is hardly open to doubt as a long-run or even medium-term
phenomenon. This, of course, does not mean that scoromic import substitution
is to be discouraged; on the contrary, this is necessary if the pressure on
imports is to be reduced. And over very short periods it is possible to prevent
imports from rising while still realizing a fast rate of growth in real income,
But experience does suggest that export growth is still indispensable if income
growth is to be sustainred over the longer term, since rising exports have to
pay for an unavoidable rise in imports.
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Teble g

Rates of Growth in World Mamifacturing and Agriculturcl Cutput

(percent per annum, commound)

Marufacturing®/ agriculture?
Period Rate Period Rate
Long-run, 1870-1913 3.9 n.a. N.Ge
Long-run, 1913-1948/49 2.3 Long-run,  1913-1948/49 1.2
Short-run, 1920-1929 5.2 Short-run, 1922-1929 2.3
Short-run, 1948-1959 5.6 Short-run, 1946-1958 2,5
Short-run, 1948-1955 6.5 Short-run, 1946-1955 3.0
Short-run, 1955-1959 4.0 Short-run, 1955-1958 1.8

i

a/ The period 1870-1913 includes Russia, Bastern Europe and China; the
periods 1913-1948/49 and 1920-19529 exclude the U.S.S.R.; the period
19481959 excludes U.S.S.R., Eastern Europe and Mainland China,

b/ 'The periods 1913--1948/49 and 1922-1929 exclude U.S.S.R.; the period
1946-1958 excludes U.S.S.R., Eastern Europe and Mainland China.

Sources: League of Nations, Industrialization and Foreign Trade, 1945;
Ingvar Svennilson, Growth and Stagnation of the Furopean
Econony, 1955;
United Nations, Monthly Bulletin of Statistics, various issues;

W.A. Lewis, World Production, Prices and Trade, The Manchester
School of Economic and Social Studies, May 1952;

Food and Agriculture Organization, the State of Food
culture, 1955.



Table II

Indices of Commedity Cutput in Primary Producing Countries
ard in Industrial Covntrics® 1048 to 1955-1957

World Primary Prod:g7ing Industrial Coun-
Couniries=/ tries<
Total commodity
output 14i 138 1,6
Manufacturing 158 151 159
Primary production 127 135 121

a/ Excluding Eastern Europe, U.S.S.R. and Mainland China.

b/ All areas other than North America, Western Europe and Japan and those
listed in footnote a/.

¢/ North America, Western Europe and Japan.

Source: United Nations, World Economic Survey 1958.



Indices of Menufacturing Output and
Aonual Rates of Growtl, by Regions

Table TII

Indices (1948=100)

Region 1948-1955/57 1948-1959
Latin America 153 179
Aised/ 180 217
Totaly 164 194
North America 144 154
Western Europe 184 210
Total/ 160 176

Ratss of Growth (percent, cowpourd)

1948-1955/517

5.5
7.6
6.4

4.6
844
€.0

49481959

5e4
7.3
6.2

4.0
6.9
5.2

a8/ Excluding Japan and Mainland China. The figures may have upward bias.

b/ Weighted average.

Source: United Nations, Monthly Bulletin of Statistics, August 1960.



Table IV

Postwar Pates of Crowth of Real Output
in Selected Low [ncoms Courtries

Fostwar Anupual Average
- Percentage Rate of G;gutb.ﬁ/
ountr Pericod Total Output Per Capita OQutput

Latin America,

0 1945-59 5.0 2.3
Venezuela 1950-59 8.3 h.1
Colombia 1945-58 5.9 3.5
Brazil 1945-58 53 2.8
Mexico 1945-59 5.0 2.2
Peru 1945-58 &al 21
Guatemala 1952-58 4.9 1.9
Costa Rica 1950-58 1 1.7
Ecuador 1950-58 4.5 1.6
Panama 1950-58 4D 1.6
Honduras 1951-59 45 1.5
Argentina 1945-58 3.0 0.8
Chile 1945-58 2.7 0.4
Bolivia 1950=55 1.2 0.0
Paraguay 1950-57 ( probably decline

Asia
Philippines 1949-59 6.3 4ol
Burma 1950/51-1958/59 4.6 3.4
Thailand 1952-57 447 < 4
India 1948/49-1958/59 83 1.8
Pakistan 1949/50-1959/60 2.7 1.0

Africa and Middle Fast
Federation of Rhode-

gia 1946-58 9.0 6.0
Israel 1950-58 123 45
Rep.of the Congo  1950-1957/58 5¢3 3.1
Ghana ' 1950-58 4ol 2.5
Morocco 1951-58 2.9 1.4

(continued next page)




Table I (continued)

octwar Annual Average

Percentage Fate of Gxgwtby

Ccuntry Pericd Total Cutput Per Capita Output
Southern Europe
Yu:;oslavia—lz/ 1948-59 6.6 542
Greece 1953-59 6.2 52
Southern Italy 1950-57 5.9 5
Turkey 1948--58 5.8 3.0
Portugal 1948-58 Sl 2.9
a/ Compound.

b/ Material product; U.N. Economic Commission for Furope estimates
GNP growth at 6.9% p.a. (per capita 5.5%).




Table V

Postwar Rates of Growth of Real Ouigggg/

in Selected High Income Countries

Postwar Annual Average

rut

Countr Period Percentaga_Pate af. Grout, o
Total Quiput Per Cepita Cut
North _America
U.S.A. 1c48-59 b 2.8
Canada 1948-59 Lod 1.6
Western Europe,

Total 1948-59 4.9 4s3
Western Germany 1950-59 8.2 7.3
Austria 1949-59 6.1 5.9
Italy 1950-59 o.1 55
Netherlands 1948-59 4.9 4.7
France 1949-59 45 3.8
Swecen 1947-59 3.8 3.0
Dennark 1948-59 3.3 2.6
United Kingdom 1947-59 2.8 2.5
Norway 1947-59 3.3 2.4
Belgium 1948-58 2.8 23
Switzerland 1947-59 3.2 2.0

Other
Japan 1951-58 7:5 6.0
Australia 1947-58 5.0 2.5
a/ In the case of countries ravaged by the war, growth rates have been
computed only for the period after the prewar total output wes
reached.
b/ Compound.




Table VI
Growth Rates in GNP or Nationmal Income
United States Canada United Kingdom France Germany Netherlands
Period Growth Rate Period Growth Rate Period Growth Rate Period Growth Rate Period Growth Rate Period Growth Rate
A, AGGREGATE
1869/78-1909/18 4.,3% . 1870-1910 n.a. 1870-1913 2.8 1860-1913 1.1% 1860-1913 2,u% 1900-1913 2.2?
1920-1937 2,1% 1919-1937 n.a, 1920-1937 1.658  1924-1939 0.4% 1926-1939 3.25 1919-1939 2.4
1920-1929 3.9% 1919-1929 2.4% 1920-1929 1.258  1924-1929 3.5% 1927-1929 2. 1919-1929 4,14
1913-1937 2.0 19111938 1.7% 1913-1937 1.1% 1913-1939 0.6% 1913-1939 1.658 1913-1939 2.2
1946-1953 L,of 1946-1953 4,258  1946-1954 2.75%  1949-1954 3.75%  1950-1954 9.0% 1948-1954 L.5%
1937-1953 L ug 1938-1954 5.1% 1937-1954 1.75% 1939-1954 1.25% 1936-1954 2.65% 1939-1954 2.3%
1869/78-1953 3.75%  1870-1952 3.5% 1870-1954 1.85%  1913-1954 0.8% 1913-1954 1.5% 1900-1954 2.3%
1860-1954 1.0%
‘B, PER CAPITA
1869/78-1913 2.3% 1870-1910 2.8 1870-1913 1.5% 1860-1913 0.9% 1860-1913 1.5% 1900-1913 0.8%
1920-19537 1.0% 1919-1937 n.a, 19201937 1.1% 1924-1939 0.2% 1926-1939 2.6% 1913-1939 1.0%
1920-1929 2,758  1919-1929 0.7% 1920-1929 0.7% 1924-1929 3.4% - * 1919-1929 2.65%
1913-1937 0.9% 19111938 0.2% 1913-1937 0.8% 1913-1939 0.5% 1913-1939 1.0% 1913-1939 0.8%
1946-1953 2.2% 1946-1953 2.0% 1946-1954 2.25%  1949-1954 2,8% 1950-1954 7.75%  1948-1954 3.1%
1937-1953 3.0% 1938-1954 3.3% 1937-1954 1.25%  1939-1954 0.9% 1936-1954 1.258  1939-1954 1.1%
1869/78-1953 2,08 1870-1952 1.7% 1870-1954 1.25% i&sﬁ:mt o.g 1913-1954 0.6% 1900-1954 0.9%
195 0. _

[continued next page




Table VI (continued)

Ttaly Australia Belgium Sweden Norway Denmark
Period Growth Rate Period Growth Rate Period Growth Rate Period Growth Rate Period Growth Rate Period Growth Rate
A, AGGREGATE
1860-1900 1.75% 18861913 3.7% 1846-1913 2.2% 1870-1913 2.0% 1900-1913 2.7% 1870/79-1905/14  3.0%
1901-1913 2. nf 1913-1938 2,1% 1913-1938 1.0% 1920-1939 2.9% 19201939 2.8% 1913-1938 2.1
1918-1938 2 1938-1950 2.6% 1938-1953 1.85%  1920-1929 2.25%  1925-1930 5.1% 1921-1929 2.6%
1918-1928 b, 1946-1952 3.1% 1948-1953 4,0% 1913-1939 2.8% 1947-1954 4,258  1947-1954 3.5%
1913-1938 1.;? 1886-1950 3.2% 1846-1953 1.9% 1947-1954 3.5% 1900-1954 2.8-2.9% 1870/79-1947/50 2.5%
1947-1954 6 1939-1954 2.5%
1938-1953 1.5% 1913-1954 2.6%
1901-1953 1.6% 1870=1954 2,3%
B, PER CAPITA

1901-1913 1.6% 18861913 1.7% 1846-1913 1.4% 1870-1913 1.3% 1900-1913 2,0% 1870/79-1905/14  1.9%
1918-1938 1.2% 1913-1938 0.4% 1913-1938 0.6% 1920-1939 2.5% 1920-1939 2,258  1913-1938 1.2%
1918-1928 3.0% 1938-1950 1.1% 1938-1953 1.5% 1920-1929 1.8% 1925-1930 Lk 1921-1929 1.7%
1913-1938 0.2% 1946-1952 0.9% 1948-1953 3.6% 1913-1939 2.4% 1947-1954 3.25%  1947-1954 2.8%
1947-1954 5.4% 1886-1950 1.3% 1846-1953 1.3% 1947-1954 2.6% 1900-1954 2.1-2,2% 1870/79-1947/50 1.4%
1938-1953 1.25% 1939-1954 1.75%
19011953 0.85% 1913-1954 2,1%

1870-1954 1.7%




Table VII

Volnme of World Exports, 1913-1929 and 1937.-1956

Year Volume Index
1913 100
1920 n.a.
1921 (

1922 E 825/
1923 E

1924 E

1925 97
1926 %
1927 110
1928 113
1929 118

a/ 1921-25 average.

Post-World War_II

Yoar
1937
1946
1947
1948
1949
1950
1951
1952

1953

1954
1955
1956
1957
1958
1959

Volums Trdexd/

100

N.a.

93

o7
104
118
132
131

139

158

b/ Excluding 7.S.S.R., Eastern Europe and Mainland China.



Table VITI

Direct Impact of Changes in Terms of Trade
on Qrowth in lncome, Selected Countries

(Tetal Income)

Country Period Annual Average ﬁpnual Average
i il e T Growth Rate in Growth Rate in
Qutput 2/ Income 2/

Colombia 1945=-55 Sl 6.7
Brazil 1945-55 5e5 6.3
Honduras 1939-53 3.0 L.O
El Salvador 1946-52 5.6 7.6
Ecuador 1950-54 4.5 6.5
Nicaragua 1948-53 8.0 9.6
Total, Latin America 1945-55 L9 5.9
Federation of

Rhodesia 19L6-55 10,0 13.0
Burma 194 7/L48-53/5L 2.5 4.0
Ceylon 1947-53 2.75 ‘ L.O
Pakistan 1950-5L (2.25)k (1.75)/
a/ Compound.

b/ Crude estimate.

Note: The effect of changes in terms of trade is included in the growth
in income. Consequently, growth in income (last column) is a
combined result of increases in output and of an improvement in the
terms of trade. (In the case of Pakistan, growth in inconme is
smaller than growth in output, because the terms of trade deteriora-
ted). In the case of growth in output, the effect of changes in
terms of trade is excluded; consequently growth rate in output re-
lates to changes in production only.

Source: Dragoslav Avramovic, Debt Serviecing Capacity end Postwar Growth
in International Indebtedness, 1958.



Table IX

Mﬁa Effects of Changes in Terms of Trade

on_Aggregate Income 1255 258
(in percentages)

1956 1957 1953
Belglan Congo + 4S5 - 7.9 - 47
Federation of Rhodesia
& Nyasaland - 0.6 - 4.7 - 5.2
Peru - 0.9 + 1.2 - 2,2
Chile + 1.1 - 3.3 -
Colombia + 3.1 - 1.5 - 1.9
Honduras + 1.6 - 0.3 n.a.
Costa Rica + 0.8 -19 - 3.2
Brazil - _ - -
Argentina - 0.3 - 2.0 | +
Mexico - 0.5 + 0.6 = 0.7
Ghana - 8.6 - 1.8 + 9.1
Ceylon - 46 - 3.0 *
Australia + 1.4 - 2,6 -2,

The sign " - " indicates a negative effect on income; the sign " + "
indicates a positive effect.



Table X

Cross Tnvestment Rates in Dev.

eloped Countries

United Sweden Denmark
Kingdom

Period Rate Period Rate Period Rate
1870-79 10.5 1861-70 5.8 1870-79 15.5
1880-89 9.2 1371-80 8.8 188089 13.8
1890-99 10.2 1881-90 10.8 1890-99 14.9
1900-09 10.6 1891-1900 13,7 1900-09 16.2
1904~-13 9.4 19Q-10 18.0 1905-14 14.8
1924-30 13.0 1911-20 20.2 1915-20 10.1
1947=54 19.2 1930-39 13.2
194754 17.3

Note:

_§

per cent of G.N.P.

United States

Period  Rate
1869-78  21.7
1879-88  21.0
1889-98 22.9
1899-1908 21.5
1909-18  19.4
1919-28 20.6
1929-38 14.8
1947-51  17.4

Data for U.K. and United States include both

Capada

Period

19a-~10
1911~20
1921-30
193140
1947-54

fixed capital formation and changes in inventories

in all years.
only fixed capital formation.

in inventories are excluded.

Sources:

Data for Sweden and Canada include
In Denmark, changes

United Nations, Statistics of National Income and
Expenditures, for 1947-51.

Rate

23.3
20.7
17.2
13ng
21.0

Simon Kuznets, International Differences in Capital
Formation and Financing, for the period 1870-1930.



Table XT

Imports of Selected Indust_;_j_._q}iz?g Areas from
(millions of U.S. dollars)

Inporting Area 1948 1950 1957 1958 1959
CEEC Coun*ries N8, 8,906 12,894 12,412 12,540
United States 4,189 5,055 6,232 5,955 6,257
Japan 207 408 1,615 1,268 1,602
U.S.S.R. and p

Eastern L 300} n.a. 1 B9 (1,07
8/ All countries except the United States, Canada, liestern Europe, Japan,

Australia, New Zealand, Mainland China, U.S.S.R. and Eastern Europe.
Czechoslovakia, Eastern Germany, Poland and Hungary.

Crude estimates.,




Table XII
Estimated Gross Investment Rute in Iatin America

{Percent)
Year Rete Year Rate
1926 12.9 1940 12.1
1927 12.4 1941 11.2
1928 13.0 1942 10.9
1929 12.8 1943 1.1
1930 11.4 1944 1.4
1931 9.3 1945 12,0
1932 8.0 1946 12.6
1933 8.5 1947 14.3
1934 9.5 1948 15.6
1935 10.2 1949 f 16.1
1936 11.5 1950 16.2
1937 11.9 1951 16.5
1938 12.5 1952 16.7
1939 12.2 1953 16.0

1954 15.2

Investment in fixed capital only. Moving three-year averages.

Source: ECLA, Economic Survey of latin America in 1954.



Table XIIf

Growth in the Value of World Exports, by Regionsd/

A, In Millions of U.S. dollars

1937 1918 1950 1956 2959
Middle East 523 1,693 2,259 3,554 3,586‘2/
Africa 997 2,756 2,880 4,716 4,778
Latin America 2,310 6,534 6,739 8,642 £,255
Australia and

Ni/Zealand 855 2,142 2,179 2,663 2,822
AsiaC 2,711 L, 770 5,905 6,609 6,853
North America L,LL3 16,022 13,378 24,385 23,268
Burope 10, 788 18,326 20,866 38,182 45,073
Othersd/ 1,558 1,758 2,431 5,879 7,245
World Total 2); 185 5l 001 56,637 94,630 103,360

B. Indexes (1937 = 100)
Middle East 100 32l 132 680 66/
Africa 100 276 289 L73 479
Latin America 100 283 292 374 357
Australia and .

N:f)Zealand 100 251 255 311 330
AsiaC 100 176 28 244, 253
North America 100 360 301 /549 524,
Europe 100 170 193 354 418
World Total 100 223 23 391 21
-'s_l/ Excluding U.S.5.R., Eastern Europe and Mainland China,

b/ Excluding Iran, which exported $50C million in 1956,
¢/ Excluding Japan.
d/ TIncluding Japan.

Middle East:

Latin America:

Egypt, Iraq, Iran, Israel, Kuwait, Lebanon,
Saudi-Arabia, Sudan, Syria.

Algeria, Angola, Belgian Congo, Ethiopia, Federation
of Rhodesia, French Cameroons, French Equatorial
Africa, French West Africa, Chana, Kenya, Morocco,
Nigeria, South-West Africa, Tanganyika, Tunisia,
Uganda, Union of South Africa.

Argentina, Bolivia, Brazil, Chile, Colombia, Costa
Rice, Cuba, Dominican Republic, Ecuador, El1 Salvador,
Guatemala, Haiti, Honduras, Mexico, Nicaragua, Panama,
Paraguay, Peru, Uruguay, Venezuela.

/continued next page



Tahle XIIT (contirmed)

Asla: Borneo, Burma, Cambodia, Ceylon, Hongkong,
India, Indonesia, Korea, Laos, Malaya, Pakistan,
Philippines, Taiwan, Thailand, Viet-Nam,

North Ame:rica: U.E.A., Canada,

Europe : Austria, Belgium-Luxembourg, Demmark, Finland,
France, Germany, Greece, Iceland, Ireland,
Italy, Netherlands, Norway, Portugal, Spain,
Sweden, Switzerland, Turkey, United Kingdom,
Yugoslavia,

Source: Computed from I.M.F., International Financial Statistics,
various issues,



Tabtle XIV

Belationship Detween Postwar Growth in Total Income,

Growth in Industrial Productio rowth ip
Agricultural Output &

A. Growth !p Industry more than Twice ss Fest

88 Growth in Agriculture

Ratio of Growth Rate

in Industry to Growth Growth Rate
Country Rate in Agriculture b/ ip_Total Income b/
Pakistan 23 .2 1.75
Argentina above 10 2.2
Japan 8.5 844
Austria 3.4 A
Sweden 3 ol "HB
South Africa 3.4 4.0
Colombia 2.9 6.7
West Germany 2.5 9.3
Norway 2.5 3.5
Netherlands 2.3 4e5
Brazil 2,0 6.3
Italy 2.0 5.5

B. Growth ess wice ast

a8 Growth in Agriculture d
India 1.9 3.2
United Kingdom 1.9 2.9
France 1.6 4.8
Finland 3.5 5ed
Peru = . 5 5 . 0

C. Growth in Industry Approximately Fqual to
Growth in Agriculture

Mexico £ 53
Belgium 1.1 345
Philippines 1.0 6.4
Denmark 1,0 2.6

a8/ Growth rates in income (last column) relate to periods ending around
1955. Growth rates in industrial and agricultural output, from which
the ratios have been computed (second column), also relate to the
- first postwar decade. Due to statistical limitations, however, the
periods are not exactly identical, and therefore the ratios shown
(and their comparison to income growth rates) are only a very crude
indication of sectorial relationships.

b/ Compound.



Table XV

Gross Savings Rates of Selected Countries (as % of Gross National Product)

Period 1952-57 except where otherwise stated

Less than 25% Less than 20% Less than 15% Less than 10%

254 and upwards - 208 - 15% - 108 - 5%
Australia Austria Argentina Cuba Chile
Finland Canada Belgium Ceylon Greece
Germany, Fed. Kep. Iraq (1952-56)(17) Brazil Ecuador Haiti (1953-55)
Iceland Peru (1952-56) Burma Ghana Ireland
Japan South Africa Colombia (1954-57) Guatemala Libya (1957-58)
Luxembourg Sweden Costa Rica Honduras Palkistan
Netherlands Venezuela Denmark India (1951-57) Panama (1953-56)
Yorway Dominican Republic Malaya (1952-53) Paraguay (1957)
Yugoslavia El Salvador Nicaragua Philippines

France Portugal

Italy China (Taiwan)

Mexico Thailand

Morocco (1952-56) Turkey (1951-55)

Spain (1954) U.A.R. (Egypt)

United Kingdom Uruguay

United States

Sources and Mhotes. Data have been derived from the UN Yearbooks of National Accounts Statistics (last issue
1958) with the exception of the following countries, for which data were derived from reports and opinions of

IBAD Staff mempers, and other sources as stated: Colombia, E1 Salvador, India (Wilfred Malenbaum - India and
China: Contrasts in Development Performance, American Economic Review, June 1959, I'Y' 284-309), Jordan, Libya,
Nicaragua, Pakistan, Paraguay, Thailand, United Arab Republic - Egypt (Economic Developments in the Middle
East, 1956/1957, Supplement to wWorld Economic Survey 1957), Uruguay, Yugoslavia.

The savings rates are believed to be subject to relatively wide margins of error, limiting their value
for inter-country comparisons. These errors are due to differences in coverage, in quality of the underlying
statistics, and to differences in the price structure of the various economies. Also, savings rates in general
are not measured directly, but are arrived at by combining investment and balance of payments data (savings equal

investment plus balance on current account).




Postuar annuel Growth Ratas in Import Volume
and Their Relationship to Income Growth a

Country
Europe

Denmark
Netherlands
Finland
Norway
Iceland
Turkey
Italy

W. Germany
United Kingdom
Belgium
Austria
Sweden
France
Yugoslavia

Non=Furope

Ecuador
Australia
Costa Rica
Relgian Congo
Colombia
Ceylon
Burma

Chile
Nicaragua
Egypt
South Africa
Panama
Argentina
Philippines
India

Cuba

Import
Growth Rate

10.6
11.9
12.0

77

10.3
92
15.3
hed
542
10.5
6.1
645
440

1444
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gyr_Grouth rates in inccme (third column) relate te the period ending

around 1955,

With minor excéptions, growth rates in import volume
(second column) have been computed for the same period.
b/ Decline in imports; rise in income.

Scurces Dragoslav Avramovie, Debt Carvieing Capgeity and Pogtwar Growth

in_International Indebtedness, 1958,
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Influence of Debt Burden and the Problem of Flexibility

Dragoslav Avramovic
Director, Special Economic Studies
International Bank for
Reconstruction & Development

I. Introduction

7 2 .The large expansion of international capital flows which took place over the
last fifteen years was accompanied by a substantial increase in international
indebtedness, especially on public account. The developing countries were virtually
free of debt as the Second World War ended. At the end of 1963, their aggregate
public and publicly-guaranteed indebtedness, including short-term obligations on
which payments were delayed and the obligations to the International Monetary Fund,
was of the order of $30 billion.l/

2, Growth in outstanding indebtedness and in debt service payments was parti-
cularly fast since the mid-1950's. A sample of 37 developing countries, including
the most important debtors and accounting for almost three-fourths of the population
of all developing countriss 2/ owed about $7 billion on public account at the end

of 1955 (debts with an original maturity of one year and over, i.e. exclusive of
short-term obligations as well as of obligations to the IMF). By the end of 1963,
their aggregate public and publicly-guaranteed debt of this type reached $21.5
billion - a yearly growth exceeding 15%. Debt service obligations of the same group
of countriss and with respect to the same category of debt, rose from $0.7 billion
in 195€ to $2.8 billion in 1964, a four-fold increase in eight years.

3. The rise in the volume of financial transactions and the increase in indebted-
ness of developing countries have been striking features of the postwar economic
scene; and it is virtually certain that thess features will continue to characterize
the world economy for a long time to come.

II. Factors Underlying Growth in External Debt

Le This expectation is based on the hypothesis that most of the developing
countriss will need foreign capital for a substantial period in the future. Inter-
national indebtedness, its level and its growth, reflect the cumulative resource gap,
changes in it over time and the terms on which external funds needed to fill the gap
are made available. The larger the initial resource gap, the longer the period
needed to close the gap, and the higher the rate of interest on borrowed funds, the

“ higher the level of indebtedness and the level of the associated debt service,

1/ TIBRD, Economic Growth and Exte;ggi Debt, Volume II, The Johns Hopkins Press, 1964.
2/ Excluding the centrally planned economies.

s /R




A. The Debt Cycle

5 The length of the borrowing period, the behavior of capital inflow and the
size of indebtedness and of debt service can be illustrated by what may be called
a debt cycle. Three stages can be distinguished in such a debt cycle; and they are
closely linked with the course of economic development.

6o In the first stage, as investment increases, savings, starting from a low
level, are inadequate to finance domestic investment requirements. A8 country has

to borrow not only to finance part of the investment, but also to meet amortization
charges and to pay interest on the debt that is accumulated in the process. In this
way, it obtains a net addition to its domestically generated resources available

for investment. During this stage the burden of servicing foreign capital i1s con-
tinuously postponed. Debt increases very rapidly: since interest on debt incurred
previously is paid out of new borrowing which also carries interest, the familiar
law of compound interest operates in all its force, However, if an adequate
proportion of the newly generated income can be saved, the country would, over time,
meet an increasing share of its investment requirements from its own domestic
resources.

Te ' The second stage begine when the savings have grown sufficiently to provide
for all domestic investment requirements. In this stage, savings would not, however,
be sufficient to meet the entire additional burden of interest and amortization
payments on accumulated debt. At the beginning of this stage, debt would continue

to grow, but at a slower pace than in the first stage. Towards the end of the second
stage, debt has reached its peak and ceased to grow, as savings cover not only the
domestic investment requirements but also the entire interest burden on external
debt,

8. The third stage is one of declining indebtedness. The savings gensrated in
the economy are sufficient to finance not only all domestic investment and interest
paymente on external debt but also provide a surplus to retire the debt. Gross
borrowing continues for some time, but at a decreasing pace. As gross borrowing
approaches zero, the external debt declines rapidly.

9. Chart I shows the three stages of the debt cycle. A growth model, showing

the inter-relationship of the target income growth rate, the investment rate, the
productivity of capital, the savings rate and the volume and terms of capital inflow,
hae been used for purpose of illustration. Income growth target is set at 5% p.a.;
the initial average gross domestic savings rate is postulated at 104 and the marginal
gross savings rate at 204, i.,e, double the average. The gross incremental capital-
output ratio is assumed at 3:1 and the gross investment rate at 15%. Foreign capital
inflow initially finances one~third of gross investment. It is borrowed at an average
interest rate of 6% per annum and average maturity of 15 years, terms fairly
representative of conventional lending.

10. With these values for the variables and starting from zero debt, the debt cycle
lasts 36 years. The phase in which indebtedness rises lasts about 25 years. This
pericd of rising indebtedness has two stages. During the first 15 years, the country
obtains net addition to domestic resources, on top of repayment and interest; in the
subse?uent decade, borrowing takes place to meet service requirements (see para. 7
above) .,

B. The Problems of Productivity and Savings

11. Whether the model variant is representative of reality crucially depends on
whether the values for the return on capital (measured here in macro-economic terms by
the numerical relationship between capital investment and output generated, i.s. by
the incremental capital-output ratio) and for savings rates are properly selected.

The debt cycle would last considerably longer if the return on capital is lower than
implied in the incremental capital-output ratio of 3:1 and if the initial savings rate
is below 10% and the marginal savings rate below 20%4. And conversely, the period of
external borrowing would be shorter and the indebtedness level lower if the produc-
ticity of capital is higher and if the income plough-back rate is raised above 20%.
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12, The relationship between capital investment and output generated is determined
by a numbsr of factors: the availability of human skills, the capacity to combine
and organize the factors of production in an optimal fashion, natural resource endow-
ment, the sectoral distribution of investment, the rate of capacity utilization, the
durability of assets created by investment. A number of these factors are structural
ir nature and require considerable time and effort to change; and the very fact of
underdevelopmsnt may put & country in a disadvantageous position with respect to one
or more of these factors. While we have assumed for purposes of illustration a
relationship of 3:1 between capital invested and gross annual output generated, in

a number of developing countries this ratio has been higher (i.e. the return on capital
lower) than this value. A relatively high ratio of capital investment to output -
i.2. low returns to capital in terms of value added - implies a greater demand on
resources, domestic and foreign, to maintain a particular growth rate and thus a
longer period of borrowing and a higher level of indebtedness.

13, The low level of per capita income implies a low initial savings rate. In a
number of very poor countries, this rate is below the 10 percent level; consequently,
their initial investment-savings gap may be larger than one-third assumed in the
model variant, provided, of course, that the absorptive capacity permits a gross
investment rate of 15% or higher. On the other hand, for an appreciable marginal
savings rate (rate of ploughback of new production), it is essential that not only
the total production should be increasing, but the per capita output should be rising
fairly rapidly. Since the rate of population growth in most of the developing
countries ranges between 2-3 percent per year, the rate of growth in per capita
income is correspondingly reduced. Under these circumstances, it may taks some

time to attain a marginal savings rate of 20% or so. The implication is that external
indebtedness in these cases would continue to rise for a period beyond the quarter of
a century, assuming the values of the other variables unchanged.

C. The Foreign Exchange Problem

14. In addition to the two constraints discussed above - the constraint on savings
and on the return on capital - there is the third one affecting the developing
countries: the foreign exchange constraint. The low-income countries are producers
of primary products. Consumption of some of these rises very rapidly. Some, however,
are victims of Engel's Law of Consumption: their use may be declining, relatively

or sven absolutely, as income of consumers increases. Some are being displaced by
technologically superior and cheaper substitutes. As a result, international demand
for the majority of primary products increases at a slower rate than imports of
materials and equipment needed to sustain a satisfactory growth in real income.
lagging exports limit the rate of growth of income, since they limit the capacity

to import the investment goods needed to expand the capacity to produce; and the limit
to the rate of growth of income makes it difficult to raise the rate of savings,
particularly when the initial level of per capita income is low. Consequently, these
countriss have to develop exports of manufactured products and of service activities
for which international demand rises relatively rapidly; alternatively, they have to
embark upon a program of accelerated import substitution. :

15. The problems of adjusting to the country's own growth requirements as reflected
in growing demand for imported goods, as well as the problems of adjusting to structural
changes in the world economy, are not confined to less developed countries. The dif-
ference betwsen the dilemma of primary producers and that of industrialized countries
is in respect of the required period of adjustment. Factors are much more mobile,
institutions much more adaptable and skills are much more widespread in advanced,
diversified and industrialized countries than they are in the underdeveloped world.

The more severe the foreign exchange constraint and the more stringent the limits to
which the rate of savings can be pushed in a low-income country over a certain period,
the greater the required capital inflow and the longer the period of external borrowing
for a given income growth target.
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16. The possible impact of the limitations to obtaining a high productivity of
capital and rate of ploughback is illustrated in Chart II. It depicts a stylized
"long-haul™ case in economic development: it is assumed that the low level of per
capita income, the high rate of population growth, the obstacles to productivity of
capital and the constraint on export growth tend to prevent a sharp increase in

the marginal savings rate. Even in this case, the latter is substantially above the
average; but instead of being postulated at double the average (see para. 9), it

has been assumed at 60% above the average. # comparison of the projections in the
"model" case and in the "long-haul" case shows that the variation of the marginal-
savings rate from 20 percent (Chart I) to 16 percent (Chart II) more than doubles
the period required to close the domestic resource gap. Further, in the "long-haul"
case, the build-up of interest payments and external debt is so rapid that gross
capital inflow is a continuing phenomenon and never ceases. The country has become
self-sustained, in the 37th year, in terms of the basic relationship between its
domestically generated savings and domestic investment requirements; but it has
remained a dependent economy in terms of continuously rising debt to infinity, as
long as the conditions defined on Chart II prevail. 1In cases of this sort, financing
of economic development camnot take place on conventional terms if the breakdown of
the growth-cum-debt mechanism is to be avoided.

17. At the opposite end are countries where conditions are very favorable:

output grows fast, the ploughback is large and increasing, the rate of return on
investment is high, the composition of output responds quickly to external demand
conditions and to the country's growth requirements. In such a country the condi-
tions are such that the debt cycle would be completed faster than indicated in

Chart I. Paradoxically, it may so happen that the stage sequence of the cycle does
not take place because the borrower has been too successful. Foreign investors are
eager to employ their funds in this country because returns are large and secure.

A country which has fully succeeded in the growth process may not reduce its indebted-
ness for a long time, i.e, the third stage of the cycle may be postponed for a long
time. Tts position is analegous to that of a successful corporation whose debt grows
with its own growth,

TII. The Liquidity Aspect of the Debt Servicing Burden

18. On balance, it can be argued that the majority of developing countries are facing
a fairly long period in which they will need large sxternal resources to fill their
savings and foreign exchange gaps. If this is accepted, it follows that their debt
service liabilities will also tend to increase over a long period. Furthermore, if

most of the capital inflow is contracted on a fixed servicing schedule, i.e. as loan
capital, most of the debt service obligations become contractually fixed.

19, The debt servicing problem is essentially the problem of reconciling competing
claims on resources. The payment of debt service implies that the borrowing country
has to forego a certain amount of purchasing power, which could otherwise be used

for consumption or investment. This is the cost of foreign capital to the national
economy: against this cost there is the benefit which was derived from foreign
resource inflow in the past in terms of an increase in the rate of capital formation,
and also the benefit which may be expected in the future from further capital inflow,

20, The problem of reconciling competing claims on resources has a different com-
plexion, depending on the time horizon under consideration. At a point of time, or in
a short period, debt servicing difficulties take the form of a liquidity ecrisis in the
balance of payments. Fixed debt service liabilities, if they are of a large magnitude,
introduce a serious element of rigidity into the debtor's economy. Since the economie
system, and particularly the foreign exchange receipts, continue to fluctuate, while
debt servicing obligations remain contractually fixed, the entire impact of downward
fluctuations must be borne by imports or the country must run a deficit in the current
balance of payments. How successfully will a debtor cope with such a liquidity crisis
depends on the relative strength of the elements of rigidity (i.e. the contractually
fixed external obligations, minimum tolerable level of imports) and countervailing
elements of flexibility (i.e. availability of compensatory finance, inessential
imports). It also depends on the skill of the authorities of the debtor country in
managing the balance of payments,
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21, Difficulties in transferring debt service payments at a point of time may

result from cyclical or accidental fluctuations in exports, capital inflow and imports,
or from capital flight or a bunching of repayment maturities. Alternatively, the
liquidity crisis may be a symptom of structural weaknesses of the economy. Frequently,
it is a combination of transitory disturbances and long-term factors.

22, From the long-run viewpoint, the crucial factor in the debt servicing problem
is the rate of growth of domestic output: reconciliation of competing claims on
resources is much easier when total resources are growing than in a stationary economy.
As long as the incidence of debt service falls on a part of the increment in per
capita income, it is possible for consumption and nationally financed invesiment to
rise pari passu with debt service payments. And if the rate of increase in real
income and savings, remaining available after the claims of foreign capital have been
met, is reasonably high; if growth occurs in a continuous fashion; if the country has
succeeded in removing or at least alleviating the foreign exchange constraint; and

if the benefits of growth are widespread, it can plausibly be argued that the oppor-
tunity cost of fulfilling external obligations is less burdensome than in a situation
in which service payments impinge on existing living standards and employment levels.

23, However, even in a successful long-run growth-cum-debt case, liquidity
difficulties may occur and they may be very serious. If the debt structure is
unfavorable (i.e. if a large proportion of the total debt is repayable in a short
period), if compensatory facilities are insufficient and if export declihes, even
temporary, are violent - the debt servicing problem may be formidable although the
long-term trends of savings, investment and exports may be perfectly consistent with
self-sustained growth and may indicate a successful completion of the debt cycle.
The balance of payments pressure occurs here just as much as it occurs in the "long-
haul"® case. The difference between the two cases is that in the pure "cash-squeeze"
case the liquidity difficulties are temporary and they may be remedied through an
extension of grace and maturity periods on new loans ard through rescheduling of
maturities on the existing debt. In contrast, in "long~haul" cases, these measures
may not be sufficient, since the source of debt servicing difficulties goes deeper.
The cash squeeze here is primarily a function of continuously rising interest payments
on a continuously rising debt, rather than of bunching of maturities in a short
period or of a temporary export decline.

IV. The Problem of Rigidity

2, Inflexible obligations are potentially dangerous under any circumstances. This
danger was present even in the classical system of foreign investment in earlier
periods of economic history. The unmitigated violence of the intermational business
cycle, at that time, frequently created havoc in international investment. There were,
however, two redeeming features. Foreign private direct investment which accounted
for a considerable share of total flow, was concentrated heavily in activities
producing primary products for exports; and as export sales fluctuated, so did profitse
in export industries, The other redeeming feature was the complex inter-relationship
of interest rates, risk premia and the anticipated behavior of debtors in periods of
crisis. It was expected that borrowing governments would default occasionally on
their fixed-term loans, when a depression or other causes reduced exports and budgetary
income; but to offset this, debtors were charged an interest rate which included a

risk premium high enough for the lenders to feel that foreign investment was a
worthwhile proposition.

25, The present situation is different from that described above. A major part of
private direct investment still flows to export industries in less developed countries,
The return flow of profits from these "enclave" investments fluctuates pari passu with
export sales, But another part of foreign direct investment in the developing countries
now goes into industries that produce goods to replace imports. Domestic demand for

so/6




these products is increasing rapidly and without much fluctuation. Consequently,
profits also tend to increase as the volume of domestic sales expands; and the less
fluctuations there are in this rising domestic market, the smaller will be the
fluctuations in the profits earned by foreign-owned oompaniea.;/

t

26, The above is one illustration of a much wider problem. Most developing countries
now consider the acceleration of economic growth a major task facing the present
generation. The responsibilities of governments in promoting investment and faster
growth are greater today than they were, on the average, in earlier periods. There-
fore, there is demand for massive capital inflow from abroad, and the major channels
through which this inflow is transfsrred are governments in developing countries,
which either borrow on thsir own account or guarantee loans to private parties. The
return flow on this capital is fixed: it is loan capital that is borrowed. And as
capital inflow proceeds, these contractually fixed obligations also increase. True,
debtors are now in a better position than they were in earlier periods, becauses the
rates of interest in international lending are now kept at a relatively low level,
The lenders, or more accurately, their governments have assumed the risk of default.
But precisely because most of capital flows are under governmental control and
sponsorship and because interest rates are relatively low, debtors are not expected
to default. The net result is a continuing increase of indebtedness and of debt
service charges predominantly of a fixed nature.

A. Disturbance Variables

7. The size and the gravity of the payments problem which debt countries facing a
fixed servicing schadule may encounter at a point of time, depend on the value and
inter-relationships of a number of variables. Three of these variables may be called
disturbance (fluctuating) variables: exports, capital flows and emergency and
inflation-induced imports.

28. A major elsment of balance of payments vulnerability of most developing debtor
countries arises from instability of export earnings. Short-term declines in these
earnings have in the past originated largely in cyclical declines in international
demand. In addition, there have been falls in export receipts caused by occasional
natural failures in supply. Further, a number of developing countries have experienced
reduced earnings over the medium term, originating in excess production of primary
products in relation to demand.2/ Finally, export declines have been caused by
domestic policies which have adversely affected the incentives to produce for exports
or to sell on the international market.3/

29. How far does the experience of the recent past provide a guidance to the future?
Falls in exports caused by breakdowns of supply are likely to continue. The problem

of mediun-term supply-induced fluctuations still exists in all its intensity, and it

can be solved only if an advance is made in systematic diversification of the

production and export structures of countriss heavily dependent on products experiencing
medium-term production cycles and if these countries undertake some measure of inter-
national coordination of their investment programs and achieve further progress in

their joint export sales strategies. Export declines resulting from domestic measures
having a restrictive effect on export-sales are likely to be less frequent than in the
past: in a number of developing countries there is an increasing realization of the

1/ See S. thahid Husain, Relationship Between the Fluctuations in Export Earnings

and Direct Investment Income Payments - tatistical Test in IBRD, Economie

Growth and External Debt, Volume III, 1
2/ The best example is the coffee crisis after the mid-1950's,

3/ For a detailed appraisal of factors causing export declines and export instability

generally, see IBRD, The Commodity Problem, 1964, a paper submitted to the U.N,
Conference on Trade and Development.,
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need to adopt policies stimulating export growth within the constraint given by the
absorptive capacity of the international market. With respect to demand, it would

seem that violent business fluctuations, so significant in the prewar period, are

not likely to recur: since the Second World War, the industrialized countries have
successfully controlled the forces underlying the "normal" business cycle. This

does not mean that the problem has been solved, however. Cyclical variations in .
demand and in business activity in the major world industrial centers still exist,

although their amplitude has been dampened; and these cyclical swings lead to
alternating upward and downward multi-year price movements which affect all or most
commodities simultaneously.l/

30. The second source of instability is to be found in the capital account.
Until the Second World War, capital flows were by far the most sensitive element
in the total payments picture, reacting violently to the ups and downs of the
business cycle. During a depression, the liquidity problem, frequently originating
in the current account under the impact of an export decline, was most seriously
aggravated by cessation or even the reversal of capital flows.

31, International capital flows to developing countriss as a group have displayed
a great degree of stability in the postwar period. The largest component of these
flows oonsists of funds provided by national and international lending agencies; and
these funds have not been sensitive to cyclical fluctuations. Frequently, they have
tended to compensate for the declines in export receipts.

32. This stability in the over-all flow, however, has not always meant stability for
individual recipients. Govermment-to-government flows are sensitive to non-economic
factors affecting bilateral relations. Private direct investment has continued to
fluctuate in response to changing conditions in both the capital-importing and
capital-exporting countries. Suppliers' credits are sensitive to the short-term
balance of payments position of the borrowing country: the tefms may become
progressively disadvantageous as the liquidity crisis approaches, and the flow is
likely to cease when payment difficulties become severe, Thus, despite the stability
in the aggregate flow and even in the flows to individual countries recorded thus

far, for the majority of countries, it is not in present circumstances possible to
forecast with precision and for a longer period the prospective level and fluctuations
of capital imports and the terms on which they will be available.

33. Swings in the flow of foreign capital are not the only disturbance in the
capital account of developing countries. Another disturbance which can be of great
importance in some countries in particular periods, is flight of domestic capital. It
is frequently caused by political factors; but it can also be caused by monetary
developments. Countries which have experienced bursts of inflation and successive
devaluations would be particularly exposed to capital flight.

34, Domestic inflationary pressures affect not only the capital account but they
cause disturbances in the current account as well. Import increases are a natural
consequence of inflationary finance if the exchange rate is pegged. There has been an

. increasing awareness in the developing countries of the consequences of inflationary

finance in the recent past; however, it would probably be too optimistic to expect

that inflationary pressures will not recur. The impact of this source of instability

can be reduced if the balance of payments management is flexible; but even so, a high
and continuing degree of inflation will make the external financial position increasingly
difficult over time, particularly if capital flight ensues.

1/ In the postwar period, a commodity price cycle can clearly be established.
The Commodity Boom lasted from the end of the war through the mid-1950's. It
was followed by the Commodity Slump in the years 1956-1962. The Price Recovery
started in late 1962,
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35. Some of the disturbance variables discussed above are beyond the control of
the debtor country: this refers in particular to export fluctuations that are
induced by swings in international demand and to autonomous changes in foreign
capital inflow. And conversely, domestic authorities can exercise substantial
influence on some of the variables: this refers to inflation-induced increases

in imports and reductions in exports and to capital flight. Only a combination of
domestic policies geared to a minimization of internally generated disturbences
and of international policies aimed at stabilization of receipts from commodity
exports and from capital inflow can assure that the development process proceeds
without interruption and that debt servicing obligations are discharged smoothly.

B. Offsetting Variables

36, As an alternative to stabilization of receipts from exports and from capital
inflow, there are three ways in which the impact of export declines and of swings in
capital inflow can be offset. The debtor country may build up its foreign exchange
reserves in periods of export upswings and use them in periods of decline. Secondly,
compensatory finance from abroad can be provided on a loan or grant basis to offset

the effects of declines. Thirdly, the debtor country may find it possible to cur-

tail its imports of non-essential goods in periodsof decline and thus continue its
growth process, although personal consumption, or its growth, may have to be curtailed,

37. In countries where export receipts fluctuate over a relatively short period,
if the government of a country conducts an anticyclical policy and has perfect
foresight, it may take advantage of a period of above trend exports to accumulate
irternational reserves and pay off short-term debts, and would thus be prepared to
face a period of below trend exports. Such compensatory policy has been in evidence
in some developing countries since the war. But this has not been a general rule,
With emphasis on economic development and growing need for investible resources, the
opportunity cost of maintaining foreign currency and gold reserves has risen, and

a number of countries have partly run down such reserves for financing domestie
capital formation. In others, reserves have been used to finance excessive import
increases: periods of above-trend exports have also been periods of high consumption
and investment expenditures, and optimistic expectations regarding the duration of
high prices, coupled with imperfections of the monetary mechanism and monetary
policies, have occasionally led to excessive spending and thus to excessive imports.
Finally, in another group of countries, the very fact that export declines have lasted
a long period, has made it impossible to carry out a systematic reserve policy:
reserves have been spent in the initial period of the decline and it has proved
impossible to rebuild them while the decline has continued. Whatever forces have
been at work, the fact is that reserves of developing countries are now substantially
smaller, in relation to imports, than they were fifteen years ago; consequently,
their own ability to weather a crisis wihtout substantially reducing consumption and
investment has been reduced.

Reserves E/ as Percentage of Imports 9/
All developing countries Latin America Asia

1948 70,0 ) 86.9
1953 5646 46.1 53,7
1958 42.7 33.2 34.2
1963 39.2 28.1 32.0

a/ Gold, Fund Gold Tranche Position, Foreign Exchange,
b/ Commodity Imports,
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38. Countries! own reserves are not the only offsetting variables. Compensatory
borrowing abroad is an effective supplement of own reserves; and the operations of
the International Monetary Fund have to a certain extent reduced the need to maintain
large reserves of gold and convertible foreign currency. The lack of flexibility
introduced by the reduction of own reserves has thus been partly compensated by the
establishment and activity of the international machinery specifically designed to
supplement the nationally-owned supply of liquidity facilities. Recently, the Fund
introduced a new compensatory facility to offset fluctuations in export earnings:
this facility is directly aimed at primary producing countries suffering from
temporary short-falls in export earnings.

39. The Fund is not the only source of compensatory finance: national lending
agencies in some developed countries engage in these operations and also, there is
a flow of private funds, of limited magnitude, available to a few developing countriess

40, It is natural that compensatory financing is not available without limitations:
these limitations operate with respect to both the amounts that can be drawn and the
conditions under which drawings can be made. Furthermore, it is in the nature of
“"conventional" compensatory financing that it is repayable over a relatively short
period. This raises serious questions concerning the position of countries whose
export ‘declines may last a long time-span. More generally, repayments by countries
which will be net importers of capital for a long time, will inevitably have to be
financed out of new gross capital inflow.

C. Rigid Variables

41, It has already been emphasized that the fluctuating nature of external receipts
of debtor countries stands in sharp contrast to the fixed nature of their debt ser-
viecing obligations. Interest on external debt is the most rigid element in the balance
of payments. It is contractually fixed and is a recurring charge on the economy
regardless of borrower's fortunes. Fixed interest debt in most developing countries
consists today largely of public and publicly-guaranteed debt. Consequently, any
failure to pay this recurring charge adversely reflects on a goverrment!s ability

to save and to transfer savings, and thus inevitably undermines its cr=dit standing.

42, From the viewpoint of the balance of payments, service on loan capital borrowed
by private parties is equally rigid. On the other hand, it is usually assumed that
returns on equity capital fluctuate with export earnings. As indicated in para. 25,
this assumption is only partially valid: it applies to profits and dividends
originating in export industries, but it does not apply to earnings of foreign invest-
ment employed in activities catering to the domestic markst. In the postwar period,
such foreign investment has been of significance: it has been flowing not only into
consumer goods industries but also into industries producing capital goods and inter-
mediate products in a number of industrializing developing countries,

43. The implication of this development is that a change in the economic structure,
which will have favorable long-term effects, has been accompanied by an increase in
the short-run rigidities in the balance of payments of the countries concerned. Their
exports still consist of primary products which continue to fluctuate, while returns
on foreign capital originate in a rising and barely fluctuating market. Furthermore,
the proportion of interest and dividend payments in total export earnings is bound to
increase during the initial stages of economic development of most countries if this
development is financed by capital inflow to any considerable extent: given the
constraint on international demand for primary products, export earnings are unlikely
to increase faster than 4% per annum, while debt service liabilities tend to build up
at a much more rapid rate if lending takes place at conventional or even half-

o320




.

conventional terms.l/ And the higher the proportion of loan capital in total capital
flow, the greater the proportion of domestically-oriented industries in the total
equity stock held by foreign investors; the greater the constraints on international
demand for primary products and the greater the fluctuations in the prices of these
products - the more significant will be the element of rigidity.

Ll The other component of debt service payments - amortization - is also a rigid
element in the balance of payments, although it could be argued that there is a
substantive difference between this element and interest. It is the exception rather
than the rule that the less developed countries are expected to reduce the absolute
level of their debt in the near future, which would happen in the case of net repay-
ment. However, there is no certainty, under present conditions, that new loans will
be extended and thus offset or more than offset payments due on the loans of the
past. The contractual obligation to pay amortization exists irrespective of what
happens to other elements of the balance of payments. The irony of the situation

is that precisely when a country is facing liquidity difficulties, creditors, faced
by unpaid or delayed bills, may feel compelled to refrain from rolling over old
debts and extending new credits.

45, The most severe liquidity crises are caused by the concentrations of maturities
in a short period - the so-called "cash squeeze" cases (see para. 23)., If the debtor
country has to repay a large proportion of its debt within a few years; if no

foreign exchange reserves have been accumulated to enable the retirement of the debt;
and if the creditors are not willing to undertake the refinancing of the debt -
liquidity difficulties will be acute. Creditors may be reluctant to reschedule the
debt over a longer period because of their past experience: rescheduling would not
help much if the debtor were to pile up new short-term debts as soon as the existing
ones have been funded. On the other hand, the debtor country, if it is unable to
space over time the maturities, is almost compelled to resort to more short-term
borrowing, frequently at prohibitive interest rates. Its debt’structure worsens
further, Preakdown is avoided if the debtor country drastically curtails its imports
and thus releases resources for the liquidation of short-term debts; this helps
restore its credit abroad, but in the meantime the process of economic growth is
arrested. Alternatively, creditors may agree to postpone collections, and this pro-
vides a breathing spell. But if the postponement is only for a few years, a new
liquidity crisis occurs in short order. This succession of crises inevitably affects
the flow of long-term capital needed for development. The solution of the "cash-
squeeze" problem is unlikely to prove lasting unless an advance is made in coping

with the basic factors responsible for the financial crises that have been experienced,

46, An unfavorable debt structure does not necessarily lead to a liquidity problem:
whether such a problem will in fact arise depends on the size of service payments in
relation to the major macro-economic variables, particularly export earnings, and on
the possibilities of contracting new capital inflow. The latter cannot be statis-
tically measured; they will depend on the circumstances in particular cases. The
former can be expressed in the form of the debt service ratio.

1/ 1If net transfer of resources of 1,000 units takes place every year (net of
amortization and interest), debt service payments will show the following
values in the 20th year of borrowing:

Interest Rate Repayment over Debt_Service
z (no, of years) Interest Amortization Total
6 15 2,026 3,480 5,505
6 40 2,026 1,019 3,045
3 15 754 2,674 3,428
3 40 754 T4 1,528
0.75 50 153 93 245

(of which 10
years of grace)
oe/11
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D. Debt Service Ratios

47, A convenient indicator of rigidity and of the actual and potential pressure
on the balance of payments is the ratio of debt service - interest and amortization -
to exports. Foreign exchange is one of the scarcest, if not the most scarce, inputs
for the developing countries. The debt service is a continuing charge against this
scarce resource. The proportion of exports absorbed by debt service reflects the
pressurs to which a debtor country would be exposed and the effort it would have to
make if capital inflow were to cease. Furthermore, since current account receipts
also fluctuate, debt service ratio indicates the potential strain which a debtor
country would experience when its exports contract: the proportion of export
earnings absorbed by debt service would go up when exports decline and there wculd
oceur a proportionate reduction in the amount of foreign exchange available to the
country for financing imports needed for domestic consumption and investment.

48 The rigidity in the balances of payments on account of public debt service

has increased for almost all countries included in the sample. The increase in
rigidity - and its general level - would be evern greater if the ratios included the
service on private loan transactions, investment income payments generated in foreign-
owned industries catering to the domestic market and obligations on assount of
commercial arrears.

49. The debt service ratios can attain very high values in the course of the debt
cycle. If foreign capital is lent on conventional terms, if the domestic growth
variables have the values as described in the growth-cum-debt model (see para. 9),
if the initial ratio of exports to income is 10% and if exports grow at the postwar
historical rate of 4% per annum, the debt service ratio would reach 50% at the peak
of the debt cycle, i.e. one-half of exchange earnings would be absorbed by debt
service (see Chart IIT). This is a high degree of rigidity. It should be emphasized,
however, that if the proportion of exports to total income is Higher than 10% - i.e.
the economy is more ™open™ - the level of the ratio would be lower than indicated in
Chart III. Further, to the extent that lending takes place at a rate of interest
below 6%, the ratio would be correspondingly reduced. Finally, in the context of
short-run analysis, the impact of a high level of the ratio in the period of crisis

may be offset by a high level of exchange reserves and of other compensatory faci-
litiss,

50, Debt service is not the only element of rigidity in the balance of payments
of a developing country. As its industrialization process proceeds, the composition
of its imports undergoes significant changes. Expansion of the industrial base
requires expanded imports of fuels, raw materials, spare parts and capital goods.
Reduced imports of these goods may cause unemployment and affect the momentum of
growth. Furthermore, the postwar period has been characterized by a rapid expansion
of the imports of foodstuffs into developing countries: domestic food supplies have
lagged behind increasing demand. Reduced imports of staple foods is rendered extremely
difficult: imported food, in most cases, serves to supplement local supplies to
urban centers whose population has grown rapidly since the war. Experience suggests
~ that there are severe limitation to the possibilities of reducing food supplies to
these centers,

s /12
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(Debt Service Ratios) 1956 and 1963

Argentina
Bolivia
Brazil
Chile
Colombia
Costa Rica
Ecuador

El Salvador
Guatemala
Honduras
Mexico
Nicaragua
Panama
Paraguay
Peru

Uruguay
Venezuela

India
Iran
Israel
Pakistan

Burma
Ceylon
Malaya
Philippines
Thailand

East Africa b/

Ethiopia

Federation of Rhodesia
and Nyasaland (former)

Nigeria
Sudan

Turkey
Yugoslavia

b/ Kenya, Tanzania and Uganda,

1956

1.9
bel
12,2
9e2
645
4e3
55
1.3
042
11.3
746
2.9
1445
9.6
5e4
0.3

049

1.2
514

NefA e

1963

18.3
23,0
23.8
19,1
23.1
12,7
13.6
3¢5
7.7
3.0
30.0
549
7o
8.8
10.8
748
Le3

14.5

644
33.8
13.9

3.7
R3¢
1.2
8,8
bel

746
7.7

843
57
78

42,1
17.2

8/

a/ Service on public and publicly-guaranteed indebtedness with original
maturity of one year or more.



Ve o Implications

51. The rigidity phase in the development of debtor economies is a temporary phase
if the growth-cum-debt process is successful. The critical questions concern the
length of the period of rigidity and the policies which the debtor countries pursue.
while there is a tendency for imports to be concentrated on the most essential items
and the demand for imports is strong as a result of income growth targets, this can
be further intensified by inflationary domestic fiscal and monetary policies which
are frequently pursued irrespective of the phase of the price cycle and the state of
external accounts. Inflationary policies, of course, interfere with a smooth recon-
ciliation of domestic and foreign claims on aggregate domestic output; and this can
be translated into debt servicing difficulties,

52. We do not know how long it takes a developing country to overcome the worst
phase of the strains on its balance of payments. In particular, we do not know at
what speed an industry which has been built initially to supply the domestic needs,
can be made sufficiently competitive to penetrate the international market. Soonsr
or later, if economic growth is a success, the structural change of the economy will
inevitably lsad to a structural change in external accounts, with a consequent

rapid rise in exports and a relaxation of rigidities. There are industrializing
countries which have accomplished the transition from domestic to export orientation
swiftly, in about a decade or so. Their experience should be carefully studied.

53. The problem of rigidities arising from debt servieing burden can be handled
in a number of ways. An acceleration in the rate of growth and structural change

of the borrowing countries, accompanied by maximum inducement to export develop-
ment, will tend to increase the flexibility of their sconomies. Flexible balance

of payments management will make it possible to accommodate more smoothly the
competing claims on resources and thus to maintain the debt service flow. Elimina-
tion of barriers facing the exports of developing countries, both of primary
products and of manufactures, will enable these countries to raise their rate of
export growth and thus to reduce the adverse impact of the foreign exchange con-
straint, Reduction in the amplitude of fluctuations of primary product prices will
alleviate the difficulties arising from the varying nature of extermal earnings of
developing countries against which they face fixed repayment obligations. CSoftening
of the terms of capital inflow would reduce the rate of growth in external indebted-
ness and in debt service payments and thus reduce the debt servicing burden and the
accompanying rigidities to which it gives rise,

April 1965
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January 3, 1967

Dear Mr. Wionczek:

"L am sending you attached the updated version of the
study "Commodity Problem" as you have requested. I am agreeable

to your publishing it in your monthly review and also in your
volume of essays.

I am now leaving for Rio de Janeiro where I shall be
heading the Bank's Economic Mission during the next two months.
This will give me the direct insight into the Latin American

debt problem - the subject to which I intend to come back to
after my return. '

If you want to write to me in Brazil, I shall be
staying at the Leme Palace Hotel, Rio.

With best wishes for the next year,

Sincerely yours,

i

Dragoslav Avramovie
Director,
Special Economiec Studies

Attachment .

Mr. Miguel 5. Wionczek
Adviser

CEMIA _

Durango Num. Sk
Mexico 7. D. F.

eet Mr. Harold Graves
Avr/com
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Coffee Problem: An Agenda for the Future

Dragoslav Avramovic
Director, Special Economic Studies
International Bank for
Reconstruction & Developmentst

No. 1 Cormodity Problem

Coffee occupies a special place in the economies of developing
countries. With export sales of $2-2.5 billion annually, it is the second
largest commodity moving in international trade, after petroleum. A larger
number of developing countries depend on coffee as a major earner of foreign
exchange than on any other product. Coffee has been a relatively profitable
commodity over the long run. World consumption has trebled since the 1920's,
the value of world coffee exports is now very much higher than before the
war and in a number of developing areas it is the first cash crop to be intro-
duced.

At the same time, coffee exhibits, in many ways, the worst features
of the commodity problem. The price and the foreign exchange earnings of the
producing countries fluctuate wildly over the short run, in response to yearly
swings in production, typical of the tree crops. These yearly fluctuations
are super-imposed on prolonged cyclical movements in the world coffee economy,
spanning about 20 years each. Relatively brief periods of shortages and high
prices alternate with extended periods of surpluses and depressed markets.
Finally, there is also a structural problem. As coffee can be easily and
profitably grown in vast areas across the tropical belt, and as other invest-
ment opportunities in these areas are limited at the present stage of their
development, new coffee producers have been entering the world market with
substantial quantities. Since this has not been accompanied by a sufficiently
fast development of alternative investment and employment outlets in the
economically more advanced coffee-producing countries, there has occurred a
continuing competitive struggle among old and new producers. They compete
for a market whose absorptive capacity, circumscribed in part by tariffs, taxes
and quantitative restrictions, has been increasing over the long run, but at
a rate lower than the world capacity to produce.

Each major primary product presents a problem. The peculiarity of
coffee is that it contains a conundrum of problems. In a very few other com-
modities are the effects of inevitable natural disturbances so powerfully
magnified by reactions of the market and particularly of the producers; in an
even lesser number of commodities are the resulting price movements so Violent;
and no other major internationally traded commodity is so strongly influenced
by diverse production and sales policies of so many governments.

% The views expressed in this paper are those of the author's and should not
be taken as representing the views of the International Bank for Reconstruc-
tion and Development and its affiliated organizations.
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The Coffee Cycle

The beginnings of the present cycle, the fourth in the market history
of coffee, 1/ can be placed in the late 1940's, when supply was short and demand
was rapidly recovering after the war. The lag in supply and high prices lasted
until the mid-1950's. Since then, the world coffee economy has been in the
downswing phase of the ‘cycle, marked by large surpluses and the pressure on
prices. This phase was interrupted in the last two years by the failure of the
Brazilian 196L/65 crop. The interruption proved temporary; the estimated
output for 1965/66 is the second largest on record, and the available projec-

“tions through 1970, admittedly tentative, suggest a continuing high production

and a generation of large new surpluses. The end of the downswing phase of the
present cycle is unfortunately not yet in sight.

1/ The preceding three coffee cycles have been defined to have taken place

in 1870-1910, 1910-1930 and 1930-1950.
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The greatest achievement of international cooperation in coffee
matters, culminating in the conclusion of the International Coffee Agreement of
1962, has been the prevention of a major collapse of the coffee market, which
could have easily occurred at any time since mid-1957. Had it nct been for
coffee withholding policy of Brazil, Colombia and a few other countries,
assisted by some major importing nations, it is likely that we would have
witnessed the repetition of the 1930's, with disastrously low prices and major
economic and political crises in the producing countries. The experience
acquired in operating the International Coffee Agreement so far and better
recocgnition of the gravity and complexity of the coffee problem, will be very
ruch needed in the years ahead if a reasonable degree of stability in the
coffee market is to be maintained. But no amount of expert management of day-to-
day coffee policy will help wnless the root causes of the problem are attacked.

Production Adjustments

It is fairly clear that equilibrium in the world coffee economy
cannot be restored unless production growth is arrested for at least half-a-
decade or more, to permit consumption to catch up with present output potential
and to absorb stocks that will accumulate by 1970. Alternatives are either
a continuing accumulation of surpluses or unrestricted competitive selling.
Accumulation of surpluses is not only economic and social waste, but it is
also questionable how effective it would be in maintaining the foreign exchange
earnings. After all, the withholding policy did not prevent the gradual
erosion of the price from the 60¢ level in 1956 to 35-LO¢ in the last three
years; and had it not been for the production failure in 196L/65, the price
erosion could have easily gone further. The other alternative - unrestricted
competitive selling - would quickly eliminate the surplus probiem, but at a
very heavy social and economic cost. Coffee-dependent countries would be put
through a financial and economic squeeze of unforeseeable consequences. The
world coffee economy would receive another major shock: a sharp fall in price,
which would most likely result from competitive selling, would lead to a wide-
spread destruction of the capital stock, i.e. premature uprooting of millions of
healthy coffee trees, massive enclosures of small coffee farms, wholesale deser-
tion of plantaties. And this might easily be followed by another coffee short-
age in the early 1970's, with coffee prices again at a dollar a pound and with
another wave of investment similar to that of the early 1950's.

1/ The preceding three coffee cycles have been defined to have taken place in
1870-1910, 1910-1930 and 1930-1950.
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This leaves, as the only sensible solution, a halt in production
expansion. I am not sure whether and how much of an absolute cut-back in
production potential, i.e. a planned destruction of a part of the capital
stock, would be required: one would have to compare the cost of uprooting
the trees now and then planting them back again, say, ten years from now,
against net benefits that would be obtained from using the land during these
‘ten years. Until such comparison is made, and on a world-wide basis, one should
beware of suggesting destruction. What is beyond reasonable doubt, however, is
that any further addition to the world capital stock emplcyed in cdffee produc-
tion would at the present. time represent an economic waste.

Such a restrictive policy does not and should not imply that the
pattern of production should now be frozen for a series of years. This would
be economically harmful: low-cost producers must be allowed to expand and
high-cost producers should be assisted to move into alternative occupaticns.
Furthermore, a freeze, even if attempted, most likely would not work: one way
or another, new low-cost producers would penetrate the market. Consequently,
the twin goals of international coffee policy for the foresesable future should
be to stop any expansion in world coffee production, and at the same time
permit, within this limit, some producers to expand and induce some to curtail
cofiee production.

This proposition is easy to state; to carry it out in practice is
most difficult. Who is low-cost producer? Who has alternatives? How well are
these alternatives worked out, how expensive to exploit, how profitable? As
of this moment, knowledge necessary for a systematic international coffce
policy is badly lacking. Thorough analyses are needed of production costs in
different producing regions; of elasticities of supply in response to price
changes and from different price levels; of alternative investment opportuni-
ties and of their employment effects; of their profitability in relation to
investment and production of coffee; of the experience with diversification
programs attempted thus far. Until such analyses are done, and done in a most
objective fashion possible, the international pattern of exports and of
production will necessarily have to be based on quotas determined by a histori-
cal record (of exports or of exportable production) as adjusted Ly intuitive
Jjudgments, bargaining strength of particular countries at the time of quota
negotiations, negotiating ability of the participants, and by accident.

For the more distant future, it is hoped that it will be possible to
handle somewhat better the intricacies of the coffee problem. Three interna-
tional organizations, I.C.0., F.A.0., and the World Bank, have agreed to undasr-
take a Joint Coffee Study which will throw light on some questions of coffee
economics. The study will "arrive at new projections of world demand and
productions of coffee over the next five and ten years; it will review the
conditions of coffee production and indicate and analyze in major producing
countries the possibilities and problems of shifting resources from coffee
production to economically higher yielding alternatives". The production
conditions will be examined in ten producing countries, five in Latin America
and five in Africa.



Changing Export Strategies

L

 For formulating an appropriate international coffee policy over the !
next five to ten years, it will also be necessary to re-examine some of the i
basic considerations influencing alternative export strategies which major ;
sellers may pursue in the light of changing circumstances. The assumption
underlying coffee arrangements thus far has been that Brazil, supported by 5
Colombia, will ultimately hold the price, come what may. Partly as a result i
of this policy, and partly due to more fundamental factors, the Brazilian share :
of the world export market has experienced a sustained decline, from 70% before
the First World War and 60% in the Inter-War Period to 43% in the 1950's and
37% in the early 1960's. In 196k, the Brazilian share was down to 32% - the
lowest point ever reached in the modern coffee history. It is well known that
the incentive to hold the price unilaterally - and the benefits from doing so -
diminish as the market share declines.

The prolonged decline in the Brazilian share has been accompanied by
an equally sustained rise in the African proportion: from 1% in 1909-13 and 5%
in 1921-38, to 20% in the 1950's and 27% in the early 1960's. In 196k, at 31%,
the African share came for the first time within reach of the unusually depressed
Brazilian share. It would be premature to conclude from this, however, that
the incentive to hold the price has now become an overriding consideration in
the African coffee policy. There is not one but eighteen African sellers, with
both common and conflicting interests, and only a few of them are large enough
to be able, and have a deep interest in supporting the market. Furthermore,
in many of them the most obvious avenue for economic growth in the fore-
seeable future is further expansion of production for exports, whether of ccffee
or something else. The only thing which can now be said on the basis of this
cursory review-is that in the next five to ten years the defence of coffee is
likely to become increasingly an international undertaking, even though Brazil
(and Colombia) will still have to provide a very large proportion of the over-
all support.

Critical Issue

It has now become almost a platitude to argue that the ultimate solu-
tion of the commodity problem lies in diversification of production and export
structure. For coffee-dependent countries there is no other way out. They can-
not afford the repetition of the disasters of the past; they cannot even afford
the repetition of what happened in the last 15 years, even though the record of
these years was better than of the earlier coffee history.
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For eight years, from 1957 to 1962, earnings from production and
exports of coffee were falling, year-in-year-out. A major natural catastrophy,
destroying almost the whole exportable crop, had to affect Brazil where one-
half of world production is still concentrated, for aggregate foreign exchange
earnings from coffee to turn upwards in 1963. In 1965, it is certain that
coffee earnings will be down again: world imports in the first eight months
have been seriously lagging behind,the corresponding periods of 1963 and 196L,
and the price is weaker this year. The tragic paradox of primary product
economies is exemplified by the fact that the coffee countries are now producing
for exports a quantity which is almost double the level of the mid-1950's;
and yet, their foreign exchange earnings are still below those realized a
decade ago. And a great question mark hangs over the future, unless coordinated
measures are urgently taken.

The commodity problem does not exist in a product for which world
demand rises rapidly and where supply is controlled because the producers
are few. The commodity problem is formidable in those products for which world
demand, at the present international distribution of income, rises only
sluggishly and where the number of producers is large. This is the case with
many export products of agricultural origin: there is the uncertainty regarding
future international effective demand; output is produced by millions of small
farmers scattered all over the globe; it is difficult to execute any long-run
investment program; national programs are prepared in isolation from the
programs of other nations, and often without knowledge of what other nations
are doing or planning to do. In the case of coffee,there are in addition
vicious and peculiar chains of demand-price-output-demand reactions that lead
to sharp and recurring fluctuations in prices, and to prolonged declines and
. stagnations of the aggregate value of sales despite rising volume. The capacity
of the world coffee economy to satisfy growing international effective demand
is not at stake. It is rather the ability to proceed with the expansion in an
orderly manner, so that violent disturbances can be avoided; and also, that the
long-run comparative advantages of different producers be respected in what- >
ever arrangements are made to insure market stability.

The producing countries will need all the help they can get in
working out solutions to these most difficult issues.
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EXTERNAL SOURCES OF FINANCING FOR
LATIN AMERICAN GROWTH3/

by Dragoslav Avramovic

CHAPTER I. INTRODUCTION

1. This paper does not contain projections of the possible availability
of external finance for Latin American development over the next ten years.
There is no basis for such projections at the present time. Similarly, the
paper refrains from estimating external capital needs of Latin America for

the next decade: since at present there are no development programs in the
region covering such a time span, there is no basis for systematic estimates
of capital needs either. There exist projections of the resource and trade
gaps of Latin America, on different assumptions and for different periods:
they are based on macro-economic models of differing depth and refinement.
Chenery-Strout -Vanek work of the summer of 1965 and the United Nations' staff
efforts of 1964 have pushed this line of inquiry to the point where, in my
view, very little new can be added.l/ I did not believe that much purpose
would be served if I now extrapolated in a hurry another series of numbers:
there are probably too many weak and extrapolated numbers around anyway.

2. Instead, an attempt has been made in this paper to put together the
past figures and to show what they mean, and then to move on to a discussion

of some of the major issues facing Latin America and the donor countries in

the near and more distant future. Views will probably differ whether the issues
raised are all-inclusive, and also, whether the emphasis is correct. But this

is probably inevitable: most writings on Latin America are, for some reason,
controversial. ‘

3. My knowledge of Latin American conditions is limited. This paper is
based primarily on general notions regarding development, development finance,
indebtedness problem and the commodity problem, rather than on specific and
detailed information concerning the Latin America scene.

#/ Paper prepared for the Conference on "The Next Decade of Latin fmerican
Development", Cornell University, Ithaca, New York, April 20 - 22, 1966.
The author is a member of the staff of the World Bank. The views expressed
here are not necessarily those of the Bank. Mr. Eugenio Lari, economist on
the Bank's staff, provided valuable help in analytical compiling of the
statistical material. Most of the ideas contained in this paper were dis-
cussed, and some new added, at a preparatory meeting at Cornell in late
January 1966, with Prof. T. Davis and Prof. J. Vanek: I owe them deep
gratitude for the most stimulating dialogue and contribution. ir. Gerald
M. Alter, from the Bank, has sacrificed many days to discussions with me
concerning Latin America and development problems generally. He, and also
Mr. Orvis Schmidt, also from the Bank, were kind enough to read the manus-
cript, at a short notice, and give me their comments. The responsibility
for the paper is entirely mine.

1/ See AID, Summer Research Project, Washington, D.C., 1965, and also, Hollis
B. Chenery and Alan Strout, Development Policies and Assistance Requirements,
Washington, D.C., 1965 (mimeo); United Nations, Studies in Long-Term Econo-
mic Projections for the World Econ New York, 196L, and also, United
Nations, World Economic Survey 196L, N.Y. 1965.
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CHAPTER II. THE FACTS

A. World Flow of Development Finance and Latin America: A Conventional View

1. In the five years 1960-196L, the aggregate disbursements of net official
assistance (i.e. net of repayments of principal but not net of interest) to
developing areas, extended by industrial OECD countries and multilateral agencies,
increased gradually from about $l.6 billion to about $6.3 billion per annum. The
component flowing to Latin America has risen from $3L0 million in 1960 to $1.0
billion in 196}, and its percentage share in the total increased from 7% to 16%.
In the last two years, however, there has been no change:

Table 1
Geographical Distribution of Net Official Flows a/ to
Less Developed Countries from DAC Countries and lMulti-

lateral Organizations, 1960-196L 2/
(in millions of U. S. dollars)

1960 1961 1962 1963 196L Population

196l
Asia 2,237 2235 2,h0e 2,150 §.95 933
Africa 1,L75 1,657 1,719 1,636 1,722 285
Latin America 335 876 L5 1,150 1,018 232
Southern Europe 3L 543 L68 L6é9 343 91
Oceania 30 10 22 26 20 -]
Unallocated 129 256 282 270 219 -
Total, Recipient ¢
Countries 4,560 5,577 5,838 6,309 6,257 1,546

a/ Includes loans of one year or more.

E/ Net official flows equal net bilateral official grants and loans received,
plus grants and loans received from multilateral organizations, less capital
repayments and capital subscription payments to these organizations.

. Sources: OECD, The Flow of Financial Resources to Less DevelgE%d Countries
' 1956-1963, Paris 196l; OECD, Development Assistance Efforts and Policies,

Paris 1965. Population data are based on current United Nations

statistics complemented in some cases by estimates of the OECD
Secretariat.

R In addition to the above flow, developing countries are also receiving
private capital funds and loans from the centrally-planned economies, mostly the
U.S.S.R. Private capital inflow (including reinvested earnings) has been running,
over the last five years, at a level fluctuating between $2.2 and $2.9 billion,
without a perceptible trend one way or the other. Disbursements on Soviet credits

| (and other Eastern Buropean credits) have been increasing, from less than $200

million in 1960 to $L425 million in 1963.and perhaps $500 million in 196L. The

| ; total flow of external finance to developing countries net of repayments but not

net of interest and profits, works out at about $9.2 billion in 1963 and perhaps
$9.7 billion in 196l. :
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Table II
Estimated Total Receipts of Developing Countries 1960-196L
from Bilateral and Multilateral Sources; Net of Repayments;

Disbursements
(millions of U.S. dollars)

1960 1961 1962 1963 196k

(1) Bilateral Official

Flow from OECD Members 4,242 5,264 5,388 5,680 5,555
(2) Bilateral Official Flow from
Other Industrial Countries 36 L9 57 67 N.a.

(3) Bilateral Official Flow from
Centrally Planned Economies?/ 186 29) 391 425 n.a.

(4) Disbursements from Multila-
teral Agencies, net of

ll
|
|

Repayments and Subscriptions 283 253 L2 65L 780
(5) Total Official ; ;
(1+2+3+)) L, 747 5,860 6,248 6,826 n.a.
(6) Direct Private
Investment c/ 1,875 1,851 1,47 1,815 0
(7) Bilateral Portfolio
Investment L66 631 23l 198 (560)
(8) GCuaranteed Trade Credits, :
above 5 years 93 221 292 218 (390)
(9) Guaranteed Trade Credits,
1-5 years % 22 w3 ;e (6 :
(10) Total Private :
(6+7+8+9) 2,803 2,975 2,216 2,36Lh (2,900)
Grand Total
(5+10) 7,550 8.835 8,L6L 9,190 N.a.

a/ Preliminary.

b/ Gross flow; repayments in 1963 may have amounted to about $50 million.
¢/ Including reinvested earnings.

Sources: OECD documents quoted in Table I. Figures in the above table differ _
somewhat from those in Table I, but the differences can be reconciled. L
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3. Detailed data on geographical distribution of private capital flows

and of Soviet credits are not readily available. However, it is known that
Latin America has obtained little Soviet credits (exclusive of Cuba, which is
not included in Tables I and II). Latin America receives a fairly large
proportion of private capital flows, particularly of reinvested earnings. When
a rough allowance is made for the geographic directions of private capital
flows and of Soviet aid, and these are added to the known distributicn of the
official assistance from DAC countries and international agencies (as shown in
Table I), it can be said with a reasonable degree of certainty that the share
of Latin America in the aggregate world net flow of development finance (i.e.
of the $9.2 billion in 1963) is not less than 15% and not more than 20%.

L. The 15-20% proportion comes close to the proportion of Latin American
population in total population of aid-recipient countries, which is about 15%.
In other words, Latin America now receives "its per capita share" of assistance
or even more, after a long period, in the 1940's and 1950's when it received
very much less. The African countries are getting much larger amounts than

the average per capita share, and so do the countries of Southern Europe (at
least they did until two years ago). Less than the average is now obtained

by the heavily populated Indian subcontinent, particularly India. Mainland
China (not included in Tables I and II) most likely does not receive any assist-
ance at all. The same holds for another heavily populated and poor area: the
Indonesian Archipelago.

5. The latest international distribution of development finance - an
increase in the Latin American share from earlier inferior level - may be an
accidental result of many unrelated lending decisions. It may be just a feflec-
tion of some latest twist of international politics. But it may also represent
some new emerging pattern of distribution, with its own economic logic. We
shall come back to this issue in the concluding chapter.

B. Gross Capital Inflow, Net Capital Inflow and Resource Transfer: Concepts

6. The above description reflects the conventional conceptual framework

of capital movements: net capital receipts are equal to gross inflow minus
current (income) items. However, an alternative conceptual framework is
equally possible and it can be argued that it is at least as meaningful and
possibly even more meaningful. If I owe money and service the debt, what is
left to me for my own use - for my consumption and investment - is the dif-
ference between the sum of my salary plus new borrowing (gross) cn the one
hand, and the sum of repayments of old debt plus interest payments on debt, on
the other hand. Furthermore, if I deal with clever lenders, I don't even know
precisely what is repayment and what is interest: they sometime lump the two
together. The only thing I know is how much I've got left over: it is only
over this residual amount that I have command. The conceptual distinstion
between capital and current items is all important for lenders: they take for
granted that they will be repaid (otherwise they would not lend), and their
primary concern is focussed on the rate of interest (return on capital) they
will be getting from alternative uses of their funds. This conceptual differ-
ence is much less important for debtors, particularly those who are in the
market for more borrowed funds in order to augment the aggregate of resources
for which they have use: their primary concern is focussed on the difference
between new gross borrowing and total debt service (repayments gggbinterest)
on the old borrowing, because it is only this difference which serves to aug-
ment the funds they can use for investment.
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7. We can now move from personal accounts to national accounts. A
borrowing developing country obtains at any one time net addition to its

resources only to the extent that its gross capital invlow exceeds the total of
debt servicing obligations, inclusive of interest, profits and rents, as well as
repayments of capital. In balance of payments terminology, such resource transfer
is equal to the deficit on merchandise account plus the deficit on transportation,
insurance, travel and governmental non-debt transactions. From the viewpoint of
real resource availability, this concept of resource transfer is the only relevant
one: it is the "true net", as distinct from the "accounting net" used in Section
A above.

8. For the developing countries as a whole, the gross receipts of external
finance are currently running at about $13 billion per annum. About $4 billion is
used for repayments of principal (amortization), leaving the "accounting net" of
about $9.2-9.7 billion (see Table II and para. 2 above). The aggregate flow of
interest and profits can be roughly estimated at $4-5 billion. This leaves as a
resource transfer ("true net") about $5 billion: $9.2-9.7 billjon of "accounting
net" less $4-5 billion interest and profits. This resource transfer is reflected
in the merchandise deficit of developing countries of $1-2 billion per year and in
their deficit on non-factor services (transportation, travel, insurance, government
non-debt payments) of another $3 billion. The concept of resource transfer serves
to explain the puzzle which frequently baffles both the economists and the non-
economists: how come that the trade deficit of developing countries is only $1-2
billion= when OECD countries and international organizations make available assist-
ance of 9 billion (6 public and 3 private) and there is also Soviet assistance of
$0.5 billion as well. The puzzle is easily explained: one-half of net ("account-
ing net") capital inflow is used to finance the reverse flow of interest and profits.
and of the remainder much is used to finance deficit on non-factor services --
transportation, travel and the numerous diplomatic service of developing countries.

9. In a more generalized fashion, the higher the international indebtedness
of a particular country or region and the larger the forelgn—owned capital stock,
the greater the amount of repaymente and of interest and profit charges, and
correspondingly, the smaller the resource transfer they will obtain per unit of
gross capital inflow. This in no way means that it is an incorrect policy to im-
port capital and that countries that have been importing large masses of capital
and incurring large debt servicing obligations as a consequence, are worse off
than those that have been isolated from international finance. To the extent that
productivity and savings have risen as a result of capital imports, and have risen
in excess of interest and profits accruing to foreign capital, the recipient country
is better off: its present dependence on continuing resource transfers is smaller
than that of a country whose productivity has lagged behind, although the former
carries substantial foreign obligations while the latter carries none. Colombia
and Chile, with large debts and large foreign-owned capital stock are better off,
in terms of per capita income, than are Burma and Nepal: the latter have no debts

but no development either; their per capita income is one-sixth of that of Colombia
and Chile.

10. Large obligations arising from past capital inflow, however, have serious
consequences: a very large proportion of current gross capital inflow has to
be used to service the debts incurred in the past; and it may happen

Y
In 1965, the deficit amounted to only $0.5 billion.
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that no resource transfer takes place despite large gross or even large
"accounting net" capital inflows. What may look as an "equitable" inter-
national distribution of finance for development in terms of "accounting

net" flows, may in fact be an inadquate distribution in terms of resource
transfers.

C. gapital and Real Resource Receipts of Latin America: A Non-Conventional
iew

1l. Latin American international public indebtedness is proportionately
much larger than that of other developing regions, and more foreign private
capital is invested in Latin America than in any other developing area. At
the end of 196k, close to two-fifths of the $33 billion aggregate public
indebtedness of developing countries was owed by Iatin.American_countries.&/
In the same year, more than two-thirds of the $1L billion U.S. direct private
investment in developing areas was located in Latin America.2/

12. The effect of this deep involvement in international finance - and

of much borrowing on short term and at high rates of interest - is a large flow

of repayment and interest obligations on public account and a large flow of
interest and profits accruing to foreign private capital. A further effect is that
large amounts of gross as well as "accounting net" capital inflows are needed to
yield meaningful amounts of resource transfers.

1/ World Bank data.
2/ U.S. Department of Commerce, Survey of Current Business, September 1965.
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Table III
Latin America: Capital Flows and Resource

Transfers, 1951-190L
(In"million of US dollars)

Year Gross Capital Net Capital Inflow Resource Transfer .

Inflow ("Accounting Net") ("True Net") i

(1) (2) (3) [
1951 1,196 973 L60

1952 1,501 1,290 870 |
1953 L75 - 1l -577
195L 816 kg - 76
1955 976 L35 1
1956 968 LL3 - 71

1957 2,025 1,30L 837 |
1958 1,998 1,076 565
1959 1,698 689 109
1960 2,632 1,513 831
1061 2,893 1,676 926
1962 3,068 1,576 721
1963 2,502 966 165
196L (1,650) ( 900) ( 6)

NOTES :

(a) No sign indicates capital inflow and resource gap, respectively. Minus sign
indicates capital outflow and resource surplus, respectively. The difference
between gross capital inflow (column 1) and net capital inflow (column 2)
equals repayments of principal and repatriation of foreign private direct in-
vestment. The difference between net capital inflow (2) and resource transfer
(3)_equals earnings of foreign capital, i.e. interest, profits and rents, plus
salaries of foreign personnel (the latter is negligible).

(b) The aggregation of regional data inevitably conceals wide country-to-country
differences. Venezuela generates a resource surplus which is taken up by pro-
fits of o0il companies, while the poorest countries in the continent -- Bolivia,
Paraguay, Honduras, Guatemala, Ecuador -- have a resource gap which is filled
by public capital inflow. (This is also the case with Chile.) If we excluded

, Venezuela, the continent would show a considerable resource gap; if we excluded

: the poorest countries, it would show a considerable resource surplus. However,

: the position of the major countries -- Argentina, Brazil, Colombia, Mexico, .*

Peru, Chile -- would be the same as in the chart: a small resource gap. Coun-

try-by-country data are given in the Statistical Appendix.

(c) Data for 196L are preliminary.

Source: International Monetary Fund, Balance of Payments Yearbooks, various
issues.

\ G
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13, In the last fifteen years, Latin America was drawing resources

from the outside world to the tune of $333 million per annum on the average,
(Column 3, Resource Transfer, "True Net"). In order to acquire net resources
of this magnitude, Latin America was borrowing gross $1.7 billion (Column 1, _

Gross Capital Inflow) and net $930 million yearly (Column 2, Net Cepital In-
flow, "Accounting lut").

1. There is no discernible trend in the resource transfer series. There
is one disturbing fact, however: after a sharp increase in 1960-1962, the
resource transfer dropped sharply in 1963 and completely disappeared in 196L.

A similar phenomenon had occurred in 1953-1956, during the Commodity Boom;
except that at that time real income was rising rapidly, while in the last few
years it increased at a slow rate, with a shortage of resources felt across

the continent.

15. It is not known at the present time whether the declime in the re-
source transfer in the last two years is a temporary phenomenon: this can be
verified by comparing the expected disbursements on existing loans with the
known schedule of debt servicing obligations plus an allowance for private
capital earnings. In any case, it is clear that very large amounts of gross
and net capital inflow’ = are now needed to accomplish resource transfer of
any serious magnitude.

Table IV
Latin America

Resource TFansfegs in Relation
to Net and Gross Capital Inflows

A. Absolute Amounts
(in millions of U. S. dollars:
yearly averages)

Resource Transfer Net Capital Inflow Gross Capital Inflow

1951-1955 135 575 1,000
1956-1960 L50 1,000 1,850
1961-196), L50 1,280 2,530
1963-196L 85 930 2,075

B. Proportions
(yearly averages)

Resource Transfer
as % of Net Capital

Rescurce Transfer

as % of Gross Capital

Inflow Inflow
1951-1955 23 1
1956-1960 L5 2L
1961-196L 35 17
1963-196L 9 L
Source: Table ITI.
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16, A number of practical complications arise as a result of the present
very low ratios of the resource transfer to gross and net capital inflows.
Straight project lending for foreign exchange component becomes increasingly
difficult: liquidity problems, arising from debt servicing obligations,
require that a large proportion of gross fareign capital inflow be on a pro-
gram basis. It is probably no accident that program lending to Latin American
countries has increased in the latter years. This may also reflect changing
attitudes in the philosophy of lending techniques. There is no way of knowing
which has been the primary factor: I suspect it was the former.

17. A large part of the responsibility for the declining ratio of resource
transfers to net and gross capital inflow is due to financial practices of the
Latin American Governments. A large part of the debt was contracted on maturity
terms and interest rates which some other borrowers would not accept. On the
other hand, it is an old truth that it is the lenders that ultimately

decide on the terms. It can be argued, with more or less persuasion, that

the lack of suitable institutions and policies on the part of lenders have

been instrumental in inducing the borrowing countries into excessive contracting
of suppliers' credits and of short-term high-interest debt, including debt to
compensate for export shortfalls. The arguments and counter-arguments can go on
indefinitely.

18. What is important for the future, however, is not so much who is

right regarding the past, but what lessons can be drawn. If the discussion

is put on this plane, then both sides will probably agree that there was plenty

of unnecessary financial mishandling in the borrowing countries, and there was also
failure of policy and lack of institutions in the donor countries.

19. Whatever the explanation for the present size of the repayments-cum-
interest-cum-profits flow, it is a fact that the resource transfers to Latin
America have been small in recent years, however measured; and it is also a
fact that gross borrowing has to be now a very high multiple of the resources
to be transferred.

20. The unpleasant facts are no less facts for being unpleasant.l/

1/ The Economist, London, sometimes in 1947, discussing, if I recall correctly,
the Eurcpean economic position.
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CHAPTER III. THE QUESTIONS

1. In the remainder of this paper the following questions are raised:

(a) 1Is the resource transfer as established in the preceding
chapter the maximum which the Latin American countries can usefully absorb
in investment given the supply of complementary factors, such as skills,
ability to organize production and natural resources;

(b) If Latin America can absorb, i.e. productively use, a larger
amount of resource transfers from abroad than at present, should it get such
an increment? What strategy of development assistance would tne donor countries have
to pursue (or what strategy would be implied) if the resource flow to Latin America
is to be increased;

(c) Assuming that answers to the questions under (a) and (b) are
affirmative, what efficiency measures are needed to maximize the effectiveness of
such enlarged resource inflow.

2. It is probably not possible, on the basis of present knowledge, to
answer definitively, and unanimously, the question (a), although it is essentially
only a factual question. But hypotheses can be formulated: and when facts and
knowledge are missing, the readers are free to choose whether they believe in the
hypotheses or not. It is an old truth that the less facts and knowledge are
available, the livelier the debate.

3 Question (b) is one of policy: consequently, the answer cannot be
obtained from economic analysis. However, the analysis can throw light on the
alternatives and on their likely costs and benefits. Question (c) can be
answered relatively easily, since it is a technical question.

L. Chapters IV and V discuss the absorptive capacity constraint, other
obstacles to growth and the growth objectives which Latin America may conceivably
wish to pursue, i.e. question (a). Chapter VI focusses on the strategy of inter-
national development assistance, i.e. on question (b). Chapter VII sets forth the
efficiency conditions which have to be met if an enlarged resource inflow is to
be effectively used, i.e. question (c¢). The concluding Chapter VIII attempts to
pull together the different threads of the argument.
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CHAPTER IV, ABSORPTIVE CAPACITY CONSTRAINT AND OTHER OBSTACLES TO GROWTH

A. Absorptive Capacity

s Can the major Latin American countries absorb more external resources
than they are currently obtaining? The answer is probably positive, and for
the following reasons:

(a) The major Latin American countries already have available what
might be called organizational infrastructure. They have large and modern
business units, both national and foreign-owned; and in most of these countries,
as the examples of Brazil and Mexico have shown, business has become very
adaptable: within a few years, a coffee exporting house can branch out into
construction, construction machinery, internal trade and banking. The ability
to organize production and to combine the factors of production is there,
although not to an equal degree everywhere. The business in aArgentina, if it
was not hamstrung by factors beyond its control, is probably not ruch less
imaginative and able than the business in Italy or Spain.

(b) There are apparently skills in Latin America, frequently in
excess supply for the present level of investment and production. I am
referring to critical skills for growth: graduates from engineering schools
and intermediate technical manpower. I understand that unemployment, emigra-
tion and use of these critically needed people for jobs where their knowledge
is not needed, have become a fairly widespread phenomena in the more advanced
Latin American countries.

2. If the above hypotheses are correct, then major Latin American
countries should be able, by using much greater amounts of net resources
from abroad than presently and improving efficiency in resource use, to
achieve substantially higher rates of investment and growth. ¢

3. The above conclusion is not invalidated by the argument that the govern-
ments in most Latin American countries, which will have to play a critical role

in raising the rates of investment in the public sector and in stimulating higher
investment in the private sector, are slow, inefficient, politics-ridden, per-
sonality-ridden and, on occasion, even corrupt. As the examples of developed
countries have shown, this situation can be cured in times of emergency, if the
society as a whole has enough skills and organizational talent, if there is deter-
mination to mobilize such talent, and if the job for which it is mobilized is

such as to inspire enthusiasm and self-sacrifice. The efficiency of governments in
the developed countries in peacetime is, as a rule, much inferior to the efficiency
of major corporations or of research institutes; while ccrruption, unfortunately,
is not any country's monopoly. Yet, these same governments may become, in times of
war, extremely efficient and powerful machines, as ruthless, fast and talented as
the best corporations and the best research institute: they are forced by the
emergency and by the instinct of self-preservation, to remove those who are slow,
mediocre, inefficient and self-centered and to propel instead the brilliance and
courage, from within the ranks if available, from outside if necessary. There is
no inherent reason why the Iatin American governments should behave differently,
provided: (a) economic growth is considered top priority task, and (b) there is
sufficient talent around, whether within the govermments or outsides, to undertake
and manage the higher levels of imwestment and production.
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L. We are thus driven back to the hypotheses (a) and (b) in para. 1 above,
concerning the availability of skills and organizational talent. But we have also
raised the question of whether acceleration of growth will be given top priority
by the Latin American governments. This latter question, essentially sociological,
will be picked up at the end of this chapter, after we have run through the major
technical obstacles to growth other than the absorptive capacity constraint.

B. Other Obstacles

5. These can be listed briefly: lack of suitable investment projects and
slowness in their execution; narrowness of the domestic market; frequent industrial
recessions; disincentives caused by inflation; disincentives caused by wrong pricing
policies depressing the marginal efficiency of capital. But it can perhaps be
argued that these obstacles can be overcome, at a cost, once it is made clear that
their removal is a prerequisite for the success of a major and firmly planned
development effort.

(a) Project Lags

6. There is no doubt that the utilization of funds for already approved
projects has been in many cases painfully and unecessarily slow, due to red-tape
in recipient countries, Latin America included. There is also no doubt that a
much larger flow of projects offered for financing is needed if a substantial in-
crease in investment is to materialize. On the other hand, the question can be
raised whether the present procedures in some lending agencies are capable of
handling such larger flow of projects if it were to materialize. They have their
own red tape; and their project preferences are sometimes or even frequently
inconsistent with the priorities of the recipient country: the latter favors
assistance to agriculture and industry, while some lending agencies are fond of
roads, and more roads.

(b) Small Markets

7. The disincentives and inefficiencies caused by the narrowness of the
national markets in Latin America can be cured only if there is a systematic and
accelerated movement towards regional integration. The issue is important even
for Brazil although it has a large internal market, and even for Mexico, although
it is placed close to the huge U.S. market; it is crucial for all other ILatin
American countries. Integration movement has been painfully slow thus far: there
are examples of red-tape and political conflicts even in an infra-structure sector
where no serious vested interests are involved.

8. Whether the Latin American governments can persuade each other to
subordinate individual interests to a collective interest is a matter of political
Jjudgment; but economics will have to do much with the outccme. Integration of
Latin America will be easier to achieve and the incentive to invest greater, if
the whole continent, or most of it, aims at and achieves a rate of growth sub-
stantially above the recent past. When new capital accumilation proceeds at a
rapid pace everywhere, it is easier to allocate investment in particular sectors
according to sensible regional schemes: investment in one country is not at the
expense of investment in another country, but both supplement each other and at a
high rate of investment. This I believe was the original idea of Prof. Rosenstein-
Rodan in his celebrated article of 1943.1/

l? P.N.Rosenstein-Rodan, Problems of industrialization of Eastern and South-
Eastern Europe, The Economic Journal, London, June-September 19L3.
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(¢) Recessions

9. Industrial recessions of Latin America - the sad recurring phenomena

of underutilized capacity in the face of very strong competing claims on
resources - have their root cause in imbalances in supply of particular goods

and particularly of foreign exchange, which cause the whole machine to halt

and which squeeze out the profit margins despite continuing expansion of

money supply. These are the phenomena of "inflationary recessions" of Mr.
Macrae, 1/ the sequence of events in which, according to Prof. Olivera, Latin
America constantly moves from ‘'unbalanced growth" to '"unbalanced stagnation" and
back again.2/ These interruptions of the growth process cannot be eliminated

or even moderated unless the flexibility of the economies increases; the latter
cannot be increased unless the rate of growth is accelerated; this cannot be done
unless the rate of investment is higher; and it cannot be higher unless more
resources to finance such higher investment are available.

(d) Inflation

10. So much has already been written about the latin American inflation,
that nothing conceivably new can be found to add, however hard one may try. One
fact can be put forward, however:

Table V
Value of Imports per Capita, 1948-1963
(in U.S. dollars)

Year Total Developing Middle East Asia (excl. Africa (excl. Latin America

Regions Japan) S. Africa)
1948 18.7 23.5 10.8 19.4 LhL.8
1949 19.1 27.1 12.0 20.3 ‘ Lo.3
1950 16.8 2h.2 10.1 17.3 37.8
1951 23.3 28.4 1.5 23,1 53.1
1952 3 28.6 14.0 25.0 51.7
1953 20.1 27.5 11.9 22.0 L3.7
195) 20.6 29.2 11.0 22.L4 L8.7
1955 21.8 33.9 12.1 2L.0 L8.1
1956 23.1 37.0 13.4 24.5 L9.5
1957 25.6 39.8 14.9 26.5 55.7
1958 23.3 Lo.5 12.7 25.5 L9.9
1959 22.6 L2.5 12.8 2L.L L6.0
1960 2l.L L5.6 1.6 26.0 L7.2
1961 2.5 47.1 1L.5 25.9 L7.6
1962 2Lh.1 L6.0 14.8 23.9 L6.6
1963 233 Ll.1 14.5 23.6 42.5

Source: 1INMF, International Financial otatistics and U.N. Demographic Yearbook,
various issues.

1/ Norman Macrae, The Fconomist, London, September 25, 1965.
2/ As quoted by Macrae. See also, Inflation and Growth in Latin America, Rio
Conference of 1963, published by the Lconomic Growth Center, Yale, ilrwins, 196l.
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11. "In Middle Eastern countries, imports per capita have almost doubled.
This region accounts only for a small share of the population living in less
developed countries. Asian per capita imports have risen appreciably; the
increment was financed by foreign assistance. Imports into Africa per head
have ri]s;n only moderately, and those into Latin America have been at a stand-
still.n

12. And an interpretation: "As a rule, total income cannot be expected
to rise rapidly over the long run if there is a severe restraint on the volume
of imports that can be financed. There have been cases in economic history
where fast growth in output has occurred in the face of unchanged imports;

some of these cases have occurred since the war" /Brazil/. "But such instances
of net import substitution have not been numerous and they have taken place
only over limited periods of time".2/ /Soviet Union in the 1930's, Australia
in late 19th century/. .

13. "The capacity to import influences the rate of purchase of that
capital equipment which is indispensable for accelerated growth and for the
diversification of production and export structures. Unless export earnings
grow at a sufficiently fast rate or unless they are supplemented by net inflow
of foreign loans and grants fc_,his should have read net resource inflow/, the
processes of capital accumulation and diversification may tend to slow down.
Alternatively, the burden of adjustment may be shifted to personal and govern-
ment consumption; and alternatively still, the pressure of competing claims of
investment and of consumption in the face of stagnating imports may lead to
inflation which will then tend to aggravate the balance of payments."i/

1. Stripped of the verbiage, this says that any country whose supply of
imported goods per capita has stagnated or even declined over the 15-year
period, would be in a considerable difficulty, just as any individual or a
family whose purchases have not risen over 15 years would feel bad, particularly
if at the same time the standard of living of its neighbors had shown a constant
climb. It further says that in a situation in which an unchanged level of import
capacity has to accommodate more purchases of capital goods, more state welfare
expenditure for the poor, more demand for personal consumption of both the middle
class and the low class, more extravagant consumption of govermment officials,
more public works to win elections - something has to give. This something has
- been the printing press: the easy way out for a year or two, and at an advanced
inflationary stage, for a week or two.

17  1IBRD, Economic Department, Ihe Commodity Problem, mimeo. 196k (to be
published), p. 9.

g/ Ibid., p.9. See also, Johan Froland, Demand for Imports in the Process of
Growth and Structural Change, published in IBRD, Economic Growth and External
Debt, The Johns Hopkins Press, 1965.

3/ Commodity Problem, op. cit., p. 9.
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15. I believe there are theoretical flaws in Macrae's recent most interes-
ting analysis of the Latin American inflation and of its envirorment.l/ As I
understood it, the argument is almost Keynesian: the Latin American economies
have large unemployment, and they also have spare capacity; consequently, an
expansion of effective demand would raise domestic output and employment; and the
only factor which prevents this policy is the acute shortage of foreign exchange,
i.e. the absence of any cushion which would absorb leakages into imports, pre-
sumably quite moderate, of the expanded monetary demand. I have doubts whether the
surplus capacity is that significant; consequently, I doubt that the expansion of
monetary demand would, per se, lead to higher domestic production levels and
employment; and I should think, based on past experience, that much of the incre-
mental demand would leak into imports, inducing frequently a massive conversion

of domestic money assets into foreign currency, i.e. the flight of capital as well.
(The latter may ensue even if - or because of - the exchange rate is let to
fluctuate in order to keep the demand for imports within bounds).

16, Macrae's policy prescription seems to be that it is sufficient to provide
Latin America with a foreign exchange cushion so it can expand effective demand
and reach full employment; and then, it would seem, it is sufficient to change

the rules of the world trading and monetary systems so that Latin America is
enabled to replenish periodically its exchange reserves so it can continue ex-
panding employment. I would argue that Latin America needs urgently more resources
for investment in order to increase substantially its capital stock; it can then
employ productively many more people and also, supply such rapidly growing
employed labor with much more capital per head, so that it can become a modern
diversified industrial system able to compete in the warld market not only in
coffee, cocoa, bananas and cotton, but also in the production of shoes, plastics
.and automobiles. In order to carry out this formidable task of structural
transformation with tolerable smoothness, Latin America (and other developing
countries) need a change in the rules of the game, especially insofar as commodity
markets are concerned: but this will not suffice. Only as the production poten-
tial is greatly expanded through much larger investment than currently takes place,
will it be possible to bring under control the ultimate origin of contemporary
Latin American inflation: the incapacity of the political system to allocate

in an orderly fashion resources among growing claims of competing social groups,
because the aggregate of resources is small and only slowly increasing.

17. Whichever of the two theses is correct, more resources are needed: in
Nacrae's thesis perhaps a smaller amount but exclusively from outside; in mine,
probably larger resources, but both from outside and from inside for purposes of
investment. In terms of need for more foreign assistance, the difference may not
be large at all: Mr. Macrae would call it change in the rules of the game, and
I would call it much larger resource transfer, smoothed out, as necessary, by the
change in the rules.

1/ Macrae, op.cit. His analysis carries the title "No Christ on The Andes,
An Economic Survey of Latin America by The Economist".
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(e) "Foreign Exchange Lottery"

18. Irrespective of the above argument, it is difficult to disagree with
another major thesis of Macrae: his theory of foreign exchange lottery. Latin
American countries, as well as other developing countries, badly need foreign
exchange qua foreign exchange: without a satisfactory supply of it, whether
acquired from loan proceeds or from own exports, it is impossible to run the
productive machine of any relatively small country in view of its dependence on
imported supplies. Most of foreign exchange is generated by country's own exports;
and it is now a matter of natural resource accident whether a country happens to
be lucky and produce petroleum and gas or unlucky and produce jute, coffee or tea.
In the first case, as a winner in the foreign exchange lottery, it does not have
the trade problem (although it may still have a very serious budgetary or skills
problem); in the second, as a loser in the lottery, the country is stuck with the
severe foreign exchange constraint which will hamper its growth even if it has
solved its budgetary (resource) problem and s much of the skills it needs for
growth.

"The principal bottleneck in the way of development in Latin America
is a bottleneck in foreign exchange...Most Europeans do not begin to realize how
desperately Latin America is still suffering, nearly forty years after the even,
from the world slump of the late 1920's. Between 1928 and 1932, Latin America's
exports dropped by nearly 60 percent and they have never recovered on a per capita
basis since that time". (Macrae's italics).l/

"Nothing is said here that will deny that there are other and internal
prerequisites to sound development as well: good government, and adequate mana-
gerial cadre, good training facilities for skilled labor, sensible agricultural
policy and the rest. But we are found to argue that even if a country in the poor
two-thirds of the world progresses towards achieving these in adequate measure,
it will not at present necessarily secure sound development unless it is lucky
in the lottery that determines whether it has access to a sufficient supply of
foreign exchange. The conclusion is that those lottery rules need to be abandoned.
They need to be replaced by rules based on sound economic science:...the rule of
'where development is most possible shall development funds be ploughed in'. And
Latin America, as the most development-ripe sector of the poor South of the world,
is the area where this need has become most blazingly apparent."

"Our thesis is that it is not something vague about Latin American in
his culture which at present prevents him from becoming a truly modern man. It
is some hard and specific things about the world monetary and trading systems in
their present form which prevent countries like those of Latin America advancing
as quickly as they could and should to join the ranks of the affluent; and will
agonizingly continue to prevent them until the average intelligent observer in the
rich northwest of the world wakes up to the opportunities and human responsibili-

ties and mortal dangers of the present stage at which the economic history of our
planet has arrived."2/

i/ Iwid.; p. X

2/ Ibid., p. XX a
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19. As a proof of his thesis that it is the constraint on the capacity to
import which causes most of the Latin Aserican troubles, including inflation,
Macrae quotes the striking difference in the recent economic history and behavior
pattern of liexico, on the one hand, and of Brazil and Argentina, on the other.
Mexico did not suffer from inflation or irresponsibility of policy, while Argen-
tina and Brazil did. If there is something special in the Latin American
mentality which makes them particularly susceptible to inflationary temptations,
it should have happened as much in tiexico as it did in Brazil and Argentina. Or
is it argued that Mexico is not a Latin American country? Since this cannot be
argued, and since the institutional framework is roughly the same, we are driven
to the Macrae's thesis of foreign exchange lottery.

20. Now, it is possible to argue - and some do argue - that the difference
in the behavior pattern of iiexico compared to Argentina and Brazil is due to the
fact that Mexico has already carried out its political and social revolution
while Argentina and Brazil have not. I do not know how historically accurate

this argument is. But even if it is, the nagging question still remains: Peru
experienced a great export boom in the 1950's and early 1960's, based on metals
and fishmeal, and it had very responsible monetary and foreign exchange policies.
Was this also due to the fact that it has already carried out its political and
social revolution? Or because the Peruvian politicians are by nature more respon-
sible than the Brazilian or the Argentinian ones, they saw the advantages of sound
policies and applied them ruthlessly? Or perhaps the key was to be found in the
hard facts of copper and fishmeal, and on the additional fact that the Indian
population in the High Mdes is still more docile than the Brazilian and Argen-
tinian urban and rural workers, so that there was a sizeable flow of foreign
exchange (9% per annum growth) on the one hand, and not much pressure for public
social welfare expenditure, on the other?

2l. The answers to the questions raised in para. 20 cannot be provided by
economic analysis. Perhaps they can be given by political theory and sociology.
For the time being, pending proof to the contrary, it would seem that lMacrae is
right: and he is in good company. The view that the foreign exchange constraint
to growth is a most severe constraint was first developed, in its contemporary
formulation, by Dr. Raul Prebisch, in his numerous writings on Latin America and
on developing countries generally. Dr. Prebisch's theory of forces that determine
the growth process of "the countries on the periphery of the world economy" and
his analysis of stagnation and of unbalanced development caused by insufficiency
of import capacity and of its fluctuations under the impact of vicissitudes of
world commodity markets - were embraced by the U.N. Economic Commission for Latin
America and by the United Nations generally, - they served as a basis of the
United Nations Conference on Trade and Development in 196L; and they have culmi-
nated in the recent establishment of the permanent organization of the Conference,
marking the vindication of the theory. The theory was further elaborated by

Dr. Dudley Seers and many other scholars associated with the United Nations
studies; and the authors of its latest formulation are Prof. Chenery, Vanek and
Strout, while working for AID. Each of these writers would probably express hLis
views differently than iMacrae. But there are certain fundamental points, which
are difficult to challenge:

(a) The foreign exchange constraint on growth exists and can be very
serious; its origin is in the commodity markets which determine the supply of
exchange, on the one hand, and in the growth process which determines the demand
for exchange, on the othier; the two moving at rates which are not necessarily
identical;
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(b) The commodity problem does not exist in a product for which demand
rises rapidly and where supply is controlled because the producers are few. There
are no demand problems in petroleum, nor is there a foreign exchange problem in
the major oil-producing countries which can be attributed to export difficulties:
the demand increases rapidly, and prices do not fluctuate much over the short run.
Similar situation prevails in several metals and minerals (e.g., 2luminum, iron
ore, copper now) and few other products;

(c) The commodity problem is formidable in those products for which
world demand, at the present international distribution of income, rises only
sluggishly, so that exchange earnings also rise only sluggishly, below the rate
at which demand for imports, associated with a fast overall income growth, tends
to rise; where the number of producers is very large and does not diminish because
alternative employment opportunities are limited, so that the production is not
subject to any coordination and there is a recurring tendency to produce more than
the market can absorb at unchanged prices; and where there are peculiar chains of
demand-price-output-demand reactions, similar in the chart to the spider's web,
which lead to sharp and recurring fluctuations in aggregate values of sales and
therefore of foreign exchange earnings, and which also impair the competitive
position of primary materials vis-a-vis the synthetics which are stable in prices
and sometimes even cheaper on the average. This is the case with most products of
agricultural origin; and this is the sector from which most of the population of
developing world, including Latin America, derives its 1ive1ihood.}/

22 In all lotteries there are more losers than winners: this is the funda-
mental principle of gambling. Otherwise the casinos would go bankrupt: some do,
most do not.

(f) Absorptive Capacity Constraint and Other Obstacles to Growth -
Concluded

23. If it is argued that Latin America is incompetent to use additional
resources, then the rest of this paper should not be read. Whether it is or not
is a matter of facts and of their interpretation. The issue has to be decided by
those who know the facts, and it revolves around three points:

(a) Does latin America have people with sufficient imagination to develop
grand designs of public works and of industrial and agricultural development,
spanning a decade and more;

(b) Does it have enough organizational, engineering, managerial and
administrative talent to mount a much larger investment effort than at present; and

(¢) Is it politically capable of committing itself to subordinate all
other issues to the issue of growth?

2. Probably few will doubt the (a). There will be doubts on the (b). The
strongest doubts will concern (c), if T can judge correctly the feelings in the
donor countries. The burden of proof rests with Latin America, since it is they
who are asking for money. Notwithstanding all the changes in the world, the funda-
mental rule of banking remains unchallenged and unchanged: it is the prospective
borrowers who have to show what they need money for.

I/ Commodity Problem, op. cit. pp. 3o and L2.
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CHAPTER V. WHAT RATE OF GROWTH?

1. In a recent review of national plans of a number of Latin American
countries as appraised by aid-giving agencies, I was struck by the fact that
a number of them were anticipating a complete closing of the ir resource gaps
in the very near future, i.e., in effect a restoration of the balance of pay-
ments equilibrium. Further, everybody will fight inflation. Finally, most
plans postulate target rates of growth centered around 5% p.a. This happens
to correspond to the goal of the United Nations Development Decade, and it
seems quite a respectable target.

2. These three objectives - eliminate the resource gap, achieve a 5%
growth rate and get rid of inflation - would commend themselves to most lenders,
except the very cautious ones. The latter would raise one question, bearing

on a possible fourth objective of the national plans: what employment situa-
tion is one likely to have with the three objectives listed above?

T.. Latin America has the highest rate of population growth in

the world. It had 200 million inhabitants in 1960, and in fifteen
years it will have 360 million. Zi% now has an estimated 235
millioq§7 In ten years there will be 38 million more persons in
the work force, but at the present rate of employment growth, only
/2 limited number of jobs will be created/".1l/

"..+The dynamic insufficiency of the system to absorb at satisfactory
productivity the available labor force is an extremely serious fact
to which I have been calling attention insistently in the last few
years - a real dialogue with the deaf."2/

3. Now, a cuatious banker will not lend to a country which faces an
aggravation of its already quite serious unemployment situation. Unemplcoyment
is the worst of all ills that can affect an individual, a family or a country:
not only does it lead to starvation, but also to despair and violence in which
contractural obligations tend to be forgotten. Alternatively, if an attempt

is made, in a developing country, to combat unemployment by expanding govern-
ment spending, there is inflation whichh interferes both with tiie growth process
and, through its effects on the balance of payments, with the smooth payment

of debts.

L. Target rates of growth of 5% or so are not much higher than what

Latin America has already achieved in the postwar period. Since their present
national plans assume higher productivity improvements and higiher efficiency of
investment than in the past, the implication is that employment will increase
even less fast than in the past: and the past rate of absorption of manpower was
already insufficient to prevent large increases in urban unemployment. It
logically follows that the triple objective - 5% growth rate, elimination of
resource gap and elimination of inflation - should lead into an aggravation of
the social problem, with growing risk of social and political violence. One
should be reluctant to lend if this is the risk one faces.

1/ Walter Lippmann, A Look at South America, syndicated column published on
December 1L, 1965,
2/ Dr. Raul Prebisch, in a private letter of May 25, 1966.
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5. There must be a way out of this dilemma. Since inflation has proven
not to be very effective in curing unemployment, more inflation can not be the
way out: consequently, there is nothing wrong with the anti-inflationary objec-
tives of the Latin American plans. But there may be something wrong with the 5%
growth objective and with the consequent objective of closing the resource gap,
in the near future.

6. This can be restated in more technical terms. Recently, we have
experimented with two contrasting growth models: one assumes, conventionally,
a constant target growth rate, while the other does not set any predetermined
growth objective and lets the economy grow as fast as it is capable of growing.
I have called the latter model "Absorptive Capacity Growth Model". The basic
differences between this latter model and the more conventional models are:

(a) Sectoral projections have been substituted for an aggregate
projections;

(b) No rate of growth in aggregate output has been assumed either
as a target or as a ceiling; growth in aggregate output results from
"spontaneous"™ growth of particular sectors and from the consequential chan-
ging sectoral composition of aggregate output.

(¢) As a result of (a) and (b), annual rates of growth in aggregate
output are variable. Since rapidly growing sectors gain in weight, the
rate of growth in aggregate output accelerates over a certain ti e span, in
the absorptive capacity model.l/

7. No only does the rate of growth accelerate over time and is on the
average higher in the absorptive capacity model than in the target growth rate
model, but it turns out that this is a cheaper way to develop. The attached

charts indicate that in the long run a ceiling on the growth rate might turn out

to be a more expensive path: borrowing and debt will reach higher levels.

The reason is that at a constant rate of growth in income, the marginal rate of
savings, while higher than the average, will also tend to be constant; while if

the rate of income growth is allowed to accelerate as in the absorptive capacity
model, it is logical to suppose that marginal savings rate will also tend to shift
upwards. Similarly, capital-output ratio declines (productivity of capital
increases) in the absorptive capacity model, while it remains unchanged in the
fixed target growth rate model: if all investment opportunities are not exploited,
shortages and bottlenecks will develop, tending to depress the over-all return on
capital. The corrolary is that self-sustained growth growth will be reached
faster if all the investment opportunities are exhausted as they arise. Just as it
is wrong, from an economic point of view, to set a ceiling on the growth of an
efficient firm, it is wrong to set a ceiling on the growth rate of an economy which
can achieve more, and without a substantial decrease in returns on capital, if
more investible funds are available.

8. "Conversely, if investment opportunities are limited within a given
period, it will be both costly and inefficient to push to an unrealistic over-all
growth target. It would be better to concentrate initially on widening absorptive
capacity, through accelerated and systematic project and program development.

Once this is done, investment can be effectively undertaken, &nd on a rising
scale."2/

1/ Nigeria: Debt Servicing Burden and Terms of Borrowing, A Study in Method,
ﬁﬁ 1966 (mimeo). WMiss Fe Villafuerte, from the s , originated the
idea of the absorptive capacity model and ran through all the computations.

2/ TIbid., p. 55
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9. Target rates of investment in Latin America seem to have been set at

a level which can not assure that rate of output growth which the economies may
be capable of sustaining. This has been done most likely in order to eliminate
the resource gap as soon as possible, i.e. in order to assure growth on the basis
only of domestically generated resources, in line with much of past experience.
The consequence will be rising unemployment, with rising threats to social and
political stability - again in line with past experience. Further consequences
will be postponement of self-sustained growth and ultimately higher cost of
development to the donor countries. Thether this sad sequence of events can be
avoided depends on two factors:

(a) Can major Latin American countries undertake more productive
investment than at present - the basic hypothesis of the preceding chapter;
and

(b) If they can, will more resources be made available - the problem
which is examined in the next chapter.
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CHAPTER VI. WHAT STRATEGY OF INTERNATIONAL DEVELOPMENT ASSISTANCE?

s [ The basic elements of any strategy - whether military, political,
economic or market strategy - are, first, clear definition of the objective and
secondly, the advance determination of approximate timing of particular major
moves in pursuing this objective. When we use these two criteria, then it is
probably fair to say that at present we do not yet have a strategy of inter-
national development assistance. Is its purpose to raise income levels every-
where, by a certain percentage or by a certain absolute amount and within what
period of years? Or is the strategy to select a certain group of "winners"

and to concentrate all resources there? Who are the selected ones? And to
achieve what? In what time span?

2. The same questions have been raised in a recent document prepared
by the OECD/DAC Secretariat:

"Should a gap calculation be based on a uniform rate of growth for
all developing countries? Such a uniform growth target might appear
equitable, in the sense of treating all developing countries alike. On
the other hand, a uniform per capita growth target would aim at maintain-
ing the existing proportionate differential between the poorest countries
and those which are somewhat less poor, and this might be considered in-
equitable. Similarly, a uniform growth target for total income might
appear inequitable in "penalising" the countries with high rates of growth
of population.”

fedssonsnen

"The main argument against a uniform growth target is that it leaves
out of account all considerations of the relative efficiency with which
different countries convert external assistance into economic growth. A
uniform target rate of growth for all countries would demand more assis-
tance per capita for the less developed countries than for the more
developable. In this sense, it "rewards" inefficiently, poor resource
endowment, adverse geographical locations, and all the influence which
make economic development costly in external assistance, and "penalizes"
efficiency, etc." 1/

3. Concentration of assistance on selected countries, however they may
be selected, carries the risk of great failure if the selection turns out to
be wrong. Dispersal of assistance all over the place means that resources are
spread wide and thin and therefore are ineffective. We are between the devil
and the deep blue sea - and we have been there since the very beginning of the
international development effort.

L. There is of course, a way out. The second choice - strategy of dis-
persal - is certain to fail: the latest fairly widespread dissatisfaction with
foreign aid and its results is a serious warning. The first choice - strategy
of concentration of resources - -is full of risks, but it carries a promise that
at least in some countries the growth process will succeed, and in the fore-
seeable future.

1/ OECD/DAC: "Gap" Estimates - Calculation and Significance, Paris, (196L
(mimeo.). Much of this chapter is based on discussions protracted over
years, with the author of the OECD/DAC study, Mr. J. P. Hayes.
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5. The trouble is that the above argument is unrealistic. As long as the aggre-
g ate level of assistance remains what it is now, it is very doubtful that much can be
changed in its present distribution. Who would be prepared in a couple of years to
cut down in half, say, the allocation to Africa in order to increase the Latin Ameri-
can flow, or cut down in half the Latin American allocation in favor of Asia? The
risks of disturbance and dislocation are too severe for anybody to contemplate such
actions seriously. The change in the allocation can occur only on an incremental
basis: if it is decided to raise the level of assistance by, say $5 billion, this in-
crement can be distributed differently than the present level of development finance
without risks other than displeasure of those whose proportionate share would fall
(although their absolute amount would remain unchanged or may even increase somewhat).

6. The critical question thus becomes what are the chances - and ways - of getting
more assistance funds from the donor countries. Everybody will now agree in principlic
after UNCTAD, that the volume of assistance will have to increase. Yet, no concrete
plans are under way, and there are great misgivings in the developed countries regard
the effectiveness of the assistance effort. Furthermore, the developed countries the:
selves are embarking, for the first time in a systematic fashion, upon the task of er:
cating poverty in their own societies. Consequently, the less developed countries
compete not not only among themselves for assistance; they are also competing for re-
sources with the underprivileged in the developed countries themselves. Lack of stra-
tegy in international development assistance, the feeling that past efforts have been
ineffective, and the rising conscience that assistance is needed for the poor also in
the developed countries, are the fundamental causes of stagnation of the flow of
assistance in the recent past.

T It can, of course, be argued that both external assistance and domestic assist-
ance can be increased simultaneously: the industrial systems of the West can produce
much more if necessary, for example under conditions of war or active preparation for
war. It can also be argued, as it has in fact been argued, that the task of develop-
ment of the poor countries is analogous, or should be made analogous, to war, for all
concerned: "Development, to be successful, requires a dedication and singleness of
purpose. However, thus far, no means have been devised to deeply stir patriotic emo-
tions for massive and intensive economic development in agriculture or in extractive
and manufacturing and service industry. Yet, development should be waged as a war --
a war against intolerable living conditions that must be carried on with a determina-
tion to overcome all obstacles."2/

8. While it is true that economic development, unfortunately, cannot generate as
much enthusiasm as wars can, or at least did not thus far, there was a period, after
the Second World War, when a similar job - European reconstruction - did stir emo-
tions. Whoever had participated in the Marshall Plan recalls with nostalgia those
days of enthusiasm and fervor. Uhy is the situation different with the development
assistance to the poor areas? Because there are fundamental doubts whether they can

ever develop? Or because the time-span of assistance needs seems indefinite or even
infinite?

9. There is no point in denying that doubts do exist. After all, if the problem
of development was easy, it would have been solved long time ago. There must be
something badly wrong in the societies and in the systems which have held the per
capita incomes at $50 for centuries; and until we know what that "something" is we
shall not make much headway. And since we do not know what has caused poverty-cum-
stagnation, how can we be sure that the poor countries will ever become rich?

27 George D. Woods, Address to the Board of Governors, World Bank, International
Finance Corporation and International Devalggmsnt Association, September 27, 27, 1965,
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10. But again, not all 80 developing countries are equally poor and
stagnating: there is quite a number which have moved up considerably up the
income scale. It is logical to suppose that the fundamental obstacles to growth,
whatever they may be, are less severe in countries at $L00 level of per capita
income than in those at $50. It is also logical to argue that if a country has
moved from $50 to $LO0 per head and only then got stuck, it had, in fact, over-
come the worst of the obstacles: 1lack of education, lack of organization, insti-
tutional constraints on mobility of social classes; and it had then got stuck
for some specific reason or reasons which, once removed, would permit the country
to resume the upward growth trend, and at an accelerated rate since it should
now be able to incorporate the technological progress, in lump doses and free of
charge. In other words, the growth problem of Argentina should be more easy to
solve than the growth problem of Nepal. Argentina was no different than most of
Europe in 191}, it was ahead of Italy and some Central European countries. The
latter moved forward, in the late 1940's, 1950's and early 1960's, at a very
rapid pace; their stagnation lasted only a fifth of a century, from 191l through
1946. Argentina's stagnation has now lasted half a century, and the country has
been left behind. But the fundamental problem of growth should be no more
difficult in Argentina (or Uruguay) than in Italy; if anything it should be easier,
because the resource base is more favorable. And since Mexico has shown that
there is nothing wrong with the Latin American mentality in so far as growth
propensity is concerned, the problem of Argentina should not be impossible to
resolve, just as the problem of growth in Spain is now being resolved, after
30-L40 years of stagnation.

11. We can use another example: Brazil. As a result of postwar develop-
ment, one-third of Brazil - the triangle Rio-Sao Paolo-Belo Horizonte - has
emerged as industrial and trading heart of a country that is half a2 continent. A
country that has succeeded in developing its own machine tool, steel, chemicals
and automobile industries within a decade or so, should be aple to push through
the development of the North-East: the latter problem is severe, but less so than
the problem which has already been solved, that of lifting the country as a whole
from being exclusively an exporter of primary materials to a diversified and majcr
producer of most industrial products. Uhy should the growth rate of Brazil be
postulated at 5%? Why it should not be 7% or even 10%? At 5%, no resource trans-
fers will be needed, just the funds to service the existing foreign

obligations, and this will be cheaper over the short run. But at a 5% growth rate
unemployment will increase and social tensions will aggravate. Even more impor-

tant, Brazil will remain a poor country much longer than necessary; and the cost of
development will be much greater over the long run.

12, The same holds true for all countries E%it are at $300-L00 per capita
income, be they in Latin America or in Southern Europe or elsewhere. They have
most of the skills and organizational traditiof necessary for rapid growth. But
most do not have firm plans of investment awd firm policies for growth; and
they do not have finance. )

.
-
-
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13. There is no inherent reason why such countries should not be able, with
external technical assistance as needed, work out detailed long-term investment
plans, with clear overall and detailed sectoral objectives; and in the case of
these countries, these objectives can lead to a major new step in development over
a period of, say, 10-15 years. Such long-term plans should aim at creating a
modern industrial society. The plans will have to be based on specific targets
of investment in particular sectors, on firm major projects, on plausible projec-
tions of employment and other input requirements. Such plans would have to be
accompanied by a firm commitment of best efforts of the country to contribute a
certain percentage of its resources to its own development.

1. I believe that a major increase in development assistance is not pos-
sible unless such concrete programs are prepared and submitted to the interna-
tional community. There has to be a kind of a repetition of the Marshall Plan
ambitions, commitment, psychology and fervor. The success of the Marshall Plan
lay, at least in major part, in its concreteness, in the clarity of its objec-
tives and in the decisiveness in its execution. Why should it not be possible to
work out a similar Plan for Brazil and for several other countries in Latin A
America and elsewhere, pushing to the limit of their absorptive capacity, covering
a span of 10 years to be followed by another 10 years or perhaps only 5 if

that turns out to be sufficient? And is there any other strategy of world develop-
ment at all?

15. Such a major effort would not be at the expense of other developing
countries, i.e. those that are more poor, since the aggregate flow of assistance
will be increasing. PFurthermore, as experience is acquired in solving the growth
problem of a country at $350 income level, it will become easier to approach
more systematically the formidable growti. problem of those areas that are

at $50 per head - the heart of underdevelopment. Also, once it becomes clear,
perhaps after a few years, that a major investment effort can be mounted in one
part (or two parts) of the world, it is perhaps possible to convince the
developed countries that similar effort should be organized, and on a much larger
scale, in most developing areas.

16. The advantage of starting with the countries that are most development-
ripe is that it can be shown, in the plans and in their execution, that the
development problem is soluble within a specified period of time. Perhaps the
greatest handicap facing the assistance programs today is the timelessness of
the effort which the developed countries are called upon to make. By showing that
at least a group of countries can become independent of government-to-government
assistance within 10-20 years, confidence in assistance effort may perhaps be
restored; and once restored, it will be easier to attack the development pro-
blem in echelons at first, and then perhaps along the whole front. As of now,
not only we do not have the time dimension, but we do not have even a most
approximate idea how much the whole job will cost, and even for a single country.
Under these circumstances, we inevitably have questions, at least occasion-

ally, whether the efforts will ever pay, anywhere. As one of the leading person-
alities in development assistance, deeply committed to the task, once said: "In
this business, the most difficult thing is to keep the score. You never know
whether you are gaining or losing".l/

1/ Tr. George D. Woods, September 1965, in a private conversation.
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g N An alternative development assistance strategy would be to concentrate
resources, again on an incremental basis, on those countries whicih have made most
effective use of assistance in the past, irrespective of whether they are at $300
per capita income or only at $50. The difficulty with this criterion is to define
what is meant by "made most effective use of assistance in the past". Which have
achieved highest growth rate in aggregate GNP? Or hignest marginal savings rates?
Or highest returns on capital? Or best social equilibrium? Or growth combined with
stability? Further difficulty is that a good performance, however defined, over 10
years may be a result of accident and luck rather than of efforts and wisdom. The
1Bird difficulty is that if such a successful performer is at $50 per head it will
be impossible to specify either the time horizon or the total cost of transforma-
tion of the economy - and this, I believe, is a precondition for obtaining more
funds from developed countries at the present time.

18. How large is the number of countries on which one concentrates resources
depends on the amount of resources one has to spend. From a humanitarian viewpoint,
it would be best if we had enough money to push the development effort to the
breaking point everywhere in the developing world - provided we are able to orga-
nize it on such a wide front. But if we do not, we have to choose among countries.
Furthermore, it is the basic thesis of this paper that almost no developed country
will today decide to allocate double the present assistance flow unless it is shown
first what will the money be used for and what precisely will it achieve. However
small may have been the past allocations in terms of needs, they have involved
sacrifice on the part of developed countries: and the money has been given on
faith rather than on the basis of concrete plans of what development objectives
will be in fact achieved. The unpleasant fact must be faced that national legis-
lators are unhappy, rightly or wrongly, both with the results that have been
achieved and with the method of collecting funds. The only way this deadlock can
now be broken is, in my view, to present concrete and ambitious plans of investment
and growth, aiming at structural transformation within a definitive time limit.
Only countries at $300-L00 income level can prepare such plans, by definition;

and it is for this reason that the first concentratiom of resources should be there.
The second concentration should move one step down the ladder. How much time
should elapse between the first and the second cmcentration and so on, is exclu-
sively the matter of availability of funds, the ability of developing countries

to prepare concrete long-range plans and the ability of national and international
lending agencies to handle on time the much greater workload than they are at
present accustomed to.
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CHAPTER VII. UNDER WHAT EFFICIENCY CONDITTIONS? l/

b 1 I am not sufficiently familiar with the Latin American scene to be able
to argue in any detail what efficiency conditions should be met if it is decided
to increase the resource transfer in response to clearly formulated long-range
programs of the Iatin American countries. Six broad areas can be identified,
however. Three are exclusively internal; one is interregional and two are inter-
national in scope.

A. Internal Measures

(a) Iiberalization

2. Liberalization of internal economic policies is badly needed. Physical
controls, price controls, etc., may be inevitable when resources are very scarce;
but they are usually ineffective even in the advanced disciplined societies. In
developing countries they are inefficiently administered, they are the source of
corruption and they kill incentives. The assumption for elimination of controls,
however, is that the aggregate of available resources is increased, i.e., that
resource transfers are substantially expanded. Furthermore, liberalization of
controls should not mean that industrial protection should be given up (or that
the existing commodity arrangements should be abolished and no new concluded).
Protectim is needed: what is also needed, however, is that it should result from
good knowledge of facts and considered national policies rather than from vested
interests; and also, that it should be subordinated to regional growth strategy
and objectives.

(b) Financial Reform

3. National contribution to development must be increased, as a means of
reducing the cost to the international community. There is nothing I can add to
the scholarly debate on the need to improve and reorganize the fiscal systems.
But I should add that I am somewhat sceptical regarding the realism of the
expectations that fiscal reform will quickly yield major new resources. Fiscal
experts and donor countries may wish to consider that principal obstacles to
additional fiscal efforts are perhaps not so much the lack of knowledge of fiscal
theory and practices, but the hard facts of life. You cannot tax business more
without affecting incentives to invest which are badly needed; and you cannot
tax the consumers more, particularly those that are poor, without courting the
risk of wage increases and sometimes riots in the streets. This does not mean
that the present efforts at fiscal and monetary reform should be dropped and no
new efforts started: both are badly needed. The only thing it means is that
foreign advisors should weigh carefully their advice if they are to avoid the
repetition of the ugly incidents of the past in which a reasonable advance was
sacrificed in vain attempts to carry out sweeping changes overnight, which ended
by falls of finance ministers, riots and hate of foreign advisors and agencies,
however good their intentions may have been.

1/ The term "conditions" is used in its technical (logical) rather than
the legal sense.
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L. But if there are limits on tax increases, there sihould also be limits

on increases of government recurrent expenditures. Nobody would argue about the
need to increase recurrent spending on agricultural extension or on road mainte-
nance. But what must be argued is that the developing countries simply cannot
afford the level and the growth of administrative expenditures, including military
(and diplomatic) expenditures, in which they are now engaged. It must be realized
that the economic problems of developing countries are of the Smith-Ricardo type;
and the Smith-Ricardian precepts must hold. Administrative expenditures must be
held down; this is the only painless way - or the least painful way - of increasing
recurrent budgetary surpluses for development.

(¢) Monetary Reform

5. Inflation must be brought under control and the integrity of national
currencies restored. This should be possible if total resources are increased
through substantially larger resource transfers from abroad; if lenders agree to
finance local currency expenditures to the extent needed to maintain fiscal
equilibrium; and if commodity price fluctuations are eliminated or at least
greatly moderated. But none of these measures will suffice unless the rise in
recurrent government expenditures is brought under control, the losses of public
corporations eliminated or greatly reduced and the necessary improvements in fis-
cal administration and policy urgently undertaken. Above all, there must be poli-
tical determination to face squarely the competing claims on resources and to do
an orderly allocation among them in the budgetary process, rather than to shift
the burden of allocation to chance results of inflation and speculation. These
conditions are not easy to meet, but it is possible to meet them - unless it is
argued that all Latin Nations are inflation-infected. The examples of Mexico -
and of Italy and of France with its latest accumulation of dollars and of gold -
show how dangerous such sociological superficialities can be.

i

B. Interregional iMeasures: Latin American Integration

6. Long-range national plans must be worked out in the regional context.
"...Under existing conditions, the leading nations are not much more than settle-
ments along the coasts. They are so effectively isolated from one anothier that
each can more easily communicate with the outer world across the oceans - with
North America, with Burope, and even Asia - than with one another. This fragmen-
tation of the continent is the reason why the South American nations, as compared

with Europe and North America, are economically and socially backward and poli-
tically unstable."l/

1. ", ..While on the maps South America is a continent, in fact it is not
merely an underdeveloped but an undeveloped and unopened continent. The member
countries of Latin America are a string of islands surrounded on one side by the
oceans and the other by an unpenetrated wilderness. It is easier and cheaper for
these islands to trade with Europe or North America than to trade with one another.
Thus, for example, in Iima I met a Peruvian pioneer who opened a mine in a valley
Jjust across the mountains. There is a large forest only 75 miles away from his
mine. Yet, so he told me, it is easier and cheaper for him to import the timber
he needs for his mining from Seattle in the state of Washington than from the
nearby Peruvian forest. The reason is that there are no roads through the wilder-
ness.

1/ Walter Lippmann, Towards the Making of a Continent, syndicated column of
December 16, 1965.
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8. "The situation today is as if on this continent there were two strips

of settled life, one along the Pacific west of the Rocky Mountains and the other
along the Atlantic east of the Alleghenies - with the whole land between the

great river system of the Mississippi, the Missouri and the Ohio unusable,

without roads, railroads, canals, electric power and telecommunication. If in

the United States there were mere wilderness between the Rockies and the
Alleghenies, there would be no political union, there would be no great industrial
system, there would be no economic base for political stability.

9. "The undeveloped heartland of the South American continent and the frag-
mentation of the peripheral nations is, I venture to believe, the paramount
deficiency. Until this central difficulty is made up, the financial and techni-
cal aid provided by the Alliance for Progress and the valiant reforms of the more
enlightened of the governments are, I am afraid, no more than palliatives for the
pains of what are in fact sick societies."l/

10. There is no inherent reason why most of major new industries, where
the economies of scale are decisive, should not be planned on a regional basis,
with each country obtaining one or more of these major industries, and the
intra-trade in new products free of restrictions. I am referring to steel,
fertilizer, pulp and paper, heavy chemicals, automobile production, airplane
production. There is also no inherent reason why infrastructure works - power,
roads, multi-purpose projects - should not be planned, where necessary, on a
regional basis.

C. International Measures

(a) Reorganization of External Debt

11. Several major Latin American countries suffer from acute liquidity
difficulties due to high payment obligations on their external public and publicly-
guaranteed debt. This has now been the case for years, and there is no relief

in sight. In Argentina in 1964, public debt obligations amounted to 37 percent

of export earnings, in Brazil probably more. These two countries, as well as

Chile (debt service ratio of 22 percent), have been in continuing discussion

with their creditors for years. The relief arrangements have normally

consisted of postponements of payments on some debts for a couple of years or so,
and the liquidity crisis has always re-emerged, with a melancholic monotony.

12. These Latin American countries are the par excellence "cash-squeeze"
cases in contemporary international finance. A radical solution to their debt
problem would consist of a thorough reorganization of the debt. The creditors
have declined to consider such a solution thus far, partly for institutional
reasons, partly because of the fear that new short-term debts would be piled up
as soon as the obligations on existing short-term debts are postponed.

1/ Walter Lippmann, A Took at South America, syndicated column of December 1), 1965.
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13 A major development effort discussed in this paper can hardly be
mounted unless the liquidity problem is resolved. It can be resolved without

a debt reorganization if creditors are willing to provide freely usable funds
which can be applied to debt payments. Vhich solution is easier is an
institutional matter. But whatever is done, it is clear that a sharp break

with past practices is necessary. Latin American countries cannot expect

the lending agencies - and tomorrow capital markets - to provide them with

new loans if they continuously postpone or threaten to postpone payments of old
debts. On the other hand, debtors should be helped to pay: the fact must be
faced that the present situation, whatever its origin, is not only unhealthy but
practically unmanageable. Both parties -~ the debtors and the creditors - must
work out a finance plan for the future which will obviate the need to borrow siiob
term funds and suppliers' credits on anything similar to the scale resorted to in
the past. This may necessitate control and coordination mechanisms, both in
debtor and creditor countries, for a short temporary period if possible, for a
longer period if necessary. Nobody likes controls: they are an inferior device
in resource management. International controls are, in addition, distasteful.
But occasionally they are inevitable, if for no other than psycnological reasons.
However, controls over incurring short-term debt are doomed to failure in
advance unless ample provision is made at the same time to make long-term
capital available for meeting all legitimate investment and foreign exchange
needs, and in a coordinated fashion. One cannot shut down the leaking faucet
unless the good faucet can provide all the water that is needed.

(b) stabilization of Commodity Markets

. Most Latin American countries suffer from a double squeeze in their
external accounts. They are exposed to recurring violent fluctuations in their
commodity exports. The majority also suffers from sluggish world demand for
their products, against which there is a continuing pressure of supply. This
second problem is reflected in slow growth of external earnings and in a longer-
term deterioration in the terms of trade. The first problem is reflected in a
continuing seesaw of prices and of quantities sold.

15. It is doubtful that developing countries, including Latin America, will
in the foreseeable future be compensated, in some automatic fashion, for the
long-term deterioration of their terms of trade. The issue is theoretically and
statistically controversial; it has now also become charged with emotion on both
sides. In fact, if developed countries agree to help finance the major develop-
ment effort of the developing countries, they will at the same time help finance
any foreseen future deterioration of the terms of trade. Does it really matter
how financing is called as long as it is there and it is certain that it will

be forthcoming?

16. The other issue - commodity stabilization - has a better chance to be
explicitly treated and resolved. It is by now almost universally recognized that
no developing country can plan properly or execute plans on time in view of

their continuing exposure to the vicissitudes of world markets. It is now also
accepted, although less universally, that new initiatives are needed to cope

with the problem of fluctuations.
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17. Latin America is particularly vuluerable to commodity trade. Its

major export product, coffee, exhibits, in many ways, the worst features of the
commodity problem. The price and the foreign exchange earnings of the producing
countries fluctuate widely over the short run, in response to yearly swings in
production, typical of tree crops, and to speculative movements in inventories in
consuming countries. These yearly fluctuations are super-imposed on prolonged
cyclical movements in the world coffee economy, spanning about 20 years each.
Relatively brief periods of shortages and high prices alternate with extended
periods of surpluses and depressed markets. Finally, there is also a structural
problem. As coffee can be easily and profitably grown in vast areas across the
tropical belt, and as other investment opportunities in these areas are limited
at the present stage of their development, new coffee producers have been enter-
ing the world market with substantial quantities. Since this has not been
accompanied by a sufficiently fast development of alternative investment and
employment outlets in the economically more advanced coffee-producing countries,
there has occurred a continuing competitive struggle among old and new producers.
They compete for a market whose absorptive capacity, circumscribed in part by
tariffs, taxes and quantitative restrictions, has been increasing over the long
run, but at a rate lower than the world capacity to produce.

18. Each major primary product presents a problem. The peculiarity of
coffee is that it contains a conundrum of problems. In a very few other
commodities are the effects of inevitable natural distrubances so powerfully
magnified by reactions of the market and particularly of the producers; in an
even lesser number of commodities are the resulting price movements so violent;
and no other major internationally traded commodity is so strongly influenced by
diverse production and sales policies by so many governments. We are here in
the presence of a giant Cobweb; and it is far from clear that it may not be a
Cobweb of a divergent type, i.e., the world coffee economy may be continuously
moving away from equilibrium, due to a particular constellation of demand and
supply elasticities, at least over certain price ranges. If so, we are in the
presence of the most vicious of all possible disequilibria.l/

19. For eight years, from 1957 to 1962, earnings from production and
exports of coffee were falling, year-in-year-out. A major natural catastrophe,
destroying almost its whole exportable crop, had to affect Brazil where one-half
of world production is still concentrated, for aggregate foreign exchange earn-
ings from coffee to turn upwards in 1963. In 1965, it is certain that coffee
earnings will be down again. The tragic paradox of primary product economies

is exemplified by the fact that the coffee countries are now producing for
export a quantity which is almost double the level of the mid-1950's; and yet,
their foreign exchange earnings are still below those realized a decade ago.

And a great question mark hangs over the future, unless coordinated measures
are urgently taken: to introduce some order in investment and production plans
of different producing nations and to attempt to stabilize the world price at
some supportable level. Otherwise the International Coffee Agreement, which,
helped by bad Brazilian crops recently, had saved the coffee producing countries
from a certain catastrophe, cannot look to a bright future.

1/ The term "cobweb" is applied because the changes in prices and outputs over
time can be represented diagramatically in a way which resembles a spider's web.
The available data on price elasticities of supply and demand for coffee and the
prima facie evidence that the coffee cycle may in fact be a divergent cobweb, are
given in IBRD, The Commoditﬁ Problem, Annex I, Cobweb Theorem, op.cit. The Annex
was prepared by Miss Flora te, economist and specialist in commodity analysis
on IBRD staff. This whole section has drawn heavily on ifiss White's original
work, advice and assistance.
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19a. Measures must be taken to subdue the violence of the coffee cycle.

It seems to get out of hand when the price is permitted to rise sharply and

to stay at a high level for some time: since labor costs are low and do not
increase fast due to ample labor supply; and since labor is the chief component
of total costs, the price increase is reflected mostly in a manifold expansion
of profits; and such swelling of profits leads to massive investment in coffee
plantations, which in turn leads, several years later, to an avalanche of supplies
and disastrous falls in price and in value of sales. It is at the very begin-
ning of the coffee cycle that the coffee problem has to be attacked: and it
can be attacked only if there is coffee in stock which can be sold when there
is an incipient shortage, with sales continuing for as long as there is a
threat of shortage. For this strategy to work, an international coffee stock
is needed; and to accumulate such a stock costs money.
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20. Another commodity example is cocoa - another tree crop, on which West
Africa is totally dependent, but which also plays a significant role in Latin
American export production. Short-term price fluctuations in cocoa have been
even more violent than in coffee:

Price of Cocna: Year-to-Year Percentage Changes
(Spot N.Y., U.S. cents per 1b.)

1954 +55.1 1960 -21.9
1955 -35.3 1961 -20.7
1956 -27.0 1962 - 6.6
1957 +12.5 1963 -18.5
1958 +4h.3 196 - 5.6
1959 -17 . 6 1965 '26 . 7
21. It is not only year-to-year gyrations that are violent. Within a

single year, 1965, the price went down from 23¢ per 1lb. in January to 12¢ in
July and then back to 22¢ by December.

22. Cocoa price has fluctuated more, over the short-term, than most other
primary products during the last two decades; and to make things worse, fluctus-
tions have been around a downward trend which has been more pronounced than in
primary products on the average. The cocoa price curve resembles a roller-
coaster of a peculiar kind, along a downward slope.

23. "All attempts so far to conclude an international cocoa agreement,
protracted over the last ten years in a bitter debate between the producers
and the consumers regarding the price at which to stabilize, have failed.
Until the solution to the cocoa price problem is found, the producing
countries will have to continue to experience violent changes in producers!'
incomes and in export sales; to maintain fixed debt service payments in the
face of these export value changes; and to contract additional debts in order
to compensate for occasional export declines, which will in turn lead to
higher debt service liabilities. A Bank economist who visited one of these
countries in the mid-1950's, said that th_/countrw'was luck that year: it~
had a poor crop. This truth still holds.

2L, The problem of commodity price stabilization is still open. In the
late 1930's and early 19L0's, J. M. Keynes, the founding father of the World
Bank and of the International Monetary Fund, advocated its solution in the form
of international buffer stocks: "...the producers of primary products had a
grievance; price oscillations had been excessive in relation to proper economic
functions of price movements. The idea of the Buffer Stock plan was to meet
the legitimate requirements of primary producers for greater stability, while
insuring that, in the long run, prices should move...in accordance with the eco-
nomic forces."..."If long-run demand wss falling, this should be met, not by or-
ganized restriction, but by eliminating high-cost producers, with due notice anc
in an orderly manner. Furthermore, the Buffer Stock plan had a cardinal merit f.

1
'/Nigeria, op. cit., p. 4S.
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it would tend to iron out the cycle in general business. Stock-piling would
have an expansive effect in slumps, and releases a damping effect in booms."}/
Keynes, of course, knew what he was talking about: not only did he know
intimately the commodity markets as an economic theorist and statesman, but he
had also made money in commodity futures.2/

25. Only piecemeal advance has been made in commodity price stabilization
thus far, and mostly in the restrictionist direction, i.e. the second or the
third best. The issue of buffer stocks is difficult and mistakes can be costly,
at least over some time, as national stockpiling schemes have shown. On the
other hand, it may be questioned how serious have been the attempts to find
internat ional solutions. Compensatory finance schemes represent one approach
to the problem of fluctuations: they help insulate development processes from
the vagaries of internat.onal commodity markets; and they are an effective
remedy in cases of crop failures and other breakdowns in export output. At

the same time, they leave the price fluctuations themselves, with their distur-
bing effects on producers and consumers, and with their adverse impact on the
use of primary products, untouched; they set in train accumulation of new
debts, and in a recurring fashion; and they are more expensive. It costs more
to coampensate for the loss in the value of sales resulting from unloading a
surplus on a weak market, than it costs to hold over the surplus until the
market recovers - provided, of course, one does not pay an unreasonable price
for the commodity one puts in stock. But what is the reasonable price? This
question can probably be answered today within a tolerable margin of error,
thanks to econometrics. But can econometrics be trusted? Can computers be
trusted? Business seems to trust them.

D. Efficiency Conditions - Concluded

26. The above efficiency conditions - liberalization ,of internal economic
policies, brake on growth of recurrent expenditures and fiscal reform, stop of
inflation, regional approach to investment and growth, solution of the liquidity
problem arising from excessive debt servicing obligatioms, and stabilization of
commodity markets - must be met if any major new development effort in Latin
Mmerica is to succeed.

1/ Roy F. Harrod, The Life of John Maynard Keynes, New York, Harcourt, 1951,
pp. 531-532. The quotations are from a paper which Keynes submitted at
Cambridge in 1938 advocating buffer stocks in commodities, and from an offi-
cial memorandum on Buffer Stocks which Keynes prepared in the autumn of 1941
for the U.K. Government, apparently proposing an international organization
for buffer stocks alongside his proposal for na international Clearing Union
which ultimately became the International Monetary Fuud. I have not seen the
original text of the memorandum.

2/ Harrod, Op. Cit., pp. 299 and 303.
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CHAPTER VIII. CONCLUSION

1. At the present time, Latin America draws.only negligible resources from
the outside world, since capital inflow it receives is used almost exclusively for
servicing the loan and equity capital invested there. A hypothesis is put forward
in this paper that the major Latin American countries are in principle capable of
growing much faster than at present if they get substantial resource transfers from
outside: the assumption is that they have the skill and the organizational ability
to undertake a level of investment substantially above the present. Another hypo-
thesis is that they can achieve a major transformation of their economies into moder:
industrial societies within 15-20 years, since they have already overcome the most
fundamental obstacles to growth: otherwise they would not have attained a level of
$300-$L00 per capita income. The assumption is that stagnation in some ILatin
American countries over the last half a century, unbalanced and halting growth in
others, and inflation in almost all, have been due to specific and identifiable
causes rather than to some overwhelming sociological complex which would set an
absolute brake on progress at the $400 income level. Further assumption is that
countries that have lagged can quickly absorb the technological progress which has
already occurred elsewhere.

2 In order to achieve such a major economic transformation and to attract
external resources that are indispensable for its financing, the main Latin American
countries must put forward master plans of investment covering initially a span of
10 years, to be followed by another 10 (or perhaps less), with specific sectoral
and project targets, with clearly elaborated policies for growth and with total
political commitment to growth as the single objective of the present generation.

It is argued in this paper that only if this is done will the developed countries,
disillusioned with foreign assistance as they presently are, be prepared to increase
greatly the flow of funds and to help wholeheartedly the Latin American efforts.
Such master investment plans, to be successful in execution and subsequent operatioi,
must be accompanied by a series of measures of fiscal and monetary reform, focussed
on stopping inflation, removing the acute liquidity threats and stabilizing the
commodity markets.

3. It is further argued in this paper that the only successful strategy of
development assistance that is possible with the present knowledge of facts and
sociology is to undertake a concentrated effort at a breakthrough in those countries
that are most development-ripe. Here it is possible not only to set specific
investment and growth objectives that will mean an economic transformation, but also
to set a specific timetable, in which these targets can conceivably be achieved -
and to set such a timetable within the foreseeable future. The secret of success
of the Marshall Plan was the concreteness of its objectives, the concentration of
effort on these objectives and the pre-determined timetable in which the job was
to be done. Unless these basic elements of any strategy are applied in the assist-
ance field, there is very little hope for its success. Since these elements can
be formulated with tolerable precision at the present time only for countries that
are most development-ripe, it is they that will have to be tackled in the first
systematic and organized battle against underdevelopment. Such a concentration of
effort will not be at the expense of other developing countries, since we are
talking here about the increment in assistance, and not about the redistribution
of the present flow. Furthermore, once the initial success is achieved in the
most development-ripe countries, hopefully even as soon as the effort is organized,
it should be possible to attack underdevelopment in other less development-ripe
regions; and then, with total concentration of resources and experience, both of
developed countries and of those which are already being helped to break through,

to attack the great citadel of poverty and human misery and suffering, in South
and East Asia.
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L. If the resources for development were much more plentiful and the organizational
capacities greater than at present, one could risk a much more massive attack on poverty
right from the beginning. But, if neither condition is met ~- and they do not seem

to be met at present -- then it is much better to start on a narrower front first,

with less risk and with the intention to acquire experience for the next and more
massive attack. Even a decisive advance on a narrower front will represent a most
formidable undertaking which defies imagination. If it was easy, it would have

been already undertaken years ago.

5. In my view, there is no alternative. The continuation of the present dis-
persal of stagnant assistance flows wide and thin over the globe is a pseudo-alter-
native. Since these flows are being eaten away by debt servicing obligations;

since the population in developing countries is rapidly increasing; and since

there is dissatisfaction with the present results both in developed and in developing
countries - we are facing a sure prospect of a continuing decline in per capita
assistance. The implications of this are too frightening to contemplate. The spresd
of famine from India to the rest of the developing world is, in my opinion, the only
real alternative to a systematic strategy of assistance. And the fundamental rule

of any strategy is concentrated attack first at the point where the enemy is weakest.
The enemy - underdevelopment - happens to be weakest, by definition, in countries

at $300-L0O0 per capita income. Once that battle is started, the additional echelons
can be deployed at the next weakest point and so on, until the whole front is engagec
with total commitment of resources, in the final battle.

6. In no war is there a guarantee of success: if such a guarantee was possible,
no wars would ever be started.

Atlantic City, April 1966
Revised Washington D.C., May 1966
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ANNEX

CAPITAL FLOWS IN LATIN AMERICA,
BY COUNTRY, 1951-196L
(in millions of US$)

No sign indicates capital inflow and resource gap,
respectively. Minus sign indicates capital outflow
and resource surplus, respectively. The difference
between gross capital inflow and net capital inflow
equals repayments of principal and repatriation of
foreign private direct investment. The difference
between net capital inflow and resource transfer
equals earnings of foreign capital, i.e. interest,
profits and rents, plus salaries of foreign personnel
(the latter is negligible).

i’
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ARGENTINA
Resource Gap Net Capital Gross Capital

Inflow Inf Low
1951 191 22l 231
1952 Lo1 L11 NN
1953 -355 -3LL =341
1954 - 98 - 83 -1
1955 220 2h1 290
1956 115 131 199
1957 290 303 385
1958 228 259 L19
1959 - 50 - 10 32
1960 148 205 276
1961 L83 585 727
1962 203 275 575
1963 -300 -232 100
1964 -136 - 33 39

I BOLIVIA
1951 - 7 - L - 2
1952 28 9 13
1953 23 25 36
1954 16 17 32
1955 19 23 30
1956 18 21 - 36
1957 28 31 L8
1958 34 36 L9
1959 27 25 ¢ 37
1960 3L 35 L8
1961 30 31 52
1962 L7 L8 61
1963 L3 L5 61
1964 16 19 25
BRAZIL
1951 315 L72 558
1952 591 712 760
1953 -180 - 15 L32
1954 100 237 L75
1955 - 79 38 2L3
1956 -4k - L 199
1957 176 302 549
1958 165 273 609
1959 197 ) 347 779
1960 367 561 1,009
1961 120 304 720
1962 300 L99 831
1963 Th 218 605
1964 -221 - 88 18
|
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1961
1962
1963
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1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964

Resource Gap

-1
- 83
17

- 51
-101
- 84
75
35

- 26
81
206
63
250
(0)

- Ll
- L9
- 37

27
10L

-105
-123
- 98
L5
92
113

148

12

10
12

I I B |
O

17
12

22
16

12
22

CHILE

Net Capital
Inflow

L6
- 16
61
-3
1
132
97
32
19
285
153
333
(96)

COLOIBIA

-5
- 30
-
L2
127
13-
- 19
- 61
- 62
85
%2
170
139
Lo

COSTA RICA

VoMM ONO

18

26
20
12
20
29
23

Gross Capital
Inflow

68
39
90
97
35
53
173
146
120
213
361
30L
L61
(200)

23

2L
69
187
6l
L7
50

171
2L8
L06

276
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- 3
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MEXICO
Resource Gap Net Capital Gross Capital
Inflow Inflow
1951 2L 124 164
I 1952 -21 103 143
1953 26 120 169
1954 - 52 3L 90
1955 -241 -148 _
1956 - 80 Sk 136
1957 87 221 336
1958 61 206 382
1959 - 5 164 359
1960 36 326 607
1961 25 229 L73
1962 - 64 216 521
1963 - 51 215 500
1964 88 393 (568)
NICARAGUA
1951 13 w 9 - &
1952 S 0 3
1953 2 5 7
i 1954 : 6 12 17
1955 -9 -1 3
1956 L 8 18
1957 10 % | : 20
1958 9 13 19
1959 - 1 - 5 3
1960 8 10 ,15
1961 5 8 21
1962 10 13 18
1963 L 7 15
1964 8 13 21
PANAJA
1951 9 21 25
1952 13 2l 26
1953 : L 16 19
1954 2 19 27
1955 - - 5 13 18
1956 5 23 2L
1957 20 39 L0
1958 19 31 L3
1959 26 39 L3
1960 29 _ Ly L8
1961 30 38 LS
1962 23 30 33
1963 28 38 39

1964 12 22 23




PARAGUAY
Resource Gap Net Capital Gross Capital

Inflow Inflow
1951 = 9 - 8 - 3
1952 5 7 8
1953 5 6 7
1954 L 5 8
1955 1 2 5
1956 7 8 )Y
1957 8 9 16
1958 12 13 16
1959 5 6 12
1960 10 12 U
1961 ) 11 15
1962 L 6 12
1963 7 9 11
1964 9 11 13

PERU
1951 i 36 Lo
1952 30 50 53
1953 L6 66 70
1954 - 5 17 21
1955 16 39 70
1956 6L 96 123
1957 117 150 175
1958 79 111 132
1959 - 23 28 69
1960 o 9’4 - 32 ' 2h
1961 - 69 = 12 63
1962 - ub 20 96
1963 - 15 51 132
1964 - 19 - 7 L7
URUGUAY

1951 76 80 83
1952 31 36 39
1953 - - Th - 69 - 58
1954 31 36 50
1955 - L8 53 68
1956 3 8 15
1957 119 124 130
1958 2 6 12
1959 Lk 50 60
1960 69 _ 76 8L
1961 17 23 L1
1962 65 72 82
1963 -5 5 29
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% A substantial increase in external indebtedness of developing
countries has taken place during the last twenty years, especially on

public account. These countries were virtually free of debt as tie Second
World War ended. At the end of 1965, their aggregate public and publicly-
guaranteed indebtedness, including commercial arrears (short-term obliga-
tions on which payments were delayed) and the obligation to the International
Monetary Fund, was of the order of $40 billion. 1/

2. Growth in outstanding indebtedness and in debt service payments
was particularly fast since the mid-1950's. In 1955, the developing
countries owed about $10 billion on public account (public and publicly-
guaranteed debt with a maturity of one year and over, exclusive of short-
term obligations and of obligations towards the International Monetary
Fund). By the end of 1965, this debt reached $36.5 billion -- a yearly
growth rate exceeding 15%. Debt service obligations on the same category
of devbt rose from $0.8 billion in 1956 to $3.5 billion in 1965, a four-
fold increase during the decade.

A. Growth in Debt

3. Table 1 s'iows the geographical distribution of tie public and
publicly-guaranteed debt with a maturity of one year and over at the end
of 1965: ]

Table 1

Total Outstanding External Public Debt (including undisbursed)
of 97 Developing Countries as of December 31, 1965
(billions of U.S. dollars)

Disbursed Undisbursed Total

A1l Areas 27.3 9.1 36.4
Latin America 9.4 2.5 11.9
South Asia and Middle East 8.5 2.8 1.3
Far East 2.5 2.0 L.5
Africa L.0 1.0 5.0
Southern Europe 2.9 0.8 3.7

1/ Excluding the debts of the centrally-planned economies.
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about a dozen countries.

A large proportion of aggregate indebtedness is concentrated in
This concentration is a reflection of a number

- e =

of factors, with varying significance in different cases.

primarily indicates aggressive foreign resource mobilization in conjunct?on
with an equally aggressive mobilization of domestic sources: 1n others, it
primarily reflects the recourse to foreign resources when domestic resource

mobilization lagged behind. For some cases, a major factor has been

In some, it

borrowing to compensate for shortfalls in external earnings - errowing
which could not be repaid over the medium-term as had been originally

envisaged.

The concentration also reflects the factor of size:

large

countries are also likely to be large borrowers, in absolute amounts,
although not so in per capita terms.

5.

accumulation in the last year.

Selected Major Debtors:

Table 2

Outstanding External Public Debt

India
Brazil
Indonesia
Pakistan
Mexico
Argentina
U.AR.
Turkey
Yugoslavia
Chile
Colombia
Israel

Total

(including undisbursed), 1955-1965

(billions of U.S. dollars)

1955 1963 1964 1965
0.4 3.8 L.7 5.2
1.4 2.3 2.8 3.0
0.5 1.7 2.0 2.5
0.1 32 1.8 2l
0.5 1.6 2.0 2.1
(0.L) 2.1 1.9 1.9
0.7 1.2 1.5¢ 1.k
(0.2) 1.0 3.2 1.2
0.3 1.1 1.3 s
0.L 0.9 1.0 1.3
0.3 0.8 0.9 1.0
(0.4) 0.9 0.9 0.9
5.6 18.6 22,0 23.6

Eé) End of year; figures in parentheses are crude estimates.
(b) Part of 1965 figures are estimates.

There has been some apparent slow-down in the rate of debt

It is not clear whether this represents

a random variation, perhaps reinforced by the weaknesses in statistics,

or it reflects the emergence of a new trend, with a slower rate of growth

in debt.

servicing obligations which is not accompanied by a proportionate rise in
gross capital inflow.

The latter would result from a continuing increase in debt
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B. Growth in Debt Service Payments

6. While deb* accumulation of the developing couniries as a group
slowed down in 1965, their service payments on previously contracted debt
rose sharply in 196l and continued to rise in 1965. The total service
payment: (interest and amortization) on public and publicly-guaranteed
debt with a maturity of one year and over rose from an average of $2.4
billion in 1962 and 1963 to $3.3 billion in 196k and $3.5 billion in 1965.
The most rapid increase in recent years was in Latin America, where debt
service in 1965 absorbed about a sixth of export earnings. These figures
exclude payments on account of commercial arrears and other short-term
obligations: with these, debt service payments would be considerably
larger.

Table 3

Estimated Service Payments on External
Public Debt of 97 Developing Countries

(billions of U.S. dollars)

South Asia Southern
Latin America and Middle East Far Bast Africa Europe Total

1560 1.h 0.h 0.1
1961
1962

'}
1
1963 1
;
1

W WM -

1964
1965

O0QQOa

Ts The level and growth in debt service payments are a function of
the level and grouth in debt outstanding and of the terms on which this
debt is contractei. On the whole, official assistance for development

has tended to become less rather than more concessionary, because of the
decline in the share of grants and grant-like contributions {(such as
long-term credits revaysble in local currencies) in the total official
bilateral capital flow - from almost three fourths in the late 1950's to
about one-half in the mid-1960's. This factor has outweighed the improve-
ment of recent years in the terms of official bilateral loans: between
1960 and 196l interest rates on official bilateral loans were reduced

and the International Development Association, the "soft" credit affiliate
of the ‘lorld Bank commenced operations. However, in 1965 and 1966 the
borrowing terms are showing a deteriorztion.

8. The borrowing terms of developing countries vary sharply by
type of debt. For a sample of 3l countries, the weighted average interest
rate at vhich debts were contracted in 196k was 4.237%, with the range
varying from 0.75% (International Development Association) to 63 (privately



placed debt). The average period of grace - the period in which no amorti-

ol

zation takes place - amounted to 5 years, but the range varied from less

than one year in the case of some private and official debts to 10 years
in the case of IDA. The average repayment period was 23 years, resulting

from a range from 5 to 50 years.

Table L

Weighted Average Terms of External Pgblic Debt

of 3l Developing Countries by Sources of Finance in 196l

Contracted Interest Grace Term to
Amount Rate Period liaturity
($1,000) % (years)  (years)
Total E:tternal Public Debt 1,025,480 L.23 5.1 22.8
Publicly Issued Bonds 95,7L3 5.4h8 3.0 15.0
Privately Placed Debts®/ 1,039,013 6.01 1.2 5.8
Loans from International
Organizations 1,01L,786 3.65 6.7 e P
World 512,700 5.50 L.6 24.9
IDA 394,590 0.75 10.3 49.8
IADB 87,189 5.38 L.6 18.6
Others 20,307 5.78 0.5 6.6
Bilateral Loans, 'lest 1,861,106 3.50 6.6 26.9
From U.S. 1,225,305 2.69 7.6 30.6°
From Others 635,301 5.0L L.6 19.7
Bilateral Loans, East 114,825 3.09 3.5 5.0
a/ Suppliers credits and others.
9. It is likely that the "real" interest rate on privately placed
debt is higher than 6% in many cases.
12. The national borrowing terms have varied sharply, depending

rrimarily on the sources of finance.

The secondary factors have been

differences in national borrowing strategies and in the negotiating

position.



Grand Total

Africa

Zambia
Rhodesia
Ethiopia
Nigeria
Kenya
Uganda
Tanzania

Asia

Thailand

Philippines

Iran
Israel
India
Pakistan

Latin America

Argentina
Mexico
Costa Rieca
Venezuela
Guatemala
Peru

Dominican Rep

ruguay
Nicaragua
Colombia
Panama
Paraguay
Chile
Ecuador
Honduras

Southern Europe

Spain
Yugoslavia
Turkey

Table 5

leighted Average Terms of External Public Debt

Incurred in 196l by 3l; Developing Countries

Contractual Rate of Term to
Amount Interest Maturity
($1,000) (%) (Years)

1,025,480 .23 5.1 22.8
354,122 L.92 L.6 25.7

7,350 507‘4 2:3 2500
39850 5'50 3-5 25:0
39,210 5.38 L.l 20.3
251,693 5.1L L.2 2L.5
25,359 L.22 6.1 33.7
876 L.10 8.4 31.8
25,78L 2.52 8.1 37.8
1,533,255 3,39 7.0 30.0
2L, 500 5.50 6.1 19.2
100,704 5.37 2.8 12.2
87,738 5.10 1.5 11.3
106,374 L.L8 3.3 13.8
546,532 3.30 7.6 33.3
667,407 2.69 8.4 35.5
1,467,856 5.06 33 15.1
18,153 6.08 2.2 11.5
567,L82 5.96 1.5 8.5
13,922 5.62 2.0 8.6
70,771 5.53 31 15.6
L,785 5.43 3.0 15.9
153,461 5.31 L.l 16.1
91,984 L.6L 1.6 8.8
96,372 L.59 1.9 8.6
133852 hoh? 5-9 23 -2
19),090 h.19 5.6 26.5
26,700 L. X7 5.3 20.5
16,630 3.81 10.6 25.4
18,134 3.6L 6.1 23.7
5,553 2.06 6.0 21.7
670,2L7 - 3.97 5.1 21.6
104,113 5.53 s | 15.7
310,454 .88 3.3 13.3
255,680 223 8.0 33.9
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11, Table 5 does not portray the full picture, in the sense that

it does not include receipts from grants: if they were included, the over-
all terms would be more favorable for the group as a whole, and the position
of different countries and regions would also change. The terms would be
significantly more favorable fcr Africa and for Asia than shown in the
table, since they are large-scale recipients of grants; t'ie position of

the Latin American borrowers would also appear more favorable, but not so
strikingly.

12, A significant component of total debt as well as of annual
borrowing consists of suppliers' credits, i.e. credits exterded by the
sellers of machinery and equipment, usually with a guarantee of a public
financing agency in a developed country. Export credits today account

for probably one-quarter of aggregate indebtedness of developing countries.
The share of service payments on such credits in the total is much higher,
probably one-half, since these credits are contracted on medium-term and
with very short grace periods. The real interest rates are frequently
higher than indicated in the contracts, since prices charged for

equipment are on a non-competitive basis and sometimes quite higi.

13. Debt servicing difficulties usually appear in the form of payments
delays on short- and medium-term debt. The maturities on these debts are
heavy and concentrated in a short period. Such difficulties are frequently
sparked by inflationary pressures in the domestic market, which are not
offset by the adjustment in the exchange rate;.or they are caused by a

sharp fall in external earnings which cannot be compensated by a drawdown

of exchange reserves if they are generally kept at a low level.

1L. The origin of debt serviecing difficulties is usﬁally in the

terms on which the debts have been contracted: the worse the terms and the
higher the debt service flow in relation to available resources, the more
difficult wili be the debt management problem.

15. But wvhat are the terms of borrowing that are "supportable" and
vhat is the relationship of debt service flow to available resources that
is "safe"? 1Is there any way in which the limits of borrowing can be
determined? Are these 1limits uniform for all countries? The consideration
of these questions revolves around the notion of debt servicing capacity.
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II. DEBT 3URVICING CAPACITY: LONG-RUN VIEW

A. Concepts

16. The debt servicing problem is essentially the problem of reconcil-
ing ccmpeting claims on resources. The payment of debt service impl%es

that the borrowing country has to forego a certain amount of purcha31ng. p
power, which could ctherwise be used for consumption or investment. This is
the cost of foreign capital to the national economy: against this cost
there is the benefit which was derived from foreign resource inflow in the
past in terms of an increase in the rate of capital formation, and also

the benefit which may be expected in the future from further capital inflow.

17. The problem of reconciling competing claims on resources has a
different complexion, depending on the time horizon under consideration.
At a point of time, or in a short period, debt servicing difficulties take
the form of a liquidity crisis in the balance of payments. Disequilibria in
the balance of payments are the heart of the matter. Uhether a debtor can
overcome the crisis depends on the relative strength of the elements of
rigidity (i.e. the contractually fixed external obligations, minimun
tolerable level of imports) and counter-wailing elements of flexibility
(i.e. availability of compensatory finance and inessential imports). It
also depends on the skill of the authorities of the debtor country in
managing the balance of payments.

18. Reconciliation of competing claims on resources also has a long-
run aspect: and for a developing country this aspect is just as important
as the short-run view. Reconciliation of competing claims will be easier when
total resources are growing than in a stationary economy. ‘As long as the
incidence of debt service falls on a part of the increment in per capita
income, it is possible for consumption and nationally financed investment
to rise pari passu with service payments. And if the rate of increase in
real income, savings and foreign exchange earnings, remaining available
after the claims of foreign capital have been met, is reasonably high, if
growth occurs in a continuing fashion and if its benefits are widespread,
it can plausibly be argued thot debt service payments will also be made
smoothly. In this case, the opportunity cost of fulfilling external
obligations is less obvious and presumably less burdensome than in a
situation in which service payments impinge on existing living standards
and employment levels. Therefore, it can be argued that continuing growuth
in per capita production and the underlying process of rapid accurmulation
of productive capital is the basic long-run condition of debt servicing
capacity.

19. The emphasis in para. 18 has been placed on a '"reasonably high"
rate of growth in real income, savings and foreign exchange earnings,
remaining available after debt service obligations have been met. The
reason for including, in addition to real income, the variables such as
savings and foreign exchange earnings is simple: for debt service to be
paid it is not sufficient that additional income be earned, but it must
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also be saved rather than consumed: only savings serve as a fund for con-
tinued real capital accumulation and for service payments. Furthermore,
since most of the debt that is now incurred is debt of the government, it

is necessary that public savings be generated and that they rise sufficiently
fast to provide both for debt service payments and for financing growing
public investment. Consequently, return on capital must exceed the inter-
national rate of interest. Finally, since we are concerned with external
debt service payments, it is not sufficient that savings be accumilated in
total currency: they must also be transferred abroad. They can be trans-
ferred abroad either by curtailing imports or by generating additional
exports. And since over the long-run growth in income of developing countries
is normally associated by an equally fast or even faster growth in the

demand for imports, the successful transfer of debt service over the long-
run will require an expansion of exports at a rate which, after payment

of debt service, will allow the capacity to import to grow sufficiently

fast to enable aggregate income (production) to rise at a "satisfactory"
("reasonably high") rate.

20, It is not possible to define in any precise sense what is a
"satisfactory" rate of growth: this is a policy variable which will differ
from country to country and from time to time. What is possible, however,
is to explore the implications of an assumed (target) growth rate (or
rates) and of the assumed values of the other variables (savings, invest-
ment, return on capital) for the growth of debt and of associated debt
service payments, by means a model of economic:growth. Furthermore, such
a model can approach the reality in a very important direction. A
developing country does not satisfy its requirements for consumption and
investment and the claims of foreign creditors exclusively out of its own
resources. As it maintains service on the previously incurred debt it
also continues to borrow abroad. As this process occurs, its debt grows
and so does the associated debt service flow.

B. Debt Czcle

21. International indebtedness, its level and its growth reflect the
cumulative resource gap, changes in it over time and the terms on which
external funds needed to fill the gap are made available. The larger the
initial resource gap, the longer the period needed to close the gap,

and the higher the rate of interest on borrowed funds, the higher the
level of indebtedness and the level of the associated debt service.

22. The length of the borrowing periocd, the behavior of capital
inflow and the size of indebtedness and of debt service can be illustrated
by what may be called a debt cycle. Three stages can be distinguished

in such a debt cycle; and they are closely linked with the course of
economic development.
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23. In the first stage, as investment increases, savings, starting
from a low level, are inadequate to finance domestic investment require-
ments. A country has to borrow not only to finance a part of the invest-
ment, but also to meet amortization changes and to pay interest on the
debt that is accumulated in the process. In this way, it obtains a net
addition to its domestically generated resources available for investment.
During this stage the burden of servicing foreign capital is continuously
postponed. Debt increases very rapidly: since interest on debt incurred
previously is paid out of new borrowing which also carries interest, the
familiar law of compound interest operates in all its force. However,

if an adequate proportion of the newly generated income can be saved,

the country would, over time, meet an increasing share of its investment
requirements from its own domestic resources.

L. The second stage begins when the domestic savings have grown
sufficiently to provide for all domestic investment requirements. 1In
this stage, savings would not, however, be sufficient to meet the entire
additional burden of interest and amortization payments on accumulated
debt. At the beginning of this stage, debt would continue to grow, but
at a slower pace than in the first stage. Towards the end of the second
stage, debt has reached its peak and ceased to grow, as domestic savings
cover not only the domestic investment requirements but also the entire
interest burden on external debt.

25. The third stage is one of declining indebtedness. The savings
generated in the economy are sufficient to finance not only all domestic
investment and interest payments on external debt but also provide a
surplus to retire the debt. Gross borrowing continues for some time,
but at a decreasing pace. As gross borrowing approaches zero, the
external debt declines rapidly.

26. Chart I shows the three stages of the debt cycle, reflecting
the growth-cum-debt model. Income growth rate is set at 5% p.a. (the
target of the Development Decade); the initial average gross domestic
savings rate is postulated at 10% and the marginal gross savings rate

at 20%, i.e. double the average. The gross incremental capital-output
ratio is assumed at 3:1 and the gross investment rate at 15%. Foreign
capital inflow initially finances one-third of gross investment. It is
borrowed at an average interest rate of 67 per annum and average

maturity of 15 years, terms fairly representative of conventional
lending.
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27. With these values for the variables and starting from zero

debt, the debt cycle lasts 36 years. The phase in which indebtedness
rises lasts about 25 years. This period of rising indebtedness has

two stages. During the first 15 years, the country obtains net addition
to domestic resources, on top of repayment and interest; in the subsequent
decade, borrowing takes place to meet service requirements.

C. The Problem of Productivity and Savings

28. Whether the model variant is representative of reality crucially
depends on whether the values for the return on capital (measured here in
macro-economic terms by the numerical relationship between capital invested
and output generated, i.e. by the incremental capital-output ratio) and
for savings rates are properly selected. The debt cycle would last
considerably longer and the outstanding debt and debt service would

reach higher levels if the return on capital is lower than implied in

the incremental capital-output ratio of 3:1 and if the initial savings
rate is below 10% and the marginal rate below 20%. And conversely,

the period of external borrowing would be shorter and the indebtedness
level lower if the productivity of capital is higher and if the income
plow-back rate is raised above 20%.

29. In the case of public external borrowing, it is the public
savings rate and its relationship to public investment which have
crucial significance. Since the possibilities of internal government
borrowing in developing countries are limited in the initial stages

of the growth process, the public investment-public savings gap
essentially determines the need for external borrowing: the larger the
gap the greater the demand for externally borrowed funds. On the other
hand, foreign lenders are deeply concerned with the trend and the level
of public savings. Slow growth in this variable is taken to indicate
poor prospects for attaining independence from foreign borrowing and
therefore, it is taken to imply almost indefinite prospects of growth

! in indebtedness and debt service. Under these conditions, the capacity
to borrow abroad will be jeopardized.

D. The Foreign Exchange Problem

[ 30. The developing countries experience a number of difficulties -
some resulting from poverty itself and some from weaknesses of policy -

in raising the rate of savings and in achieving a high rate of return on
capital. One particular problem should be singled out: the foreign
exchange constraint. The low-income countries are producers of primary
products. Consumption of some of these rises very rapidly. Some, however,
are victims of Engel's Law of Consumption: their use may be declining,
relatively or even absolutely, as income of consumers increases. Some are
being displaced by technologically superior and cheaper substitutes. As

a result, international demand for the majority of primary products
increases at a slower rate than the demand for imports of materials and
equipment needed to sustain a satisfactory growth in real income. Lagging
exports limit the rate of growth of income, since they limit the capacity
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to import the investment goods needed to expand the capacity to produce;
and the limit to the rate of growth of income makes it difficult to raice
the rate of savings, particularly when the initial level of per capita
income is low. Consequently, these countries have to develop exports of
manufactured products and of service activities for which international
demand rises relatively rapidly. Recent developments in the exports of
manufactures and services by developing countries have been very encourag-
ing. However, only a limited number of these countries are at present
significant exporters of manufactured products. Countries that are
relatively small suppliers of primary products to the world market can
expand their exports at a significantly higher rate than the aggregate
world import demand and thus alleviate the foreign exchange constraint.
For the larger suppliers, it is necessary to develop either alternative
primary exports or expand the exports of manufactures. Without this the
rapid growth in income can be achieved only by a rising foreign capital
inflow. Foreign suppliers of funds may be reluctant to lend, however,

if exports are continuously sluggish, partly because such sluggishness
implies a low rate of income growth and partly because the rising flow

of debt service obligations will be pressing on a stagnating level of foreign
exchange earnings.

31. The possible impact of the limitations to obtaining a high
productivity of capital, a high marginal savings rate and a high rate of
export growth is illustrated in Chart II. It depicts a stylized "long-
haul" case in economic development: it is assumed that the low level

of per capita income, the high rate of population growth, the obstacles
to productivity of capital and its misallocation, the inability to raise
the rate of export growth and the difficulties and inadequacies in fiscal
volicy, tend to prevent a sharp increase in the marginal shvings rate.
Even in this case, the latter is substantially above the average; but
instead of being postulated at double the average (see para. 26), it has
been assumed at 6C% above the average. A comparison of the projections
in the "model" case and in the "long-haul" case shows that the variation
of the marginal savings rate from 20 percent (Chart I) to 16 percent
(Chart II) more than doubles the period required to close the domestic
resource gap. Further, in the "long-haul" case, the build-up of interest
payments and of external debt is so rapid that gress capital inflow is a
continuing nhenomenon and never ceases. The country has become self-
sustained in the 37th year, in terms of basic relationship between its
domestically generated savings and domestic investment requirements;

but it has remained a dependent economy in terms of continuously rising
debt to infinity, as long as the conditions defined on Chart II prevail.
In cases of this sort, borrowing on conventional terms is bound to lead
to increasing debt servicing difficulties over time. Alternatively, the
income growth target must be scaled down: but in that case the problem
of reconciling competing claims will become increasingly serious in the
future. Alternatively still, domestic savings efforts and procuctivity
of capital must be raised. It is the combination of the relaxation of
terms of borrowing and of increasing Jdomestic savings efforts and
improving the allocation of resources which will yield optimum results
from the viewpoint of growth and of the ability to service debt.
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Long Run View: Concluded

From a long-run viewpoint, four factors have a determining
influence on debt servicing capacity:

The return on capital must be higher than the inter-
national rate of interest;

The aggregate real income of the economy must grow at

a "satisfactory" rate, so that competing claims on
resources - debt service, investment, consumption - can
be satisfied while assuring a certain positive rate of
growth in per capita income; this implies a growing
scale of investment;

The savings out of newly-generated income (the plow-back
of profits) must be high enough so that at some point

in the future - preferably forseable future - domestically
generated savings exceed domestic investment requirements
and leave a surplus which can be used to meet service
payments; and in the case of public borrowing, this surplus
has to be generated in government accounts (or internal
borrowing has to replace gradually external borrowing);

Exports must grow at a rate which will permit the capacity
to import (i.e. the foreign exchange flow remaining

after debt service payments) to increase sufficiently

fast so as to enable real income to expand at a "satis-
factory" rate; such required growth in the capacity to
import will be achieved with the help of net foreign
capital inflow for some time, but after this period
domestic exports must carry the whole burden of financing
import requirements.
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III. DEBT SERVICING CAPACITY: LIQUIDITY ASPECT

A. ConceEts

33. On balance, it can be argued that the majority of developing
countries are facing a fairly long period in which they will need external
resources to finance their savings and foreign exchange gaps. If this is
accepted, it follows that their debt service liabilities will also tend
to increase over a long period. Furthermore, if most of the capital
inflow is contracted on a fixed servicing schedule, i.e. as loan capital,
most of the debt service obligations become contractually fixed. This

is the case with most borrowing on public account.

3L. Fixed debt service liabilities, if they are of a large magnitude,
introduce a serious element of rigidity into the debtor's economy. Since
the economic system, and particularly the foreign exchange receipts,
continue to fluctnuate, while debt servicing obligations remain contractually
fixed, the entire impact of downward fluctuations must be born by imports

or the country must run a deficit in the current balance of payments.

35. Difficulties in transferring debt service payments at a point
of time may result from cyclical or accidental fluctuations in exports
and capital inflow, from inflation-induced or accidental rise in imports,
from capital flight or a bunching of repayment maturities. Alternatively,
the liquidity crisis may be a symptom of structural weaknesses of the
economy. These structural weaknesses arise when the conditions for long-
run debt servicing capacity, discussed in the preceding chapter are not
fulfilled: debt service will account for a larger proportion of income,
savings and exports if they stagnate or increase sluggishly than if they
grow rapidly; and the larger is this proportion (i.e. the higher the debt
service ratio) the more difficzult the problem of adjustment in the case
of temporary declines in income, savings and exports. And in cases in
which the combination of economic variables is such that debt and debt
service grow indefinitely (see para. 31), debt servicing crises are
inevitable even in the absence of any temporary disturbances in the
balance of vayments or in government accounts.

36. However, even in a successful long-run growth-cum-debt case, .
liquidity difficulties may occur and they may be very serious. If the debt
stimicture is unfavorable (i.e. if a large proporiion of the total debt

is repayable in a short period), if compensatory facilities are insufficient
and if export decl’'nes, even temporary, are violent - the debt servicing
problem may be formidable although the long-term trends of savings,
investment and exports may be perfectly consistent with self-sustained
growth and may indicate a successful completion of the debt cycle. The
balance of payments pressure occurs here just as much as it occurs in

the "long-haul" case. The difference between the two cases is that in

the pure "cash-squceze" case the liquidity difficulties are temporary.

They could have been avoided, at least in part, by more prudent borrowing
policy with respect to amortization terms and tney can be remedied

threugh an extension of grace and maturity periods on new loans and,
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at the extreme, through rescheduling of maturities on existing debt.

In contrast, in "long-haul' cases these measures will not be sufficient.
The liquidity difficulties here are primarily a function of continuously
rising interest payments on a continuously rising debt, rather than of
bunching of maturities in a short period or of a temporary export
decline.

B. Liquidity Variables

37. The factors which affect the balance of paymenits and hence
a country's capacity to service debt in the short- and medium-term can
be classified as:

(a) TFluctuating (disturbance) variables

(i) exports
(ii) capital flows
(iii) emergency and inflation-induces imports

(b) Offsetting variables

(i) reserves
(ii) compensatory finance
(iii) compressible imports

(¢) Rigid variables

(i) minimum tolerable imports
(ii) debt service- interest ¢
(iii) debt service- amortization

38. The economic policy of the borrowing country affects the

behavior of many of these variables in a significant manner. In particular,
the external financial situation may be aggravated if fiscal and monetary
practices are inflationary and their effect on external accounts is not
offset by an adequate balance of payments management, e.g., through flexible
foreign exchange policies.

(a) Disturbance Variables

39. A major element of balance of payments vulnerability of most
developing debtor countries arises from instability oif export earnings.
Short-term declines in these earnings have in the past originated largely
in cyclical declines in international demand. In addition, there have
been falls in export receipts caused by occasional failures in supply.
Further, a number of developing countries have experienced reduced earnings
over the medium term, originating in excess production of primary products
in relation to demand. Finally, export declines have been caused by
domestic policies which have adversely affected the incentives to produce
for exports or to sell on the international market.
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L. How far does the experience of the recent past provide a guidance
to the future? TFalls in exports caused by brealkdowns of supply are llk?ly
to continue. The problem of medium-term supply-induced fluctuationg still
exists, and it can be solved only if an advance is made in systengtlc )
diversification of the production and export structures of couniries @eav1ly
dependent on procducts experiencing medium-term production cycles and if
these countries undertake some measure of international coordinati9n of
their investment programs and achieve further progress in their joint
export sales strategies. Export declines resulting froa domestic lneasures
having a restrictive effect on export sales are likely to be less frequent_
than in the past: in a number of developing countries there is an incre§51ng
realization of the need to adopt policies stimulating export growth within
the constraint given by the absorptive capacity of the international market.
With respect to demand, it would seem that violent business fluctuations,

so significant in the prewar period, are not likely to recur: since the
Second Yorld War, the industrialized countries have successfully controlled
the forces underlying the "mormal" business cycle. This does not mean

that the problem has been solved, however. Cyclical variations in demand
and in business activity in the major world industrial centers still exist,
although their amplitude has been dampened; and these cyclical swings lead
to alternating upward and downward multi-year price movements which affect
all or most commodities simultaneously.

L. The second source of instability is to be found in the capital
account. Until the Second World War, capital.flows were by far the most
sensitive element in the total payments picture, reacting violently to

the ups and downs of the business cycle. During a depression, the liquidity
problem, frequently originating in the current account under the impact

of an export decline, was most seriously aggravated by cessation or even

the reversal of capital flows.

L2, International capital flows to developing countries as a group
have displayed a great degree of stability in the postwar period. The
largest component of these flows consists of funds provided by national
and international lending agencies; and these funds have not been sensitive
to cyclical fluctuations. Frequently, they have tended to compensate

for the declines in export receipts.

L3. This stability in the over-all flow, however, has not always
meant stability for individual recipients. Government-to-government flows
are sensitive to non-economic factors affecting bilateral relations.
Private direct investment has continued to fluctuate in response to
changing conditions in both the capital-importing and capital-exporting
countries. Suppliers' credits are sensitive to the short-term balance

of paymenis position of the borrowing country: the terms may becone
progressively disadvantageous as the liquidity crisis approaches, and

the flow is likely to cease when payment difficulties become severe.

Thus, while stability in over-all flows is very much greater than in

the earlier periods and even the flows to individual countries display
greater stability, there are still significant fluctuations in the latter,
both with respect to magnitudes and terms.
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Ll. Swings in the flow of foreign capital are not the only disturbance
in the capital account of developing countries. Another disturbance which
can be of great importance in some countries in particular periods, is
flight of domestic capital. It is frequently caused by political factors;
but it can also be caused by monetary developments. Countries which have
experienced bursts of inflation and successive devaluations would be
particularly exposed to capital flight.

L5. Domestic inflationary pressures affect not only the capital
account but they cause disturbances in the current account as well. Import
increases are a natural consequence of inflationary finance if the exchange
rate is pegged. There has been an increasing awareness in the developing
countries of the consequences of inflationary finance in the recent past;
however, inflationary pressures still exist in a number of cases. The
impact of this source of instability can be reduced if the balance of
payments management is flexible; but even so, a high and continuing degree
of inflation will make the external financial position increasingly
difficult over time, particularly if capital flight ensues.

L6. Some of the disturbance variables discussed above are beyond the
control of the debtor country: this refers in particular to export
fluctuations that are induced by swings in international demand and to
autonomcus changes in foreign capital inflow. And conversely, domestic
authorities can exercise substantial incluence on some of the variables:
this refers to inflation-induced increases in imports and reductions in
exports and to canital flight. Only a combination of domestic policies
geared to a minimization cf internally generated disturbances and of
interrational policies aimed at stabilization of receipts from commedity
exports and from capital inflow can assure that the development process
nroceeds without interruption and that debt servicing obligations are
discharged smoothly.

(b) Offsetting Variables

L7. As an alternative to stabilization of receipts from exports and
from capital inflow, there are three ways in which the impact of export
declines and of swings in capital inflow can be offset. The debtor country
may build up its foreign exchange reserves in periods of export upswings
and use them in periods of decline. Secondly, compensatory finance from
abroad can be proviced on a loan or grant basis to offset the effects of
declines. Thirdly, the debtor country may find it possible to curtail

its imports of non-essential goods in periods of decline and thus continue
its growth process, although personal consumption, or its growth, may have
to be curtailed.

L8. In countries where export receipts fluctuate over a relatively
short period, if the government of a country conducts an anticyclical policy
and has perfect foresight, it may take advantage of a period of above trend
exports to accumulate international reserves and pay off shorbi-term debts,
and would thus be prepared to face a period of below trend exports. Such
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compensatory policy has been in evidence in some developing countries

since the war. But this has not been a general rule. With emphasis on
economic development and groiring need for investible resources, the
opporturnity cost of maintaining foreign currency and gold reserves has
risen, and a number of countries have partly run down such reserves for
financing domestic capital formation. In others, reserves have been used
to finance excessive import increases: periods of above-trend exports

have also been periods of high consumption and investment expenditures, and
optimistic expectations regarding the duration of high prices, coupled with
imperfections of the monetary mechanism and monetary policies, have
frequently led to excessive spending and thus to excessive imports. As

a result of these factors, the reserves of developing countries are now
substantially smaller, in relation to imports, than they were fifteen years
ago: in 1548, they amounted to 703, they dropped to 57% in 1953 and they
are now about 30%.

Rescrves as Percentage of Imports, 1964

World L3 %
Industrial Countries L8
Semi-Industrial European

Countries L7
idigh-Income Primary

Producing Countries Ll
Developing Countries 29

L9. Countries' own reserves are not the only offsetting variables.
Compensatory borrowing abroad is an effective supplement of own reserves;
and the operations of the International Monetary Fund have to a certain
extent reduced the need to maintain large reserves of gold and convertible
foreign currency. The lack of flexibility introduced by the reduction

of own reserves has thus been partly compensated by the establishment and
activity of the international machinery specifically designed to supple-
ment the nationally-owmed supply of liquidity facilities. Recently, the
Fund introduced a new compensatory facility to offset fluctuations in
export earnings: this facility is directly aimed at primary producing
countries suffering from temporary short-falls in export earnings. DNow
under way are new international initiatives to create supplementary
financing facilities in order to mitigate the impact of unforeseen
declines in external receipts.

(¢) Rigid Variables

50. It has already been emphasized that the fluctuating nature of
external receints of debtor countries stands in sharp contrast to the

fixed nature of their debt servitcing obligations. Interest on external

debt is the most rigid element in the balance of payments. It is
contractually fixed and is a recurring charge on the economy regardless

of borrover's fortunes. Fixed interest debt in most developing countries
consists today largely of public and publicly-guaranteed debt. Consequenti;.
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any failure to par this recurring charge adversely reflects on a govern-
ment's ability to save and to transfer savings, and thus inevitably
undermines its credit standing.

51. From the viewpoint of the balance of payments, service on loan
capital borrowed by private parties is equally rigid. On the otaer hand,
it is usvally assumed that returns on equity capital fluctuate with export
earnings. This assumption is only partially valid: it applies to profits :
and dividends originating in export industries, but it does not apply to
earnings of foreign investment employed in activities catering to the
domestic market. In the postwar period, such foreign investment has been
of significance: it has been flowing not only into consumer goods
industries but also into industries producing capital goods and inter-
mediate products in a number of industrializing developing countries.

52, Debt service is not the only element of rigidity in the balance
cf payments of a developing country. As its industrialization process
proceeds, the composition of its imports undergoes significant changes.
Fxpansion of the industrial base requires expanded imports of fuels, raw
materials, spare parts and capital goods. Reduced imports of these goods
may cause unemployment and affect the momentum of growth. Furthermore,
the postwar period has been characterized by a rapid expansion of the
imports of foodstuffs into developing countries: domestic food supplies f
have lagged behind increasing demand. Reduced imports of staple foods ,
is rendered extremely difficult: imported food, in most cases, serves
to supplement local supnlies to urban centers whose population has growm {
rapidly since the war. i

53+ The other component of debt service payments - amortization -

is also a rigid element in the balance of payments, although it could be I
argued that there is a substantive difference betueen this element and
interest. It is the exception rather than the rule that the less
developed countries are expected to reduce the absolute level of their
debt in the near future, which would happen in the case of net repayment.
However, there is no certainty that new loans will be extended and thus
offset or more than orffset payments due on the loans of the past. The
contractual obligation to pay amortization exists irrespective of what
happens to other elements of the balance of payments.

Sk. The most severe liquidity crises are caused by the concentrations
of maturities in a shiort period - the so-called "cash-tsqueeze" cases. If
the debtor country has to repay a large proportion of its debt within a

few years; if no foreign exchange reserves have been accumulated to enable |
the retirement of th> debt; and if the creditors are not willing or able

acute. Creditors may be reluctant to reschudle the debt over a longer
period because of their past experience: rescheduling would not help '
much if the debtor were to pile up new short-term debts as soon as the
existing ones have been funded. On the other hand, the debtor country,
if it is unable to space over time the maturities, is almost compelled
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to resort to more chort-term borrowing, {requently at prohibitive interest
rates. Its debt structure worsens further. Breakdowm is avoided if the
debtor country drastically curtails its imports and thus releases resources
for the liquidation of short-term debts; this helps restore its credit
abroad, but in the meantime the process of economic growth is arrested.
Alternatively, creditors may agree to postpone collections, and this
provides a breathing spell. But if new short-term debts are incurred, a
new liquidity crisis occurs in short order. This succession of crises
inevitably affects the flow of long-term capital needed for dJdevelopment.
The solution of the '"cash-squeeze" problem is unlikely to prove lasting
unless an advance is made in ccping with the basic factors responsible

for the financial crises that have been experienced.

55. An unfavorable debt structure does not necessarily lead to a
liquidity problem: whether such a problem will in fact arise depends on

the size of service payments in relation to the major macro-economic
variables, particularly export earnings, and on the possibilities of
contracting new capital inflow. The latter cannot be statistically measwred:
they will depend on the circumstances in particular cases. The former

can be expressed in the form of the debt service ratio.



e s

IV. DEBT SERVICE RATIO

56. A convenient indicator of rigidity and of the actual and potential
pressure on the balance of payments is the ratio of debt service - interest
and amortization - to exports. Foreign exchange is one of the scarcest,

if not the most scarce, inputs for the developing countries. The debt
service is a continuing charge against this scarce resource. The proportion
of exports absorbed by debt service reflects the pressure to which a debtor
country would be exposed and the effort it would have to make if capital
inflow were to cease. Furthermore, since current account receipts also
fluctuate, debt service ratio indicates the potential strain which a debtor
country would experience when its exports contract: the proportion of
export earnings absorbed by debt service would go up when exports decline
and there would occur a proporticnate reduction in the amount of foreign
exchange available to the country for financing imports needed for domestic
consumption and investment. Finally, the higher the ratio the greater

is the pressure of dsbt service on the debtor's economy at any point of
timel

57. The debt service ratios can attain very high values in the

course of the debt cycle. If foreign capital is lent on conventional terms,
if the domestic growth variables have the values as described in the growth-
cum-debt model (ses para. 26), if the initial ratio of exports to income

is 10% and if exports grow at the postwar historical rate of L% per annum,
the ratio of debt service to exports would reach 50% at the peak of the
debt cycle, i.e. one-half of exchange earnings would be absorbed by debt
service (see Chart III). This is a high degree of rigidity. It should be
emphasized, however, that if the proportion of exports té total income is
higher than 10% - i.e. the economy is more "open" - the level of the ratio
would be lower than indicated in Chart IITI: if the export proportion is
20%, the height of the top line on Chart III (ratio of debt service to
exports) would be reduced by half. Similarly, if the rate of export

growth is faster, e.g. due to rapid development of exports of manufactures,
the ratio would show a more moderate magnitude. Finally, to the extent
that lending takes place at a rate of interest below 6%, the ratio would
be corresgondingly reduced: in fact, the average lending rate is L-L.5%
at present.

S8. Debt service ratios of developing countries have been increasing
throughout the postwar period: this was inevitable since most countries
started with zero debt or very low debt and debt service. For the develop-
ing countries as a group, the ratio is now about 10%. For individual
major debtors, it is considerably higher, either as a result of an unfavor-
able debt structure or of the size of the debt outstanding in relation to
exports.
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Debt Service Ratios, Selected Countries, Recent Yecar

(Proportion of Commodity Exports Absorbed by
Service on Public and Publicly-Guaranteed Debtt, in %)

Latin Amerigg 5215

Argentina 36.9 (196L) Israel 32,5 (196L)
Brazil 25.2 a/ (196L) India i8.8 (126L)
Mexico 24.0 b/ (1964) Pakistan 14.8 (1764)
Chile Na" (196L) Thailand 3.7 (1963)
Colombia 16.8 (196L) Fhilippines 3.5 (196L)
Peru 6.7 (196L) Malaysia 2.0 (196L)

Southern Europe _ Africa
Turkey 26.9 (196L) Tunisia 15.0 (196L)
Yugoslavia  22.L (196L) Ghana 12.9 ¢/ (196L)
reece 5. (196L) Sudan 9.3 (196L)
Nigeria 7.0 (1965)
Ethiopia 6.8 (1964)
East Africa 6.6 (1963)
Morocco 340 (196l)

a/ Understated.
57 Exports include receipts from tourism and border trade.
c/ Scheduled debt service payments in 1965 as percent of ‘196l exports.

59. "iistory provides little guide for determining the maximun
ratio which countrics can sustain without default or without interference
with the transfer of earnings. Argentina maintained investment service
in the late 1890's with an investment payment-current receipts ratio of
over LO percent; Lut the country ... restricted transfers after 1947
with a ratio of only 10 percent (in 1945)... Australia managed to avoid
defaults during the 1930's with an investment service-exchange income
ratio ranging from 35 to LL percent during the 1930-3L period; and
Canada's ratio reached 37 percent in 1932 without defaults on government
obligations or the introduction of exchange controls on current trans-
actions... The degree of tolerance varies considerably from country to
country with the breaking point in most countries during the 1930's at
25 to 30 percent. Un the other hand, it was a sharp rise in the ratio
resuiting from the precipitous fall in export earnings that brought
about the defaults". 1/

1/ Raymond F. Mikesell, The Capacity to Service Foreign Investment, in:
U.S. Private and Govermment investment Abroad, University of Oregcn,
1962, p. 383.
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60. Obviously, high ratios represent a major threat to liquidity

at any one point of time. Whether they will be supportable over the

short-run, depends on the availability of foreign exchange reserves and of

other compensatory facilities. Over the long-run, their supportability

depends on the rate of growth in exports and in domestic savings. But |
they do create serious problems.

61. The probtlem of rigidities arising from debt servicing burden
can be handled in a number of ways. An acceleration in the rate of
growth and structural change of the borrowing countries, accompanied by
maximum inducement to export development, will tend to increase the
flexibility of their economies. Flexible balance of payments management
will make it possible to accommodate more smoothly the competing claims
on resources and thus to maintain the debt service flow. Avoidance of
large-scale short- and medium-term borrowing will prevent the recurrence
of bunching of maturities in a short period. Elimination of barriers
fzcing the exports of developing countries, both of primary products and
of manufactures, will enable these countries to raise their rate of

export growth and thus to reduce the adverse impact of the foreign exchange
constraint. Reduction in the amplitude of fluctuations of primary product
prices or the provision of supplementary financial facilities will
alleviate the difficuvlities arising from the varying nature of external
earnings of developing countries against which they face fixed repayment
obligations. Softening of the terms of capital inflow would reduce the
rate of growth in external indebtedness and in debt service payments and
thus reduce the debt servicing burden and the accompanying rigidities

to which it gives rise.

D. Avramovic
September 1966
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INTERNATTONAL TRADE, INDUSTRIALIZATION, AND GROWTH

Dragoslav Avramovic
Director
Special Economic Studies

I. The Controversy

The relationship between industrialization and international trade
is an old, controversial subject. But while the controversy is old, the em-
phasis has been shifted greatly during the last three or four decades.

Debate Prior to World War II

In the period between World Wars I and II, the major question
asked was whether industrialization in the developing countries would cause
exports from the already industrialized countries to shrink and possibly to
stagnate. The next question was whether industrialization would lead to a
decline in the exportable surplus in the primary producing countries and
thus turn the terms of trade in favor. of primary products, raise costs in
the already industrialized countries and therefore slow down growth in their
savings and in their rate of economic activity.

The first answer to these guestions was given by Folke Hilgerdt,
in his famous study, Industrialization and Foreign Trade. 1/ Based on ex-
tensive statistical investigation covering the period 1870-1935, Hilgerdt
arrived at two conclusions:

(1) Industrialization increases productivity of labor, and the
resulting greater supply of manufactured goods tends to stimulate the pro-
duction of primary products for sale. Thus, industrialization tends to in-
crease a country's ability to export and in this way it helps to finance
increased imports of manufactures.

(2) The process of simultaneous industrial growth and expansion
of trade was disrupted in the 1930s by the disintegration of the world econ-
omy. The real danger to the future growth of trade, therefore, is not indus-
trialization but the failure to abolish restrictions on international trade.

At least a part of this old controversy is now virtually dead.
World trade has expanded at an extremely rapid rate since World War II: in
the decade 1953/55 through 1963/65, world exports rose at a rate of T per
cent per annum. In the same period, the annual rate of increase for world
industrial output was 5.5 per cent; and for gross domestic product (epP) it
ranged between 4 and 4.5 per cent. It follows that trade expanded faster
than industrial output and much faster than total product. Furthermore,

L/ League of Nations, Industrialization and Foreign Trade, Geneva, 1945,
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trade in manufactures expanded much faster than industrial output, rising in
the decade 1953/55 through 1963/65 at a rate of 8.6 per cent per annum.

It must be stressed, however, that the fastest expansion was in
trade among the industrialized countries and, within this, trade in indus-
trial products. Exports of primary products have lagged behind. Nonethe-
less, the fundamental point still holds: rapid growth in industrial produc-
tion and in total real income led to a rapid expansion of trade, not to
stagnation.

Postwar Debate

The old controversy has given way to a new one, which has now be-
come quite familiar. There are forces in the world economy that restrict
the rate of growth of exports of developing countries and thus set a limit
on the growth of these countries' capacity to import, which in turn, sets a
limit on the rate of economic growth and of industrialization in the de-
veloping countries. Furthermore, there are continuing fluctuations in these
countries' exports; and the corresponding fluctuations in their capacity to
import interfere with their growth process and thus with the pace at which
industrialization proceeds.

What I shall attempt to do here is to consider various elements of
this thesis and to draw some of the implications that it contains. Many
questions might be raised:

(1) Is the developing countries' elasticity of demand for imports
so high that they cannot achieve a satisfactory growth rate without a sharp
increase in their capacity to import?

(2) How strong are the forces that keep down the rate of export
growth of the developing countries? ;

(3) How serious are the effects of fluctuations in their export
proceeds on their growth process?
i
(4) How inherent are the fluctuations in the organization of pro-
duction and trade?

(5) What policy actions could be taken to raise the rate of ex-
port growth and to minimize the impact of unforeseen developments in exports
on the growth process of the developing countries?

As I cannot cover all these subjects in the time available, I
shall leave for discussion the problem of fluctuations and shall restrict my
remarks to the problems of import and export growth.
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II. Demand for Imports

Shifts in Volume and Composition

In the developing countries, there has generally been a tendency |
for imports to advance strongly as development programs have got underway. |
Underlying this tendency has been a shift in the composition of domestic |
demand towards the kind of manufactures and materials which these countries |
have been least equipped to produce. In most countries, a major element in |
this shift has been the increase in the share of investment in total expen-
diture. BSince these countries are largely deficient in the engineering and !
metal-working industries producing capital goods, the import content of in-
vestment is usually high; in recent years it has typically been in the re-
gion of 25-40 per cent. Consequently, the shift in domestic demand towards
investment has led to a strong increase in import demand for investment
goods. At the same time, the industrial and agricultural growth has created
new demands for intermediate goods and raw materials, some part of which has
had to be met from foreign sources of supply, while demand for food imports
has also risen.

Per capita food production in developing countries is now no high-
er than before the war: in the last several years it has been falling. Be-
fore the war, the developing countries were exporting some 10 million tons
of grains. Asia and Africa were self-sufficient at a low level of per cap-
ita consumption, while Southern Europe and Latin America were large export-

. ers to the Western European market The developing countries are now im- |
porting 25 million tons of grains. Part of the Latin American surplus is
absorbed within Latin America; Africa, especially North Africa is importing

. grains; the rice surplus in Southeast Asia has been cut into less than one-
half, while India, Pakistan and Indonesia are large importers. The overall
swing in grains trade of developing countries amounts to some 35 million
tons, or an approximate value of $2.5 billion.

The increase in imports of foodstuffs is a relatively new phenom-
enon, reflecting in part lags in domestic production. Growth in imports of
raw materials, fuels, and manufactured goods in response to industrializa-
tion is an old fact. As industrialization has proceeded in a country, im-
ports of raw materials and of fuels -- except in unusual cases -- have risen
not only in absolute terms but also as a share of total imports. Between
1913 and 1955, the share of imports of raw materials in a group of semi-
industrialized countries rose from 3 per cent to 10 per cent, and the share
of fuels increased from 6 per cent to 11 per cent.

The major change, however, has been in the composition of imports
of manufactures. The share of textiles in the imports of manufactures of
semi-industrialized countries fell from 34 per cent in 1899 to 22 per cent .
in 1913 and to 6.8 per cent in 1955; and the share of goods other than tex- |
tiles and capital goods fell from 36 per cent in 1899 to 24 per cent in
1955. At the same time, there was a sharp rise in imports of capital goods
-- from 11 per cent of total imports of manufactures at the turn of the
century to 43.L4 per cent in 1955. But these shifts in composition have not
led to a decline in either the absolute value of imports of manufactures or
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their share of total imports. In semi-industrial countries, imports of
manufactures amounted to 69 per cent of total imports in 1913 and to 70 per §
| cent in 1955. As the total volume of imports rose during that period, the
absolute volume of imports of manufactures likewise increased. And in the

years 1955 through 1965, imports of manufactures of developing countries as

a group rose at a rate of 6 per cent per annum.

i

Elasticities

The statistical relationship between increase in income and in- |
crease in imports has varied greatly from country to country in the postwar
period, reflecting differences in resource endowment, in policy, and in
growth rates, as well as purely accidental relationships. ©Some countries
have had a rapid growth of output and a slow growth of imports, while others
have had a slow growth of output and a rapid growth of imports. However, -

there are virtually no developing countries in which output grew while im- i
ports stagnated or declined over any substantial period of time. (Brazil
in the 1950s is perhaps the only modern example, but even this is statis- E

tically controversial.) In a sample of some 30 countries covering the
period from the early 1950s to the early 1960s, the ratio of import growth
to the rate of growth of gross national product (GNP) was typically between
0.5 and 1.5. The unweighted average was 1.25.

Elasticity analyses that have been undertaken show an average
value close to 1 or above 1. The United Nations estimate covering the
1950s, broken down by major commodity classes, indicates an aggregate re- ‘
lationship of 1.3 -- imports increasing [aster than total real income.
Flasticities varied by commodity group -- the highest being that for chemi-
cals (1.85) and the lowest, surprisingly enough, for fuels (0.35). The in- g
come elasticity for capital goods imports was above unity in relation to
capital formation (1.16); for imports of raw materials, it was quite high
(1.65); and, reflecting past lags in domestic agricultural output, it was -
high (1.49) for imports of foodstuffs. In terms of geographic regions, the |
elasticity was taken to be below unity for Latin America only; this reflec- :
ted the past rate of import substitution. The Economic Commission for Latin |
America (ECLA), in a paper produced in 1963 for the United Nations Confer-
ence on Trade and Development (UNCTAD), indicated an income elasticity of
demand for imports about equal to or slightly exceeding 1. Demand for capi-
tal goods, intermediate products, and fuels would play an important part in
determining the future demand for imports, but particularly the demand for -
capital goods. r

Chenery, in the Patterns of Industrial Growth 2/ based on a sample ;
of UT countries, concluded that imports grow as per capita income rises --

in fact, that both rise at about the same rate. At the same time, depend-

ence on imports is relatively less for a large country than for a small one.

2/ Hollis B. Chenery, "Patterns of Industrial Growth", The American
Economic Review, September 1960. 1
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Analyses made by the World Bank of growth performances and future
capital requirements of some 4T developing countries have found a past re-
lationship between import growth and GDP growth, on a weighted basis, of
just above 1l; the projected relationship works at about 1.1 at a weighted
- GDP growth rate of 6 per cent a year.

The implication of all these findings then is that aggregate in-
come elasticities of demand for imports should be, on the average, somewhat
above 1; and for an income growth rate of 5-6 per cent per annum, imports
would have to rise somewhat faster than national product. Specifically with
respect to manufactured products, two findings seem to be warranted. First,
industrialization leads to increased real income per capita; and with grow-
ing real income comes an increase in demand for manufactured goods, the rise
in per capita demand in developing countries being, on the average, in the
region of 1.7-2.0 times that in industrial countries. Second, with the pro-
gress of industrialization, the proportion of demand met by imports falls |
off, the rate of decline being 0.4-0.6 times the rate of increase in manu- .
facturing production per capita. The implications of these results are '
that, on average, imports of manufactures will rise, since the percentage
fall in import content is less than the percentage rise in demand. And
since the demand for raw materials and fuels will also tend to increase,
total imports will most likely rise even faster than imports of manufactures !
alone -- and this will occur even if food purchases do not rise.

ITII. Import Substitution

How does the demand for imports compare with the past and pros-

pective growth in exports? The issue is not, of course, that exports have

. to rise substantially more than imports: if that were to happen, the devel-
oping industrializing countries would quickly cease to receive from abroad
any contribution to their resources. The issue is whether exports can rise
at a rate reasonably close to the rate of growth of imports so as to prevent
the external gap from rising to unmanageable proportions; and whether a
rapid growth in exports will improve the flexibility of the economy and re-
duce the need for an extreme policy of import substitution. Import substi-
tution is both necessary and inevitable in the process of growth and indus-
trialization; on the other hand, it has its limits. In terms of industrial
structure, import substitution becomes difficult and costly within the con-
fines of national markets when pushed beyond a certain point. As Raul
Prebisch said at UNCTAD in 1964 (basing his statement mostly on Latin Ameri-
can experience):

"(a) The simple and relatively easy phase of import substitution
has reached, or is reaching, its limit in the countries where industrializa-
tion has made most progress. As this happens, the need arises for techni- |
cally complex and difficult substitution activities, which usually require
great capital intensity and very large markets if a reasonable degree of
economic viability is to be attained. Thus there are limits to import sub-
stitution in the developing countries which cannot be exceeded without a !
frequent and considerable waste of capital. Moreover, the extension of im- |
port substitution to a wider range of goods generates or increases demand .
for other imports, whether of raw materials and intermediate goods to
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manufacture products in respect of which such substitution is taking place,
or of new lines of capital goods or consumer goods that technology is con-
stantly creating.

"(b) The relative smallness of national markets, in addition to
other adverse factors, has often made the cost of industries excessive and
necessitated recourse to very high protective tariffs; the latter in turn has
had unfavorable effects on the industrial structure because it has encouraged
the establishment of small uneconomical plants, weakened the incentive to in-
troduce modern techniques, and slowed down the rise in productivity.

"(e) Usually industrialization has not been the result of a pro-
gramme but has been dictated by adverse external circumstances which made it
necessary to restrict or ban imports; these measures have been applied espe-
cially to non-essential imports that can be dispensed with or postponed.
Thus home production of these goods has been encouraged, absorbing scarce
production resources, often regardless of cost."

This statement does not apply with equal strength to all countries.
In the larger of the developing countries, the room for efficient import sub-
stitution will be much wider, not only for consumer goods but for producer
goods as well, than it will be in the smaller countries. But even in the
larger countries, there will be frequent cases of inefficient and high-cost
operations unless industrial programming is extremely careful; also, after a

certain point, imports -- already restricted to such goods as intermediate
products, fuels, and high-quality capital goods, which the country either
cannot produce at all or can produce only at exhorbitant cost -- will tend

to increase as domestic investment and production increase.
Many factors have brought about the type of import substitution

policy that has been adopted in the developing countries in the past. One of
them has been their export experience.

IV. Export Experience

The aggregate value of exports of developing countries has been
rising in the postwar period at a rate of about 4.5 per cent per annum.
Within this aggregate, the various regions have fared quite differently.
Exports of the Middle Eastern countries have expanded at twice the average
rate, i.e. 8 per cent per annum. Those of African countries, which have
displaced in part producers in Latin America and Asia, have risen above the
average rate. Latin American and Asian exports have increased much less --
an average growth rate of 3 per cent to 4 per cent per annum. In a number
of cases the postwar growth in exports has been lower than the rate of
population increase.

Many factors determine the rates of export growth. One set of
forces is beyond the control of policy; another set is subject to policy mea-
sures. The distinction between these two sets of forces is not watertight,
but for analyticals purposes it is necessary.
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Forces Beyond Control of Policy

An important force that is beyond the control of policy is the slow
rate of inecrease in developed countries' demand for certain types of food --
ordinary food. This demand is subject to Engel's Law of consumption: a
diminishing proportion of income is spent on foodstuffs as income rises above
a certain level. Exporters of ordinary foodstuffs -- for example, cereals,
oils, and fats -- to high-income areas face an inelastic demand schedule.
Furthermore, an increasing part of expenditures on food is absorbed by the
services component. However, there are two exceptions to Engel's Law:

(1) The income elasticity of demand is quite high for certain
foodstuffs -- those with high vitamin and protein content.
Citrus fruits, bananas, pineapples, and meat belong to this
category. Unless there are either insufficient incentives
to produce or barriers to the flow of trade, exports of
these products can expand relatively rapidly.

(2) Engel's Law is a law of consumption, not of trade. A slow-
down of production in the importing areas or in competing
developed exporting countries can open room for rapid export
growth from the developing countries, provided again that
these are sufficient incentives to produce and no trade
barriers.

Nonetheless, the effects of Engel's Law will be to keep down the rate of
growth of exports of foodstuffs at the present international distribution
of income.

Another force that is beyond the control of policy is technical
progress in the importing developed countries. On the one hand, chemical and
engineering industries, which enjoy the fastest rates of growth, have a low
ratio of materials to value added. This is in contrast to textiles and other
nondurable goods industries in which growth rates are lagging and which have
a relatively high materials content. On the other hand, there is a trend to-
ward a lower volume of consumption of materials per unit of output: Increased
use of waste materials, a trend toward lighter products, an increase in the
degree of fabrication of industrial products. In technically advanced sec-
tors, this force has been most important. Bulk handling is another example.
Finally, consumption of services rises faster than consumption of goods, and
this reduces the rate of growth of inputs of materials. The net effect of all
these factors is illustrated by the following: in 1900, the United States
used 22.5 cents worth of raw materials for each dollar of GNP; in 1960, it
used only 11.5 cents worth. This downward trend has accelerated in the last
20 years. The United States economized in the use of raw materials at a rate
of 0.1 per cent per annum from 1900 to 1940, and since then at a rate of
1.8 per cent per annum.

Another -- and most outstanding -- technical change has been the
continuing development of new types of synthetic materials. This has been
true particularly of man-made fibers, both the cellulosic and the newer non-
cellulosic types, which have made considerable inroads into the traditional
apparel uses of cotton and wool in the developed countries; synthetic rubber,
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Forces Within Control of Policy

Policy actions both in the developed and in the developing countries,
influence the growth of exports. I shall discuss first the policies of the
developed countries, and then move to those of the developing countries.

Policies of the Developed Countries

Seventy per cent of the exports of developing countries are directed
to the developed areas; consequently, the trade policies in these latter areas
influence heavily the export earnings of developing countries.

1. Trade Restrictions on Primary Products

Restrictions by developed countries on imports of primary products
-- which account for some 88 per cent of developing countries' exports -- are
of many kindsj; they include tariffs, quantitative restrictions, excise taxes,
and other devices, and their complexity and severity vary from commodity to
commodity. All of these measures tend to restrict the volume of exports from
foreign suppliers. In addition, quotas and other guantitative restrictions
-- by transferring from domestic producers to the world market some of the
burden of adjustment to changing conditions -- increase the instability of
prices in the world market and hence aggravate the instability of export
earnings from primary products. The potential export earnings of producers
of primary raw materials are further restricted by the practice of imposing
tariffs on processed goods which are higher than those on raw products; this
encourages the importing of products in raw rather than in processed form.
In the early 1960s, 40 per cent of the value of foodstuffs and industrial
raw materials imported by major industrial countries from developing countries
was subject to some form of restriction. For foodstuffs particularly the re-
strictions were extensive, covering 56 per cent; for industrial raw materials,
the coverage was less — some 22 per cent.

Price support. The wide variety of forms of protection makes it
difficult to identify with any degree of precision the importance of pfotect-
ion in different countries, and for different commodities, in restricting
access to the import markets. ©Since, however, the underlying purpose of all
forms of protection is to maintain producers' incomes -- by raising prices or
by direct income support -- a reasonably approximate method of assessing the
level of protection may be obtained from data on price support to domestic
producers of particular primary commodities. 4/

In 1963/6L4, the weighted average price support for wheat, sugar,
milk beef, pork, and eggs amounted to 52 per cent in countries in the European
Economic Community (EEC), 36 per cent in countries in the European Free Trade
Association (EFTA), and 18 per cent in the United States. This compares with
the following values in 1956/57: 35 per cent (EEC), 40 per cent (EFTA), and

L4/ See UNCTAD, The Development of An International Commodity Policy, 1967.
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21 per cent (U.S.). Thus, in EEC, the protection increased; in EFTA and the
United States, it fell somewhat. Insofar as developing countries are con-
cerned, the protective policies for sugar, meat, vegetable oils, citrus
fruit, and tobacco are particularly damaging, since in these products they
could be competitive and the elasticity of supply should be substantial.

Revenue charges on primary products. For tropical agricultural
products, the main barriers to exports of the developing countries are the
excise taxes imposed by developed countries on coffee, cocoa, bananas, and
tea. Also subject to revenue duties are sugar, oilseeds, wine, and, partic-
ularly, tobacco and petroleum. In the early 1960s (1962), nine major devel-
oped countries collected about $7.2 billion from revenue duties and internal
fiscal charges on primary commodities imported from developing countries.
Most of it was raised on petroleum and tobacco (some $5.9 billion); coffee
and sugar yielded about $450 million each.

Effects of removing protection on primary commodities. Various
estimates have been made of the effects of removing protection. They depend
on assumptions concerning price elasticities of supply in both developing and
developed countries, and of demand in the developed countries. Gale Johnson,
president of the American Farm Economic Association, has estimated the effect
on imports of removing protection at $3.5-4.5 billion, of which about one-
half might accrue to developing countries. This is a global estimate; it is
based on the assumption that the elasticity of supply in developed countries
is 0.15, that the elasticity of demand is 0.2, and that price supports raise
the price to the producers by 20-25 per cent and to the consumers by 15-20 per
cent. It is also based on the assumption that the elasticity of supply in
the developing countries is very high. The difficulty is that it is not
possible to break down such global estimates. Specific estimates have been
made with respect to sugar: depending on the assumptions as to whether pro-
tection would be completely abolished (with an accompanying assumption that,
if the price should fall to 5 cents, domestic production would be wiped out
in five major importing countries) or just the form of protection would be
changed (use of deficiency payments, thus reducing the price and raising
consumption, without reducing output in developed countries), the estimates
for additional export earnings range from $675 million to $80 million a year.
For coffee, cocoa, tea, oranges, and bananas, the abolition of fiscal charges
would yield some $120-125 million; the amount is low because price elasticity
is low. If, instead, one-half of the revenues were transferred to the pro-
ducing countries, the amount would exceed $350 million.

2. Trade restrictions on manufactures

Barriers to exports of manufactured products from the developing
countries, like barriers to exports of primary commodities, include both
tariff and non tariff restrictions. It is impossible to generalize concerning
non tariff restrictions and their effects. They include licensing require-
ments, quota restrictions, negotiated export limitations, internal taxes.

The most important ones are probably quota restrictions and negotiated export

limitations; among these is the International Cotton Textile Agreement, which

provides for restraint on exports in the event of market disruption in the im-
porting developed countries. Despite this agreement, exports of textiles
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from the developing countries have risen rapidly; but there is no doubt that
they would have increased much more if the restrictions did not apply.

Insofar as tariff barriers are concerned, the general level has
been declining in the postwar period. In the United States and Western Europe,
they now range between 10 and 15 per cent. However, a distinction must be made
between nominal and effective protection, and also between tariffs on differ-
ent classes of goods.

The concept of effective protection concerns different levels of
protection at various stages of fabrication. Rates of duty typically rise
from raw materials to semimanufactures and from semimanufactures to finished
goods. Escalation thus gives effective protection at rising rates -- and at
rates higher than the nominal tariff on the goods -- to goods at successive '
stages of the production process, with greater effective protection being
given to consumer goods than to capital goods. These tariff structures then
tend to affect unfavorably higher stages of fabrication that are labor in-
tensive.

In 1962, the average nominal tariff of the Unites States was
11.6 per cent; the average on imports from developing countries was 18 per
cent. In the EEC, the respective figures were 12 per cent and 15 per cent;
in Japan, 15 per cent and 18 per cent. The average overall tariff in a group
of industrial countries was 11 per cent and the tariff of imports from de-
veloping countries 16 per cent. For this group of industrial countries, the
effective rate -- calculated on value added -- on all ¥mports of manufactures
was 19 per cent, i.e. 68 per cent higher than the nominal rate; but the
effective rate on imports of manufactures from developing countries was
32.8 per cent or about 100 per cent above the nominal rate of 16 per cent.

Obstacles to trade lower the ceiling on international demand and
thus aggravate the foreign exchange difficulties of the developing countries.
At the same time, they introduce distortions in the pattern of resource allo-
cation in the world economy; and this distortion affects the developing
countries severely because their capacity to adjust to obstacles is limited.
Factors are less mobile, institutions are less adaptable, and skills are much
more scarce in these countries than in the advanced, industrialized countries.
Indeed, the relative absence of resilience and dynamism is one of the most
important characteristics of low-income primary producing countries; and the
greater the obstacles to the deployment of their resources in accordance with
the principle of comparative advantage, the more difficult will be the solu-
tion of their growth-cum-trade problem.

Policies of the Developing Countries

With full recognition of the facts that the constraint on world
demand for primary products and the barriers to trade in manufactures exert
a dominant influence on exports of developing countries, the question still
arises: could not these countries as a group -- and also as particular
countries -- have done better in the postwar period? The share of developing
countries in total world exports fell from 27 per cent in 1953 to 20 per cent
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in 1965. At the same time, the share of Latin American exports in total ex-
ports of developing countries fell from 36 per cent to 30.5 per cent. A

decline was inevitable, given overall trends in demand and trade. But was
it inevitable that the decline should be so pronounced?

Decline in Share of Exports of Primary Products

The decline in the developing countries' share in world exports was
due not only to the fact that trade in manufactures among the developed
countries expanded very rapidly. There was also a decline in the developing
countries' share in trade in primary products, with the exception of fuels.
Between 1953-55 and 1959-61, the volume of exports of primary products, ex-
cluding fuels, from developed countries rose at a rate of 6.1 per cent per
annum and between 1959-61 and 1963-64 at a rate of 5.2 per cent. In the same
periods, the respective growth rates for exports from developing countries
were 3.3 per cent and 3.6 per cent. In value terms, the difference was greater,
export prices of developing countries declining compared to export prices of
developed countries. While there was a constraint on overall world demand,
the developed countries were more successful than the developing countries
in operating within this constraint. A part of the explanation is the differ-
ent composition of exports; another factor is the growth of sales of agri-
cultural products on concessionary terms. Perhaps most important, the devel-
oping countries specialize in a relatively narrow range of products which are
then exposed to prolonged price weakness. Nonetheless, the impression is that
some developing countries experienced difficulties in supplying some products;
and that where supplies were available, the developing countries were less
able to defend the prices of their exports.

Differences in Countries' Experiences

There is yet another way of looking at the problem. Among the
developing countries there have been very wide variations in the growth of
exports of primary products: some countries have been wvery successful and
some have shown low growth rates. The variations among countries are partic-
ularly striking, since, in exporting, all of them must overcome common '
obstacles, Similarly, in exports of manufactures, all of the developing
countries have faced difficulties of entering new, highly competitive, de-
veloped markets, because of barriers on trade. Yet certain countries have
shown outstanding results in developing exports of manufactures, while
others have been lagging behind.

An analysis of the export experience of 29 developing countries
was carried out in the World Bank. 5/ It focused on a country's share in
the markets for its major export commodities, on the size of the country's
internal market, on the rates of growth of industrial and agricultural

5/ Barend A. de Vries, The Export Experience of Developing Countries,
World Bank Staff Occasional Papers, 1967.
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output, and on the degree of price inflation. The period covered was 1950-63.
The results were as follows:

(1) The development of exports appeared to be associated with .
the initial share that a country had in the markets of major commodities:
countries that initially had small market positions tended to fare better
than those with large initial shares in major markets. Brazil's position
in the coffee market immediately comes to mind: the constraint imposed by
Brazil's need to maximize foreign exchange earnings, by withholding supplies,
led to sluggishness in the export of a major commodity and to a decline in
the share of that commodity in total exports.

(2) On the whole, exports of both major commodities and minor
commodities 6/ were positively correlated with the growth of agricultural
' output; an exception was the group of manufactures among minor exports,
which was correlated with industrial growth. Where better export results
were associated with a higher rate of growth in both agriculture and indus- '
try, the influence of agricultural growth appeared to be the more important.

(3) Increases in domestic prices tended to deter minor, as well
as total, exports. There was no association between variations in domestic
price movements and performance of major commodity exports; presumably,
countries isolate the latter through various devices. Countries whose ratio
of export commodity prices (expressed in local currency) to domestic prices
showed the greatest improvement fared the best in the export of major com-
modities. This finding points to the importance of exchange rates for ex-

. port performance.

(4) Performance in all export categories except the non-manufactur-

. ing component of minor exports showed a positive correlation with variations

in the growth of general manufacturing production. Differences in the

growth of heavy industry had an influence similar to that for general manu-

facturing. Growth in manufacturing per se does not appear to have had an

adverse effect on exports. This confirms Maizels' finding for the period

1937/38 through 1955, in his now classical work Industrial Growth and World

Trade. T/

L
A number of developing countries have a relatively small share in

the export markets of major commodities and, as yet they have relatively
small domestic markets. For these countries, an export-minded policy seems i

6/ Minor exports are those which do not bulk large as single items in a r
country's total exports. In total exports of the group of 29 countries,
minor exports accounted for 27.6 per cent in 1950-53 and for 3k4.L per {
cent in 1960-63. Their growth was chiefly responsible for the overall
growth in exports of the countries in the sample. Between the two |
periods, major exports rose from $7,418 million to $7,850 million and
minor exports from $2,825 million to $4,110 million. Minor exports i
include manufactures (except textiles).

T/ Alfred Maizels, Industrial Growth and World Trade, Cambridge, 1963.
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indicated: but its success is predicated on the willingness of countries
with large market shares to refrain from expanding exports. On the other
hand, countries with relatively small domestic markets and sizable shares in
certain world markets (for example, Ceylon, Colombia, and Malaysia) are faced
with a difficult problem: external factors may make the expansion of ex-
ports relatively difficult, and domestic factors may limit the possibilities
for industrialization based on a country's market. For countries in this
group,- the development of new exports, either of agricultural products or

of manufactures, is a necessity for growth. Thailand, with its development
of new agricultural exports, and Israel, with its development of both new
agricultural and industrial exports, provide examples of successful strategy.

Only a few countries are lucky enough to be in the opposite cate-
gory: those with relatively large domestic markets on which to base their
industrialization and an export structure in which no commodity assumes a
large share of its external market. Mexico is an example.

For countries whose domestic market size provides a base for
diversified domestic industry and whose external market position suggests
limitations on the expansion of markets for their major export commodities,
emphasis on industrialization with heavy reliance on the domestic market
has been an accepted strategy. This is a logical solution, with one quali-
fication. Unless policy measures are taken to expand new exports, the in-
dustrialization process will be Jeopardized because of foreign exchange con-
straint which will reassert itself, sooner or later. When a country is
engaged in establishing heavy industry, it may pass through a period when
exports lag well behind growth. During such a transitional period, inward
orientation will be a rule, with heavy foreign assistance requirements.
However, a systematic development of exports of manufactures at a fairly
early date is also a necessity, not only in order to avoid foreign exchange
strangulation but also to benefit fully from the economies of scale. The
position of India and Brazil in this respect is instructive: exports of
both countries have lagged for a considerable period. A shift to more out-
ward orientation has been under way in Brazil for the past several years,
with very sharp increases in exports both of manufactures and of non-tradi-
tional agricultural products. Although the recession in domestic economic
activity has been a factor in stimulating growth of exports of manufactures,
it is unlikely that this provides a full explanation. India is similarly
now experiencing an export expansion.

Rapid and sustained growth in exports of manufactures is an indis-
pensable condition for the acceleration of the overall export growth rate of
developing countries. As indicated earlier, the international demand for
many primary products rises only slowly; at the same time, the number of
countries competing in markets for these products is increasing as the newly
emerging nations strive to increase their capacity to import. In the face
of sluggish demand growth and overcrowding of supplies, protracted periods
of low prices and depressed export earnings are virtually inevitable. This
dilemma can be successfully resolved if the developing countries -- primarily
those which are more advanced -- cease to be excessively dependent on a
narrow range of primary products as their main avenue of export expansion;
this in turn requires that most of such expansion take place in the field of
manufactures. The resulting reduction in the overcrowding of primary
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product markets would lead to better prices and higher export earnings for all
those countries which continue to be dependent on primary products for their
export growth. There would thus be gains all round -- for all developing
countries.

Exports of Manufactures
Salient Features

Not only have exports of manufactures from the developing countries
grown rapidly, but the rate of growth has been accelerating too. Between
1955 and 1961, when world exports of manufactures increased at a rate close
to 9 per cent per year, exports of manufactures, excluding base metals, of
the developing countries, rose at an annual rate of about 6.5 per cent. Be-
tween 1961 and 1965, however, the relationship was reversed: for the devel-
oping countries, the annual rate of increase was 14 per cent, compared with
the world rate of 10.5 per cent. Exports of manufactures from developing
countries rose from $1.8 billion (less than 8 per cent of their total exports)
in 1955 to $2.6 billion (9 per cent of the total) in 1961 and to $4.5 billion
(12 per cent of the total) in 1965.

Nonetheless, the developing countries in 1965 still accounted for
only a small fraction of total world exports of manufactures -- less than
5 per cent of the world total of $93.6 billion. This indicates the size of
the market that is available. In comparison, the developing countries ac-
count for 40 per cent of world exports of primary products.

Where do the exports of manufactures from developing countries go?
In 1965, some 58 per cent went to the developed countries; 37 per cent to
other developing countries; and the remaining 5 per cent to the centrally
planned economies. There is no evidence -- when the developing countries
are taken as a group -- that their intra-trade in manufactures is expanding
more rapidly than their exports to the developed countries. As a matter of
fact, in the years 1957 through 1965 the opposite seems to have been true.
Exports of manufactures from developing countries to developed countries
rose from about $1 billion in 1957 to $2.5 billion in 1965, and those to
developing countries rose from $1 billion to $1.6 billion. The slower:growth
of intra-trade is explained in part by the fact that the rate of increase for
total imports of manufactures by developing countries was less than that for
world trade in manufactures. The developing countries' aggregate imports of
manufactures rose from $1b4 billion in 1957 to $21 billion in 1965, or by 50 per
cent, while their intra-trade in manufactures increased by 60 per cent. A
faster growth could have been achieved if the developing countries' exporters
had been more competitive or if they had enjoyed mutual trade preferences.

For Latin America, exports of manufactures in 1965 were very low —-—
totaling $525 million, or some 12 per cent of exports of manufactures of all
developing countries. The Latin American exports have been expanding rapidly,
however, particularly during the last five years when they rose at a rate of
some 16 per cent per annum -- faster than all exports of manufactures from
developing countries. Most of the expansion was within Latin America itself:
between 1957 and 1965, exports of manufactures to other Latin American coun-
tries quadrupled, from $54 million to $222 million, while those to the
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developed countries rose by some TO per cent. The expansion of trade in
manufactures among the countries of Latin America mainly reflects the pre-
ferences of the Central American countries and the Latin American Free Trade
Association (LAFTA). But why Latin American exports of manufactures to the
developed countries have risen at a much slower rate than the exports of de-
veloping countries as a group remains an open question. As indicated above,
aggregate exports of manufactures from developing countries to developed
countries rose by 150 per cent, while those from Latin America increased by
70 per cent.

Where do the exports of manufactures originate? The largest flow
is from Asia —-- Hong Kong, India, and Pakistan being the main suppliers.
In recent years, however, exports of other Asian countries, such as Taiwan
and Korea, have shown extremely rapid growth. In Latin America, Mexico
established its position as an exporter of considerable size in the early
1960s. Exports of manufactures from Brazil trebled between 1963 and 1965,
and they continue to grow very rapidly; it is possible that they will exceed
Mexican exports in the near future. Exports of Argentina, while substantially
lower than those of Brazil and Mexico, have been expanding in the 1960s, and
so have those of Colombia in recent years. 1In the Middle East, Iran and
Israel are large exporters; Israel's exports doubled in the last four years.

Although the number of developing countries which are significant
exporters of manufactures is limited, it is growing. The issue is whether
the recent growth trends can be sustained or even accelerated, and whether
a further spread in the geographical origin of exports can be achieved.

What is the composition of developing countries' exports of
manufactures? Dominant are consumer goods, and among these textiles. But
judging by the latest data available for some of the leading exporting coun-
tries, the range has been growing rapidly throughout the industrial spectrum
of consumer manufactures. Chemicals account for about 12 per cent of the
total. Exports of machinery and equipment have shown the fastest growth,
trebling in the last eight years, compared with more than doubling for total
exports of manufactures. However, capital goods account for only 10 per cent
of total exports of manufactures of the developing countries. The major
concentration is still on consumer goods, although diversification is in-'
creasing within that group.

Potential for Expansion

As stated above, the size of the world market in manufactures is
almost $100 billion; of this total, present exports of developing countries
account for $4.5 billion. This comparison, of course, greatly exaggerates
the opportunities that are actually available, since the world total in-
cludes all manufactured goods, such as sophisticated machinery and equipment.
But the problem can be approached differently. In a recent study, Hal Lary
of the National Bureau of Economic Research attempted to identify the imports
of labor-intensive manufactures into developed countries and to estimate the
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developing countries' share in these imports. 8/ The underlying theory is
that the developing countries have a comparative advantage in labor-intensive
manufactures, despite the barriers they face; and Lary describes labor-inten-
sive industries as those in which the total value added per employee is below
the average for & similar industry in the United States. (The concept of
total value added takes into account the non-wage part as representing dif-
ferences in physical capital and the wage part as representing differences

in skills.) Very much below the average -- i.e., intensive in less-skilled
labor —- are clothing, leather and products, lumber and wood products, tex-
tile mill products, furniture, and miscellaneous manufactures. Also below
the average are some rubber products, motorcycles and bicycles, small boats,
glass containers, chinaware and pottery, paper and paperboard containers,

and printed matter. Much of electrical machinery, while close to the average,
is below it; so are metal castings and stampings, hardware, sewing machines
and typewriters, surgical and medical instruments, some measuring or scien-
tific instruments, watches and clocks, textile machinery, and miscellaneous
machinery. This last group -- of marginal labor intensity -- is a candidate
for rapid expansion in the future, and some country data indicate that this
expansion is already under way.

Total imports of labor-intensive products into developed countries
in 1964 amounted to $27.3 billion; of this, the developing countries sup-
plied $2.L4 billion. In the group of marginal labor intensity, total imports
amounted to $11 billion; the developing countries supplied about $100 million.
On top of this market, of course, is the market in the developing countries
themselves: their imports of manufactures other than machinery and chemicals
amounted to $7.5 billion in 1965. Finally, there is the market in Eastern
Europe. Until now, the expansion of exports of developing countries to the
Eastern Trading Area -- which has been substantial, rising from $325 million
in 1953 to $1,200 million in 1960 and $2,350 million in 1965 -- has consisted
mostly of primary products; but it is possible to envisage at least some
expansion in manufactures as well.

The crucial gquestion is whether the developing countries will be
competitive enough to capture a growing share of the growing market. This
will depend not only on import policies in the importing countries but also
on the resource allocation policies in the developing countries themsélves.

The fundamental advantage which developing countries have -- apart
from natural resources in some cases -- is abundant labor. At least in
semi-industrialized countries, the acquisition of skills has proved less
formidable than is usually supposed; examples are the Latin American coun-
tries, India, Yugoslavia, and Pakistan. Labor productivity is, of course,
lower; decisive here are the differences in the supply of capital per worker
and the quality of management. But the crucial guestion is the ratio of
value added to manpower costs. In the 1950s value added per worker in
selected U.S. industries manufacturing products for export was between 3 and
4 times higher than the value added in respective export industries in a

8/ Hal B. Lary, Imports of Manufacturers from Less Developed Countries,
New York, 1968.
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group of Latin American countries (Argentina, Chile, Colombia, Peru); but
U.S. wages and salaries per worker were 4 to 6 times higher. Consequently,
the ratio of value added to wages and salaries in these industries was higher
in Latin American countries than in the United States. But this fundamental
advantage will not be reflected in a sufficiently wide industrial spectrum
to enable a massive export flow of industrial products if, at the same time,
other costs are very high -- be it capital costs, costs of raw materials, or
energy -- or if the exchange rate is overvalued.

Conditions for Growth

A1l countries which have succeeded in rapidly expanding their
exports of manufactures have avoided having overvalued exchange rates; in
some countries and in some periods, exchange rates may have been under-
valued. This issue is of particular importance in economies suffering from
inflation. If changes in the exchange rate follow changes in domestic
prices with a time lag, the development of new exports, including manu-
factures, will suffer. A phenomenon which might be called a foreign ex-
change cycle develops: immediately after devaluation there is a spurt of
export orders which are followed by expansion of exports several months
later. As domestic prices increase, the advantage provided by the devalua-
tion is gradually lost; in the second half of the foreign exchange cycle,
exports taper off and decline. There is no possibility for developing a
sustained rise in exports; manufacturers are reluctant to engage in export-
ing, given the risk that there may be losses when actual export deliveries
take place. And of course, they are even more reluctant to build facilities -
specifically or predominantly designed to produce for exports.

To concentrate efforts on exports rather than to treat them as a 1
simple by-product of the domestic market seems to be another condition for
success in the export of manufactures. Hong Kong is an outstanding example
of export orientation. Other examples are Israel, where exports account
for about 25 per cent of the output of the textile industry; and Yugoslavia,
with 30 per cent of the output of electrical machinery and equipment, 30 per
cent of footwear production, and 20 per cent of the output of cotton and
rayon fabrics being exported.

Under certain circumstances, the industrial structure may have a !
retarding effect on industrial development in general and on the export
industries in particular. This retardation may occur most easily where
import substitution has been carried too far behind excessive protective
walls of tariffs and other restrictions. The import-substituting industries
which develop do so in response to the limited domestic demand, and tend
to be of small scale. The maintenance of the high costs as a result of the
small scale is possible as a result of protection. Although demand may be
growing at a rapid rate, the absolute increments -- which decide the size
of firms -- are small. Unless a strong conscious policy is adopted, favor-
ing the expansion of existing firms rather than the establishment of new
ones, the situation tends to be perpetuated. In each industry, there may
be a number of plants which are too small for effective price competition to N
emerge. Whatever competition there is often takes the form of increased 4
diversification within the existing plants, and less specialization. 1In
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such a situation, the breakthrough into the external market may become
extremely difficult. Under these circumstances development of export
industries will often depend on strong measures designed to bring about
large changes in structure, so that new industries should be on a scale
sufficient to meet international competition. This may require the removal
of protective measureks to provide a sanction against excessively small-scale
production. It may also require government action promoting concentration.
In steel tubes, kraft paper, and some heavy chemicals, investment cost per
unit of output in Latin America has wvaried up to 100 per cent, depending on
the size of the plant. Exports of automobiles and of spare parts on a
considerable scale could become a realistic possibility, at least within
regional arrangements, if the industries could be integrated so as to
achieve economies of scale.

The fact is that the development of export industries has only
rarely figured explicitly in the industrial development programs of the
developing countries. It is difficult to envisage a sustained success in
export growth unless such programs are formulated and implemented.

V. Concluding Obgervations

I should like to make three points in conclusion. The develop-
mental environment has now undergone profound changes. On the one hand,
low-income countries have income-growth targets which require rapidly
growing supplies of imports. On the other hand, the drive for development
is not a phenomenon restricted to a limited number of countries; it has
become nearly universal. For a number of low-income countries, the expan-
sion of primary products for exports is an obvious avenue of growth. At
the same time, however, the nations which are already established producers
and exporters of the same products are striving to maintain their shares of
the market. The result is increased competition with dec¢lining prices of
primary products and a weakening of the capacity to import in the face of
rising demand for imports pari passu with industrialization.

¢

Second, prospects for the future will depend on whether some
intelligent way will be found for the reconciliation of different claims of
primary producers -- for the establishment of guide posts for shifting market
shares on a more economic basis than in the past, while promoting diver-
sification of output in cases where restraint on production of traditional
export products is necessary. Only in this way can the disastrous price
competition and the commodity cycles be avoided. At the same time, improved
access for primary products in the developed countries is of vital impor-
tance if the aggregate market for the developing countries is to expand
faster than in the past.

Third, countries at a more advanced stage of development -- semi-
industrial countries —- must expand their exports of manufactures at an
even faster rate than in the past. Success in attaining this objective
will depend partly on the speed with which obstacles to trade in manufac-
tures are reduced or even preferences for developing countries are intro-
duced, and partly on the resource allocation policies within the developing
countries. It is difficult to see a solution of the foreign exchange
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problem unless manufactures become a major export in semi-industrialized
countries in the near future. Larger inflow of foreign capital is neces-
sary. Studies by the World Bank Group indicate that the capacity to absorb
capital has risen considerably in the developing countries. Further import
substitution is possible, particularly in countries with large markets.

But until industrialization is accompanied by a large flow of industrial
exports, the transfer problem -- the problem of supply of foreign exchange
and the problem of fluctuations -- will remain a major obstacle to growth.
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be noticed, productive power was’ increasing rapidly; there must have beén

Africa or South America, could stand it: In fact, whatever fhey say, they

do not really expect to do their development autarkically,

)

There are two ways in which they may ease their prgblem by develo-

ping less '"on their own\. One is through trade. By importing capital goods

or at least the more difflcult capital goods - instgad of trying to make

them themselves, they may take advarftage of the coft-reduction which (as

we have seen) has occurred elsk & is all,it gives no more

than a limited help. For though the cost of mathines has come down in

terms of English or American labour) it is nét so low in terms of Indian
labour. For what then comes into conshderafion is the quantity of Indian
labour which is needed to make the exporgs which should pay for the im-
ported machines; and there are plenty 4f pxoblems on that score.
The prospect is much better if fhere cah be alleviation through (so-
called) "movement of capital" - infernational lending and investment.This
again comes out in my "Ricardia )

model. For what caused the strain (the

bad patch on my A-curve) was tWe failure - which 1\ assumed, and I think

justly assumed - to find a sdurce of increased saving

to match the heavy
increase in investment, th;é was needed in order that\the technical im-
provement should be carriéd through. Because there was\ no other source,
ent was that if

the adjustment can cqmé in no other way, it will come in that way. Now if

the burden was thrown on to labour. The point of my argum

our single country ;Q able to borrow abroad during its bad \patch, to re-
/

pay later, when i?‘is much more capable of repaying, the difficulty is

overcome. This ;J of course the reason why some newly settled \ countries-

the Australias/énd Canadas and so on-were able to start their process of

development thout any comparable strain.

The obgtacles to the.application of that solution to the general run
of what aye (so pathetically) called "developing countries'are well-k¥
I shall fiot enlarge upon them. I would merely remark that there are obs-
tacles/at both ends. They are not insuperable, but they are formidable. I
hope/that what I have said may have cast some light on the problem with

which they (and we) are confronted.



INDUSTRIALISATION OF IRAN: THE RECORDS, THE PROBLEMS AND THE PROSPECTS ™

Dragoslav Avramovic

INTRODUCTION

1 This report summarises the preliminary findings of an inquiry
into the economics of Iranian industrialisation. It was prepared as
a part of a broader assignment for the Industrial and Mining Development
Bank of Iran: the Bank is interested in advancing further the factual and
analytical bases of its project appraisals, and at a certain point this
inevitably raises the general issues of industrial growth and policy. The
purpose of this report is to identify such issues to the extent pnséible
and to indicate directions of. possible further evolution of policy aimed
at sustained rapid industrial advance.

2. The report is preliminary, for two reasons. First, while the
time available for its preparation has not been short, much of it has been
spent on establishing the facts. This was not difficult - Iran is much

better supplied with statistics, at least in industry, than commonly

*# It would not have been possible to assemble the data and to write this
analysis without the advice, wholehearted support,and assistance of the
management and the staff of the Industrial and Mining Development Bank of
Iran. Also, they were kind enough to comment on an earlier draft of this
report. The industrial enterprises which were interviewed - borrowers from
the Bank - were most generous with time and information. Finally, the
senior officials of the Ministry of Economy showed active interest in the
work and provided insight which was decisive in focussing the investiga-
tion on several key issues of policy. Their participation, and that of
others, in the discussion of the results, kindly organised by the Faculty
of Economics of the University of Tehran on July 9, 1969, not only iden-
tified the flaws in the argument and helped clarify the substance, but
also indicated that most of the questions raised here are not new: the
government authorities had grappled with them, in one way or another and
at considerable length, in recent years. The generalisations stated in
the report may be new; but they are nothing more than an attempt to  set
forth, in a systematic. fashion, the experiences of the past and the al-
ternatives for the future, of which the public officials and the business-
men are already aware.
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believed - but it has been time-consuming; and some of the facts stated
here are still open to challenge. Secondly, any generalisation in such a
difficult area as industrialisation is dangerous, particularly when made
without full knowledge of the many different considerations influencing
the industrial structure and policy. It is for these two reasons that the
content of this report is primarily in the direction of stating hypothe-
ses and suggesting consideration of particular lines of approach rather
than prescribing ready-made solutionms.

3. The report is divided into three parts. The first part summari-
ses the record of the industrial growth in the recent past and attempts
to identify its major structural characteristics. The second part discus-
ses the problems which Iran faces at the present stage of its induatfia—
lisation drive, partly as a result of its success so far in the fields
of choice of industries, choice of location, industrial finance, pricing
policy and the balance of payments. The third part handles the broad
issues involved in the rationale and the techniques of industrial incen-
tives and of public influence on industrial development in general. This
part also makes several suggestions for further inquiry which the govern-
ment authorities may wish to undertake while evolving their industrial
policy.

PART 1 :
PAST INDUSTRIAL GROWTH: DIRECTIONS, RESOURCE USE, AND ECONOMIC RETURNS

Salient Features

4. Several distinctive features have characterised Iranian in-
dustrial growth in recent years.

(1) Industrialisation has proceeded at an extremely rapid
pace. It has not shown any sings of deceleration; and
judging by the number and the variety of the new pro-
jects currently being considered, the rate of capital
accumulation in industry and in the associated dcti-
vities may even accelerate further.

(ii) Equally impressive has been the variety of the indus-
trial complex that has cropped up. Immediately follow-
ing, or even parallel with the growth of the 1light
consumer goods manufacturing (primarily food process-
ing, textiles, footwear and similar), considerable
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investment has taken place in intermediate products
industries (steel, fertilizer, other chemicals), in t
durable consumer goods and transport equipment, and
even in capital goods (primarily in construction ma-
I terials and electrical equipment). The conventionally
expected time lag in moving from the light to the
heavy industry has been drastically shortened, and
when the projects currently being constructed are com-
pleted, in a year or two the Persian economic land-
scape will be substantially different from the tradi-
tional one, or even from the present one. There will
be considerable production of basic materials. and of ‘
l investment goods, with their associated effects on

the economic structure and on the balance of payments.

(iid) Almost all industrial growth has been domestic market
oriented. Iran presents an almost laboratory case of
import substitution - industries being started in res-
ponse to already existing or anticipated demands on y
the internal market heretofore satisfied by imported
products, such response being stimulated by generously
extended incentives in the form of tariff protection
or import prohibition once domestic production faci~
lities have been established.

(iv) Both domestic and foreign private capital have parti- .
cipated in the industrialisation process. A domestic
entrepreneurial class has sprung up, partly recruited
from the ranks of the former import trade and partly
from other social groups. Foreign capital has parti-
cipated in many ventures started in the recent past,
in association with domestic enterprise and with pub-
lic and semi-public agencies. Demand Zor labour has
increased; and while there are large masses of under-
employed in the hinterland, occasional shortages of
skilled and semi-skilled labour have emerged in Teh-
ran. »

tv) Until recently, almost all industrial investment was
. concentrated in Tehran, the major market. During the
last few years, however, a systematic policy of geog-
raphical deconcentrations has been pursued, partly in
order to alleviate urban congestion in Tehran and
partly to enable the outlying areas to share in the
" employment and income generated by industrialisation.

(vi) " While most of the industrial growth has taken place
in the private sector of the economy, the government
i has continued to exercise a major influence on invest-
ment and output decisions. Some projects, notably in
petro-chemicals, are government-owned; and the integ-
rated steel mill, presently under construction, is »
also in public ownership. Perhaps more important, the
government authorities to a large extent decide on .
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the structure and location of output through the
i : ; tariff and import policy and through licensing of new
investment. An essential link in the relationships of
the public and the private sectors and of the domes-
tic economy and international capital is the ra-
pidly growing Industrial and Mining Development Bank
of Iran. It has participated in the promotion, finan-
cing and direction of almost all new industrial pro-
jects undertaken in the last few years. The govern-
ment through its industrial policy, and the IMDBI
through lending and equity investments, are in a posi-
. tion to exercise strategic leadership in industriali-
sation, while continuing to rely on private  sources
of savings and private management of individual enter-
prises.

b Despite rapid industrial growth, no major imbalances in the eco-

: nomy as a whole have occurred so far. Agricultural output has been expan-
ding faster than population; and while the room for advance is enormous,
the progress in recent years has been faster than the long-run average.
The rapid increase in income has led to increased demand,particularly for
meat and meat products and for oils and fats; the response of domestic

3 production has not been sufficiently fast and there are now growing im-
ports of these products. On the other hand, the production of cereals has
risen substantially: this refers to both rice and wheat. Expansion in ce-
reals has occurred although the use of new high-yielding seeds is only at
the beginning; as it spreads over the country, it is quite possible that
Iran will have considerable quantities available for exports. ;

6. As indicated further below, industrialisation has been accompa-
nied by substantial tariff protec:;on. Surprisingly, domestic prices of ‘
manufactures have risen only mndeﬁately. Perhaps the only explanation is
that profit margins in the import trade have been extremely high, so even
when domestic production has been substituted for imports, now with high
profits in manufacturing and under stiff protection, this has apparently
just about substituted for the former monopolistic profit margins realised
by the_impnrtera.l In any case, the domestic price level in general has
risen little in recent years; and the .increase that has taken place has

v affected both home-produced and imported goods, and both consumer manufac-

tures and __foodstuffs.2 If anything it was foodstuffs rather than

. 1. See Appendix 1 for prices of selected manufactures on the domestic mar-
ket in 1959 and 1968. & ; ;
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manufactures whose prices rose most. In the future, as the domestic pro-
duction of intermediate products and of other producers goods expands un-
der relatively high protection, it may be expected that prices of manu-
factures will rise under the impact of higher input costs. This seems to
have been happening recently, although the picture is clouded by the fact
that over-all demand has been strong, causing an upward pressure on the
price level in general. :

Key Indicators

7. Table I sets forth one of the key indicators of the industrial
structure: the percentage share of imported inputs in the value of output.
" The lower the number shown, the greater the proportion of total output
that is attributable to domestic factors of production, i.e., the larger
the value added (the inverse of the import dependence percentage is the
domestic dependence). This will happen when either the industy is labour
intensive, so that a large part of the total cost (and of the sales price)
is accounted for by the wage bill (e.g. telephone equipment); or when the
.mputs of raw materials and components are primarily of domestic origin
(e.g. cement) or both (e.g. textiles).

8. The industries selected are those which have been established
in the recent past; in some cases, projects under comstruction with their
planned cost composition are shown. (Such cases are identified in the
Table). The list of products is fairly representative of both the present
industrial structure of Iran and of its recent growth: capital accumula-
tion in industry has proceeded so rapidly in recent years that the addi-
tions to the capital stock have probably equalled the depreciated value
of the stock existing as of the early 1960's.

9. It would have been desirable to list in Table 1, in addition to
the value-added indicator, another indicator by product: that is the per-
centage excess of the domestic price (or cost) over the CIF long-run im-
port price. This would have shown the inter-product differences in re-
source use, and also, when averaged out, the extent to which the  prices

+10.2 per cent and the cost of living by 18.9 per cent. In the wholesale
index, prices of home-produced and consumed goods rose by 11.6 per cent
imported goods by 13.4 per cent, exported goods by 2.7 per cent,and foods
by 15.9 per cent (International Mometary Fund, Conmsultations Report onm
Iragn, January 1969). X
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. Table 1 ;
Iranian Industry: Import Dependence

“Share of imported in-
puts in sales value

ugktmrgoada-

Sugar 2 per cent
Meat Packing 10
Cotton Textiles 10
Footwear 10-20
Canned Fruits and Vegetables 10-20
Woollen Textiles 40
Vegetable Oils 50
Pharmaceuticals 60
Durable consumep goods
Electric Fans 26
Radios 37-50
Space Heaters 40
Refrigerators 40 (understated?)
Air Coolers 60
TV Sets 60
Transport equipmgnt
Diesel Engines 33-43
Trucks 48
Buses n.a.(probably as
Passenger Cars : 50 frnoks)
Tires 50
Intermediate products
DDBb(Dodecil Benzane) 10
PVC - 10
Caustic Soda 10
Glassb (Sheet) 10
Paper 25
Paints 45
Synthetic Fibres n.a. (above 507)
Rolled Steel 60
Capital Goode
Cement 20
Carbon Steel agd Stainless Blades 20
Telephone Receigers 20
Electric Metres 20
Telephone Exchanges 20
Steel Wire, Nails and Screws 30 (?)
Pumps 40
Transformers 45
Cables 65-90
Electric Switchgear 80
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Table I (continued)

a. Imported components include raw materials, semi-finighed products and
spare parts, Both direct and indirect import content are included. (The
indirect content being defined as imported materials bought'on the home
market rather than directly imported by the user).

b. Project under construction; planned values.

‘Notes: ; y

(1) Question mark indicates that there are other conflicting esti-
mates; or the data are a guess; or the data are unreliable; or
the data do not seem plausible.

(2) In some cases only one plant producing a particular product was
interviewed; as a result, the data may not be representative of
the situation of the industry. This q\ﬂl].ifination does not hold
when the product is produced by one plant only: there are a num-
ber of such cases. Furthermore, where more than one plant was
interviewed, the cost composition and the cost Iaﬁfls appeared
remarkably similar. ' e s

(3) There is a methodological point relating to the proportion of
imported inputs. Since they are valued at domestic prices, i.e.
they include the customs duty,an upward bias in the proportion
is introduced. On the other hand, the sales price itself dis a ,
result in part of the customs duty applicable to the final pro-
duct, and the duty rate here is normally higher than that on
Ainported inputs. This introduces a downward bias in the import
coefficient. The net effect could be determined only if both
the inputs and the outputs were valued at CIF imports prices
and the proportions so derived were compared with the propor-
tions set forth in Table 1. These proportions are likely to dif-
fer in particular cases; but it is doubtful if the over-all pic-
ture would be significantly different. :

Source: Interviews with the industrial plants and the material in the ’
IMDBI files.
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(or costs) of domestic production are higher, over-all, than foreign pri-
ces and costs. The available data were collected, but their imperfection
limits their explicit use, product by product,'at the present time. In
some cases, the domestic price data conflict; in some the import prices
differ greatly, depending on the origin; and generally there 4is  uncer-
tainty as to what is the long-run import price with respect to the latter
point, in many cases it was found out that the import = price net of
freight, etc. (i.e., the export price in the exporting country) was con-
siderably ;dwer than the price in the domestic market of the same expor-
ting country, mostly about 25 per cént, but in some cases up to 50 per
cént indicating a fairly widespread use of marginal cost pricing by the
exporters. This, of course, is difficult to take as the long-run import
p£1ce. Some broad generalisations concerning price and.cost relations can
still be made, however,.as indicated below. :

Price Relations

10. Domestic industry charges higher prices, at the prevailing ex-
change rate, than the CIF cost of imported products (i.e. import price
without duty), in the large majority of cases. The significant industries
where domestic prices are equal to import prices or lower, are footwear,
cement,and some processed foodstuffs. Some of these products are exported
on a significant scale (e.g., shoes). There are also other industries
whose prices are low in relation to import prices, e.g., pharmaceutiéals,
switchgear, cables), but these essentia11§ consist of simple operations -
packaging, assembly and simple processing of imported inputs - with little
value added. - S

11. The higher prices of domestically produced goods in relatiom to
import prices for comparable products can be a result of three factors:
first, domestic costs of production are higher, (e.g., synthetic fibres,
glass) due to temporary or longer-lasting causes; second,the remuneration
required to attract capital to industrial production may be higher than
in the developed countries where risks are lower; and third, domestic pro-
ducts are taxed much moré than the same products moving in international
trade, by sales taxes, excises and similar, either direéctly (e.g., sugar)
or indirectly - through customs duties payable on imported components (e.
Bis autombbiles, refrigerators) and through sales taxes payable on domes-

tic components. In most cases, it is not one, but two or more factors at
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work. .

12, A simple ranking of the industries according to the level of
the excess of domestic prices over CIF import prices ylelds a median value
of 25-33 per t.nt.3 This average is influenced by the fact that some of
the old established industries are below the 33 per cent mark (food can-
ning,cotton textiles). At the margin, i.e., for the industries recently
established or currently being considered, the excess domestic "cost" is
unlikely to be below 33-40 per cent. Some industry executives seem to feel
that an across-the board tariff protection of 33 per cent would be suffi-
cient and appropriate, and also, that a similar order of magnitude of ex-
port subsidies would result in a major expansion of non-traditional ex-
ports. But these hypotheses (rather guesses) would have to be seriously
verified before any particular benchmark number is used for measuring
"efficiency". '

(b) Value Added Proportions

13. The domestic industrial sturcture clearly splits up into re=
source-based activities and the activities based on imported materials.In
the first group are food processing, cotton textiles, some chemicals,
construction materials, telecommunications equipment and some electrical
goods. The second group consists of all appliances, automotive equipment,
steel products and capital goods which are material-intensive,and synthe-
tic fibres; At the present moment, of the 37 product lines, in less than
half (16 products) is the share of imported inputs less than 33 per cent
i.e., only in these cases the domestic value added exceeds two-thirds of
the total value of output. As the domestic industry producing intermediate
goods expands, the proportion of industries using domestic materials will
also increase, and so will the domestic value added. This refers specifi-
cally to the industries which make a heavy use of steel, copper,vegetable

' oilseeds and wool.

National Economic Profitability

14, From the national economic view point, those industries are
most profitable which yield highest value added at lowest resource cost.

3. The range is between 0 and 200 per cent.
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In terms of the indicators discussed earlier, this means industries in
which the share of imported inputs is lowest and whose prices are least
above the world market prices. The complication here is that domestic pri-.
ces reflect not only production (resource) costs, but also differential
custom duty rates of a revenue nature: such indirect fiscal changes are
transfer costs, which just happen to be collected, for reasons of fiscal
convenience, by chargiug the consumption of particular products.This comp-
lication prevents us from drawing too hard conclusions from the data. Omn
the other hand, however, high duties are charged mostly on the imports of
appliances and transport equipment and their components; given the econo-
mies of scale which have to be satisfied in this sub-sector for low-cost
production, and given the low prices of these products in ~ internatiomal
trade due to severe competition of the major suppliers, it is likely that
even in the absence of heavy fiscal charges, Iranian production would
remain high-cost for some time, unless a large volume of these goods can
be produced, i.e., both for the export and the home markets.

15. An attempt is made in Table II to cross-classify the iudustries

using-boﬁﬁ the criterion of value added and the criterion of relative

costs. The industries in the top quarter of the Table are the "best". The
contribution of particular industries to national economic growth, per
unit of scarce resources used, diminishes as we move down the Table.

16. It is not the purpose of Table 2 to serve as any definitive
guide to the economics of Iranian industry - for this, more work is nee-
ded on the basic information, and also, the subjective judgments used in
putting border-line cases into particular boxes would have to be refined.
The primary purpose of the table is to sugéest that ,from a methodological
viewpoint, this is presumably the way in which the decisions to lend, or
to grant tariff protection, or to stimulate a particular industry in other
ways, may usefully be considered. Namely, resources ought to be concen-
trated in those sectors and sub-sectors of the economy where the national
economic returns will be highest; and they will be highest if the employ-
ment generated in the industry itself and in the activities supplying the
materials to it (Hirschman's "backward 11nlugn"{') and using the product
("forward linkages"), is large, i.e., if value added is large; and if
costs of production are low in relation to costs of producing alternative

4. A.0. Hirschman, The Strategy of Economic Development. (New Havemn: Yale
University Press, 1958).
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Table 2
Iranian Industry: National Economic Profitability Rating .

A. High Value Added and Relatively Low Prices F

Cotton Textiles DDB (?)
Footwear Cement
Canned Fruits and Vegetables Other Construction Materials -
Meat Packing ; Electric Metres
Paper (?)

Telephone Receivers

B. Low Value Added and Relatively Low Prices

Woollen Textiles (?) Tires

Vegetable Oils Pumps

Pharmaceuticals Transformers

Diesel Engines (?) Cables

Buses (?) Electric Switchgear
Rolled Steel (2)

Paints

C. High Value Added and Relatively High Prices

Suggr Telephone Exchanges

PVC b Steel Wire, Nails&Screws (?) 5
Caustic Soda Radios (?)

Glass® Space Heaters (?)

Electric Fans

D. Low Value Added and Relatively High Prices

Synthetic Fibres Trucks (?)
Refrigerators Passenger Cars
Air Coolers Radios (7)

TV Sets Space Heaters (?7)

Rolled Steel (?)

a. High price due to the high price paid for agricultural inputs and to
high sales tax.

b. High price partly due to offset the low price charged for DDB; also,
caustic soda partly sold at the world market price to the 0il Consortium,
which would reduce the average price charged and perhaps change the clas-
sification.

c. Considered to be a special temporary situation.

Notes:
(1) The question marks indicate difficulty of classification to some

doubt concerning the accuracy of basic data. s

(2) Classification of prices is in relation to import prices CIF,
net of duty. "Relatively Low" prices are generally those  where
the excess of the domestic price over the import CIF price is
below 33 per cent. "Relatively High" prices, where the excess

-+
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products with the same resources, all measured in terms of international
prices. This is because, within limits, the country always has a choice
of producing a good X or importing it in exchange for a good Y, if the
domestic costs of production of Y are lower than those of X.

17. Any classification of the industries and of the other activities
according to the criteria set forth above, or according to similar crite-
ria, should be read in the dynamic context and interpreted accordingly,
(see para.l3 above). If woollen textiles are now classified in Group B --
low value added and low resource cost -- they presumably should not re-
main there, but move into Group A —- high value added and low resource
cost. One of the purposes of national policy could be to introduce new
varieties of raw wool and to carry out a radical modernisation of the
collection and preparation of domestically produced wool, so that the pre-
sent heavy imports of raw wool can be reduced and eventually eliminated,
if this can be done economically. The same argument holds with respect to
vegetable oils production: it is presumably possible to produce at low
cost all oilseeds that are needed for domestic vegetable oil consump-
tion and for the domestic use of oilcake as an input into the domestic
meat industry. (At the present time cotton-seed cake is exported while
growing quantities of meat are imported; and domestic vegetable oil refi-
ners import crude vegetable oil instead of importing oilseeds or even bet-
ter, using domestically produced oilseeds). Also, in view of the avail-
able resource there is no reason why products such as PVC, synthetic
fibres, and glass should not be low cost. In steel products, which are
now also classified in the low value added group, the situation will
change as the projects presently under way or considered are completed;
the key question here will be the price charged to the users in view of
the possibility that high internal transport costs may offset the advan-
tages of high-volume production.

18. In short, one of the major purposes of a systematic and

+ is above 33 per cent.

(3) Classification of value added is in relation to dependence on
imported inputs. "High Value Added" are generally those indus-
tries where the dependence on imported inputs is below 33 per
cent of the value of output (sales price); "Low Value Added",
where the dependence is above 33 per cent.
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comparative analysis of the industry according to the value added and the
resource cost criteria, would be to provide a quantitative basis for a
strategy of growth - industrial growth and integrated commodity growth -
industry, agriculture, and mining. These criteria are already used by the
authorities in formulating industrial policy and in decision-making on
the new industries. A possible evolution of this approach is in the direc-
tion of making the analysis systematic, comparative, explicit and long-
range.

PART II
FUTURE INDUSTRIAL GROWTH: PROBLEMS AND CHOICES

19. Five main problem areas can be identified at the present time:
the choice of industries to promote, the choice of industrial 1location,
the provision of industrial finance, co-operative arrangements with
foreign capital, and the balance of payments effect of industrial growth.
Specific issues have already arisen in each of these problem areas; and
they will multiply during the 1970's.

Which Industries?

20. In its industrial policy, Iran will be facing the following
choice with increasing frequency:promoting industries catering primarily
to the domestic market, irrespective of whether the inputs can be  sup-
lied domestically at a reasonable cost or have to be imported and/or pro-
duced domestically at high cost; or promoting industries which are based
on the utilisation of domestic resources and are low cost, irrespective,
in this case, of whether the finmal product is sold on the domestic market
or predominantly exported.

21, 1In actual practice, the choices never appear so sharp when ' de-
cisions on particular projects are made: both the investment lender and
the tariff commission will always try to promote industries which have
some resource base. The problem, however, is that these specific deci-
sions have to be made within the over-all framework of prices and costs,
as determined by the general policies on tariffs, subsidies, taxes and
other government measures affecting industry; and it is this framework
that primarily determines whether, over-all, industrial investment and

N
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growth are primarily directed to meeting the demands of the domestic mar-
ket even if this implies high real costs, or whether they are primarily
based on the availability of resources and of factors of production which
can be used efficiently and at low cost.

22. The choice between these two strategies does not arise in the
first phase of industrialisation - the phase which Iran has just about
completed. In this phase, import substitution is the rule, covering light
consumer goods industries - food processing, textiles,footwear,simple ca-
pital goods,and construction materials.In most of these cases, the econo-
mies of scale are not very significant, so that the costs can be kept re-
latively low even at the low output volumes demanded by the home market.
Also, in most cases, the raw materials are available domestically, at
least in part; therefore, these industries, while catering to the home
market, are also to a considerable extent resource-based. The choice bet-
ween the two strategies arises as the next phase of industrialisation
starts and proceeds: in this phase, it is the rising demand for interme-
diate products, appliances, transport equipment and capital goods, which
has to be met. Hence, it is in this phase that the decisions have to be
made whether and which goods to produce at home, and which ones to import
in exchange for exports, and for which exports.

23. The dilemma is not easy. Most intermediata products, appliances
and transport equipment, and some capital goods, call for large _ output
volumes if the costs are to be kept relatively low; while the development
of industries for exports represents a new venture, where high standards
of quality, delivery schedules, finance and cost competitiveness have to
be met. The risks of failure are substantial in either case.

(a) Experience of Other Developing Countries

24, Most developing countries during the last two decades have se-
lected the first strategy - a continuing import substitution based on do-
mestic demand. Some have done so because their resources have been poor;
but in most cases, a number of complex factors have been at work.

25. There is nothing wrong with a continuing emphasis on industrial
growth based on meeting domestic demand, provided:

(a) The efficiency criteria as dictated by the minimum-size plant
requirements are reasonably satisfied;

(b) the employment effects, direct and indirect, are substantial
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and in line with the over-all needs of the country;

there exist in the country export oriented low-cost primary pro-
duct activities which, despite the resource concentration on in-
dustry,continuously yield a sufficiently rapid growth of earn-
ings of foreign exchange which can be used to meet an import
bill which increases rapidly under the impact of rising indus-
trial demand for intermediate products, components and capital
goods.

26. The fact is that in most developing countries these conditions
have not been met, basically for three reasons.5 First, as import substi-
tution has moved forward from light consumer goods to intermediate pro-
ducts, appliances, transport equipment and capital goods, the efficiency
has fallen off and costs have risen, partly because of the greater tech-
nical complexity and intra-plant scheduling requirements of these bran-
ches, and partly because of low-volume output. Secondly, the employment
effects of this pattern of growth have been weak. Modern industrial plants
in intermediate products and in some capital goods employ little direct
labour, while the employment generation in the supplying and the using
industries has also been relatively moderate, due to the insufficiency of
resources for their development, resources which have been locked up in a
limited number of large capital-intensive plants. Thirdly, and most impor-
tant, the industrialisation process has come up against the balance of
payments constraint. A heavy emphasis on import substitution based on
high tariff protection, combined with other factors has made it difficult
to develop competitive exports of industrial goods to any substantial ex-
tent; while at the same time, the continuing industrial growth and the
associated rapid urbanisation have given rise to virtually insatiable im-
port demand. Since most traditional export products and some key light
industry goods (textiles, many of food processed products) have encoun-
tered serious marketing problems, either because of inherent limitations
on world demand for primary goods or because of trade obstacles, the net

effect has been that the rising demand for imported industrial inputs

5, See the study recently prepared by the OECD Development Centre, Indus-
try and Trade in Seven Developing Countries, under the direction of I.M.D.
Little, Oxford University and T. Scitovsky, University of California (now
in print). The study is supported by specific country analyses (Brazil,
Mexico, Argentina, Philippines, Taiwan, India and Pakistan) and by speci-
fic analyses of particular enterprises in selected fields. One outcome of
this effort is the recently published Manual of Industrial Project Analy-
818, Volumes I and II, OECD, 1969.
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l could not be met. As a conse€quence, a part of the already installed indus-
trial capacity could not be used; and under-utilisation of capacity, in
f turn, has led to a reduction in new investment, both in the private and
the public sectors. The problem of insufficient capacity utilisation and
how the situation can be improved has by now become one of the central

problems in the economic policy of developing countries.6
(b) The Situation and Prospects of Iran

27. 1Iran is better placed than most other developing countries to
avoid this chain of events. It has an extraordinary range of natural re-
sources which make it independent of foreign supplies of critical materi-
als. The largest single drain on foreign exchange in developing countries

has normally been the imports of petroleum and petroleum products. The

next largest drain has been imports of non-ferrous metals, followed by
the imports of chemicals. As a major producer of petroleum and as a ﬁoten-
tial producer of petroleum-based chemicals, Iran could cut substantially
on imports demand; and as a potential producer of copper, it could meet
its domestic demand and still add to its exports. Finally, the variety of
climate and of soils makes Iran virtually self-sufficient in food- stuffs
and agricultural raw materials. Cereals, temperate zone fruits and vege-
tables, and some tropical foods and cotton are already produced on a sig-
nificant scale, mainly for the home market, but also for exports; while
the possibilities of expanding the domestic production of meat, wool and
vegetable oilseeds should be substantial.

28. One way to realise this potential is for Iran to consider, in
her co-operative arrangements with foreign partners, requesting the inclu-
sion of new Iranian products in their international sales network. Also,
in her trade agreements with countries from which Iran imports heavily,
she may insist that these countries accept growing quantities of the new
Iranian exports ,a practice which has already been started.

29, The availability of natural resources is no guarantee that they
will be exploited: they are a necessary but not a sufficient condition
for growth. Whether they will be exploited or not, at what speed and with
what efficiency, depends on the priority they are accorded in government
policy, and perhaps above all, on their profitability as determined by

6. See UNCTAD, Country Studies on Insufficient Capacity Utilization,cenevg,
1968; and UNIDO, Conference on Capacity Utilization, Rio De Janeiro,1969.
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the prices they command and by the costs of exploitation as influenced by
the organisation of production.

30. The need to develop resource-based industries does mnot mean
that further import substitution should be stopped. The only thing it
means is that resource-based industries ought perhaps to be given the
same chance to develop as the import-substitution activities. At the pre-
sent time, the chances are not equal. Import substitution enjoys high pro-
tection; the duties are particularly high on finished goods,higher than
on raw materials and on intermediate products, although a series of chan-
ges in the tariff structure in favour of this latter group of products is
now under way. As costs of supplies, now domestically produced, will be
higher than the imports, the competitive position of the activities uti-
lising such supplies is weakemed. For example, the production of footwear
now has to stand a higher cost of thread and chemicals since they are do-
mestically produced under protection,and its export competitiveness is re-
duced since there is no possibility of obtaining a drawback of the higher
charges. (When these products were imported, under duty, the industry
could obtain a drawback in propertion to exports). The production of can-
ned fruit cannot be fully competitive despite excellent quality and ample
supplies of the basic raw material, because the price paid for sugar is
twice to three times higher than the price paid by foreign competitors.
The net effect is that the industries which have a comparative advantage
cannot realise it because the incentive system operates in one " direction
only: it raises the prices and profitability of import substitutes, with-
out a similar incentive, or at least a corresponding offset, in favour of
other industries.

31. In a policy aimed at a maximum utilisation of the domestic re-
source base, special attention should be paid to the domestic processing
of the available raw materials. For example, if the copper deposits are
exploited, the promotion of the domestic copper using industries would
command priority. Onme of the most encouraging features of the recent in-
dustrial advance has been the establishment of several modern plants in
the electrical and telecommunications field, which appear efficient and
ready for further expansion. If the development of copper production is
linked with a programme of growth in the doaesticrggrper-uaing industries,
producing both for the home market and for exports, and benefiting from
steady and relatively favourably priced raw material, the benefits to the
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economy would be maximised through the generation of additional employ-
ment, the associated value added, and the higher-valued exports and tech-
nical specialisation in finished products commanding scarcity prices in
the world market.

32. Perhaps the basic advantage of a policy in which resource-based
industries enjoy the same priority as industries oriented exclusively to
meeting the demand of the domestic market, is that it would probably pro-
vide productive and rising employment opportunities not only to the urban
but also to the rural areas of Iran. It is in the rural hinterland where
the heart of the development problem lies,where most of the population is
concentrated ,and where incomes are lowest. The accelerated growth of re-
source-based industries would call for increasing supplies of basic agri-
cultural raw materials and food stuffs at a faster rate and over a wider
range than would be the case with the other industries, with their heavier
inputs of imported materials and of urban labour engaged in assembly ope-
rations.

33. Three additional points should be made on this subject. First,
the emphasis already given in recent years to the development of petro-
chemicals as a resource-based industry should result in an improvement of
the export position. Secondly, the promotion of resource-based industries
by itself is not  sufficient: if the projects are poor in technical design,
or if their planned output volume is too small, or if capital cost over-
runs are very heavy, the results will be adverse irrespective of how much
the industry concerned has comparative advantage in principle. Thirdly,
whether in any particular period the emphasis will be placed on  import
substituting projects or on those producing for exports, and how much
special incentive will be needed in either case (in the form of protection
or export subsidy), depends critically on the availability of alternative
projects which are ready for execution and which offer better returams. It
is of limited usefulness to argue that a certain group of projects should
not be undertaken because their costs of production are high in relation
to CIF import prices, if at the same time an alternative set of projects
is not offered where costs are low in relation to import prices.

dhat Location?

34. In their recent development policy, the government authorities
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have emphasised three major points:

(1) the need to halt, for the time being, further indus-
trial concentration in Tehran;
(i1) the need to spread industrial investment all over the
country;
(iii) the need to improve and expand further surface trans-

port (rail and railroad).

35. There cannot be a serious dispute about the desirability of de-
concentration away from Tehran. Also, there cannot be a serious argument
about. the need to improve the transport facilities. The open questions
concern the choice of location in the hinterland, and the choice of the
modes of transport to emphasise.

36. There are three major aspects to these issues. The first con-
cerns the structure of future growth as discussed in the preceding sec-
tion. If the emphasis on industrialisation and on an over-all growth po-
licy is partly shifted in the direction of resource-based and export in-
dustries, certain locational decisions inevitably follow. Non-petroleum
exports have shown a significant upward trend in recent years (about 10
per cent), although they still account for a relatively small proportion
of the total (15 per cent of the value of imports). Within this, the most
remarkable has been the expansion of non-oil exports to the other count-
ries in the Persian Gulf: they have risen from $5 million to $30 million
in five years. It is in this area that Iran has the potential trade advan-
tage, compared to other suppliers: in transport costs where they are sig-
nificant in relation to FOB values, and in the closeness of cultural
and other relations; and the Persian Gulf is an uniquely attractive tra-
ding area, with enormous and rapidly rising purchasing power, most of
which has to be spent on imports. If Iran adopts as one of its major eco-
nomic policy objectives the expansion of exports, which would logically
imply exports to the Persian Gulf, this would have definitive locational
implications, for agricultural activities,food processing industries,cons-
truction materials industries, for production of durable consumer goods
and of capital goods, as well as for the associated transport needs, sur-
face, sea, and air.

37. Similarly, Iran will sooner or later have to decide on the spe-
cific nature of its trade relations with the U.S.S.R. The obvious region
which has a transport cost advantage is the Caspian littoral. In view of
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the climate, subtropical and tropical crops can presumably be grown, and
processing plants established. The products would have an excellent market
in the U.S.S.R. and if shipped through the Caspian Sea, they could reach
the industrial heartland of Central and Northern Russia at an extre-
mely low transport cost compared to that of all other suppliers. Any such
export strategy would call for locational decisions, both with respect to
agriculture and to industry. The precondition, of course, is the stability
of the trade relatioms.

38. The second aspect concerns the location of industries operating
primarily for the home market. At the present time, there are reportedly
cases where instead of one plant of economic size, several smaller plants,
each undersized, have been considered for the same product in different
parts of the country in order to assure an equitable regional distribu-
tion of investment. The same objective could be attained if, instead of
splitting up one investment, a systematic policy of concentrating speci-
fic industries in the different parts of the country were pursued, taking
into account the comparative advantages of each particular regional loca-
tion and of the differential transport costs. The advantage of concentra-
ting particular industrial branches in predetermined carefully selected
locations are obvious: the use of common research and development facili-
ties, the benefits of a trained labour force, the development of specia-
lised schools, the ease of communications within the industrial complex,
the adaptation and the development of the supplier's industries, etc.

39. The possible pursuit of a systematic locational policy is faci-
litated by the fact that a certain locational pattern is already emerging,
with the different major cities of Iran becoming centres of specific
lines of activity (textiles in Tehrgn, engineering products in Tabriz,
chemicals and steel products in Abadan-Ahwaz). A study of an optimal loca-
tional pattern could provide a basis for a long-range policy by the
government in issuing licenses and by the development banks in granting
investment loans.

40. The third aspect concerns the choice of the modes of transport.
As one travels through the vast expanses of IrEn, one is reminded of the
sea and its islands: economic activity is concentrated in what amounts to
oases separated by vast distances, each one almost self-sufficient in
food supply. At least some of the roads seem quite lightly used.

4l. The existing roads will have to be maintained and improved as
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the traffic justifies, and new roads will also have to be built as the
needs develop. The question does arise, however, as to whether or not in-
ternal air traffic should not play a substantially larger role than at
Present in meeting traffic needs. Already, an industrial plant located
deeply in the interior prefers the supply of spare parts and even some
components to be delivered by air: it is much faster and on balance chea-
per. In any study of future transport investment needs and of transport
policy, the competitive position of the air transport in relation to the
other modes would have to be closely examined. If a significant expansion
of air transport is justified, this may have further implications for the
establishment of repair and maintenance facilities in Iran, which may, in
turn, serve not only its needs but also the needs of the other countries
in the Persian Gulf which are also likely to be increasingly dependent on
air traffic in view of the distances to be covered. The repair and main-
tenance facilities, of course, could be the nucleus of the production of

components in the long-run future.
Industrial Finance

42. So far, it does not appear that the availability of finance has
been a serious constraint on industrial growth. The funds needed for fixed
capital formation have come from oil-revenues, external loans and self-
generation of profits. The funds needed for working capital appear to
have come mostly from commercial banks.

43. As the industrial structure changes in the direction of inter-
mediate products and capital goods, the requirements both for fixed capi-
tal and for working capital finance are likely to increase. The new de-
mands on resources, in the form of needs for medium-term working capital
(sales) finance have already emerged, both in consumer durables (e.g.,au-
tomobiles) and in capital goods (e.g., cables, transformers).

44. The growing sales of consumer durables require installment cre-
dit finance, spread over a few years; and the sale of capital goods re-
quires sales finance spread even over a longer period.Unless the domestic
financial system is given the means to provide such facilities from the
domestically generated and from the externaly borrowed funds, domestic
industry will experience difficulties in competition with foreign sup-
liers in offering financial terms. This industry. beine  still {infant,
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already operates at certain inevitable disadvantages; it would be awkward

if, in addition, there occured difficulties due to the lack of sound sales
finance. Such finance should be available for both domestic and export

trade.

45. 1In considering the establishment of a special facility for me-
dium term sales finance, two things should be born in mind. First, in the
absence of such a facility, domestic producers will either lose sales to
foreign suppliers although they may be competitive in price and in qua-
lity, or they would have to resort to borrowing abroad, at terms more
disadvantageous than the terms at which a central facility would normally
be able to borrow. This is a strong argument in favour of its establish-
ment. A strong argument against it is that it may be misused to make
possible sales, on easy credit, of domestically produced durable goods
which otherwise could not be sold, because of price or quality, in compe-
tition with foreign goods. It is the unfortunate experience of some deve-
loping countries, in the field of passenger automobiles, refrigerators,
air conditioners, etc., that inefficient domestic industry has been kept
alive through installment credit extension, at the expense of these count-
ries' higher priority needs. Iran may wish to benefit from their experi-
ence. It should extend to domestic manufacturers sales finance on the same
terms extended by foreign agencies to their domestic producers for ex-
ports: but it should extend it only to industries and firms which can com-
pete, price-wise and quality-wise, with foreign suppliers,within a clear-
ly defined and stable protection limit.

Monopolistic Pricing

46. From the multiplicity of close relations which Iran has with
foreign private capital, there is one aspect which should be singled out
for the purposes of the present analysis: the licensing policy.The govern-
ment authorities appear concerned that individual firms, after obtaining
protection or after the import ban has been introduced, might exploit the
situation of being a de facto monopolistic seller. In ordet to avoid this
possibility, the practice seemed to have been to issue licenses to seve-
ral firms for almost every product. The number of licenses issued can in
some cases become very large (e.g., TV sets).

47. This policy does not have any adverse effects if the market is
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sufficiently large, so that the unit costs of production do not rise. If
these conditions do not hold - and they do not in most products which are
now considered for domestic production - the effect is a proliferation of
production lines, and aggravation of the problems of scale and low-volume
output at relatively high cost. High prices would then prevail, this time
as a result of high cost, i.e., of excess resource use, rather than of
monopolistic practices.

48. An alternative to this situation would be to give an exclusive
license for a certain period to a single firm or to two firms, after com-
petitive bidding. Imports would continue to be permitted to enter freely,
after paying a pre-determined duty. In this way the market would not  be
split up among several production units and production costs could there-
fore be lower; while the monopolistic situation would be mitigated throug
imports which would set an effective ceiling on the price which the pro-
ducers could charge.

49. 1In considering this issue it should be born in mind that the
existence of several firms protected by import prohibition is no guarantee
that de facto monopolistic selling practices would be avoided. This app-
lies equally to both domestically owned and foreign owned firms. There is
probably no effective way of preventing undue price increases except by
letting imports come in after duty; and if this is correct, it may  be
best to combine it with a licensing system which promises to lead to low

costs per unit of output.
Balance of Payments Effects

50. It was stated in Part I that much of the newly established in-
dustrial plant is heavily dependent on imported materials and components.
The aggregate effect of this import dependence has been that in the five
years 1342-1346 (1964-1968), imports have risen at almost 17 per cent per
annum; and within this, the imports of intermediate products have increa-
sad at close to 19 per cent per annum. This rate of expansion has been
faster than the rate of industrial growth and faster than the past and
the likely future growth of petroleum exports and of other traditional
exports. Should these trends continue, Iran would inevitably encounter ex-
ternal financial difficulties which would tend to slow down the rates
both of industrial growth and overall growth.
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51. 1In Part II it was mentioned that non-petroleum exports have
shown a significant increase in recent years, almost 10 per cent per annum
mainly due to the new export production. As additional products enter the
production spectrum, exports will tend to expand further;and the existing
export items will also tend to expand as surplus capacity occasionally
appears. But it is highly unlikely that the rate of expansion will be any-
where near the growth in demand for imports under the present system of
prices and costs. The costs in domestic manufacturing will inevitably
creep up under the impact of protection which will now increasingly cover
raw materials and intermediate products.Moreover there is no way in which
the production for exports can offset these cost increases, as the system
of incentives now operates (see page 18, para. 32). It will not be easy
for domestic producers to penetrate the highly competitive export market
in any case and this job will become doubly difficult with the prices of
their inputs on the rise.

52. It was also mentioned in Chapter II that the natural market
where Iranians exports, agricultural and industrial,command transport and
other advantages, is the area of the Persian Gulf. The exact structure of
this market and its changes over time are not precisely known but the Ira-
nian authorities have made several surveys of the import demand of parti—
cular territories in the area. At present a comprehensive statistical
study of this entire market based on the exporting countries data is un-
der way. This should provide information not only about the present  im-
port demand and the demand trends for different products of interest to
IrEn, but will also show whose competition will have to be met. Such a
survey should help in the planning of an export strategy for Iran; and it
may also help a joint co-operative strategy for Iran,Pakistan and Western
India, if it were to be formulated.

53. An export expansion in the direction of the Persian Gulf would
be facilitated by investments jointly owned by Iranian nationals and na-
tionals of the Gulf countries concerned. It could even be envisaged that
certain facilities, e.g., packaging, assembly, etc., be located in the
prospective importing countries, while basic facilities would be mostly
in Iran. It is also possible to contemplate the possibility of attracting
some of the major international companies to participate in such an expan
sion.
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54. The question does arise, however, as to whether the potential
exports will materialise on a large scale without sufficient export incen-
tives. This subject is a part of the over-all consideration of cost-price
relationships in the Iranian industry and economy in general. The conclu-
ding part of  his paper discusses this problem.

PART III
PRICES, COSTS AND RESOURCE ALLOCATION

A Digression: Employment, Efficiency and Trade

55. One of the major problems facing Iran today concerns prices,
costs and their relationship. The way in which this problem is resolved
will to a large extent determine the direction of growth, the external
financial position of the country and ultimately the rate of growth it-
self.

56. It was stated in Chapter I that most of the recent industrial
advance has taken place under relatively high protection. The experience
of Iran in this respect is not unique: most developing countries under-
going industrialisation during the last two decades have resorted to high
protection.

57. There is no satisfactory theory at the present time to explain
the basic reasons for this phenomenon. A hypothesis can be put forward,
however, dealing with the employment, resource allocation and trade ef-
fects of a system without protection; and then, working back,another hypo-
thesis can be formulated concerning the rationale of protection as an in-
centive device

58. Take the case of a developing country heavily dependent on a
primary product for exports, without any industry. It imports all the in-
dustrial goods it consumes and operates its economy under a completely
free trade regime. Under these conditions, it is logical to suppose that
the production of the primary product for exports is the most efficient
of all its potential lines of production: this is the activity which has
developed "naturally", without any intervention, because the country was
cheaper in this activity than in any other; and it was also competitive
in the world market.

59, Now, if our imaginary country could employ all its available
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labour in producing the primary product for exports; if it could conti-
nuously raise productivity per man hour; and if it could sell the addi-
tional production without a reduction in the selling price - the country
would enjoy full employment at steadily rising real wages. In short, it
would specialise in producing a product in which it is most efficient.
There would be no need for either industrialisation or protection: the
country would get rich just by modernising its primary export activity.

60. It is these conditions which seem to have been met in the "coun-
tries of recent settlement" of Folke Hilgerdt in the nineteenth century in
Canada, Australia, New Zealand, Argentina, U.S.7 These countries produced
with high efficiency growing quantities of agricultural products for the
rapidly rising market in Europe which at that time was not protecting
its agriculture; and for some time, they could employ all their labour at
rising real wages in these export-based activities. Today, these condi-
tions are met in the case of small countries producing petroleum: world
petroleum demand rises relatively rapidly; their share in the total mar-
ket is not very large so that even if their production expands at a fas-
ter rate than world consumption, the prices will not fall; and their pop-
ulation is small, so that all their labour can be employed in oil produc-
tion and in oil-connected activities at rising real wages. Kuwait and
other countries with a small population in the Persian Gulf are in this
situation. For the time being, they need neither industrialisation nor
protection, except as an insurance against possible disturbances in
the petroleum market or against technological change which could cause
the demise of oil as the most sought-after commodity.

61. The problem begins when the conditions stated in paras. 60 and
61 are not met. If a country produces a product which is not in strong de-
mand in the world market; if its shaée of the market is already so large
that any further expansion would reduce the sales revenue due to declin-
ing prices;or if there are restrictions on export expansion due to trade
and other obstacles abroad; if the country has large population; and if,
as a result, only a fraction of the labour force can be employed in the
primary product expori activity - an entirely new situation is faced. Un-
der these conditions, the economy may face a prolonged, perhaps even in-

definite, period of under-employment and economic stagnation.The only way

7. League of Nations, Industrialization and Foreign Trade,(Geneva, 1945.)
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where relevant the Central Bank.

year.

TAHQIQAT-E EQTESADI

Such a working group may be asked to sub-
mit its preliminary report on the most urgent issues by the end of

the

INDISTRIALISATION OF IRAN

APPENDIX I

SELECTED MANUFACTURED GOODS:
PRICE CHANGES BETWEEN 1959 and 1968

Price in 1968
as per cent of

Product price in 1959 Product
Veil Cloth 174.2 Sewing Machines
Carpets 145.1 Brick
Tea Glass 10553 Metallic Chairs
Bicycles 131.7 Light Bulbs
Enamelled Plate 124.1 Bath Soap
Rubber Shoes 120.2 Radios
Towels 117.3 Vitamin "C" Tablets
Sheet Glass 116.5 Slippers
Sugar and Sugar Cubes 116.2 Penicillin Ampules
Non-alcoholic Beverages 115.6 Plastic Sacks
Matches 112.8 Sulphatiazol Tablets
Woollen Suits 108.3 Woollen Blankets
Thread 109.3 Cement
Bicycle Tires 108.4 Soap
Chintz 107.5 Aluminum Ware
Undershirts 106.3 Vegetable 0il
Space Heaters (port) 105.3 Plastic Shoes
Cooking Stoves 104.5 Detergents
Ichtiol Ointment 104.3
Samovars 104.2
Aspirin 103.0

Source: Central Bank of Iran.
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Price in 1968
as per cent of

price in 1959

98.9
98.1
96.8
96.6
96.5
95.9
91.7
91.5
88.8
88.6
87.0
2.1
80.2
8042
80.1
72.4
69.5
57.8
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that export growth is a priority for developing countries. both to
enable them to transfer smoothly debt service on their external
liabilities and to help assure a steady flow of their imported
inputs. In addition, The World Bank, in its “'structural
adjustment loans™ (SALs) provides financing for export
expansion on sectorial and institutional bases. Between 1980 and
early 1984, in 14 out of 16 countries which had received SALs.
one of the lending objectives was ““export incentives and
improved institutional support.”'? It is not clear from the
available data how much of this lending (and other export
lending) was for expansion of traditional export commodities
rather than manufactures. Such primary product expansion,
while it will normally assist the individual borrower over the
long run, raises serious issues in periods of depressed markets, as
by adding to supplies it depresses the market further, thus
affecting adversely producers as a group. “The contradiction in
the situation is that while it would be in the interest of
commodity exporting countries as a whole to limit or reduce
their productive capacity in a period of persistent oversupply, it
appears to be in the interest of each country individually to
increase its share of the global market. However, this latter route
is inevitably costly and ultimately self-defeating since it further
adds to downward pressure on prices.”!! The issue of lending for
commodities in surplus has been extensively discussed within the
Bank, but it is not known that it has been satisfactorily resolved:
it is a difficult issue as it sometimes affects the least advanced
developing countries with few obvious noncommodity
alternatives. Devaluations in commodity-producing countries,
frequently a key element of IMF conditionality, also have the
price-depressing effect on the world market as they stimulate
additional export sales despite the surplus.'> What is missing is
an international commodity production plan.

111 3 Management of Public Enterprises

Public enterprises in infrastructure, goods and services
production, and trade represent a large proportion of the total in

lg Progress Report on Structural Adjustment Lending, The World Bank, R84-150, 6 June
1986, p. 7.

11 Alfred Maizels, The Terms of Trade and the External Financing Problems of
Commodity-Exporting Developing Countries, Helsinki, 1986, p. 34 (mimeo.).

12 An IMF staff study recognizes this, but argues that the effect will normally be small,
compared with other forces operating in commodity markets. (Morris Goldstein, The Global
Effects of Fund-Supported Adjustment Programs, March 1986.) The adverse effect remains,
however, and its size can be determined only by special product-by-product investigation.
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many developing countries, and their management and finances
have a major effect on public finance and credit in general.
Management weaknesses have been frequent, mostly because of
political patronage or insufficient operational autonomy; and
finances have frequently been weak because the enterprises have
been used as a vehicle for subsidization of consumption, as a
source of employment, or as a conduit for irregular transactions.
At the same time, first-rate publicly-owned enterprises exist in a
number of developing countries, in some cases at the outer edge
of technological advance in key priority areas (e.g., energy).

The World Bank, as an investment project lender, had
concentrated on “institution building™ at the enterprise and
sector levels, r.e., the establishment or reconstruction of
publicly-owned enterprises, mostly in infrastructure, insisting on

autonomous sources of finance and independent management.'?

Its project loans have been conditioned by the borrowing
country accepting these two principles. This has frequently given
rise to disputes, particularly concerning prices which the
enterprise will charge for its services (e.g., electricity rates, water
rates. transport tariffs, port charges, etc.), with the borrowing
country normally insisting on lower prices, and the Bank asking
tor more: but none of these disputes seem to have developed into
a major country-Bank confrontation, although they have taken
time to resolve und have therefore slowed down investment. Dr.
Richard Goode, a former high official of the IMF staff, after
noting that the Bank “seems to enjoy more harmonious relations
than the Fund does with the governments of developing
countreis™, suggests that “the ability of the Bank to avoid
confrontation with member governments in the past may have
been due largely to the multiplicity and relatively small size of its
individual loans. Applications for project and sector loans can
be delayed or refused without seeming to render an
unfavouruable judgment on the member country's broad policies
and creditworthiness. but it may be harder to avoid such an
implication it a structural adjustment loan is refused. '

The developing countries have become increasingly aware of
the need to improve and upgrade the operations and
maragement ot their public enterprises. An important step in
this direction has been the establishment of the the International

13 An extensive treatment of the Bunk's practices i1s given in: Warren C. Baum and Stokes M.
Tolbert, Lessons ot World Bank Experience, Washington, D.C., 1985.
14 Richard Goode, Economic Assistance to Developing Countries through the IMF, The

Brookings Institution. 1985, pp. 39-60,
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Centre for Public Enterprises in Ljubljana, Yugoslavia. aimed at
mutual exchange of experience and mutual assistance.

111 4 Agricultural Prices

Concerned with the agricultural lag a number of developing
countries and their rising food imports, both the World Bank
and the IMF have insisted on improvement of agricultural prices
in these countries’ internal markets. A World Bank staff study of
“price distortions™ during the 1970s in 31 developing countries
from all continents found that in seven (22%) agriculture was
effectively highly taxed.'” Another Bank staff study, focussed on
agriculture in 31 African countries also during the 1970s, found
that ten (33%) showed a “*high farm price discrimination™,
defined to exist where farmgate prices are more than 40% below
import or export parity prices on the average.'®

The Bank has normally made its agricultural lending
conditional on price improvement where warranted. It is not
clear in how many Fund programmes has this been singled out
as a specific objective, although the Fund’s general position on
this issue is clear.

The need to provide adequate price incentives in agriculture is
now recognized in a very large number, perhaps most,
develo?ing countries. In Asia, this happened already in the
1960s.!” In Africa, it is happening now: there is also evidence
that producer prices for food commodities in some African
countries already were increasing significantly faster than world
prices in the 1970s.'3 In five significant agricultural producing
countries in Latin America and the Far East for which
comparable time series are available, the “relative protection
ratio™ of agriculture compared to industry moved up from an
average of 0.70 in the 1960s to an average of 0.82 in the late
1970s or early 1980s.'° As is to be expected. industry continues to

15 Ramgopal Agarwala, Price Distortions and Growth in Developing Countries, World Bank
Staff Working Papers No. 575, July 1983, p. 16.

16 Kevin M. Cleaver, The Impact of Price and Exchange Rate Policies on Agriculture in
Sub-Saharan Africa, World Bank Staff Working Papers No. 738, April 1985, pp. 8-9.

17 See, Raj Krishna, Agricultural Price Policy and Economic Development, in: Agricultural
Development and Economic Growth, edited by H. M. Southwart and B. F. Johnson, Ithaca, New
York, 1967.

18 Dharam Gai and Lawrence Smith, Food Policy and Equity in Sub-Saharan Africa, World
Employment Research Programme, ILO, Geneva, August 1983.

19 The World Bank, World Development Report 1986, p. 62. A ratio of 1.00 would indicate
that effective protection is equal in both sectors: a ratio smaller than 1.00 means that protection is
in favour of industry. The five countries covered are Brazil, Colombia, Mexico, Philippines and
South Korea.
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be protected relative to agriculture: but the degree has been
reduced.

In contrast to their activities to improve the terms of trade of
agriculture within developing countries, the Bretton Woods
institutions have not given comparable attention to improving
the terms of trade of developing countries-commodity producers
in the world economy. The Fund has a Buffer Stock Facility to
assist producer-consumer commodity arrangements, but its
operations have been limited, partly because there have been too
few of these arrangements. The Bank has refrained from entering
the field of international commodity stabilization, and so have
the regional development banks. The issue of international
commodity stabilization remains open on the international
agenda.

[V WEAKNESSES OF THEORY AND POLICY

Conditionality as now practiced rests on three elements of
economic policy: first, monetary programming which is a
particular form of credit policy, based on fixed money supply
targets or predetermined money supply growth rates, used as a
device to reduce inflation and, accompanied by devaluation in
most cases, to turn around quickly the balance of payments;
second, financial liberalization, expected to result in a positive
real rate of interest, which would lead to increased savings and
better use of capital; and, third, import liberalization, expected
to improve domestic efficiency through foreign competition and
availiability of imported inputs, and to lead to optimum resource
allocation. Cutting across these elements and in a sense going
beyond them is, fourthly, a specific philosophy of economic
policy and development strategy towards which the leading
financial institutions lean. They have a preference for market
solutions both in normal times and in periods of crisis as
opposed to government intervention : and they press the case of
free trade as opposed to specific country development strategies.
These four propositions are discussed below.

IV I Monetary Programming
Monetary programming and the associated stringent credit

ceilings have not proven a successful experience either in
developed or developing countries. In developed countries, its
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fundamental weakness has been the inability to foresee the
velocity of money (7.e., money/GDP ratio). a variable showing
major and sudden shifts in response to changing expectations
and lately to deregulation of financial markets and introduction
of new credit instruments which have blurred the distinction
between money and securities and made the operating target -
money supply - virtually impossible to define. An unforeseen
and sudden increased or decreased readiness of the public -
population and business - to hold cash balances has frequently
made the ex-ante monetary programmes either insufficient or
excessive, with highly destabilizing effects on interest rates and
the economy in general. Some important countries have been
compelled to change monetary targets mid-stream or drop them
altogether, in order to avoid shortages of credit, sky-rocketing
interest rates, and the associated declines in output and sales of
assets at distress prices.

Developing countries moving from high inflation to
stabilization through an ex-ante targeted reduction in money
supply have experienced massive shortages of domestic liquidity
when due to still existing inflationary expectations the prices did
not fall as targeted, with the result that output, employment and
real wages fell, while real interest rates soared.?® Furthermore,
stringent credit controls will have the effect of reducing output to
levels below those consistent with either balance-of-payments
improvement or a reduction in inflation itself whenever the
country experiences “cost-push™ inflation, frequently resulting
from decontrol of prices and elimination of subsidies under a
stabilization programme.?' “The basic point is that supply and
demand both determine price. A policy which tries to restrain
demand. and ends up by reducing supply by even more than it
reduces demand, will be inflationarv. And in the short run,
supply may depend rather critically on the volume of credit.
more so in developing countries than in advanced industrialized
economies.” 22 Requests for short-term credit to finance
production for exports have been turned down merely in order

20 Joseph Ramos, Stabilization and Adjustment in the Southern Cone of Latin America, in
SID/North-South Roundtable, Adjustment with Growth, Islamabad, 1985, p. 96.

21 S. K. Rao, On Negotiating with the IMF: A Note, Seminar on Adjustment Programmes,
Commonwealth Secretariat, London, June 1985, p. 3 (mimeo.)

22 Kemal Dervis, ‘Comment’ in Economic Stabilization in Developing Countries, edited by
W._R. Cline and S. Weintraub. The Brookings Institution, Washington, D.C., 1981, p. 503. In the
same vein see Peter M. Keller, ‘Implications of Credit Policies for Output and the Balance of
Payments’ in IMF, Staff Papers, Vol. 27, No. 3, 1980, pp. 455-6.
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to stay within overall credit ceilings.® It follows that broad
guidelines rather than specific numbers should govern monetary

S
policy.~

Devaluation has been a part of adjustment in the majority of
IMF-supported stabilization programmes: 55% of these during
1980-84 required “liberalization and reform of exchange rate
arrangements.”* There have been bitter disputes about the need,
the extent and the effects of devaluation. Professors Krugman
and Taylor have argued that instead of an expected economic
expansion, devaluation may lead to a contraction due to a
transfer of real purchasing power toward economic sectors with
high marginal propensity to save, which may then create an
excess of savings over planned investment and lead to a
reduction in real output and imports.? A recent {MF staff study
indicated that in a developing country experiencing a fall in
export receipts due to an external price fall, devaluation may fail
to have the expected favourable effect on the balance of
payments as domestic spending it generates could lead to a
further trade deterioration.”” Dr. Buira. a distinguished Mexican
economic official and a former Executive Director and member
of the IMF staff, has drawn attention to low supply elasticities in
developing countries which may frustrate the expected effects of
devaluation:
The usual Fund analysis of the impact of devaluation on aggregate supply
often neglects the consideration of elesticities. What happens, for example, if
the increase in the price level of traded goods in terms of domestic currency,
caused by devaluation, does not lead to an increase in the output of traded
2oods? In other words, what happens when, as is frequent, the price
elasticities of the supply of exportable and import-competing goods is very
low in the short run? The results would be that imports would not decline
much in the short run in response to a devaluation, given the absence of

adequate home-produced substitutes. In fact, imports will decline largely due
to declines in income rather than as a result of relative price changes induced
by the devaluation. Taking into account that exports of LDCs are often

23 In Jamaica, in the latter half of 1985, the monetary constraints became so severe that a
commercial bank cut off credit to 807 garment manufacturers who needed it because of inevitable
lag in the receipt of export proceeds from the overseas contractors, resulting in work force
reductions and plant closures. ( Paul Chen-Young & Associates, Critical Poverty Studv-Jamaica,
Kingston, 26 September 1986, p. 40 (mimeo.)).

24 This is the view of a number of analysts, see Dragoslav Avramovic, The Role of the
International Monetary Fund: The Disputes, Qualifications, and Future, in John Williamson ed.,
IMF Conditionality, Washington, D.C., 1983, p. 600.

25 IMF, Fund-Supported Programs, Fiscal Policy and Income Distribution, op.cit, p. 12.

26 Paul Krugman and Lance Taylor, Contractionary Effects of Devaluation, Journal of
[nternational Economics, Amsterdam. Vol 8, August 1978,
27 Igbal M. Zaidi, Currency Depreciation and Nonclearing Markets in Developing

Countries, IMF Staff Papers, Vol. 33. No, 2, 1986.
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inelastic in the short run, the final impact of devaluation on the balance of
trade is uncertain, while it is clear that it can induce contractionary effects on
output and em].')lo)-frnf:nl.:8

Similarly, Dr. Please, a former high official of The World
Bank, stresses the limitation of devaluations in Africa in view of
other supply constraints: **Exchange rate changes and their
impact on agricultural incentives in African countries must,
therefore, be conceived and implemented in the context of a
package of measures. Moreover, the degree of distortion in the
incentive system is so large and politically difficult to handle,
and the institutional, agronomic and other barriers to a rapid
supply response from farms are going to take so long to deal
with, that the package of measures can only be conceived and
implemented over many vears.”?* And Professor Mellor adds
that ““where, as is frequently the case, total agricultural supply
response is small, the main impact of agricultural (food) price
increases may simply be to increase poverty. 3% Finally, Dr.
Blackamn, Governor of the Central Bank of Barbados,
summarizes the skepticism, presumably reflecting the Caribbean
experience:

In LDCs the elasticities of foreign demand for exports, and especially of the
domestic supply of goods for export, are likely to be negligible. Lower export
prices merely result in reduced foreign exchange earnings: increased import
prices lead only to increased domestic and export prices, since a large
proportion of inputs into domestic production must be imported...
Devaluation as a tool of short-term balance of pavments adjustment is
contra-indicated, successive mini-devaluations make even less sense. To be
effective such devaluations must be sharp enough to preclude the possibility
of wage catch-up by trade unions.”

None of the above proves that devaluation can or should be
avoided when domestic costs and prices are out of line with
international levels across the board. In fact, the experience
generally suggests that a slight sustained undervalued rate 1s
likely to lead to a sustained rapid and diversified export growth.
(I am assuming that traditional primary product exports are

28 Alfred Buira Seira, Recession, Inflation and the International Monetary System, World
Development, Volume 9, No. 11-12, Novembar-December 1981, p. 1124. Dr. Buira 1s now
Deputy Governor of the Bank of Mexico.

29 Stanley Please, The Hobbled Giant, Essays on The World Bank, Boulder and London,
1984, p. 67. See also, Tony Killick 'Balance of Payments Adjustment and Developing Countries’
in Problems of International Money, 1972-85, edited by Michael Posner, IMF-ODI, 1986, p. 86.
30 John W. Mellor, Agricultural Change and Rural Poverty, International Food Policy
Research Institute, Food Policy Statement No. 3, October 1985, p. 3, quoted in G. K. Helleiner,
Policy-Based Lending and The Work Bank: Prospects and Possibilities, March 1986, p. 16 (draft,
mimeo.).

31 (%‘ourtncy N. Blackamn, Adlith Brown Memorial Lecture, Central Bank of Barbados,
January 1986, p. 10.
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controlled to avoid world price falls.) But the above arguments
strongly suggest that a devaluation should not be undertaken
lightly, but in the context of other measures to augment export
supplies in a lasting way. Otherwise devaluation will only keep
re-igniting domestic inflation and the other way around,
depriving the economy, in the process, of a stable framework for
making sensible investment decisions - the value of money.

IV 2 Financial Liberalization

It is now generally agreed that increase in interest rates — a major
argument for financial liberalization — cannot be confidently
expected to lead to an increase in savings. According to the
studies of the IMF staff:
The evidence from developed and developing countries alike is not quite
conclusive in regard to the interest elasticity of savings. For the United States,
income and wealth are found to have a more predominant influence on
personal savings than interest rates. For less developed countries, even
allowing for the dubious nature of statistics, the evidence points toward the
same kinds of doubt about the interest elasticity of savings.**
Despite the amount of research expended on the responsiveness of savings in
general, and in developing countries in particular, it is still uncertain whether
an increase in interest rates will, on balance, raise the savings rate.?>

This latter IMF study states that some recent findings indicate
a positive response of savings to increases in real rather than
nominal interest rates; but another author finds little evidence
on this question, and the IMF study concludes that “it is evident
from the empirical studies reviewed that the direct response of
domestic private savings to variations in real interest rates is
weak.”** This leaves allocative efficiency and the attracton of
foreign capital (deposits) as the main reasons for raising the rates
of interest. Negative rates would lead not only to excessive
monetary expansion, but also to under-taking poor investments
alongside good ones. However, subsidized rates to

32 Deena Khatkate, Anualveic Basis of' the Working of Montery Policy in Less Developed
Countries. in: Money and Monetary Policy in Less Developed Countries, W J. Coats and D. R.
Khatkate ced.), Oxford, 1980, p. 134

i3 Mohsin 8. Khan and Malcolm D. Knight, Fund-Supported Adjustment Programs and
Economic Groweh, IMF, Washington. D.C.. 1985, p. 14

M [bid.. p. 13, The studies reviewed are: Maxwell J. Fry, Savings. investment. Growth and
the Cost of Financial Repression. World Development, Vol. 8 (April 1980): Maxwell J. Fry,
Savings. [nvestment, Growth and the Terms of Trade in Asia, February 1984, unpublished,
Irvine, California: Alberto Giovannini, The Interest Elasticity of Savings in Developed
Countries. The Existing Evidence. World Development, Vol. |1, July 1983: and Donald
McDonogh, The Determinants of Suving Behaviour in Latin America, unpublished, IMF, April
19%3.
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underprivileged sectors are justified when they serve to correct
existing disequilibria (e.g., underpricing in agriculture):
elimination of a subsidy in this case — a partial equilibrium -
would make the overall situation worse. This situation is
encountered frequently in conditionality applied to rural
lending; and lender insistence on subsidy elimination is wrong
in these cases.

A major point in dispute concerns interest rate policy during
adjustment still marked by inflation. Pushing interest rates to
positive real levels at all cost under these circumstances
exacerbates inflation and, as has frequently happened, ends up
with extremely high real rates which are then very difficult to
bring down and are destructive of investment and growth for
years. An internal agency study (1983) found that “rising real
credit was basically the debt of the corporate sector, and so
corporate debt-to-equity ratios increased. High real rates
transferred producers’ income from firms (equity holders) to
rentiers (depositors, bondholders, foreign creditors and the like),
allowing for less accumulation of retained earnings and creating
a need for more borrowings to finance asset positions. And, of
course, these borrowings were forthcoming because real balances
of domestic credit instruments were rising in response to high
real rates. Overall, we might say that sustained high real rates of
interest have had a corrosive effect on the structure of enterprise
finance.”

Professor Taylor, looking at the same phenomena in a macro
perspective, on the basic of WIDER country studies of
stabilization and adjustment, 1986, observed:

It is often estimated that interest rate increases will stimulate savings, for
example in Egypt, Turkey and elsewhere. Two questions arise: is the effect
present and large enough in quantitative terms to matter? If so, what are the
implications of a higher national savings rate? The evidence on the first query
is far from clear. Raising a rate of return to a particular asset (say, bank
deposits) is likely to induce a portfolio shift in its direction, but_econometrics
and country experience suggest that overall savings do not rise.>” Even if they
did, the outcome would be output contraction unless steps were taken to
stimulate investment to absorb the extra saving supply. The market probably
would not do the trick, especially if the whole interest rate structure was
jacked up to try to draw forth more saving in the first place. Second, there is
the possibility that higher interest rates will not only cause contraction, but

35 Professor Gouda Abdel-Khalek, in the WIDER study on Egypt, notes that raising interest
rates on bank deposits reduces the maret value of bonds, so that the observed increase in bank
deposits in Egypt may have been at the expense of other types of financial assets, /.e., government
securities. (Recent and Future Stabilization Experience in Egypt, Helsinki, July 1986, pp. 17-18
(mimeo.)).
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also inflation via working capital cost push...3

From the viewpoint of economic growth, the desirable
long-run policy is that of low positive real rate of interest: it will
maximize investment without discouraging savings. This seems
to have been the Japanese experience. If a country can attract
foreign deposits — perhaps from its nationals living abroad - it
should offer an extra interest margin. Countries which are not
able to control capital outflow must offer a minimum critical
level in competition with international interest rates in order to
avoid a “liquidity trap™ due to demand for foreign financial
assets.’” According to a recent Caribbean study, “The scope for
independent interest rate setting is limited to a corridor around
the ruling rate on the international financial market where the
costs of transferring funds outweigh the potential interest gain, a
margin we estimate at one or two points."3 The margin should
be larger in more closed economies.

IV 3 Import Liberalization

The dominant view held in major lending agencies is that import
liberalization is needed to improve the competitiveness of the
entire economy, through associated pressure on costs, taking in
stride. as an inevitable price of progress, closure of firms unable
to stand the competition of additional imports. The
improvement in allocative efficiency, it is expected, will lead to
rapid export growth, and this will recoup any losses which may
have occurred in the meantime.

The country studies in the WIDER project have difficulty in
accepting this import liberalization thesis. The study on Peru
argues that the pressure for import liberalization in the midst of a
severe balance-of-payments shock - and the rejection of price
controls as a supporting instrument in an anti-inflation
programme - has complicated and impeded the design of a
programme better suited to the situation.’® The study on Mexico
states that import liberalization deteriorates “the
tradeables-non-tradeables price ratio... this reduction will shift
36 Lance Tavlor. Economic Stabilization - Recent Experience in the Third World, WIDER,
Helsinki, August 1986, pp. 30-31 (mimeo.).

37 Nora Lustig and Juime Ross. Mevico's Adjustment Program: The Unending Search for
Stability Through Cuts in Public Spending 1952-86. WIDER. Helsinki, August 1986, p. 14,

18 DeLisle Worrell, Adjustment Policies in Smuall Open Economues: Lessons trom the
Cartbbean Experience, Central Bank of Barbados. January 1986, pp. 37-38 (mimeo.).

39 Dr. Richard Webb. Domestic Crisis and Foreign Debt in Peru. WIDER, Helsinki, August
1986, p. 25,
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Few would quarrel with the aspiration to remove or reduce import controls
wherever possible. They tend to introduce inefficiency and corrupt practices
when they are long maintained. But the timing of their removal and/or
rationalization must be determined in the overall context of the economy’s
circumstances. Some would also say that liberalization is best undertaken in
the context of GATT bargaining. To advocate liberalization during periods of
foreign exchange crisis is to risk the imposition of even greater economic costs
upon an economy already operating under stress and below capacity.
Premature and ill-timed liberalization episodes will set back the prospect for
greater efficiency and improved overall economic performance in the longer
run.

Implicit assumptions of the trade liberalization model are:
first, that there is full employment in the country undertaking
import liberalization, so that the labour losing jobs in industries
which cannot survive, will quickly find jobs elsewhere, probably
at better wages: and secondly, that the country can afford
additional imports due to liberalization, and if it cannot, it
should devalue somewhat more than it would otherwise do, so
that it can pay for additional imports through additional exports.
Neither of these two assumptions is valid in most developing
countries. The labour made redundant is added to the army of
the unemployed, at least until new export opportunities arise
which will take time: and additional devaluation will contribute
to a reduction of real wages through its effects on domestic
prices, and if the country is a primary exporter (which in most
cases it will be), devaluation may contribute to a deterioration in
Its terms of trade.

The above is not to say that cutting overly protective tariffs
and monopolistic profits generated thereby and through rigid
import quotas is a bad policy. Rather the emphasis here is that
reform of the protective system should be pursued at a deliberate
speed, with due care for employment, and, to the maximum
extent possible, in exchange for trade concessions granted by
other countries to our country’s exports. Only as export
industries expand and full employment is approached, one can
embark on reducing import protection more generally, starting
with the highest rates and moving down, making always certain
that full employment is sustained.

Deep involvement of financial agencies in import policy
matters of their debtors is a relatively recent phenomenon. In the
inter-war period, financial missions headed by Dr. Kemmerer to

46 G. K. Helleiner, Policy-Based Lending and The World Bank: Prospects and Possibilities,
March 1986, p. |7 (draft, mimeo.).
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a number of developing countries, which have some resemblance
to the missions of present international financial agencies.
handled currency stabilization, central bank and general
banking reform, and fiscal system reforms, but Dr. Kemmerer
refrained from trade matters.*’

1V 4 Differences in Economic Policy and Development Strategy

Differences between the key lending agencies and a varying
number, usually large, of developing countreis can be
summarized under two headings:

(a) Selective or generalized policies of adjustment to shocks:

(b) Isthere room for government intervention in the pursuit of
a specific long-run development strategy?

Adjustment to shocks. The IMF staff has provided a lucid
description of its policy and guiding principles:
Aside from monetary [credit restraint] and exchange rate policies [frequently
devaluation], a typical Fund programme calls for fiscal measures, such as
reductions in government expenditures and increases in taxation, increases in
domestic interest rates and producer prices to realistic levels,... trade
liberalization, and wage restraint... Although a theoretical case can be made
for controls and restrictions in the short run, in practice it has proved difficult
to manage such systems efficiently and effectively over time. Furthermore,
such policies, by introducing rigidities in the economy and creating incentives
for the inefficient use of resources and forms of production, can turn out in
the long run to be counter-productive and damaging to the growth potential
of the economy... The Fund has consistently opposed the introduction of new
restrictions, as well as the intensification on a permanent basis of existing
restrictions and other distortions in the trade and payments system.™ Hence a
deflationary decline in output for a period is inevitable and is “"a necessary
part of the adjustment to eliminate underlying imbalances in the economy.”™

WIDER country studies have confirmed the expectation that
output would fall in a generalized adjustment. They have argued
that a selective adjustment, relying in part on controls, would
have caused less damage to output, investment and the position
of poor people. The studies could not confirm or deny the thesis
of damage to long-run growth arising from controls and selective
adjustment: such a thesis is beyond scientific proof, except some
time after the event in a particular country, and even then it will

9

47 Barry Eichengreen, House Calls of the Money Doctor: The Kemmerer Missions to Latin
America, Harvard University-WIDER, June 1986.

48 Kahn and Knight, op. cit,, pp. 2-3.
49 Ibid., p. 5
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"be a subject of controversy in many cases.

Differences of views on the appropriate response to shocks are
difficult to reconcile. According to Governor Blackman,
speaking from a position of strength in a country which has
managed the crises remarkably well:

...the perspective of my lecture reflects my experience as a contributor to
economic policy-making in Barbados over the past thirteen years. Although
there have been broad areas of agreement between the IMF and the
Barbadian authorities, our policies throughout the last fifteen years have been
based on economic principles which, from the conventional IMF-World Bank
perspective, must be viewed as distinctly heterodox. The major source of
departure from the IMF-World Bank economic doctrine over the years has
been over the concept of stable equilibrium and the efficacy of the free market
both in the adjustment process and in the promotion of economic
development.

For example, upon realigning our currency from the pound sterling to the
U.S. dollar in July 1975, the Barbadian authorities revalued upwards by 10%.
We went on to enjoy five of the MOSL prosperous years in our economic
history and have maintained that parity ever since. In the high inflation years
of 1973 and 1974, we rejected the prescription of positive interest rates; by
1976 inflation had fallen to 6% Since 1977 we have rejected the approved
global credit controls which discriminate in favour of the productive sectors. [
think we have done much better than many who did otherwise.3?

The dilemma facing policy formation in a developing country,
the uncertainties about the outcome of government intervention,
and the political inevitability of intervention in the presence of
major economic shocks are set out by Dr. Richard Webb, a
distinguished economic scholar, formerly on The World Bank
staff, then Governor of the Central Bank of Peru in both the
previous and the present administration, and now Economic
Advisor to the Prime Minister, in a 1986 study:

The causes of collapse, and of the failure to recover in the last two years, are
not easy to unravel... [dle capacity and unemployment grew rapidly during

1983 as overall demand was re_duceq by public expenditure cuts and by

exacting a high price in both inflation and recession, and in political erosion,
for marginal fiscal and balance-of-payments improvements. Certainly, by late
1984, the severity of adjustment efforts could not prevent the eventual
breakdown of debt service.”! The (generalized] approach to adjustment
proved to be highly inefficient in cost-benefit terms.

50 Blackman, op. cit., pp. 4-3.
51 ~ Compared to 1982, GDP per capita in 1985 had fallen 13%, wages in the modern sector
35%, imporis 58%, nvestment 39% and food subsidies 93%. (Webb, op. cit., p. 20).
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A more selective approach to adjustment would probably have been more
effective. In particular, a more direct attack on the balance-of-pavments
deficit, combining greater devaluation with import and capital controls.
would have reduced the burden on recessive income-adjustment mechanisms,
including the sharp reduction of government expenditures. Industrial policy
could have been even more selective, supporting activities that could generate
exports or save on imports using idle capacity, and also providing quicker
and more supervised financial support where the threat of bankruptcy was
causing output reduction.

These suggestions add up to a heroic agenda for a country with a
particularly weak administrative base and little experience in such efforts.
Also, direct interventions invariably give rise to distortion, corruption and
inefficiency. Nevertheless, it is hard to accept that those costs could have been
larger than the massive output reduction, unemployment, and

impoverishment that actually occurred.>?

Development strategy. The two schools in development theory
- “structuralists™ and “neoclassicists™ - have been struggling for
influence in the development finance institutions, and
particularly The World Bank, since the beginning of its
operations. The neoclassicists have been in ascendance during
the last ten years. The conflict concerns the role of government
in development strategy and policy. Neoclassicists argue that this
role is simply to establish an economic environment in which
free market prices will realize the efficient allocation of
resources. The neoclassicists advocate “"a neutral™ policy regime,
meaning that policies should not selectively favour priorities of
sectors and industries. They allege that there are few inherent
market failures and that existing market imperfections are by
and large due to policy failures. The core of neoclassical
prescription for a neutral policy regime is free trade. Pushed to

its logical conclusion, the neoclassical view denies the need for
any industrialization strategy and corresponding protection. If,
as a practical matter, protection must be given, tariffs should be
low and equal, in effective terms, across industries.*?

The success of the newly industrializing countries in East Asia,
and particularly South Korea, in penetrating export markets and
absorbing modern technology, was initially taken as a proof of
the validity of the neoclassical view. Detailed research has shown
that the proof is not there. **A case for liberalization cannot be
based on an impartial reading of Korean economic history. The
evidence supports the view that both in the 1960s and 1970s,

52 Ibid, pp. 21, 22-23.
53 Howard Pack and Larry E. Westphal, Industrial Strategy and Technological Change,
Journal of Development Economics, 22 (1986), pp. 88-89.
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government intervention underscored the emergence of a solid
industrial structure.”>* **‘Selective intervention has contributed to
the success, and it has done so by accelerating the rate of
industrial growth with little if any compensating loss in
efficiency terms.”** Korea has moved from protected import
substitution to export expansion supported and guided by the
government. Like in the case of Japan, it is not the absence of
government support and the free trade, but intelligent use of
incentives, protection and other industrial policy which have
contributed to the establishment of a powerful and most modern
industry.

Excessive preoccupation with getting protection down has
pushed into the background the fundamental issues of transfer
and absorption of technology and its organizational
arrangements. It has been forgotten that “‘tariffs or quantitative
controls are superior to free trade if the resulting immediate loss
in users’ surpluses is more than offset by restriction-induced
future gains in users’ surpluses. Thus, in the absence of perfect
tradability, restrictions to promote the acquisition of
technological capability can be superior to free trade, since the
acquisition of technological capability can lead to lower prices
and to differentiated products that would not otherwise exist.""%6
There are also new findings concerning infant industry
protection. “The traditional version of the argument relied either
on imperfect capital markets or external economies to explain
why temporary protection was needed to establish an industry.
[n the new version, the emphasis is instead on increasing returns
internal to a firm. A protected home market allows firms toc move
down their marginal cost curves (or down their learning curves
in a dvnamic model), lowering costs and raising market shares in
all markets. A striking conclusion is that a protected market may
actually serve as a springboard for increased exports. Recent
simulation analyses... seem to confirm the importance of this
effect for several actual industries. The problem with applying
the new infant industry argument - better described as the
argument for “import protection as export promotion” - to
LDCs 1s that it depends on the domestic market being fairly

4 Amsden, op. cit. Colin | Bradford, Jr., "East Asian Models: Myths and Lessons’ in
Development Strategres Reconsidered, edited by John P. Lewis and Valeriana Kallab, Overseas
Development Council, Washington, D.C.. 1986, discusses the extensive role of governments in
South Korea and other East Asian Countries.
55 Pack and Westphal, op. cit., p. 97.

56 fbid., p. 117,
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large.”” Hence the need for economic cooperation of developing
countries in suitable cases. to build an internationallv
competitive industry.

Most developing countries have learned from their excesses in
pushing extensively with industries which they were unable to
use effectively either because specific projects failed or because
foreign exchange shortages blocked the supply of imported
inputs and spares: many, perhaps most. are now giving priority
to export development: and most are aware of the need to
promote agricultural growth. Neoclassicists. through their
writings and advice have contributed to this new awareness. But
virtually all developing countries remain committed to
industrialization, which calls for incentives and other
government support. The ongoing depression of their export
commodity prices serves to strenghten this commitment. There 15
the danger of a serious strain in the relations between developing
countries and development finance agencies unless the latter
relax their pressures'on free trade.

V SUGGESTIONS FOR A NEW APPROACH

Three suggestions are made below. First. the financing agencies
should encourage member country governments requesting
adjustment assistance to submit their own programmes of
adjustment; the present practice of the agencies preparing these
country programmes should be discontinued. Secondly. the
agencies should decide on their loans on the basis of their
assessment of the debt servicing capacity and financial
management of the borrowers, with loan conditions being
normally confined to factors bearing on these two areas: this
would modify the present primary emphasis of conditionality on
influencing national economic policies in a specific direction.
Thirdly, a system of regular exchanges of information and
economic policy views between the borrowers and the agencies
should be instituted: this would enable the policy dialogue to be
continued, but in a consultative manner.

V' I Country Programme Initiatives

The World Bank is on record as recommending that member
countries have the initiative for the preparation of adjustment

57 Paul Krugman, New Trade Theory and the Less Dev eloped Countries, WIDER, Helsinki,
August 1986, pp. 25-26 (mimeo.).
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programmes. The Bank’s 1986 report on Africa lists several areas
in which further steps should be taken to strengthen the system
of developed-developing country cooperation. The proposed

reforms start with:
First, governments in Africa must be seen to have the prime responsibility for
designing their adjustment and investment programes and for coordinating

aid and other financial flows. Donors can assist in the task - but they should
not undermine this responsibility by trying to negotiate their own favorite
package of policy reforms or by promoting their own pet projects. To this
end, the African countries must strengthen their core ministries of finance and

planning, and the units that coordinate their foreign assistance.8
Mr. Conable, the Bank’s recently appointed new President,
“hoping to avoid frictions over lending conditions, says he wants
the developing countries themselves to come up with the policy
changes that they think will spur faster growth - rather than have
conditions imposed by the institution.”” A World Bank staff
study suggests that “‘the creation of an institutionalized process
under which reform is analyzed and pursued may be more
important than achieving policy reform targets involving specific
price and exchange rate levels. Prices and exchange rates can
always be changed again. in the wrong direction. However,
solidly established processes for analyzing and implementing
policy reform may have a more durable impact in the long term.
In addition, the process of analyzing may uncover some of the
unknowns regarding agricultural growth. Thus the reforms
pursued should be regarded as a process, rather than a condition
to be achieved. 0

[ have not come across similar statements of the Fund, but
they may exist. A recent Fund staff study, talking about the
present practice, says that the Fund designs country stabilization
programmes: but another study stresses that they are
“Fund-supported™ rather than “Fund™ programmes, adding that
“the country plays an active role in its formulation.”®! The issue
of responsibility for the preparation of country stabilization
progrummes must have been discussed repeatedly in the Fund.

The fundamental advantage of a country-prepared
progrumme is that it would reflect its views on economic policy
better thun a mixed parentage, and it would represent its

58 The World Buank. Finuncing Adjustment With Growth in Sub-Saharan Africa, 1986-90,
February 1986, p. 38,

59 As reported in The New York Times, 30 September 1986, following the interview.

td) Cleaver, op. cir., p. 28.

ol Fund-Supported Programs, Fiscal Policy and Income Distribution. op. cit.. p. 3.
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commitment to carry out the programme. According to the
WIDER Tanzania study: “'Since policy reforms are implemented
by government, it is their commitment that will enable sustained
adjustment effort. Purely “imported reforms™ via conditionality
alone will have limited effectiveness. Thus while using
coordinated conditionality in aid disbursement to encourage
change, the key initiative role has to remain with the concerned
government. Informed dialogue rather than unilateral
conditionality pressure from outside creates better political
environment for adjustment internally, 62
The second advantage of a nationally-generated programme is
that it would lead to a country-specific treatment of the
adjustment problem, adapted to individual circumstances. Dr.
Frances Stewart, in a pioneering study proposing
country-generated adjustment programmes, suggested that this
may lead to a new typology of programmes:
While Fund conditionality tends to be rather stereotyped
applied to most countries - it is likely that there should be a number of
alternative models, incorporating special economic and political factors. It
seems probable that different packages would be suitable for low-income
countries with a strong manufacturing sector that has been inward-directed
and for countries with outward-oriented manufacturing sectors. Other factors
would be a country's size and political variables.6
The third advantage of nationally-formulated programmes is
that they would be based on better information. As argued by
Professor Kenen, “The Fund may have more experience than
any government, but it cannot be expected to have more
information. It may know more about the international economy
because of its ability to gather and integrate information from
many governments. It is not likely to know more about each
national economy. 64
The subject-matter coverage of nationally formulated
adjustment programmes should not be expected to be much
different from that under the present programmes - problems do
not change because the procedure has changed - with one major

- a single model

62 Benno J. Ndulu, Stabilization and Adjustment Programmes in Tanzania 1978-1985,
WIDER, Helsinki, p. 24 (mimeo.). According to a senior World Bank official, “perhaps the most
general conclusion that can be drawn from the Bank's experience to date is the im portance of
recipient's commitment to a particular course of reform for the ultimate success of the policy
package.” (Constantine Michalopoulos, World Bank Programs for Adjustment and Gro wth,
Washington, D.C., February 1987, p. 33 (mimeo.)).

63 Frances Stewart, Alternative Conditionality, in SID/North-South Roundtable, op. cit., p.
214,

64 Peter B. Kenen, Financing, Adjustment and the International Monetary Fund, The

Brookings Institution, 1986, p. 49. The same point has been stressed by Professor Edmar L.
Bacha.
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o
additional element. The developing countries will normally insist
on adjustment with growth and therefore on the integration of
growth objectives in financial programmes. As argued by Dr.
Buira:

Developing countries in general attach greater weight to their development
than do creditors. For them, the distinction between balance of payments and
development finance is somewhat artificial, since they see the development of
foreign exchange earning ability and the structural transformation of their
economies as the means that will ultimately permit attaining a healthy and
durable balance of payments position. The immediate objective of Fund
programmes has been the correction of the balance of payments problems.
Occasional references in programmes to growth rates are usually assumptions
or forecasts rather than targets. In fact, growth objectives are not an integral
part of the programme in the same way that balance of payments or fiscal
objectives are. This points to a serious imbalance in the design of
programmes... A Fund programme may integrate the growth objective by
setting a positive global growth goal coupled with the external financing
required to attain it. :

More generally, differences between the present and the
nationally designed programmes will appear mostly in proposed
remedies and policy instruments.

The majority of countries have sufficient staff to put together
adjustment programmes suitable for discussion with external
lenders. Some countries will probably need assistance. It could
be provided by the lending agencies: by consultants: United
Nations and UN Economic Commissions; or by a special
advisory staff group which may be set up under the Chairman of
the Group of 24 (developing countries) which operates within the
Bretton Woods institutions or under the Chairman of the Group
ot 77 (developing countries) whose offices are at the United
Nations. There may be vet other possibilities. It may also be
possible to obtain UNDP support for this work. The benefits and
costs of each solution should be considered further.

V' 2 Agency Responsibilities

In assessing loan requests’ and the associated country
programmes, financial agencies have three main responsibilities:
to assure, first, that borrowed funds will be used to promote
economic growth and stability of the borrowing country;
secondly, that loans will be serviced and repaid: and thirdly, that
the broad interests of country membership as a whole -

65 Anel Buira, Adjustmenc with Growth and the Role of the [MF, 20 December 1986, Pp.
16-17 (mimeo.).
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increased world income, employment and trade - will be helped.

Mr. Sidney Dell, Dr. Stewart and Dr. John Williamson agree
that there is a difference between what “the Fund has a right 10
insist on when it makes a loan - the assurance that a programme
adequate to secure a payments turnaround will ke
implemented.® (/.e., that the loan will be raptd) - and the use of
“its unique lending position to impose a particular set of policies
on borrowing countries, which it believes is good for them: this
is what Sidney Dell has described as the ‘grandmotherly’
function.”® The situation is probably similar with respect to
World Bank’s “'structural adjustment loans™. although full
details are not yet available. Project and sector loans do not raise
this problem for as long as they do not deal with economy-wide
policy issues. There is no dispute about the repayment function
and project sector conditionalities: it is agreed that they make
possible for the financial institutions to discharge their
responsibilities. The dispute is about the “grandomotherly
function™.

The financial agencies take greater risks than commercial
lenders as they continue to lend when commercial lending has
stopped, and they normally charge lower interest rates than the
market despite the greater risks. These extra risks could be taken
as a justification of the “grandmotherly function.” In actual. and
by now fairly long experience,. the risks have proven small.
however: most debtors have consistently given priority to
servicing the agency loans, even at most difficult times. Under
these circumstances, it is difficult to justify the “grandmotherly
function™ of the scope and depth it has obtained. particularly
when there is a dispute concerning the economic theory on
which substantial parts of this “function™ rest.

Conditionality has two aspects: the need for orderly financial
and administrative management. and changes in economic
policy. The first aspect — orderly management - is indispensable
under any circumstances and in any social and economic system.
Included here are orderly tax administration and enforcement,
tight public expenditure controls, realism of investment and
financing plans, control over foreign borrowing. anti-corruption
drives and enforcement, drives for accountability and sound

66 John Williamson, The Lending Policies of the International Monetary Fund, in John
Williamson ed., IMF Conditionality, The Institute for International Economics, 1983, p. 632,
67 Stewart, op. cit., pp. 201-202: Sidney Dell, On being grandmotherly: the evolution of
conditionality, Essays in International Finance No. 144, Princeton, 1981.
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management in public enterprises, stopping the use of
government service to provide jobs, speed in decision-making
and in the implementation of government decisions, policies to
discourage, and measures to prevent, capital flight. The other
aspect of conditionality - economic policy - is a matter which by
its nature does not tolerate uniform treatment or a uniform
doctrine or ideology. It affects income distribution, the strategy
of resource allocation, the role of the government in economic
life, the degree and the method of involvement in international
trade, in short the essential philosophy of public policy. The
interest of creditors in the economic policy of their debtors
cannot be denied as it affects the service and safety of their
claims. On the other hand, creditors cannot assume the role of
muakers of national policy in debtor countries- it is the political
leaders of these countries which carry the responsibility for
possible mistakes and pay for them with their jobs, and in
extreme cases even with their heads.

A possible way out from this dilemma is to confine
conditionality to factors bearing on debt servicing capacity and
sound financial management, and at the same time institute a
system of exchange of information. experiences and views on
economic policy at regular intervals. on a consultative basis.
Financial agencies would then have the opportunity to convey
dny concerns they may have, and debtors to present their views
and expectations. Such consultative arrangements would
preserve the beneficial aspects of the country-agency
relationship, while reducing the frictions and confrontations.
The high professional quality of the staff of the agencies and
their enormous accumulated knowledge and experience would
continue to be available to developing countries: the agency staff
would continue to benefit from a first-hand exposure to reality in
developing countries: and while it is only realistic to expect that
problems in country-agency relations will continue to exist.

perhaps the way of resolving them would be smoother.

December. 1986
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] INTRODUCTION

ECONOMIC POLICY conditions accompanying loans granted by

Jeading international agencies to developing countries have been

a major point of dispute in North-South relations for a long

time. Conditionality has been increasing in recent vears. and this

will raise the disputes to new heights. The roots of the

controversy lie in the differences of views concerning. first. the

substance of desirable economic policies in developing countries

on some important issues, and second, the delimitation of the

roles of the agencies and country governments in designing

country policies. This paper suggests a possible way in which the

controversy can be approached and eventually resolved. i
Chapter 11 describes the present system of conditionality and ‘

-ts evolution. Chapter 111 discusses the strong points of

conditionality. Chapter 1V focusses on its weaknesses and on the

controversial points of the theory of economic policy on which

conditionality rests. Chapter V contains this paper’s proposals.

11 EVOLUTION

11 1 Present Situation

Four lavers of conditionality are now practiced:
(a) Demand conditionality pioneered by the IMF through their
monetary approach to the balance of payments. This focusses on
cutting spending, primarily that of the government. currency
devaluation, raising interest rates, and trade liberalization. There [
are now also elements of supply conditionality. mainly in

eliminating price controls.
(b) Supply conditionality, pioneered by The World Bank,
originally focussed on project (or micro) formulation and

implementation, and dealing with pricing of products and
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services to be sold by the project, and its management. This was
then extended to cover sectors, and now, with *‘structural
adjustment lending” to the entire economy. The centre of
attention is the investment programme, system of incentives,
pricing, financial liberalization, and trade liberalization.

(¢) “Growth™ conditionality, in application during the last year
or so, focussed on giving a free hand and incentives to the
private sector of the economy, including “privatization™ of
government-owned enterprises as much as possible,
rationalization of the rest, promotion of of foreign direct
investment, and again, trade liberalization.

(d) Cumulative total of (a), (b), and (¢), called
*cross-conditionality™, where lending decisions of each agency
depend on the borrower having met the loan conditions of some
other agency. This is now in increasing use and it involves
private as well as official lenders. ! The breakdown in
arrangements between a borrowing country and any one of these
agencies — in particular the IMF and The World Bank - can
have a “*domino effect™ in relations with all other agencies. ? The
situation is still fluid: the number of instances of
“*cross-conditionality™ is increasing, but is not yet clear how
firmly committed to coordinated action individual lenders feel
they are. 3

I1 2 History

Conditionality did not exist in the original IMF Articles of
Agreeemnt. The Fund started applying it since 1952, as a matter
of a Board policy decision. * It has been spreading ever since.
Professor Oliver, in a recent historical study, notes that
“increasingly, beginning in the late 1950s, the staffs of the Fund
and the Bank deeply concerned themselves with the internal
economic affairs of their members, not infrequently in ways that
induced headlines in the international press. These intrusions
would have surprised the American delegation to Bretton Woods
and would probably have infuriated the British, who regarded
national economic sovereignty as an absolute, whatever might be

1 See Igbal Gulati, Aspects of Cross Conditionality, Centre for Development Studies,
Trivandrum, India, July 1986 (mimeo.).

2 Sidney Dell, The Question ot Cross Conditionalty, June 1986, p. 23 (mimeo.).

3 In mid-November, The World Bank went ahead with a partial disbursement of a loan to
Mexico, even though commercial banks had not yet approved their part of the loan package. ( The
Washington Post, 19 November 1986).

4 Sir Joseph Gold, Conditionality, IMF Pamphlet Series No. 31, IMF 1979, pp. 3-4.
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agreed about plans for a Fund and a Bank.”*

This is now history, relevant, but history: and we currently
face a situation with a comprehensive net of conditionality,
designed and implemented by a formidable international
economic staff operating from powerful institutions. The number
of issues they address in individual country programmes 1s
increasing. This has led a prominent student to observe that we
are now in the presence of a "Christmas tree™” approach to
conditionality, with new conditions being steadily added to the

existing ones.
The original study was prepared for the World Institute of Development Economics Research of
the United Nations University (WIDER/UNU). It is published with the Institute’s permission.

IT1 STRONG POINTS

Conditionality has contributed to policy evolution in developing
countries in four areas, thus reinforcing the effects of lending
agency financial contributions:

(a) Fiscal discipline:

(b) Export expansion:

(c) Proper management of public enterprises: and

(d) Alleviation of price distortions.

Each of these areas is discussed below.

111 | Fiscal Discipline

Many problems facing developing countries - in their external
accounts, domestic inflation, administrative controls, price
distortions, and insufficient investment — have their origin in the
fiscal imbalance. In mid-1980s, in Argentina, “"the government
was unable to finance the fiscal deficit without disorganizing the
monetary side of the economy, driving the economy either to
hyperinflation or overkill (due to the rise in interest rates).”™®
Argentina is an extreme case, but in different degrees the
problem appears in very many places. A reduction in the fiscal
deficit appears as one of the stabilization objectives in 86 out of
94 Fund-supported programmes during 1980-81, or 91" of the

5 Robert W. Oliver, Bretton Woods: A Retrospective Essay, The California Seminar on
International Security and Foreign Policy, June 1985, p. 41.

6 Roberto Frenkel, Jose Maria Fanelli, Carlos Winograd, Stabilization and Adjustment
Programmes and Policies in Argentina, CEDES-Buenos Aires and WIDER-Helsinki. August
1986, p. 43 (mimeo.).
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cases.” There have been serious disagreements concerning the
feasible speed and extent of the deficit reduction proposed by
the Fund, the specific expenditure categories which the Fund has
singled out for cutting, the nature of particular revenue increases
it has proposed, and its tendency to shift the burden of
adjustment to the public sector. But the general argument that
restoration of fiscal discipline is a necessary condition for
growth and self-reliance is valid. In countries suffering from
hyperinflation, monetary stabilization may be a pre-condition
for recovery of public revenue and thus for the reconstruction of
public finances generally: but monetary stabilization will not be
possible to sustain unless fiscal discipline is restored.

I11 2 Export Expansion

Export expansion of manufactures now commands universal
support. [t provides for economies of scale: the larger the market
in which one sells, the greater the possibilities of expanding
production, perhaps at falling costs, and expanding sales,
probably at unchanged prices, thus raising employment, income
and profit margins and their mass. Furthermore, rising export
earnings will help alleviate the foreign exchange constraint to
growth — a critical issue in most developing countries. Questions
have been raised concerning the effects on domestic small and
medium intermediate goods producers of large exporters’ free
access to imported inputs (South Korea):® and there is
apprehension that excessive export subsidies may lead to
“fictive™ exports and may have caused terms of trade
deterioraton via reduced export prices (Turkey).? These are
important qualifications, but they cannot eliminate the
enormous advantages arising from a plentiful flow of foreign
exchange, which provides room for maneuvering to domestic
economic policy.

The World Bank and regional development banks have
financed specific investment projects in export industries of
developing countries for a long time, reflecting their conviction

7 Fund-Supported Programs, Fiscal Policy and Income Distribution, A Srudy by the Fiscal
AfTairs Department of the International Monetary Fund, September 1986, p. 33. =

B Alice H. Amsden, Growth and Stabilization in Korea, 1952-84 WIDER, Helsinki, 1986, p.
6 (mimeo.). :
9 Korkut Boratav, Distribution, External Linkages and Growth under Orthodox Policies:
The Turkish Economy in the Early 1980s. University of Zimbabwe and WIDE R, June 1986, pp.

26-27.




