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THE EVOLUTION OF THE INTERHATIONAL ECOWNOMIC ORDER

W. Arthur lewis

In international circles the topic of the day is the demand
of the Third %orld for a new international economic order. My topic is
the evolution of the existing economic order: how it came into existence
not much more than a century ago, and how it has been changing.

The phrase "international economic order” is vague, but unothing
would be gained by trying to define it precisely. What I am going to do
is to talk abouﬁ certain elements of the relationship between the
developing and the developed countries which the developing countries
find particularly irkscme. These are:

First, the .division of the world into exporters of primary

products and exporters of manufacturss.

Secondly, the adverse factoral terms of trade for the

products of the developing countries.

Thirdly, the dependénce of the developing countries on the

develoned for finance.

Fourthly, the depeudeﬁce of the developing countries on the

developed for their engine of growth.

I will deal with the first two topics tonight -~ trade and the
terms of trade, Tomorrow night I will deal with finance and the engine
of growth. As indicated, my purpose is mot to make recommendations, but

to try to understand how we come to be where we are.
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The Division of the World

»oa

How ﬁi& éhe werld come to be divided into industrial countries
and agricultural countrizs? Did this result from geographical resources,
economic forces, military forces, some International conspiracy, or what?

Since we are talking about industrialisation we are talking about
very recent times. England has seen many industrial revolutions since the
13th dentury, but the one that changed the world began only at the end
of the 18th century. It erossed rdﬁidly to Worth America and to Western
Europe, but even as late as 1850 it ﬂad not matured all that much. In
‘1850 Britain wﬁs the only country in the world where the agricultural popu-
Fatidnz had failén below 50 per cent of the lsbour forece. In cur day
already some 30 Third World countries have agricultural populations less
than 50 per cent of the labour force —- 17 in Latin Averica, 8 in Asia
not inciuding Japan, and 5 in Africa not counting South Africa. So
except for Britain even the oldest of the incdustrial countries were still
only in the early stages of structural trancformation in 1850.

At the end of the eighteenth century trade between what are row
the industrial countries avd what is now the Third World was brscd on gro-
graphy rather tham on structuie; indeed India was the leading erportur of
fine cotton fubries., The trode was also trivially small fu voimaz., It
cenclsted of segar, a few splces, érecious retals and luzury goods., It
was then clozked 41 wrch ronznce, and had given rise to wwch bloodshed,
but it slimply did‘not amount to nuch,

In the course of the first half of the nineteenth century

industrialisatisn changed theé composition of tha trade, since Britain
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captured world trade in ircon and in cotton fabries; but.the volume of
trade with the Third World continued to be small., Even .as late as the
vear 1883, the first for which we have a calculation, the total imports
into the United States and Western Curope from Asia, Africa énd tropical
Latin America came only to about a dollar per head of the population of
the exporting'cobntries.

- There aré two reasons for this low volume. One is that the
Jleading industrizl countries Britain,'the United States,; France and
Germany were, taken together, virtually self-sufficient, except for
wool. The raw materials of the industrial revolution were coal, iron
ore, cotton and wool, and the foodstuff was wheat. These core countries
between them had all they needed except for woql. One reads in various‘
places that the industrial revolﬁtion depended on the raw materials of
the Third World, but this is Quite untrue, It was not until what is
sometimes called the second indusﬁrial revolution, at the end of the
nineteenth century, (Schumpeter's Third Kondratiev upswing based on
electricity, the motor car and so on) that we get a big demand for
rubber, copper, oil, bauxite and such materials. The Third World's

contribution to the industrial revolution of the first half of

t

he
nineteenth century wﬁélnegligible.

The seccnd reascn why tradé‘was s0. small is that the erpansion
of world trade, which creagind thé infernational economic order that we
are talking about, is necessarily aﬁ bffshoot of the transport revalutisns.
The railway wvas the major elemeﬁt here. 'Before the railway the external
trade of Africa or Asia or Latin America-was virtually though' not com-

pletely confined to the seacoasts and rivers: the railway altered this.
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How the iﬁdustrial countries were building railways from 1830, but the
railwzy did not reach the Third World until the 1860's, mainly because
it waé-in most countries financed by borrowing in‘London -~ even the
Hdrth Aﬁéfican railﬁays were financed in Loqdqn —— and the Third World
didjnbt begin to borrow substantially in London until after 18635. The
other transport revolution was the decline in ocean freights, which
followed the substitution of iron for wooden hulls and of steam for sails.
Freights wére'falling from the middle of the century, but their
spectacular &owntufn'came after 1870, when they fell by two-thirds over
thirty vears.

For all these reasons the phenomenon we are talking abput -
the entry of the tropical countries gignificantly into world trade --
really belongs only to the last gquarter of the nineteenth century. ,I;
is then that tropical trade bggan to grow significantly -~ at about 4
per cent a.year in volume. And it is then that the international order
that we know today established itself.

Now it is not obvicus why the trop;cé reacted to the industrial
revolution by becoming exporters of agricultural products.

As the industrial revolutieon developed In the leading countries
in the first half of the nineteenth century it challenged the rest of the
world in two ways. One challenge was to imitate it. The other challenge
vas to trade. As we have just seen the trade opportunity was suall, and
was delayed until late in the nineteenth century. But the challenge to
imitate and have one’s own industrial revqlution was immediate, A number
of countries reacted irmzdiately, in North America and in Western Europe;
buf‘most countries did net, even in Central Europe. This was the point

at which the world began to divide Into industrial and non-industrial
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countries."And why did it heppen this way?

The exampie of industrialisation would have been easy to
follow. The industrial revolution started as new technolpgiass in making
textiles, mining ceal, smelting pipg iron and using steam. The new ideas
were ingenious but simple, and easy to apply. The capital requirement
was remafkably small, except for the cost of building railways, which
could be had on loan. There were no great economles of scale, 50 the
gkills required for managing a factory or workshop were well within the
competence and experisnce of what we now call the third world. The
technoiogy was available to any country that wanted it, despite feeble
British efforts to restrict the export of machinery (which were over by
1850), and Englishmen and Frenchmen were willing to travel to the ends
of the earth to set up and operate the new mills,

Example was reinforced by what we not call "backwash." A number
of Third Mofld countries were exporting manufactures in 1830, notably
India, Cheap British exports of textlles and of iron destroyed such
trades. This gave an incentive to adopt the new British techniques,

India built its first modern textile mill in 1853, and by the end of the
century was not only sz2lf-sufficient in the cheaper cotteons, but had also
driven British yarn out of many Far Eastern markets. Why then did not
the whols world immediately adopt the techniques of the imdustrial
revolution?

The‘favorite answer to this question is political, but it will
not wash. It is true that imperial powers were hostile to industrialisation
in their colonies. The British tried to stop the cotteon industry in India

by taxing it. They falled because the Indian cotton industry had the
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protection of lowar trages and of transport costs.  But they dié succead

is fwolding off diron znd stesl production i India till as

o)

ate as 191

(=]

s

Ta2 hostility of ifmmerial powers to industrialisation in their colomies.
and in the "snen door” countriss-is beyond 4ispute. [Lut the world was

cot 211 colonial in the middle of the nineteenth century. When the
coffee industry began to expand rapidly in Brazil around 1450 there

was ne axternal solitical force in Europe or dorth America that mades
Brazilldavelop as a coffea exnorter instéad of going in the direction
of industrial dovelopment. RBrazil, Arsentina and all thse rest of Zatia -
Smerica ware free to iﬁdustrialise, but did not. In Asia, India, Ceylon,
Java and the Philionines were colonies, hut in 1857 thare were still o
sigas of industriazlisation in Thailand or Japan or China, Indo-China or
the rest of the Indonesian archipelago. ' Also the nartition of Africa
14 not come until 1380, when the industrial revolution was already a
avndred vears old. fle cannot escane the fact that Zastern aand Southern
Europe proved to he just as backward in industrialising as South Asia
or Latin America. forething morz was needsd than political independence,
Wa have therefore to turn to the economic explanations. Thae
most dirportant of thesz, and the most neplected, is the Jenenieuncaz of
an Industrial revolution on a orior or simultansous agricultural
revolution. Thig arrument was already fariliar to 18th century sconomists,
includine Sir James Cteuart and Adam Snith.
In a closed economy the size of the industrial sector is &

function of agricultural productivity. Agriculture has to bz capable

of nroducing tha surplus food and raw materials consumed in the iwdustrial

@)

ector, and it is the affluent state of the farmers that enables then to
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‘be a market for industrial products. If the domestic market is too small
it iz still nossible to supnort an industrial sactor by exporting manu-
factures and importing food and raw materials, But it is ﬁard to begin
industrialisation by exporting manufactures. Usually one begins by
selling ia a familiar and protected home market and passes on té exporting
only after one has learnt to make ons’s costs competitive.’

The distinguishing featura of the Industrial Revolution at the
end of theé eighteenth cemtury is that it besan in the country with the
hignast agricultural productivity ~- Great Dritain -- which therefore
already had a larpe industrial sector. The Industrial Revolution did
not create an Industrial sector, wherepon: had heen before. It transfomed
an industrial sector which already existed, by introducing new ways of
making the same old things. The revolution spread rapidly in other
countries which were also revolutionising their agriculture, especially
in Western Durope and Worth América. But countries of low agricultural
nroductivity, like Central and Southern Europe, or Latin America or China
had rather small industrial sactors, and there it made rathier slow prbgress.

If the smallness of the market was one constraint, because of
low agricultural productivity, the ahsence of an investment climate was
another. Wastern Hurope had been creating a capitalist environment for
at least a‘centufy: a vhole new set of people, of ideas and of institutions
whlch did not exist in Asia or Africa, or even for the most part in Latin
America, despite the closer cultural heritage., Power in these countries —-—
as also In Central and Southern Europe e was still closely concentréted
in the hands of landed classes, who benefited from cheap imports, and

58w ne reason to support the emergence of a new industrial class. There



vas no industrial enterpreneurship. Of course the agricultural countries
were just as capable of 5prou;ing an Industrial comelex of skills,
institutions and ideas, but this would take time. In the meantime it
was relatively easy to respoud to the other opportumity which the.
industrial revolution now opened up, namely to expert agricultural
prodﬁcts, especially‘as transport costs came down., There was no lack

of traders to travel through the countryside collecting small parcels

of produce from thousands of small farmers: or of landowners, domestic
or foreign, r=ady to man plantations with imported Indian or Chinese
labour,

And sc the world divided: into the countries which industrialised
and exported manufactures, and ﬁhe other countries which exported agricul-
tural products. The speed of this adjustment, especially in the second
half of the nineteenth century, created an illusion. It came té be an
article of faith in Western Europe that the tropical countries had a
compafative advantage in agriculture, when in fact, as Indian textile
production soon bagan to show, there were much greater differences in
food produciion per head than in modern industrial production per head
as between tropical and temperate countries.

How we come to another problem. T spoke of the industrial
revolution presenting two alternativé challenges -- an opportunity to
industrialise b& example and an opportunity to trade., But an opportunity
to trade is also an opportunity to industrialise. For trade increases
the national income, and therefore increases the domestic market for
manufactures. Import substitution becomes‘possible9 and industrialisation

can start off from there. This for example is what happened to Australia,
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whose development did not begin until the gold rush of the laiﬂ’s,and'was
then based on exporting primary products. Uevertheless by 1913 the pro-
portion of Australia's labour force in agriculture had fallen to 25 per
cent, and Australia was producing more manufactures per head than France
or Germany, measured by value added. Why 4id this not happen to all the
other agricultural countries?

It was not because of any failure of intermational trade to
eypand. The volume of trade of the tropical countries increased at a
rate of about 4 per cent per annum over the thirty years before the first
world war. So if trade was the engine of growth of the tropics, and
industry the engine of growth of the industrial countries, we can say that
the tropical engine was beating as fast as the industrial engine.

There is plenty of evidencelof this in the tropics. The relative
failure of India tends to overshadow developments elsewhere. But
countries like Ceylon, Thailand, Burma, Brazil, Coloubia, Chana or
Uganda were transformed in these thirty years before the first worid war.
Thev built themselves roads, schools, water supplies and other essential
infrastructure . But they did not become industrial naticas.

There are several reasons for this, of which the most important
is their terms of trade, so we must spend a little time analysing what

determined the terms of trade.

The Factoral Terms of Trade
The development of the agricultural countries in the second
hélf of the nineteenth century was promoted by two vast streams of inter-—
national migraticn. About fifty millien people left Europe for the

temperate settlements, of whom about 13 milliocn went to what we now call
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the new couptries of temperate settlemerﬁ:;9 Canada, Argentina, Chile,
Australia, New Zealand and South Africa. About tﬁe éame numbey -- 50
million people -~ left India and China to work mainly as indebtured
labourers in the tropics on plantations, in mines or in construction.

The availability of these two streams set the terms of trade for tropical
and temperate agricultural commodities respectively. The market forces
set for temperate commoditieg prices that could attract European migrants,
while thay set for tropical commodities prices that would sustain in-
dentgféd Indians. These were very different levels.

Central to this difference was the difference in agricultural
productiﬁity betwaen Europe and the tropics. By the year 1900 the yield
of wheat in Britaiﬁ, which was the biggest single source of Huropean
migration, was 1,600 lbs. per acre, as against the tropical yileld of 709
1bs. of grain per acre. The European also had better equipment and
cultivated more acres per man, so the yield per man must have been six
or seven times larger. Also, in the country to which most of the Turopearn
migrants went, (the United States) the yield different#al was-even higher,
not because of productivity per acre, which was lower than in Europe, but
because of greater mechanization. The new temperate settlements could
attract‘and hold European immigrants, in competition with the United
States, only by offering income levels higher than prevailied in Morthwest
Europe. Since Northwest Europe needed first their wool, and thea after
1830 their frozen meat, and ultimately after 1909 their wheat, it had to
pay for those COﬁmodities prices which would yield a higher than European
standard of living. |

The tropical situation was different. Any prices fer tea or
rubber or peanuts which offered a standard of living in excess of the

750 1b. of grain per acre level were an improvemsnt. Farmers would =oa
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consider devoting idle land or time to producing such crops; and, as
experience grew, would even, at somewhat higher prices, reduce their
ovm subsistence production of food in order to specialise in coﬁmercial
crops. But whether the small farmer reacted in this way or nmot, there
was an unlimited supply of Indians and Chinese willing to travel to the
ends of the earth to work on plantations for a shilling a day. This
strean of migrants from Asia was as large as the stream from Europe.
This set the level of tropical prices. In the 1380%s the wage of a
plantation labourer was one shilling a day, but the wage of an unskilled
construction worker in Australia was nine shillings a day. If tea had
been a temperate instead of a tropical crop its price would have been
perhaps four times as high as it actually was. And if wool had been a
tropical instead of a temperate crop it would have been had for perhaps
one-fourth of the ruling price.
This analysis, as you will recognise, turns cn the long-run
infinite elasticity of the supply of labour to any one activity at prices
" determined by farm productivity in Europe and Asia respectively. Tais
is applied to a Ricardian type comparative cost model with two countries
.and threes goods. The fact that one of these goods, food, is produced
by beth countries, determines the factoral terms of trade, in terms of
food. As uauél one can elaborate by increasing the number of goods or
countries, but the essence remains if food production iz common to all,
One important conclusion is that the tropical couvntries cannot

egcape by raising productivity in the commodities they export, gince all
that this does is to reduce the prices of such commedities. Indeed the
two such commodities in which productivity has risen most, sugar and

rubber, show this quite clearly. The factoral terms of trade can be
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improved only by raising tropical productivity in the common commodity,
domestic foodstuffs.

There are iInteresting borderline cases where the two groups of
countries compete. - Cotton is an example. The U.S.A. was the principal
supplisr, but cotton could also grow all over the tropics. The U,S.A.
maintained its hold, despite eager British efforts to promote cotton
growing in the British colonies. The U.S. yields per acre were about
three times as high as the Indian or African yields, but this alone would
not have been enough to ki1ll tromical production. The real point is that
the U.S. could not have competed with tropical cotton if the southern blacks
had been frze to migrate to the FNorth and to work there at white Northern
incomes. It was racial discrimination in the U.S.A. that kent the price
of cotton so low:or to turn this around, glven the racial discrimination,
American blacks earned so little because of the large amount of cotton
that would have flowed out of Asia and Africa and Latin America at a
higher cotton price.

Cotton was one of a set of cormodities where low agricultural
productivity excluded tropical competition. The tropics could compete in
any commodity where the difference in wages exceeded the difference in
productivity. This ruled out not only cotton and tobacco, which fell to
the ex—-slaves in ﬁorth America, but also maize, teef and timber, for vaich
there were buoyant markets, and ground was lost steadily‘in sugar as
productivity in beet inecreased. This left a rather narrowv range of
agricultural expdrts, and contributed to the over specialisation of each
tropical countryy in one or seldon +ore than two export crows. Low pro-
ductivity in food set the factoral terms of trade, while relarive pro-

ductivity in other agriculture decided which crops were in and which were out.
Yy g P
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Minerals fall into this competing set. Labour could be had very
citearly, co high produetivity yielded high rents. These reants accrued
to investors to whom governments had given mining concessions fgr_pext
to nothing, and‘the proceeds flowed overseas as dividends. IMineral-
bearing lands were not infinitely elastic, but their labour force was.

With the arrival of colonial independence over the last two decades, the
struggle to recapture for the domestic revenues the true value of the
minerals in the ground, whether by differential taxation, by differential
wages for miners, or by expropriation, has been one of the more bitter
aspects of the international confrontation.

Given this difference in the factoral terms of trade, the oppor-
tunity that international trade nresented to the temperate settlements was
very different from the opportunity presented to the tropics. The temperate
settlements were cffered high income per head. From this would come inme-
diately a large demand for manufactures, opportunities for import sub-
stitution and rapid urbanisation. Domestic saving per head would be large;
Money would be available to spend on schools, at all levels, and soon
these countries would have a substantial managerial and administrative
elite of their own. These new temperate countries would thus create
their own power centres, with money, education and managerial capacity,
independent of and somewhat hostile to the imperial power, such that
Australia, ¥ew Zealand and Canada had ceased to be colonies in any political
sense long before they acquired formal rights of sovereignty, and had
already set up bafriers to imporfs from Britain. The factoral terms
aﬁailable to them offered them the opportuﬁity for full developﬁent in

every sense of the word.
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4The factoral terms availszble to thé trépics, dn-the other hand,
offered the opportunity to sﬁé& ﬁdof ;_ atrany rate intil such time as
the labour resé:voirs of-ihéig and China might be exhausted, .A farmer in
Higeria might fend his pean&ts with as much dilipence and skill as a farmer
in Australia tended his sﬁeep, but the return would be very different. The
just price, to use the mediéval term, would have rewarded équal compatence
with equal earnings. But the market price gave‘the Higerian for his peanuts
a 700 lbs. of'grain per acre level of living, and the Austréiian for his
wool a 1690 1bs, per acre level of living, ﬁot because of differences in
competence, nor because of marginai utilities of productivities im peanuts
or wool, but because these were the respective amounts of food which their
cousins could produce on the family farms. Tﬁis 1s the fundamental senss
in which thérleaderé of the less developed would denounce the cﬁrfent
international‘econoﬁic order as unjust, namely that the factoral terms of
trade ére baéed on ihé market forces of opportunity cost, and not on the
just principle of équal vay for equal work. And of course nobody under-
stood this mechanism better than the working clasées in the témperate
settlements themselves, andJin the U.5.A, They were alwéjs adamant against
Indian or Chinese immigration into their countries because they realdised
that, if unchecked, 1t must drive wages dowm close to Indian and Chinese

levals.

Cumulative Forces

How let me come to more recent developments., I must first make
the point that in spite of the poor factoral terms of trade, the opportunity
to trade did substantially raise the natlonal incomes of those tropical

countries which responded by participating in trade. Thils was partly
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because prices had to be get at levels which would bring the produce out.
- So, though based on the low productivity in food, they had to be somewhat
higher than this. Just as wages were higher in Australia and Argentina
than 1in ParisrorlLondoﬁ,'so also wages were higher in Ceylon or Burma than
in India or China.

The other reason was that these countries developed by bringing
unused resources into use —-- both unused land and unuse& labour resources,
go that to a large extent what they produced for export was additional to
what they would otherwise have produced. In particular the tropiecal
countries continued to be self-sufficient in food. The agricultural exports
were éxtra output. |

This steady increase in income over some sixty or seventy years,
Vright down to the great-depression of 1929, very cbnsiderably exéanded the
demand for manufactures. Imports of textiles and of iron goods mounted,
putting domestic handicrafts out of business. Why did not these countries
set up their own modarn factories to cope with this rising demand?

Some did -- especially India, Ceylon, Brazil or Mexico, but
progress was slow, Apart from colonialism, which restricted some but not
others, three other factors worked against industrialisation.

The first reason is the extent to which the import and export
trades of th=se countries fell into foreign hands. This was where the
profits were, in a complex of wholesaling, banking, shipping and
insurance. Railway, plantation and mining preofits were much more volatile,
Mow prcfits are é major source of funds for reinvestment. If trading
profits had been more in domestic hands, there would have been more
domestic reinvestment, and almost certainly more interest in domestic

manufacturing.
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The reasona for the heavy pa¥ticipation of foreigners in the
external trade were partly economic, partly cultural and partly political.
On the economic side there was advantage in large scale operations because
of the riskiness of trading and the ease with which small traders were
wiped out by a had season. On the cultural side Europesns had been
running big shipping and trading enterprises since the seventeenth century:
in this as also in banking and insurance they had a considerable lead over
~Latin Americans and Africans, though not over Indians or Chinese. The
political factor was a further complication, in that some imperial govern-
ments deliberately favoured their nationals at the expense both of
iﬁdigenous and of other forelgn competitors. Whatever the reason, the
points where profits were greatest (wholesaling, banking, shipping, in-
surance) tended to be foreign, and this certainly diminished the avail~
ability of funds and eanterprise for investment in domestic manufacturing.

A second factor to which some nationalist historians attach
much importance is the fact that participation in trade itself whets the
appetite for foreign goods, in the process destroyving local industry.
The consumer learns to prefer wheat to yams, cotton to the domestic textile
materizls, cement to local building materials, and iron to wood or stcne.
This 18 all right if the country has the new materials and can acguire the
new skills for ﬁrocessing then, .Othe;wise it reduces the export multiplier --
the extent to which the éroceeds of exporte circulate within the country,
stimulating domestic industry, before flowing out again. It is difficult
to give this quaﬁtitative significance for the nineteenth century, since the
products destroyed by imports from Britainlwere mostly cotton and iren
manufactures not essentially different from the imports which replaced them.

Some of the difference lay in consumer preference, but most of the difference
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lay in cest. The situation évolved differently in the twentieth century
when brand names established their footing in many consumer markets, and
provad difficult.to disiodge even with domestic products of equal cost and
quality.

| Aé long ago as 1841 Frederich List emphasised that the market
forces at work in an agricultural economy keep it agricultural unless
special measures are taken to arrest its momentum and change direction.
List's remedy was for the government to protect an infant manufacturing
industry with tariffs and quotas. But this presupposes that the industrial
forces have élready conquerad the government and can use it fam their favour.
The fact that they had not is the third explanation why the agricultural
countries, though becoming more prosperous and consuming more and more
manufactures, did not industrialise. Imperial power was of course an
obstacle in the colonial countries, but is not a necessary explanation
since the same happened in the independent countries. The fact is that
the very success of the country in exporting will have created a vested
interest of all those who lived by primary production -- small farmers no
less than big capitalists -- and who opposed measures for industrialisationm,
whether hecause they might deflect reéources from agriculture and raise
factor prices, or because they might result in raising rhe prices of
manufactured goods. The outcome therefore depends on the relative political
strengths of the industrial and the agricultural interests.

It is not to be supposed that in this confrontation the entrenched
agricultural forees will always win. On the contrary, they lost in most
European couﬁtries and in most of the countries of new settlement. Even
in Latin Americé‘the-liﬁeliness‘of Brazilian and Mexican entrepreneurs

stands out at the end of the century; even as Egypt contrzasts with India
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in not producing a single businessman from its prosperous landowning and
merchant classes. To unravel the differences of rzsponse betweaen countries
to what look like similar forces is one of the sources of historical
excitement. Thus the contrast between Argentina and Australia is most
instructive. These two countries began to grow rapldly at the same time,
the 18530"'s, and sold the same commoditiés, cereals, wool and meat. Im
1913 their incomes per head were amoﬁg the wcfld's fop ten. But Australia
industrialised rapidly, and Argentina did not, a failure which cost her
dearly after the war, when the terms of trade moved agalnst agriculture.
Some Argentinian nationalists blame this failure on British interests in
Argentina, but this does not make sense since the British‘had even more
influence in Australia or Canada, which were industriélising rapidly.
The crucial difference was that Argentinian politics were dominated by
an old landed aristocracy. Australia had no landed aristocracy. Its
politics were dominated by its urban communities, who used thelr Dowar to
protect industriazl profits and wages. The slow emergence of industrial
classes in Latin America, or Central Europe, North Africa or much of Asia
is expleined as much by internal social and political structure as by the

impact of external forces,

Commodity Policy

But we must move om and look at recent changes. The year 1929
is a turning poigt: the start cof the greatest depression the world has
seen in the last two centuries. This great depression played havoe with
the tropical countries? and gave‘force to two movemants which are still
reverberating -~ the quest for international commodity agreements, and

industrialisation for import substitution.
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'Tﬁe ccmmodit? terms of trsde moved sharply against agriculture
in the 19307s. The nrice of tropical crops is tied to the price of food,
through substitution possibilities; but the price of food in terms of
manufactures is determined in practice mainly by aceeleration or
deceleration of U.S. farm output. It 1s sometimes alleged that agriculture's
terms of trade have been moving downward continually since 1339, but this
is not so. There are long swings in the terms of trade, associated with
chéﬁges in the reiative growth rates of industry and agriculture., The
terms of trade moved against agriculture in the 1880°s and 1890's, then
moved rapid1y in faﬁdur of agriculture down to the first world war. That
period of about twenty years is remarkably like our own, United States
agriculturé:bad erown rapidly after the Civil War, but from the late 18907s
it slowed to a more moderate pace. Food prices rose from 1900 up to the
war, nroducing a general inflatien of prices. We heard the same cries
then as-wé hear today that the world rrng headed towards famine. But after
the war the terms of trade turned around, against agriculture, through
the 1920's and 39's. They moved up in the 1940's, moved down in the 1950's
and 60's, and have moved up again since about 1970. This forty-year cycle
has been with us for a century and a half, though whether it will continue
noBédy can predict.

International commodity agreements date back to the 1920°s and
ware fairly numerous in the 1930's. Experience shows that the crux of
anﬁ attempt to use them teo raise prices above the market leyel is the
ability to contrdl supplies. Brazil's effort to maintain coffes prices

dates back to its valorisation scheme of 1906, and is one of the reasons



—3 0w
why the supply of coffee has grown so rapidly in other countries. The
international tea agreement, promoted by Asian suppliers, led to in-
creasing supplies from Africa. And so on. To increase prices when you
cannot control new planting is self defeating.

Unfortunately for the developing countries, the number of
commodities whose supplies can be effectively controlled is rather small.

- Recognition of this factor led the developing countries to try
2 new tactic after the second world war. They agreed, in lime with United
Naticns discussions, that an International commodity agreement should not
be sipned by producing countries only, as was generally the case before
the war, but would instead be negotiated and zigned jointly by producing
and consuming countries. This requirement obviously constrained the
freedom of producing countries to select the price targets of the agreement
by themselves. On the other hand they hoped that the consuming countrieas
would lend strength to the agreement by agreeing to police supplies: BaE.,
by refusing to impert from countries not signdtory to the agreement, or
even by refusing supplies from countries trying to exceed their quotas.

In the event most international commodity negotiaticns have
breken down on prices. Consumer and producer nations have not been able
to reach agreement. The agreement between the oil producers is a return
to the pre-war mode. The consumers are not a party to the agreement, and
are not consulted,

Interest in commodity schemes comes and goes. Tiz LDC's are
hot for Commoditﬁ agreements when prices are ca the long downswing,
as they were in the 1950's and 60Fs, Whenltbe long upswing returns it
is the turn of the industrial countries to worry. True to form, last

vear at UNCTAD iIn Wairobi Dr. Kissingér proposed to set up a lafge fund
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to invest iﬁ incfaasing the output of raw materials. He would not accept
the proposal for buffer stocks, bﬁt Presidént Carter did so last week ,
bringing the U.5. into line with the Furopeans, who had already done so.
The combination of buffer stocks with a large increaselin fhe output of
commcdities would suit the MDC's very well, but it is not quite what the
1DC's had in mindn- On-this stage the actors are lisble to change their
roles as the play proceeds.

Producing countries could get aroundlfheir inability to control
supplies if they agread among themselves not on 2 tafget price nor on
individual quotas but simply on an export tax which they would all levy.
This would in time raise their receipts without raising the price received
by the producing firms or farmers. Thus the country would gain muré
revenue without simultaneously giving producers any incentive to produée
more output. It should not be any more difficult to get producer agreement
to an export tax thanm to an agreement on prices and quotas. (Such a tax
would be applied only to commodities for which the demand is inelastic

but the same limitation governs any commodity scheme.)

The Rise of Manufacturing

Let me turn now to the second change since 1927, The great
depression moved the commodity terms of trade zgafnst the tropical
countries, and also dried up the demand for their exports. As purchasing
power fell, there was no money for imports. So the depression gave a
direct fillip to industrialisation for import substitution, especially in
Latin America. Even more important, it broke the back of the political

resistance to industrialisation -- whether the resistance of imperial
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powers, or the resistance of domestic vested interests in primary
production.

So after the second world war the tropical countries plunged
into import substitution. Rapld progress was made in the 1250%s and
60's. Industrial production grew at about 6 1/2 per cent per annum,
which was higher than the 5 1/2 per cent growth rate ia the develéped
countries,

However, by the end of tha 196(0°'s the early starters were
already reaching the limits of import substitution, and industrialisation
began to slow dowm. I began this paper by referring to the dependence
of an industrial revolution on a prior or simultaneous agricultural
revelution. If 70 per cent of the labour force consists of low productivity
food farmers, with only a tiny surplus, the market for domestic manufactures
is strictly limited. As the limits are approached the pace of industrialisation
can be maintained only be exporting manufactures.

And this 1ig what has happened. The tropical countries have burst
into exporting manufactures to one another, but even mors to the developed
countries. Their exports have been growing in volume at the extraordinary
rate of 10 per cenmt per annum. A large segment of the current discussion
of a new international economic order is concarned with reducing the
barriers and widening the market for the manufactures of develoning
countries, to be imported-into develoﬁed countries,

This involves such a major reshaping of the international economic
order as we haﬁe'knowﬁ it that we must spand a moment examining how it has

come about.
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In the past the developed countries have gone to extremes to
keep out manufac?ures from the developing countries, for exactly the same
reason as they have kept out Asian migrants. They have imported raw produce,
but have placed heavy import duties or prohilbitions on refined produce, in
order to protect theilr own manufacturing capacity. Why then are they
changing now?

The background to this change is the extraordinary and un-
expected exnlosion of world production and trade since the second world
war. The world economy has developed just about twice as fast as anybody
expected in 1959. In the preceding golden age of capitalism, which ran
from around 1350 to 1913, output per head grew, eveun in the most advanced
countries, by not more than 1-1/2 to 2 per cent a year. But between 1350
and 1973 output per_head in the same countries has grown by 3 to & per
cent per year. World trade expanded in the earlier period at 3-1/2 to 4
per cent, and In the later period at 7 to 8 per cent in constant prices.
Output in the developing countries also has grown about twice as fast as
people thought possible in 1950.

Fqually remarkable has been the absence between 1950 and 1974
of those international recessions which used to plague the world about
once every eight or nine years. Most of these were relatively mild, but
every second or third would prove to be a great depression, like those
of 1873 or 1392 or 1207 or 1929, or the latest arrival, that of 1974,

The international recession of 1974 has all the marks of its predecessors,
except that it is much milder. One characteristic which it shares with
them is its effect on economic prophecy. Starting with Marx in 1848,

every time there has been a great depression people have prediéted the
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imminent collapse of the capitalist system, much ae the Early Christians
were always poised for the imminent arrival of Judgement Day. 8o far the
system has always revived and continued on its way as vigorously as before -~
though we have no promise that it will always do so. Today our journals
and newspapers are full of predictioms that the prosperity of 1950 to 1974
will prove to have been a flash in the pan, and that we are now szt on a
long dovmward course. This remains to be seen, and the outcome will be
crucial to the relations between developed and developing countries.

Now in the industrial countries ths combination of full employ-
ment and zero population growth produced styyctural changes in their labour
markets, which have altered their attitudes to impgeting manufactures from
low-wage countries.

To understand this, we have to start with the structure of their
labour markets. Tn pure models of the market economy labour of equal
competence receives equal wages in all industries or occuratiens. This
1s not so in the real world, where there are protected jobs and low-wage
jobs. Sometimes the difference is between industries; unskilled labouﬁ
is paid rmore in say the motor industry than in say the hospital industry,
Sometimes it 1s between occupations; some kinds of skilled workers, e.g.
printers, are able to keep their wages higher than those of persons in
other occupations requiring the same degree of learning ability. Some-
times it is between people of different races or sexes or religions.

We call this a “dual® or "two-sector’ labour market becauée the
natural tendency df a market econemy to reach an equilibrium in which
equal competence receives equal wages ig ariestedu Zmployers of workers

in protected jobs would no doubt prefer to be hiring at lower wages from
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the low-wrage secter, but theylﬁré ?rohibited from doing so by frade unions,
by the racial, religidﬁs'cf sexist prajud nf gona of their irreplaceable
gtaff, by legislatiom; ér evéﬁxﬁerely by custom,

In an economy which is developing sufficisntly ;apiﬂly the number
of protectad johs, especially in manufaéturing and 1in high- lovel serv1cea,
grows fasfer than the iabour force. %o people are recruited inﬁo the
aigh-wage sactor from or at the expense of the low-wage sector, This puts
pressure on the low wége market, creating a snortape of- unekilled labour,
an’ threatening to raise wages. After the second world war the corbination
of near zexro populatibn grovth and unprecedented iudusfrial orowiti drained
lEurope“s resources of surplus or low vagerlabouf. The agricultural labour
force declined swiftly. There were feﬁef small shonkaepers and frucking
firﬁs. Western Zurope ranushortlof.nufééé, nolice, bus ecouductors, uu-

illed factory workers and unsikilled sarvice workars (hotal staff, hospital

staff, aomestic workérs).

The economic system reacts to this pressure in one ¢f four wavs.
The first is to pull mors women into the labour force. Ths next is to
mechanise or reorganise the low-wage jobs‘so that they can manage with las
labour. The third solutioﬁ is 2 vast immigration of lowaagé labour from
other countrizs - which took millions intb Vlestern Furcpe from Soutiiern
Furome, Asia and the Caribbean. This.ié not popular, and is not likely to
revive,‘ FTailing this the next bééf thing ié to import low-wage nanufactures
froﬁ the lzss developed counl;x'ri-es‘, and free onm’s own unskilled labour for
work in tﬁe nore productiﬁe sectﬁrs of the econony.

So in the 15%0'5 the internatfonal econormy began to turn on its

ﬂea* The industrial countries invested capital in the poorer countries
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to produce manufactures for export. IManufactures became the fastest

growing export of developing countries, growing at about 10 per cent

a year, or slightly faster than manufactures exported by developed countries.
Already by 1975 manufactures were 33 per cent of the exports of the
deveioping counfries, excluding the oil countries, and if current trends
continue, by 1985 more than half the exports of deﬁelopiug countries will

be manufactures. To several LDC's the abolition of restrictions on
manufactured imports is much more important than anythi;g that can happen

in the commodities area.

Also turning the international economy on to its head is what is
happening 1n agricultural trade. With the‘population explosion and con-
tinued low productivity in food, the developing countries have become net
importers of food,land if current trends continue will soon be importing
more agricultural produéts than they export. The division of the world
into developing countries that export agricultural products aznd import
manufactures, and developed countries which do the reverse is on the verge
of ending;

How the ending of this division exposes the fallacy of telieving
that the division was based on unfavourable terms of trade for agriculture
as against industry. If 60 per cent of the tropical labour force is in
low productivity food, the rest of the labour force will get low prices
whether it exports agricultural or industrial products. The opening of
developed country markets to imports from the tropics merely opens up a
new low-wage tro?ical export. It is not true that the terms of trade are
bad for all agriculture, Australia, Mew Zealand, Denmark and othars have

become some of the richest countries in the world by experting agricultural
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products. The: terms of trade are Béd'only for tronical products, whether
. agricultural or industrial, and ars bad because the‘market pays tropical
unskilled labour; vhatever it may be producing, a wage which is based
on an unlimited reservoir of low productivity food producers.

_The remedy follows. The taslec way to create a new international
order is to eliminate the 50 to 60 per cent of low productivity workers
in food by transforming their productivity. This would change the’
factoral terms of tropical trade, and raise the prices of the traditional
agricultural‘exports. It would also create an apricultural surplus wvhich
would support industrial production for the home market. These countries
would then not be so dependent on the rest of the world for finance, or for
their engine of growth. These two aspects of the subject T shall consider

tonorrow evening.
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Financial Nenendency

Eurépe has been a center of internstional finance for several
éeﬁturies, with the Italians, the Dutch and the Britigh following in
each others footsteps. Britain assumed the mantle of chief pur&eyor
immediately after the Napoleonic war, but after a disastrous flurry with
lending to Latin America in the 1820's, concentrated for the next three
decades on lending to Europe and North America, and did not lend
significant sums to what is now the Third Vorld until after the
creation of the Indian Empire in 1857. Thereafter Britain was joined
by France and Germany, and at the end of the century by the United
States,lwhich had previously been one of the largest borrowers. So
the deveiopment of the Third Hbrld does not begin until the last third
of the 19th century when this flow of finapce begins to finance the
railways? ports and other infrastructure without which commerce could
not move,

Although fereign capital was immortant to the Third Worid,
the Third Vorld was not in the 19th century all that imoortant to

foreign capitalists. 1In 1913 only about one-third of outstanding invest-
. - 1. s o oo fees
ment was *n the Third Torld {(excluding Arsentina). The hulk of the invest
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ment was in Europe, Morth America, and the other temperate countries of
recent settlement. Foreign investment and imperialism do not coincide.
It is particularly important to note that foreign investment
was not basad on the rich countries lending to the poor countries. Ter
capita income was higher in the U.S5.A. or Australia or Argentina, which
were borrowers, than it was in the U.K., France or Germany which were

lenders. If income per head were the chief determinant of self-gufficiency
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in finance we could not answer the question‘which is posed by opponents
‘of foreign aid, namely if Britain and France were savinn enough to
be lending in the middle of the 19th century, when they were not all that
richer than Ce&lon or Brazil 1s today, why cannot the developing countries
now save for themselves all the capital they neesd?

In the nineteenth centufy the distinction between the Europeaﬁ“'
lenders and the rich borrowers turned on differences in rates of
urbanisation. Those whose urban populations were grbwing by less
than 3 per cent per annum lent (France 1.0, ¥ngland 1.8, and Germany
2.5) and those whose urban populations were growing by more than 3 per
cent per annum borrowed (Australia 3.5, U.S.A. 3.7, Canada 3.9, Argen-
tina 5.3).

Urbanisation is decisive because it is so expensive. The
difference between the cost of urban and rural development does not
turn on comparing the capital required for factories and that required for
farms. ZEach of these is a small pvart of total investment, and the dif-
ference per head 1s not always in favour of industry. The difference
turns on infrastructure. Urban housing is much more expensive than rural
housing. The proportion of children for whom schooline is provided is
always much higher, at the stage where less than 60 percent of children
are 1in school. The town has to mobllise for itself hospital service,
priped water supplies, bus transportation. In all these respects the
tcvms require more per head in terms of quantity, but even if quantities
per head were the same, urban facilities would cost more in money terms
than rural facilities. Rural people do more for themselves with their

own labour, in such matters as buillding houses, or working communallw
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on village roads or irrigation facilities. And wvhen they hire construc-

tion workers they;?ay‘less, both because of a generally lower price
level, and also because they are not faced with powerful construction
unions. Rural people also do not hire architects. |
Therorigin of these high rates of urbanisatfion has been

population growth — in Europe in the nineteenth century and in the
developing countries in the second half of the twentieth century. Rural
reople have to move when population starts to grow, because this
nenaces the famlly farm. The family farm can he passéd on intact if
abopt 2-1/2 children per family surv;ve to age of reproduction, of the 8
or so ban into the average rural family. As the number of survivors
increases, the farm is threatened with dismemberment, unless some soms
move out. If there 1s plenty of land, as in West Africa, they can
move out té make new farms, or to seek employmentuon other new or
egpénd;ng farms. If there is little new cultivable land, fhey look to
thé towns. They will not go to the towns unless employment is known
to be expanding in the towms. If there is no work in_the tovms, or
on other farms, ﬁhey stay cn the family's farm, which is then cut up
inﬁo smaller and smaller pleces In the way with which we are so familiar
in éouthern Asia and the Middle Fast.

| Therefore, in countries where all the land that can ke cul-
tivated without great expense is alfeady occupied, all the natural
increase in the rugal population seeks employment in the towns, once
ecénomic development has begun. The quantitative significance of this
migration depends on two factorsj';he rate of natural incresase of the

population, and the already existing ratio of urban to total nopulation.
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At the end of the 19th century Germany's population was growing at
about 1.2 ver cent per annum. The urban popullation was 48 per cent
of the whole. To absorb the whole increase. the urban population had
to grow at a rate of 1.2 divided by 48, i.e. by 2.5 per cent per
annum, which.is exactly what it was doing. 3By now emigration from
Germany had virtually ceased. In Latin America population increases
at about 3 per cent per annum, and the urban population is already
about 50 per cent, so to absorb the whole natural increase the towms
would have to ocrow at 6 per cent per annum. This also-is just about
what the Latin American towns are averaging; the rural population.
renains constant while all the natural increase is accumulating in
the tovms. Asia and Africa cannot reach ﬁhis condition because, though
their population growth rates are about the same as the Latin American
or even lower, say 2-1/2 per cent, their current urbanisation level 1s
lower still, say about 20 per cent, so if the towns were to take all
the natural increase they would have to grow at 12-1/2 per cent a year,
which is virtually impossible.

- The evidence is that in a complex industrial system whose
interdependent parts must grow in some sort of balance if profitability
is to be retaipned, employment in manufacturing and mining cannot grow
faster than about 4 per cent per annum. Japan has the fastest ever
growth rate, and its industrial emplbyment grew in the 1960's only at
3.8 per cent a year. The figure for the U.S. in its heyday before the
first World YWar was 3.5 per cent a yzar. ' The U.S.S.R. reached 4.5
per cent per annum in the 19230's but was ‘then producing mainly armaments
and factories to make armaments, which is a relatively simple system;

in tha 1960's industrial employment in the U.S.S.R. has grown only at
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2.5 per cent a year. It looks a2z if 13 commlex industrial system cannot
expand employment at more than 4 per ceat a vear.,

- The problém is aot as acute in Africa, vhere there is still
plenty of land, as it is in South Asia., vhere there is not. Given its
population growth rates South Asia needs both more cultivable land and
also more employment in agriculture per acre. These are its two
highest priorities. This 1s not just a ﬁéétef of providing work, over
and above what non-agricultural activity can reasonably be exmpected to
provide. It is also a matter of nroviding food for an exploding
population. But even with all that can be done to make more emplov-
ment in agriculture, rapid urbanisatibn remaing inevitahle,

Urhanisation would not be ineﬁifable if we could spread industry
around the countryside instead of its concentrating in tovms, hut this is
easier sald than done. Ue note that this has been a deliberate objective
of Mao's China. There are however twollimits to what isApossiblen Cne
is that people will migrate to the towns if they are allowed to do so;
hence a system of permits to reside in the tovn, ruthlessly enforced, is
an integral part of such a policy. And secondly Industyy is itself
gregarious; most industrialists prefer to establish in existins industrial

centres, which already have not only the requisite phvsical infrastructure,

together. One can work hard at establishing rural industries. but excent
in peolice states, success 1s beund to be limited.

The dependence of the developing countries on the develoned for
finance is not due to thelr poverty, since even the richest countrias

have been borrowers. HNelther does it derive from their unsillingness to
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save. Net domestic saving of the developing countries averaced about

10 per cent a year in the 1960%s, which is not very different from the
ratios of Britazia or France in the 1860'5, when thev were already lenders
and not borrowers.

The developing countries dependence for finance derives
ultimately from their high rates of populati¢n growth, and intermediately
from their high rates of growth of urbanisation - around 5 per cent per
annum aﬁd more -~ to which this population growth gives rise. Population
growth has already started to diminish - urbanisation éeems to be ;he
basic constraimt on population growth; but the dependency on borrowing
will probably continue until the rate of natural increase drops to about
one per cent per year, so it is likely to ﬁe with us at least until the
end of this century.

1t should be noted that dependence on intermational borrowing -
and dependence on foreign entrepreneurship are not the same thing.
Pritain was still borrowing from the Dutch in the 18th century, though
not uging Dutch eqtgepreneurship. The importance of direct private

rvestment in the international flow is always greatly exaggerated,
both by those who oppose it, and by those who balieve that it should be
the principal channel for foreign transfers. The current scope for
direct foreign invest@ent is now rather small. The investment in
plentation companies, which was assoéiated with the movement of Indian
and Chinese labour across the world, ended after the first world war

as that movement ceased, and the investment of foreign capital in
agriculture is‘ﬁow almost zero. Investment in public utilities is also

at an end. In part it has become the conventlonal wisdom that rublice
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utilities should be in the public sector, so the private utilities
are belng bought cut one after another. In part inflation kills publie
utilities, since their costs rise faster than their prices, which are
usually subjecf to elaborate public control. So no knowledgeable person
would put private money into Third World public utilities today. In
the 1950°’s and 60's the unprecedented growth of world industrial pro-
ductlon created a large demand for minerals, including cil, aad this
sector became a magnet for foreign private inﬁéStment.‘ However its
very profitability has killed it. One after another the goverrments
are buying out the mineral enterprises, usually at substantially less
than their market value, so this sector will no longer attract much
private foreign investment. The other profitable sector was the
financial sector, including banking and insurance. This sector took
money out of the developing countries, rather than putting monev in,
so the developing countries have been clamping down here as well.

Plantations, mines and public utilities were the usual sectors
for private foreign investment up to 1929, Wow these are fading out
and the new sector is manufacturing industry. It is at present a
reluctant contributor; it is the only sector inm which Third World
governments are activély seeking to encourage foreign investment, and
are finding fewer takers than they wquld like. And here the emphasis
is not on finance but on technology and management. The share of
manufacturing in gross investment is rather small, apd i7 it were only
a question of mdney rmost developing countries could finance their manu-
facturing sectors without needing foreign‘enterprisen The foreigner

contributes two things, a market connection, and managerial know-how.
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He may also contribute techmology, but in the standard light-industry
factory the technelogy is well known, and one can purchase a new cement
factofy or a new textile factory virtually off the rack. rAdvanced
technolo"y is relevaﬁt only in a few highly sophisticated industries

and these are of

o

like computaers, motor cars or netrocha@ nals,
immediate interest oniy to 1arge-a1ready industrially sophisticated
countries such as Brazil or Mexico or India. Current diSCussioo of
international investment as if it were mainly a problem of handling
multinat10na1 corporations is quite out of perspective.

The developing countries will depend on foreiwn borrowing
long after they have ceased to depend om foreign enterprise. One should
note that the Communist countries are now among the biggest debtors,;
allogedlﬁo.be oﬁing the Western world some $32 billion. It is the fast
pace of orbanisation that makes a country short of capital rather than
a derendence on know-how or on managerial expertisé.

T have said nothing about oil, because iﬁ is a separate problem,
so large and urgent in itself that an immediate solution has to be
found, in the ohape of oedium term loans from oil producing countries
to 1.DC's, through one channel or another. In this paper I am confining
myself to the relatiomshins which developed over the century up to

1973, since these are likely to continue for some time.
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International Fluctuations

50 much for the causes of financial daspendence. T wish now
to consider two disadvantages of'tbié dependence which wers already
demonstrating themselves before the first world war. The first of
these disadvantages is the vulnerability of debtors to international
recession, and the second is'the speed with wﬁich the debt charges mount.

Exporters of primary products are in any case vulnerable to
~international recession, whether they borrow or not, because the prices
of thelr exports swing very widely over the course of the trads cycle.
Various authors have sought to assess whether the degsree of fluctuation
was greater for agricultural or for industrial countries, usinpg different
definitions, and reaching different conclusions. The answer is not
very important, for even if the fluctuations were equal, the agricultural
countries could bear them less because their foreign exchanse reserves
are relatively smaller.

To the hazards inherent in the fluctuatiom of‘prices were added
those of a simultaneous fluctuation in the flow of invertment funds.
This axrose out of the miserly way in which Britain handled its adherence
to the Gold Standard over the forty years before th; first world war.
The Pank of Ingland kept very little gcld - some say because gold
yilelded no interest, while others are more charitable. Whatever the
reascn, the consequence was that the Bank was forced to react to slight
losses of gold, changing Bank rate an incredible number of times per
year. Specifically, whenever Britain beg;n to recover from cycliecal

recession there would come a point where the Pank began to lose gold,
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partly because the terms of trade would move adversely, and partly
because international borrowers would temporarily withdraw gold to pay
for purchases in other countries or-at home. There could therefore

be a financial crisis even before the trade cycle had reached its peak.
Bank rate would go up sharply, and open market operations or their
equivalent would be launched. 4t this point overseas lending would be
suspended, because the stock exchange reacted to the financial crisis,
because the houses promoting such loans would think the moment inaus-
plcious, and because those who held funds for foreign countries would
keep them in London to earn the higher interest rates. 8o the bor-
rowing countries were bereft of borrowing at the same time as prices
moved against them.

Some of these stoppages were of long duration. The recessions
of 1873, 1822 and 1929 turned into great depressiomns, with the final
upturn into revival delayed for three or four years. Lach of these
was marked by sharp declines in intermational investment. Borrowers
could not meet thelr commitments, and a string of defaults was inevitable,
or as we would now call them “requests for rescheduling of debt”. e
tend to be shocked by such requests, but they are an old and intrinsic
par*t of international investment. There was wldespread defaulting in
the 1820's, the 40's, the 70's, the 90°s, the 1930°'s and the 1950's,
and evervbody is now waiting for the defaults of the end of the 19707s.
The European capital merket took such defaults in its stride. It
knew that the bérrowers would have to come baclk for more money, and
could then be made to recognise'outstandiﬁg obligations before becoming

eligible for new borrowing. But the United States lost its temper when
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caught in the defaults of tha 1930’3, and with its "hlua sky” lawvs
effectively closed its lons tarm canital marhat to foreisn roveraments,
with unfortunate consequences for our day, which we shall come to in

a moment.

These great depressions with their long inroads into the flow
of international investment were tiled to what is now called the Zuznets
cycle in the United States, which made the "Inited States prosnerous
and depressed in alternate decades - prosperous in the 18307z, the
1939%%s, the 1922's, and the 1960's, and deprassed in the 70°s, the
80%s, the 1230%s, the 1259's and the 1972's. Our economists have
forgotteﬁ the propensity of the '.5. ecanomy to have these wide swings,
with recession continuiny for three or four vears before a final upswing:
and under the baleful influence of the Hatiomal "ureau’s 3 to 4 vear
reference cyecles have come to believe that recessions nsually last
only 13 montha. Rut this is quite unhistorical.

This shortage of mémory has beern alded by the fact that ve have
not since the second world war had a really eraat depression of the old
fashicned %ind. The 7.8, went into recessiﬁn in 1272, had a half
recovery to 1973, and collansed agala. The orash of industrizl nro-
duction leoks very much like that of the dosmturn of 1392, followed by
the littie recovery to 1855, renewed decline, and the long ushill climb
which took another seven y=2ars to get back on trend, in 1202, As on
previous occasions a deep slump in buildinz lies at the core of this

¥uznats cyele, But the fall was not as great in 1970 as in 1893,

\

hecause of our new built-in supports: and the rest of the industrial

countries did not join in the dowmturn until 1774. So what we are in
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now is only a pale reflection of the long and deep depressions that we
used to get every twenty. years or So.

Another kind of fluctuation which affected international
investment was the long éwing in prices, which we now call the Xon-
dratiev swing, after the great Russilan economist who first identified it.
The sharp fall in the price level which lasted from 1873 to 1895,
bore heavily on debtors. Somewhat to our surprise the flow of inter-
national investment was not interrupted by the adverse movement of the
terms of trade which was built into it from 1880 onwards, but the rise
in the real burden of debt certainly played a role in fhe heavy defaults
of the 1870°'s and of the first half of thelQO's.‘ This long downswing
of agricultural prices repeated itself between the wars, and again in
the 1959’5 and 60's. Agricultural prices rose sharply at the time of
the Korean war, and then dropped continually until the end of the 1960°s,
when they turned upwards again. However the downward movement of prices
was relatively small after 1955; nothing like the downswings of 1873
to 1895, or of 1920 to 1938. MNow we seem to have started another long
upswing of orices associated again with relative agricultural shortage,
and if it persists it will help to erode the real burden of the debts
contracted in the 1950%s and 1960's.

It 1s net possible to guaran;ee 1NC's against the consequences
of long and deep recessions of the Fuznets variety, though the main-
tenance of muitilateral and.bilateral government lending through such
recessions 1s cértainiy an improvement on the past. Weither can we
guarantee against long downswings of the genaral price level of the

Kondratiev variety, even though the world now seems determinedly set on
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continual price inflation. But we should ke zble to navigate the short
three to four-year cycle which the United States has also had since about
1820, as its own special brand of fluctuation, and which also has its own
name, the Kitchin cycle, after the economist who identified it, or as
some would say, who invented it and sold it to the National Bureau.

Tﬁese cyelical fluctuations in trade and investment have played
havoc with the agricultural countries, because their effect was multiplied
as it passed through to the domestic economy. As the flow of foreign
funds dried uvo, domestic income fell by more than the original decline
in foreign exchange. Thi; could be mitigated by devaluation. During
the long decline in prices from 1873 to 1895, those countries which
remained on the silver standard, like India; escaped internal deflation:
India's p;ices actually rose throughdut thié period. Some other countries,
like Argentina, .€hile and Brazil let their currencies float up and do&n.
it paid the agricultural classes to let the peso fall as prices fell
in gold. Thié kept up their incomes in pesos, and by rreventine the urban
community frﬁm enjoying the lower gold prices of industrial imnorts,
also moved the‘terms of tfade in favour of the agricultural classes.

Those agricultural counfries which clung to the Gold Standard, like
Australia and many European colonies, paid the penalty of sharp internal
swings. The case of the United States 1s particularly interesting. The
U.5.A. had been borrowing overseas through the 18290%s, and was caught

in a foreign exchange jam in the first half of the 1890°s both because

of the decline of British lending, and also because of tha very low prices

of 1ts agricultural exports. Whether to remain on the gold standard
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hecame an acute political issue, which was pot settled until the second
half of the-90“sg by a combination of the election of 1896, the rise
in prices of agricultural exports, and an explosion of exports of
manufacturss in the second half of the 13%0%s. Milton Friedman has
concluded as follows:
It should perhaps be noted explicitly that
we do not intend to suggest that the alternative
involving ebandonment of the gold standard was

economically undesirable. On the contrarv, our
o view is that it might well have been highly

praferable to the generally depressad conéizinns
of the 1820°'s. We rule it out only hecause, as it
turnad out, it was politically unacceptable. (1)

I think Professor Friedman must have changed his mind since,
when lecturing in Israel in 1272 on the monetary nroblems of less
deﬁeloped countries he advised‘that each such country should ;ie its
curfency te the currency of the country with which it 4id tﬁe most
business, and just staylthefe.(z) He drew specific attention to the
United States which,‘he said, Had thus “unified”™ the dollar with
sterling at-the end of the nineteenth ceantury. And in his‘1972 view
this was an even better policy for a developing country thaﬁ free
floating.

There is in fact no easy path; this is a nroblem where every

time you think about it you are lizhle to come to a different conclusion.

1. Milton J. Friedman and Anna J. Schwartz, A Monetary History of the
NInited States 1875-1960. Trinceton University Press, Princeton,
m.J., 1983. Page 111. '

2. Milton J. Friedman, Money and Econcmic Development. Praeger
Publishers, Mew York, 1973. Pages 44-£43.
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Free floating is an obvicus nuisance for countries which do not have
organised forward markets. This is an imnortant differancg in the
international ecoﬁomic order between the rich and the poor. But

if an LDC maintains fixed rates of exchange all through the cyele, 1t
has to pay the cost of higher unemployment levels as external prices
fall; and has also, even in the absence of cyclical phenomenég to keep
g tight rein on internal prices, lest it be nriced ocut of its export
markets. If on the other hand it.is known to be ready to devalus
whanever it runs inmte balance of payments problems, nobody is willing
to hold its currency, because the prospect of devaluation is alvays

on people’s minds. The omset of every minor difficulty then leads to
a rush to sell and an exhaustion of its foreign reserves. 3esides,
devaluation iz a dgnggrous ﬁedicine for an economy whose imporfs are
large relatively to national income. This was not éo in the 19th century,
when food was a2 small part of Third World imports, and wvhean trade
unions had not yet acquired the power ta reep real wages constant or
riging in.ail situationsz. ﬁowadéys such an economy 1g likely to find
itself on a treadmill, where devaluétion raiges deomestic money incomes
and prices, go satting off further devaluation<ig infinitum. Tirm
control over the money supply and over the 1§val af money incomes 1s a
pre-condition for succeseful floating, espeecially if food and other
consumer goods are a large nroportion of imports. Countries uncertain
of their ability to pursue such policies will be reluctant to use the

tool of devaluation, especially if the trouble in the foreign balance

is thought to be temporary and cyclical.
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What the situation requires is something the gold standard
-never had, namely a lender of last resort. Trance and Germany.could
ride the cycle up to 1913 because they kapt huge hoards of gold. LDC's
could not affofd to do this. They could have afforded to hold larger
foreign exchange reserves: but 2 debtor who holds large foreign exchange
reserves is a man who 1s borrowing at 6 per cent to keep money on the
bank at 3 per cent ~ poor countries wish to avoid this. Britain avoided
the same fate. MHot only did she hold very little gold, borrowing frﬁm
France and Germany in times of stringency as in.1890 and 1997, but instead
of holding exchange reserves in other countries'’ banks, she relied on
having other countries hold their reserveslin sterling in her banks,

and on such reserves moving in and out at her convenilence, as signalled
by changes in bank rate., This system worked for Aritain until 19231,
when 1t broke down. It could never have worked for the less developed
countries, since an LDC which ralses its bank rate is signalling a
crisis that 1s more likely to drive money out than to bring money in.

We have to recognise that the instruments awailable to developed
countries for contfolling the flow of foreign exchange over the trade
cycle are simply not available to the developing countries. This is
another of the clefts in the internmational econcmic corder.

By 1939 it was clear to all that the foundation of any new
international monetary system must be a lender of last resort, and this
was bullt into the International Monetary Fund. Such a system is not
easy to operate; and the TMF has had to learn its business painfully
as it went along. It sounds straightforwérd to have an agency which

passes out meney as industrial output in the developed countries declines
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and gets it back as industrial output revives. Thig part of the problem
gave little trouble before 1973, since the cveiical movement was rather
mild. TIMF capacity to deal with it was also strengthened by setting up
compensatory financing, and the EEC compensatory fund for its ACP

associates will also help. So also will &-2 7

}

stocis dchana, 1f it pets off the ground.

£

But a lender of last resort is faced with many demands arising
out of situations which are not so obviously saelf-correcting, and for
which long-term finance is more appropriate than short~term lending.

One country runs out of foreign exchange because it has experienced an
unusual drought for three years running: how will it be able to pay

back temporary lending? Another country is in trouble because some new
synthetic has cut its export prices in half. Another country has used
suppliers’® credits excessively to finance long-term investment, and

now cannot meet its debt charges. Yet.another has been financing capital
fo;mation by inflation, and cannot face the unemployment which deflation
will bring. The I.M.F. faces two kinds of difficulties in dealing with
such requests. One is where the deficit is due to the government's

own policles, which the govermment refuses to change; this has led to the
biggest quarrels. The other 1s where the appropriate remedy is not

shért but long-term finance. To ke a lender of last resort is not an
enviable position, since one is inevitably faced with demands to which
unrestricted short~term lending is not the appropriate amswer. The
avallzbility of‘adequate long-term finance is a necessary condition

for simplifying the role of short-term institutions.
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The Volume of Debt

Let me now leave the problem of fluctuaticrs, and come to
the second big disadvantage of financial dependency, namely the speed
with which the debt charges pile up.

Nomatr has given us the formula for the ratio of debt charges

to new annual lending.(l} It rises asymptotically to a limit
i3] a-+1
F a+g

vhere a is the annual repayment ratio (on the diminishing balance

principle) i is the rate of interest; and'g_is the rate of growth of

annual lending. Thus, if the rate of interest is 5 per cent, and annual

lending grows by 5 per cent, the debt charge will mount until it

exactly equals the annual lending., If lending is to contribute net

resources to the borrowgr, it must grow faster than the rate of interest.
In the British case in the last quarter of the nineteenth

century lending grew less rapidly than the rate of interest. GSo

from 1890 onwards new lending was less tbaﬁ the sum of repayments,

interest and dividends. The average difference in favour of Britain

was L42 million a year, from 1890 to 1907. Only in the final pre-

war spurt between 1908 and 1213 éid average lending excéed the average

inflow, and then only by an average of 13 nillion a vear.

1. F.D. Domar, “Foreign Investment and the Balance of Payments”,
American Fconcmic Review, December 1950,
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In consequence the debt situation in 1913 was incredible. For
comparison let us look at the situation of developing countries in 1872,
just before the expiosion of o0il prices affects the situation. Out-
standing debt of developing countries was then 1.8 times annual exports.
{Governmernt debt was $85 billion, private investment $53 billion, and
exﬁorts $75 billion). This ratio of 1.8 was already thought to be
very high; people were worrying about {it, and calling for debt cancei—
lation. By comparison ratios of debt to exports (not debt charges but
outstanding debt) were enormous in 1913. The lowest ratios, those for
India, Japan and China, were around 2-1/4. Australia‘'s ratio was 4.8,
Latin America's 5.2 and Canada's 8.6.

How does one meet debt charges on obligations which are 8.6
times exports? If the debt charge were 19 per cent (say 5 for interest
and 5 for repayment) it would absorb 86 pex cent of export proceeds.
Argentina's debt charge in 1890 wac 60 per cent of her exports.
Countries in this situation would certainly have been in trcouble if they
had been required to amortize their debts im cash. However there
1s no such call. In the first place part of this debt is not debt but
equity in private corporations, which is not repatriated until it is
sold to citizens of the debtor country. (Transnational corporations
were already very much in evidence in 1813; the recent discovery of
their existence puzzles the historian a little). BRut in any case
even the debt proper does not have to be diminished: it can be simply
rolled over in Qne_way or another, including the exchange of new debt

for old,
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This,'it must be said; presupnosas that new iebt can he wsed
to e hnouiah old dnbt. This is not so if the new debt is tiad to
spec1fic pro,ects and mﬁst therefore be used to finsnce new purchassas
of equipment and constructioﬁ. The nevw debt of 1213 had this advantage
over much oflthe debt of 1972, since in 1913 a Povernment could borrow
in London for unsnecified nurposes, or even snecifically to pay off
old debt or the interest thereon; whereas in 1972 the World Bank and the
bi1ateral ?overnment lenders were insistinq on tying new loans to new
projects.

In.any case thé volume of debt is of no significance if the
loans have been inﬁested econoﬁically. .Ope may run inte cyclical
problems, but I am assuming that thesé are handled by a short-term
lender of last resort. By "invested economically” I mean that the loan
must add more to national income than it‘costs. But I also assume that
the economy 1s able té translate extra incomé into foreign exchange; to
convert it into tax revenues if the loan is for a public putpose, and to
convert these revenues into foreign exchange. I also assume that
enough of thils extra income accrues withiﬁ the lifetime of the loan, 1l.e.
that ona is not borrowing on short-term to finance long-term investment.
Given thecs conditions, a loan is not a burden but a blessing; the
larger the debt burden the better off the country will be.

In practice the two assumptions most: often violated in the
last two decades have been convertibility into foreign exchange, and
ths use of short—term financing. Otherwise, real national income in
the developing countries has been growing at 5 per cent a year, so their

capacity to absorb capital fruitfully is beyond dispute, as is also
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their ability to mobilise domestic resocurces for meeting long-term

obligations, if they wish to do so.

Now in a neo-classical world there is no separate foreign
exchange problem; domestic resources can always be translated into
foreign exchange, given appropriate filscal, menetary snd exchange
rate policies., You are fzmiliar with the large structuralist
literature which discusses whether such policles may not a2t some times
cr in some places conflict with the larger requiremémts for sustaining

aconomic growth or full employment, znd I shall notf eater into 1t

w

toright. Since this litersturs relastes to the foreign exchange earning
capacity of the developing countries the flgures ave worth noting.
Allowing for adverse terms of trade, ths pﬁrchasin@ povier of LDG

exports increased at just under 3 per cent per znnum between 1935 and
1970, or roughly at the same rate as national cutput. Now bhefore the
first world war tropical exporte grew faster than tropical output;
exports were the engine of growth. Wowadzys there is more production
for the home marketr, znd the developing eccnony's growth doas not depend
go much on having a rising ratic of exports to national income. All

the samé the fit in the 1950°s znd €0's was rather close; but whather

it was just vight, or if mot, whether the viilain was the failure
of demand for traditiomal exports on the part of the industrial countries,
or the failure of the LIC's to tzke advantage of the mew possibilities
offered by werld trade in cereals, meat and manufactures - is precisely
what the argument is about.

To continue with the figures, inm 1972 the ratio of debt charges

to exports (including, amortization, interest and profits, whether
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reinvested or not) was zbout 23 per cent. This scunds a larce

figure, but on the other side of the balance sheet the inward flow of
grants, loans and private investment, excluding technical assistance,
was about 36 per cent of exports, making an overall net inflow of about
13 per cent of exports. This is a much healthier situation than
existed in 1913, or in 1890. (It corresponds incidentally to a net
inflow of 2.3 per cent of national income, to be added to gross domestic
savings then running at about 15 per cent of national income. If we
leave out interest and dividends and concentrate on the capital flow,
the difference between loans and grants and repayments comes to s net
inflow of about 4 per cent of natisnal inéome).

These ratios of debt to exporis are relevant only to the
structuralist position, which implies that there is a maximum which the
ratio of debt charges to exports should not be allowed to exceed, say
25 per cent. Such an approach 1s unfair to the larger countries which,
because of thelr geographical diversity, import very little. 1India for
example needs to import only about 5 per cent of national income, and
on any such rule of thumb is permitted a maximum debt charge of 1.7
per cent of national income. The error in thils approach is that it
assumes that a country with relatively small imports must also have
relatively small exports. But if India's debt charges came to 5 per
cent of national incoms, why_should-she not meet her obligations bLy
importing 5 per cent and exporting 10 per cent of her naticanal product?
If debt limitations are to be imposed they should be in terms of national

income and not of trade.
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I have been saying that 1f the loans are sconomic, in ths
sense that they raise income by more than their—cos%:9 it should not
matter how large is the accumulated debt = the more the merrier. One

-begins to worry if the income cannot be converted into foreipn exchange,
but here again one need not worry if the debt is being rolled over, or
new debt used to extinguish old debt, as was obviously the case hefore
the first world war. One would indeed eipect a couwntry to go through
a sort of investment life cycle, in four stages. In stage one new
borrowing exceeds the debht charges; so zven the interest is coming cut
of new borrowing. In stage two new bhorrowing is less than the debt
charge but more than the amortization. TIn stage thrse the amount of
outstanding debt is falling, and in stage four the country has become
a net creditor; The developing countries as a group were still in
stage one in 1972,

Why then.did we hear so much in the 1950's and 60's about the
burden of debt, and why were there so many defaults? The answer liss
mainly in the excessive proportion of short-term debt. In 1213 Britain’s
putstanding short-term loans were only about %320 million in contrast
with £3,500 million at long~-term. ©But the developing countriszs have
been ghut out of the long-term capital markets of Britain, France and
the United States, by the foreipgn exchange restrictions of the first two
and by the "blue sky” laws of the third, This exclusion of LNC
governments from private portfolio borrowing 1s a major chanpge in the
international economic order, with majcr adverse conseduences.
Government to government lending is a partial but insufficient sub-

stitute. BSo LDC governments have heen driven into short term borrowing:
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through suppliers® credits in the 1950°'s and 607s, and Furocurremcy
loans in the first half of the 1%70's.

The use of short-term suppliers’ credits to finance long-
term investment could of course only lead to default,as over a dozen
countries discoversd. Sometime in the 1960°s it dawmed on the industrial
nations first that they were losing money, and secondly that with world
trade in manufactures growing by 10 per cemt a year, this kind of
aggressive competition to sell to people who could not fepay was hardly
necessary, so they began to clamp down on suppliers’ credits.

Just as these controls began to be effective, the Eurocurrency
market and the govermments of the developing countries discovered
ecach other. TFrom the standpoint of a developing country a Eurobank
is a wonderful inmstitution. It takes two years to borrow from the
World Bank, which rightly demands expensive feasiﬁility gtudies, asks
hundreds of questions, brings in large time-consuming teams on innumerable
visits, and issues mountains of paper. Vhereas one can borrow from a
Furobank 1n a few weeks, on the basis of conversations and letters.
This flexibility has special value because it means that new borrowing
can be used to repay old borrowing, which is one of the conditions
required for a high debt ratio to be tolerable, when the loans are not
repayine thumselves. Then there is the wonderful bamking practice of
"rolling over™, which seems to mean that the loan need never be repaid.
30 the developing countries heve plunged imto this market with zest;
among the largest borrowers now being such governments as those of

Brazil, Zaire, Mexico and Indonesia.
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Superficially this is a most precarious situation, and there is
even fear that the Inability of such governments to repay their loans
may bring down the whole international banking system, Rut why should
they be called on to repay? A banker lends money to earn interest:

So long as the interest is safe there is no need for repayment of the
principal. The loan can be rolled over. A customer who insists on
repaying is just a nuisance who 1s putting the banker to the trouble of
having to find another customer. But of course this interest is not
gafe. It is vulnerable to fluctuations in the borrowers' ahility to
earn foreign exchange. And if the interest becomes doubtful, the
demand that the prineipal also be repaid a£ short notice could nrove
most troublesome.

“hat we need is an adequate flow of long-term finance, of
various kinds, through all conceivable channels, inciuding a long term
' capital market reopened to good borrowers, supplemented by the multi-
lateral and bilateral government agencies, aﬁd by private forsign
investment, on terms ranging from market rates to grants to the poorest
countries. This has been agreed by govermments ever since the begin-
ning of the 1967's., Members of OECD are pledged to an annual net flow
of not less than one per cent of their national incomes, znd have:
further agreed that the average rate of interest on the government to
government part of this flow should not exceed 3 per cent. If the
developed countries actually honoured these commitments, which are not
particulafly burdensome; the flow of long¥term finance on reasomable
terms would be adequate (leavingaside the question of oil). e could

reduce the short-term borrowing, and would not have to bother about
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the burden of debt. The'piéblem, then, is how to pet the developed
countries to keep their commitments, but this is outside my present

terms of reference (apart from the fact that I do not know the answer).

The Enplne of Growth

The final element of the international economic order that I
wish to consider is the dependence of the developing countries on
imports into ;he developed countries for their engine of growth.

When the developed countriles are expandiné, as in the thirty years up
to 1?13, the developing countries move ghead: when the developed are
depressed, -as for practically the three decades which included the two
world wars, the developing are almost at a standstill, And when the
develoned revive and grow faster than ever, as between 1950 and 1973,
the develoning glso grow faster than ever.

We even havé a precise measure of the link. World trade in
primary products grew about 0.87 times as fast as indus;rial production
in the developed countries between 1883 and 1913, and again between
1251 and 1979. 1In so far as exporting primary products is the engine
qf growth of the developing countries, this engine beats rather more
slowly than industrial production. Actually the trade of the developing
countries grows faster than this indicates, since it Is not confined to
primary products. Taking everything tegether the ratio has been about
one Lo one.

| -‘This sortrpf dependepce is inconsistent with one of the
objeétives‘of thé developing countries, namely that their per capita

incomes should grow faster than those of the developed - that the ga»
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between sténdards of living be narrowed, znd ultimately eliminated.

I think most people interested in international relations would welcome
the narrowing of the gap, whether they are rich or poor. But consider
the effects of the link. Theoretically, one of the simpler ways of
narrowing the gap would be for the richer countries to grow less
rapidly, as their environmentalists are urging them to do. But if

the richer countries grow less rapidly, the poorer countries will grow
less rapidly toc, and will indeed get the worst of the ﬁargain, since
the terms of trade will move against them. Given the link, the
interest of the poor countries is that the rich should grov as fast

as possible.

It is indeed one of the complaints of the poor countries that
the rich do not buy enough from them. That the rich countries protect
their own competing high cost production, whether of sugar and fruit,
or whether in the processing of raw materials, or In manufacturing.
The elimination of these barriers to trade 1s one of the main demands
in the charter for a new international economic order. Estimates of
how much more the LDC's could then export start at $10 billion a year.

A low value for the link between industrial production and the
demand for tropical produéts impedes the attainment of the growth
targets which the United Wations has éet for the developinsz world.

The target for the 1970's was 6§ per cent per annum. It was thought
that this would require'imports to grow by & or 7 per cent per annum,
and that exports should also grow by 6 or 7 per cent per annum, keeping

constant the ratio of the gap between imports and exports. But if
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industrial production in the rich countries grows only at 5.4 per cenf
per annum, as it did in the 50's and 60°s, imports of primary products
will grow onl& at 4.7 per cent, and camnot sustain the 6 per cent gfowth
target for the developing countries.

It is not therefore surnrising that developing countries resent
the dependence of their growth rate on what happens in developed countries,
énd would like to be free.

Absolute freedom 1is not possible. Any country that exports
is to that exztent dependent on world trade. The 1lssue therefore turms,
in the first place, on whether the developing countries are too
dependent on exports of primary products aﬁd secondly, glven some
dependence on exports, whether they could not do better exporting more
to each other and relatlvely less teo the developed countries.

We have already explored the origins of the excessive dependence
of the IDC's on exporting primary products, This export was the easiest
line to follow in the last quarter of the nineteenth century. However
it éhculd have led, as in Australia or Canzada, to the development of
a domestic market which would serve as an additional engine of growth
for industrial and égricultural production. 7Tt failed to do this
édequately for a number of reasons, which we have 2lso examined. There
wes no revolution in domestic food production, so LDC's bacame importers
of food. Finance and trade in primary products were dominated by
foreigners, who looked outwards rather than inwards. Thoese whose
interests were bound up with growing and exporting agricultural pfoduﬁts

used their political power against Iindustrialisation. The factoral terms



of trade were unfavourable, so the domestic market for manufactures
waslin any case rather small..

| The picture has changed over the last twenty years. Political
pﬁwer, which was formerly used apainst industrialisation, is now-used
in favour of industrialisation. But the domestic market 1Is still small,
partly because the revolution in food production is only just begin-
ning, and partly because the factoral terms of trade are still unfavour-
able. So industrialisation has run through the domestic market rapidly,
and its momemtum has been saved only by the opening up of the rich
countries to imports of manufactures from the poofn

YVhen the LDC's switch from exporting primary products to’

exporting manufactures to the rich countries they ezchange one dependence
for another. The potential scope is much wider. There is a limit to
the amount of tea or cocoa or coffee that the rich countries will buy,
but with exports of manufactures from LDC's standing only at 8 ﬁer cent
of world trade in manufactures in 1975, petentially unlimited growth :
is available in this area to LDC's over the next decades or so. ﬁorld
_tradetiu manufactures has been growing by 10 per cent per anpum, and
so have exports of manufactures from LDC's., If this race continued,
LBC's would merely be holding a constant pronrotionate share of world
trade, and this should not present'éither varty with irsuperable dif-
ficulties. It 1s however unlikely that world trade in manufactures
will grow indefinitely at 10 par cent per annum, when world production
of manufacturaes grows only at 5 to § per éant per annum. If the growth

rate now falls, LDC's will need an increasing share of world trade in



manufacturas, and though this is not Aif
so, it is bound to face increasing resistance,

The fact iz that the LIC's should not have to he sroducing
primarily for developed country markets. In the first place, they could
trade more with each other, and be less dapendent on the devaloned
countries for trade. Tha LDC’s have within themselwes 211 that is
required for growth. They have surpluses of fuel, and of the principal

minerals. Thev have enough land to feed themselves, if they cultivate

it oropariy. ~ey are capable of learning the skills of manufacturing.
and of saving the capital required for medarnisztion. Their development
does not in the long vun derend on the sxiatence of the developed

countries, and their potential for srowth would be unaffected even if
all the developed countries were to sink under the sea. I make the
noint only to remind Ourseives that the current relationships are not
amonn the permanent ordinances of nature; it iz mot intended as a
recommendation.

Tf there is goinz to ba zn exception to this underlying
independence, it is goimg to he in the area of food. Currently the
102%s have encugh land %o feed themselves 1f they cultivate 1t »roperly
but their monulations are growing rapidly, and this may not always be

go. If population overtales food supply in Asla, the Asiarng will
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t of the world for cheap food. If this is not forthecoming

they vill almost certainly lool for land. Three centuriess age Forth

and South America, Australia and Africa were sapty continents. The

-

world's mopulation was concentrated in Purope and Asia. The Furopeans

&



selized the two Americas and Australia; and commenced a rasld pneopling
of these continents, to the exclusion of Asians. They also taught the
Asians how to bring about a nowulation explasion. iow that the Asians
have followed their example and doubled the rate of growth, they too
need more space. This will not he a problem if the Asians aguickly

control thelr growth; or if agricultural techmology improves even faster

than we expect; or if Turope and the Americas can feed the Asians
‘cheaply, and take Aslan wanufactures in return. Otherwise, the prospect
for inter-continental peace in the twenty-first century 1s not good.
Even leaving aside the question of food, and leaving aside long
run cengiderations, there is a special sense in which some devalening
countries nsed current accegs to the markeﬁs for manufactures in the
daveloped ccuntries. ﬁe keep telling IDC's that they should form customs
unions to enjoy the benefits of regional integration, especially in
coordinating thelr industrizl development. Thev try to do this, and
have produced a series of integration treaties, 1n Latin America,
Central America, Andean Amerieca, West Afribag Last Africe and South
Zast Asia, all of which are in deep trouble. The two main ressons are
well knewn. ‘First, each country wishes to produce for itself the whole
range of light manufactures, so it is really omly a few jarge—-gcale
heavy industries that are in praétice eligihle for intesration, and
over these there is much quarrelling. Secondly im every region some
countries are more advanced than others, and benefit more from inte-

gration, at the expeunse of the others. 8o the acreement is unstable.
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Actually, up—and-coming industrial nations do not depend on

protecticn in the markets of impoverished neighkours. They ro where
X ' yw



the market 1s, namely in the rich countries. Thus when Germany erupted
into world trade in manufactures in the 1820°s, it was through flooding
the British market: and when the U.S.A. took its turn at the end of

the century ite biggest ﬁarkets were 1n Furone, not in Latin America.
The up and coming industrial nations of the next two decades, led by
Brazil, Keiico_and Tndia are going to make their way primarily through
trading with the richer countries rather than through trading with the
poorer. The parcelling of the world market into a set-of regional
enclaves has some merit if the developed countries close off their
markets to the manufactures of developing countries. _Iﬁ not, it will
not survive except where it is cemented by'strong volitical considerations,
aslin Western Zurope.

In any case the individual LDC does not have to be so dependent
on exports in its development strategy. It should look moré to the
home market. What limits industrial production for the home market
is the small agricultural surplus of that 50 per cent or more of the
labour market which is engased in growing food for home consumption.
Transform this mass of low level productivity and the whole picture
changes. The 1LDC's cease to have to imnort food, and instead penmetrate
the rising world market for cereals, beef and feeding-stuffs. The
factoral terms of trade move dramatically in favour of the traditional
tropical agricultural crops, and the home martet for industrial pro-
ducts and high level gsecvlices becomes the englue of growth. These
countries on becoming richer would do absolutely more trade than they
do at prasent, but it would be more varied, and would also bhe in smaller

proportion to national income, if the import propensirties of today's



rich countries are any guide.

In sum, international trade became an engine of growth ia the
nineteenth century, but thls is not its proper role. The engine of
groﬁth should be technological change, with international trade serving
as lubricating oil and not as fuel. The gateway to technolégical
change is through agricultural and industrial revolutions, which are
mutually dependent. Intermational trade cannct substitute for tech-
nological change, so those who depend on it as their major hope are
dcomad to frustration. e most important item on the agenda of
development is to transform the food sector, create agricultural
suﬁpluses to feed the urban population ané thereby create the domestic

basis for industry and modern services. TIf we can make this domestic

change, we shall automatically have a new international economic order.



