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Chapter 5

CAPITAL REQUIREMENTS

W. Arthur Lewis's model (1954:139-91) focuses on increasing capital formation as a percentage of national income. He contends that


The central problem in the theory of economic development is to understand the process by which a community which was previously saving and investing 4 or 5 percent of its national income or less, converts itself into an economy where voluntary saving is running at about 12 to 15 percent of national income or more. This is the central problem because the central fact of economic development is rapid capital accumulation (including knowledge and skills with capital).


We can illustrate the need for raising the investment rate if we examine Roy Harrod's Equation (1939:14-33), restated as


G = i/ICOR







(5-6)
where G is the rate of economic growth (Yt - Yt-1)/Y, i investment as a percentage of income (the same as s in equilibrium), 
 and ICOR, the incremental capital output ratio, the inverse of the ratio of increase in output to investment (see the discussion of the Harrod-Domar model in the Appendix to Chapter 5). If Y is income, K capital stock, and I investment, then G = (SYMBOL 68  \f "Symbol"Y/Y), i = (I/Y), and the ICOR is (SYMBOL 68  \f "Symbol"K/SYMBOL 68  \f "Symbol"Y), the increment in capital divided by the increment in income, the same as (I/SYMBOL 68  \f "Symbol"Y), since SYMBOL 68  \f "Symbol"K SYMBOL 186  \f "Symbol" I by definition. Thus Equation 5-6 is an identity


SYMBOL 68  \f "Symbol"Y/Y
SYMBOL 186  \f "Symbol" I/Y/I/SYMBOL 68  \f "Symbol"Y






(5-7)

Assume that the desired rate of growth in GNP per capita is 4 percent per year. As a rough approximation, we can add this desired figure to population growth per year (say, 2 percent) to get G, the targeted rate of growth in total income per year (6 percent).

<;p>
The ICOR, used to calculate the investment rate required to achieve the economic growth target, is a simple and crude empirical ratio between added capital stock and the resulting increase in output per year. For reasons indicated below, ICORs, range widely, from about 2 to 7. At best a 2‑percentage‑point increase in investment rate in a year may increase growth by 1‑percentage point. Here an i (investment rate) of 12 percent, divided by ICOR 2 results in the targeted growth rate of 6 percent (Equation 5-6). At worst it may require a 7‑percentage point increase in investment rate to increase growth by 1 percentage point. However, a growth target of 6 percent with a ICOR of 7 requires an investment rate of 42 percent<;b1>‑‑rarely if ever, attained. (See Table 5‑1 for investment rates by country groups.)


A major condition for the takeoff in Walter W. Rostow's theory of economic growth is a sharp increase in investment as a percentage of national income, say, from 5 percent or less to over 10 percent. Both Lewis and Rostow emphasize that abrupt increases in growth rates during the West's industrial revolution (late eighteenth through late nineteenth centuries) resulted from increased investment rates. But there is little historical evidence of an abrupt increment in either growth rate or investment rate (as indicated in our discussion of Rostow's theory above).


Nevertheless we can see the importance of investment rates of over 10 percent if we look at it from the following perspective, similar to Rostow's. Assume that the ICOR for an economy in its early stages of economic development is 3.5. If population grows by 2 percent per year, it is essential for overall economic growth to be 2 percent annually for income per capita to remain constant. Thus, to sustain income per capita, a country must invest 7 percent of national income, since according to Equation 5-6, (i/ICOR) = (7 percent/3.5) = 2 percent. Attaining a mere 1‑percent growth rate in income per capita (or a 3‑percent overall growth rate) requires investing 10.5 percent of national income. Thus under plausible assumptions concerning ICORs and population growth, investment as a proportion of national income should exceed 10 percent to achieve even a 1-percent per capita growth.

TABLE 5‑1 Saving and Investment Rates by Country Group, 1960, 1992, and 2001a
--------------------------------------------------------------


Gross    Gross       Gross    Gross       Gross    Gross


Domestic Domestic Domestic  Domestic    Domestic Domestic 


Saving/Investment/ Saving/Investment/ Saving/ Investment/ 


Gross    Gross       Gross    Gross       Gross     Gross 


Domestic Domestic Domestic Domestic    Domestic  Domestic


Product, Product,  Product, Product,   Product, Product,


1960     1960        1992     1992        2001    2001 

     _____    ______     _____    ______    _______   _______

Low

 in-

 come

 econ-

 omies 0.17    0.19      0.27     0.27       0.20      0.20

Middle

 in-

 come

 econ-

 omies 0.19    0.20      0.24     0.23       0.30      0.30

High

 in-

 come

 econ-

 omies 0.22
0.21      0.22     0.22       0.24      0.22

      ____    _______   ______   _______    _______    ____

aFigures are weighted averages for the country groups.

Note: China moved from a low income to middle income economy in 2001.  

Sources: World Bank 2003h:220; World Bank 1994i:178-79; World Bank 1993i:254-55; World Bank 1992i:234-35; World Bank 1982i:118-19.


However, Rostow assumed that net investment rates of over 10 percent, not gross investment rates, were relevant in determining growth rates. Depreciation (or capital consumption) must be subtracted from gross investment to give net investment. Data on depreciation, and thus net investment, are poor.


The net investment rate for LDCs is 60 percent of gross investment rate (Nafziger 1997:385; United Nations 1992), which suggests that a gross investment rate of about 16 percent roughly corresponds to a net investment rate of 10 percent. Most LDCs have attained this result—78 percent (40 of 51) of the low income economies in 2001 have a gross investment rate of at least 16 percent, and 91 percent (52 of 57) of the middle income economies (World Bank 2003c:218-20). In 1992, 64 percent (25 out of 39) of the low income countries in World Development Report, 1994 have a gross investment rate of at least 16 percent, and 87 percent (46 out of 53) of the middle‑income countries. Yet in 1960, only half of the LDCs had a gross investment rate of 16 percent or above. Fourteen percent (4 out of 27) of 1992’s low income countries had an investment rate of at least 16 percent in 1960, while 68 percent (36 out of 53) of 1992’s middle income countries attained this rate. Thus rough calculations suggest that several low income countries have net investment rates below Rostow's threshold of 10 percent, although there are not nearly so many of them in the contemporary period as there were in the 1950s and early 1960s. 


The ICOR, used to express simple relationships in Equation 5-6, varies with economic development and falls with the expansion (rises with the contraction) of the business cycle. A.P. Thirwall (1995:116) questions whether we can treat the ICOR as an independent variable to be used as a parameter in investment planning. Is not the ICOR a dependent variable determined by the rates of investment and economic growth? (Thirwall 1995:114).


The ICOR has other limitations. A low ICOR (that is, little investment per unit of increased output) may not necessarily indicate highly productive capital. First the ICOR excludes the costs of inputs other than capital. An ICOR may be low because complementary factors--entrepreneurship, management, labor, and technical knowledge--are high per unit of capital, not because the capital projects chosen have high yields. Second as with the private benefit‑cost analysis discussed in Chapter 11, ICOR ignores externalities and interdependencies among different projects. Third ICORs may be misleading because of variations in capital utilization. Thus two otherwise similar manufacturing plants may have different ICORs because of differences in the number of shifts worked per day, the utilization of capacity in a given shift, and so forth. Fourth the ICOR neglects the timing of costs and benefits and ignores those beyond the period measured (usually only 1 year).


Consider the firm in Table 5-2 choosing between investing $10,000 in a pickup truck or ten bullocks and wagons. For an enterprise, the Y in the ICOR's denominator is not net output but its value added (output minus purchases from other enterprises). The conventional ICOR, computed for 1 year, is (I/SYMBOL 68  \f "Symbol"Y), or (10,000/4,000) = 2.50 for the truck, and (10,000/3,000) = 3.33 for the bullocks with wagons. However, because of frequent monsoons, rough roads, and the high cost of spare parts, the truck's investment life is only 5 years and the bullocks' and wagons', 15 years. The longer life of the bullock project makes the discounted value of its value added greater, $17,542.11, compared to $13,408.64 for the truck.


The ICORs can be computed for longer than 1 year but are still misleading because timing of inputs and outputs is ignored. Let us assume the investment life of the pickup truck is 10 years instead of 5 years, so that its net value added is $40,000. If computed over a 15‑year period, the ICOR for the bullock project is lower, 10,000/45,000 (or 0.22), compared to 10,000/40,000 (or 0.25) for the truck. Yet because its returns are earlier, the truck's present value added (discounted at a rate of 15 percent per year), $20,075.08, is greater than the bullocks' and wagons' $17,542.11.

<;p>
The ICOR for a particular type of industrial project, or even at an aggregate level, is often unstable, varying with changes in capacity utilization over the period of the business cycle. The ICOR may also be subject to long-run change: some economists argue that the ICOR would fall with economic development due to economies of scale, external economies, and improvements in labor skills. Other economists, however, contend that the ICOR would rise from diminishing returns as capital-labor ratios grow with economic growth. The little evidence available suggests that long-run changes in the ICOR are small, with factors contributing to a rise and a fall in the ratio tending to offset each other. If the ratio stays fairly constant over long period, say ten to fifteen years, you can use the ICOR in an equation, such as 14-9, to estimate capital requirements (Thirlwall 1995:116).
 Still, the ICOR is a rough tool rather than a precise instrument for investment planning. The ICOR approach is simple, but economists must use it with care, if they are to clarify relationships in the development process.

TABLE 5‑2 Comparison of the ICORs and the Present Discounted Values of Two Projects

------------------------------------------------------------------

 


          One Pickup Truck
Ten Bullocks

  








and Ten Wagons

------------------------------------------------------------------

Initial investment


$10,000


$10,000

Annual value added

     $ 4,000


$ 3,000

Investment life


  5 years


15 years

Total value added over        $4,000 SYMBOL 180  \f "Symbol" 5 =       $3,000 SYMBOL 180  \f "Symbol" 15 = 

  one investment life
        $20,000            $45,000  

Net value added discounted 

 to the present 

 (15 percent discount rate)
$13,408.64
    $17,542.11

-----------------------------------------------------------------


Of course costs and benefits could be discounted to the present so that the ICOR were the reciprocal of the private marginal product criterion. Further we could adjust for externalities so that an ICOR investment criterion became the reciprocal of the social benefit‑cost criterion (see Chapter 11), so that the rankings of investment projects by the two criteria would be similar.

<;p>
How does a country determine its desired investment rate? For some countries, the investment rate goal is set a bit higher than a past rate or close to the rate attained by another country in a comparable situation. One resolution of the issue is to devote as many resources as possible to capacity‑increasing projects, while also trying to increase the utilization of existing capital and improving the methods applied to old capital (Reddaway 1962).

Chapter 7

<;hc>
Cooperatives.<;pc> The cooperative, involving the least radical break from the individual or family farm, may include the common use of facilities, pooling land, the combined purchase of inputs, or the shared marketing of crops. The cooperative ownership or hire of a tractor, irrigation channel, peanut sheller, or grain harvester divides high overhead costs (Zuvekas 1979:34; Hunter 1978:60). Many countries in the transition from socialism have existing cooperatives, which can be converted to voluntary, member-owned and controlled organizations that small farmers in a market economy to benefit from large-scale internal and external economies.

<;hc>
Collective Farms or Communes
.<;pc> Here the state or community owns the land and capital. Pre‑1985 Soviet Union and Maoist China are the chief exemplars of collectivism. Soviet leader Joseph Stalin introduced the collective farm (kolkhoz) in 1929. Between 1921 and 1928, a new class of kulaks (prosperous small landholders) and private traders whom the party could not control had arisen. Collectivization was Stalin's way of regaining control. The Chinese stressed the slogan, "Learn from the Soviet Union," but their people's commune (or collective farm) was shaped over several years (1949<;b2>‑59). The Chinese commune, with an average of 15,000 members, consisted of several production brigades divided into decentralized production teams of one hundred to four hundred people, the basic unit of production and distribution.

<;p>
Why did the Stalinist Soviet Union and Maoist China collectivize their farms?

<;lnf>1. To use official price policies to increase saving. (However the net result of these policies was income transfer from rural to urban areas. Recall that the Soviet Union used low prices to squeeze agriculture for the benefit of heavy industry.)

<;ln>2. To exploit internal economies of scale in production and social services. The Soviet kolkhoz, usually more than 400 hectares, used tractors, combines, an accountant, an engineer, and sometimes an agronomist. The Chinese commune was large enough for a tractor station, high school, hospital, credit cooperative, radio station, reservoir, dam, hydroelectric power station, processing plant, sawmill, and a variety of rural industries. But the economies of farm production failed to materialize.

<;ln>3. To employ underutilized farm workers in rural industry during the off-season (as on the Chinese communes). The rural underemployed stayed home, reducing the population density and pressure on food prices in urban areas that result when they migrate.

<;ln>4. To enable the state to control the grain market. This control was especially important in the Soviet Union, where the Communist leadership believed (perhaps erroneously) that peasant marketing declined during the steep drop in farm prices relative to industrial prices from 1922 to 1924.

<;hc>
State Farms.<;pc> Partly because of the cumbersome way of paying wages on the collective farm, the Soviet Union gradually increased the percentage of land in state farms from the early 1950s to the late‑1980s. By the late 1970s, over one‑half of the country's total cultivated land was used for state farms. Their workers, as well as an increasing number of collective farm workers, were being paid a fixed wage, which protected peasant income against the effects of weather fluctuations and soil deficiencies, and increased peasant resistance to the uncertainties of market reform.

Chapter 11

HOW TO INCREASE THE RATE OF CAPITAL FORMATION
How can a LDC government increase net capital formation as a percentage of national income? This section discusses several ways of achieving this goal. Although the first measure assumes no government role in capital formation decisions, remaining measures do involve some government action.

Free Market Inducement: The Classical Mechanism
The nineteenth‑century English classical economists assumed a purely competitive economy. They believed that government interference in privately made saving and investment decisions would hurt economic efficiency and that indeed the capital formation rate corresponding to these decisions meant full employment and optimal economic growth. Classical premises concerning savings and investment have made a comeback among contemporary economists, so that many of them favor minimal intervention in the capital market.

Household Saving. Classical economists analyzed saving by households, a major source of net capital formation then and now (United Nations 1992). They argued that the interest rate equalizes household saving supply and business investment demand. A higher interest rate rewards thrift, resulting in an upward, supply‑of‑savings curve. A lower interest rate decreases the cost of business borrowing, so that investment demand is downward sloping. The intersection of demand and supply determines the interest rate and the amount of saving households make available to businesses.

Retained Earnings. Classical economists also recognized a business's retained earnings as a major source of capital formation. Business saving, which consists of corporate saving as well as saving from unincorporated business (a small fraction of household saving), is the leading source of net capital formation (United Nations 1992).


Remember Lewis's model in which labor migrates when urban wages exceed rural wages (Chapter 5). He assumes that the capitalist saves all surplus (profits, interest, and rent), and the worker saves nothing. The model is based on the classical tradition, positing no technical change, a prevailing wage at subsistence, zero saving by wage earners, and economic development based on increasing capital per worker (Chapter 5). But the problem with Lewis's model is that wages are likely to increase well before surplus agricultural labor is hired by the capitalist sector. When wages rise, there is a profit squeeze, and saving and growth in the capitalist sector are reduced.

Contemporary Attitudes toward the Classical Approach.<;pc> A number of contemporary economists criticize the classical approach, especially its view of the determination of capital formation rates. For Keynesian and new Keynesian economists, the interest rate is determined by the demand for, and supply of, money. They reject the classical view that the interest rate equates the saving plans of households and the investment plans of businesses. Keynesians believe these plans are largely unrelated to the interest rate. They point out that saving plans usually do not coincide with investment plans, since savers and investors are different groups motivated by different considerations. Saving depends on income; investment is a function of its expected rate of return. Keynesian economists do not expect a market economy's actual saving to equal the amount needed for society's desired economic growth.


Although classical economists advocated investments in infrastructure, such as roads and canals, they generally emphasized a free market with minimal government intervention<;b1>‑‑a view having little appeal to leaders and economists in developing countries. The LDCs are even less inclined than DCs to accept the saving decisions of households and businesses based on the market. Perhaps they are reluctant to do so because they think that governments taking an active role in increasing capital formation rates generate high saving rates. In any event, the rest of our discussion of ways of increasing capital formation stresses government‑initiated measures.

Capital Imports
The LDCs may prefer to increase capital formation without the pain of reducing current consumption, that is, with capital inflows from abroad or by exploiting idle resources. The success of importing capital, discussed in Chapter 15, depends on how much capacity increases in the future, so that a country can raise domestic saving to export capital.

Exploiting Idle Resources
Redundant Labor.<;pc> According to Ragnar Nurkse (1967), a government should use labor with low or zero marginal productivity in agriculture to work on capital projects, such as roads, railways, houses, and factories. Workers on these projects continue to depend on their relatives on the farm for food. It is as if workers in capital goods production carry their own subsistence bundles with them. In essence new capital formation, or saving, is created at virtually no cost.


The problem with Nurkse's theory is that we can expect those remaining on the farm and those beginning work on capital projects to increase consumption. To persuade idled agricultural laborers to work harder off the farm probably requires money wages. In fact just as in the Lewis model, these laborers will leave the farm only if they receive a wage exceeding the subsistence that all members of the rural community receive (see Chapter 5). Those remaining on the farm will inevitably increase their consumption as existing output (barely reduced by the withdrawal of labor) is spread over fewer people. Thus financial and social costs of the capital projects are actually greater, and the potential for saving less, than Nurkse anticipates.

Although in theory government could use taxes or low agricultural procurement prices to prevent those staying on the farms from consuming more, in practice government cannot capture the saving potential from unutilized labor except in economies like the Soviet Union. Even there, from 1929 to 1933, immediate gains from forced agricultural saving were more than offset when peasants disrupted production; they ate a major form of agricultural capital stock<;b1>‑‑animal herds. Another problem with Nurkse's approach is that employing previously unutilized farm labor activates resources with high alternative costs. The workers on the capital project will need some capital (such as crude tools) to build the roads, railways, houses, and factories. In addition, entrepreneurs, supervisors, and planners will be needed to initiate, plan, and administer the project. Furthermore if workers move to the city, its housing, transport, schools, hospitals, and other services will have to be expanded.

Unused Capital Capacity.<;pc> Visitors to many capital poor LDCs are shocked by the evidence of widespread capital underutilization: earthmovers rusting away for lack of servicing or spare parts; empty housing projects; abandoned irrigation ditches; and factories producing at a fraction of capacity because of mechanical breakdowns, materials shortages, or insufficient markets. Surely, they ask, cannot output be increased through wiser capital utilization? 


Yet existing capacity is not fully utilized for many reasons. LDCs use more capital than is socially most profitable because technology transferred from DCs is not suited to their needs and because of factor price distortions and low foreign exchange prices (see Chapter 9). Furthermore many developing countries can profitably absorb only so much additional capital. The small size of the construction industry, poor transport and communication facilities, irregular power, slow and undependable deliveries, unsatisfactory servicing of equipment, and inadequate housing for foreign personnel constitute major technical limitations to more effective use of existing and potential capital. LDCs also lack skilled people; competent civil servants, innovative entrepreneurs, experienced managers and technicians, and educated workers. However, in the long run, expanding educational and training facilities, transportation and communication, and other infrastructure should increase absorptive capacity.


Factories producing textiles, shoes, motor vehicles, beer, soft drinks, paper products, and so on, could reach full capacity by running 24 hours a day, running three shifts instead of one. Even so, more managers, supervisors, technicians, and other skilled persons in short supply in most LDCs would be needed.


In the short run, some of these skilled people can be hired from abroad. Still it is difficult and expensive to find foreigners who will work and respond well in the local culture and economy. Furthermore using foreign specialists may prevent local workers from getting experience, learning, and control of domestic production--a long‑run benefit that would increase the future ability of the country to use capital effectively.


Labor with low marginal productivity in agriculture cannot be easily utilized cheaply; increasing capital utilization is difficult, and the success of capital imports depends on increasing future capacity. Thus increasing saving usually requires diverting resources from consumption, discussed in the remainder of this chapter.

Moral Suasion
Many poor countries have a substantial but unexploited capacity to save. Societies spending resources for guns, tanks, cathedrals, or palaces surely could divert funds into productive investment (Chapter 5). Moreover, households in low‑income countries accumulate assets of one kind or another that represent saving<;b1>‑‑for a rainy day, marriage festivities, religious observances, and other purposes. Many a poor rural Indian or Jordanian Bedouin woman wears a lifetime of savings in the form of a gold necklace or bracelet. 


Political leaders have often stirred up the populace to sacrifice for a war effort. Could not some of this enthusiasm support the program for economic development? The government could convince people that development is taking place, that saving is bearing fruit. Sound national economic management, coupled with a social security system, might make people less insecure about economic emergencies, so that they might invest more in productive activity.


Persuasion is more likely to be effective, especially among lower‑ and middle‑income groups, if real personal income is increasing. It is easier to convince people to save when income is going up than when it is constant, since saving would then mean a decrease in consumption.

Improvement in the Tax System
Saving is unconsumed current production. Taxation is one form of saving (a part of S in the national accounts Equation 15‑4). Improving the tax system increases saving.

An Emphasis on Direct Taxes.<;pc> In the West, a major source of government revenue is direct taxes--those levied on property, wealth, inheritance, and personal and corporate income. Many LDCs lack the administrative or political capacity to raise large amounts of revenue in this way. Nonetheless direct taxes, especially on affluent individuals and enterprises, increase government revenue substantially. Chapter 14 discusses some of the problems involved in collecting taxes.

Taxes on Luxuries. Through luxury taxes, government can reduce the resources that would have been used for air conditioners, automobiles, and the like. An excise tax, levied on the production or sale of the individual luxury commodity, is the most common luxury tax. A luxury tax levied only on imports should probably be avoided, since it would stimulate domestic investment in luxury goods.


A word of caution is necessary. Excessively widespread and steep taxes on nonessential goods may either encourage evasion and smuggling or adversely affect incentives<;b1>‑‑most people will not work harder if they cannot spend the extra income earned.

Sales (or Turnover) Taxes. From the six decades after the early 1930s, the Soviet Union used high sales taxes on, and government monopoly purchases of, farm goods to capture agricultural saving. Some LDC governments use agricultural marketing boards with monopsony buying power to set low purchase prices for farm goods in order to sell them later on the world market for a substantial profit. However, such action may hamper the growth of agricultural output. Furthermore the substantial price spread gives rise to smuggling. As an example, in 1975, Ethiopia was the largest exporter of sesame seeds in the world, though it produced little of this crop domestically. Two‑thirds of the sesame seeds were smuggled from the Sudan, where the Sudan Oil Seed marketing board paid prices significantly below world prices.


The value-added tax, discussed in Chapter 14, is more uniform and distorts resource allocation less than the sales tax but has the same advantage of potentially capturing saving for government. However, the value-added tax is even more difficult to administer in LDCs than the sales tax. 


A well‑designed tax program can help government acquire resources for capital formation, and eliminate obstacles to private saving. However, such improvements in tax machinery are a long, slow process.

Developing Financial Intermediaries
Many people hold physical assets or money as a precaution against a rainy day. Traditionally many LDC savers hold assets in gold, jewels, or foreign bank accounts. These holdings will probably be shifted to stocks, bonds, or short‑term saving deposits once people are convinced that a piece of paper represents a legitimate claim to an asset, which can be relatively liquid.


People are more likely to save if financial instruments and institutions exist. Financial intermediaries are institutions that serve as middlemen between savers and investors; examples are commercial banks, savings banks, community savings societies, development banks, stock and bond markets, mutual funds, social security, pension and provident funds, insurance funds, and government debt instruments.


These financial intermediaries need not merely be "demand‑following"<;b1>‑‑responding merely to investor and saver demand--but may be "supply‑leading," facilitating entrepreneurship and capital formation that would otherwise not occur (Patrick 1966:174-177). As an example, in the last decades of the nineteenth century in Russia, the czar's minister of finance created state banks that actively sought to lend to local and foreign entrepreneurs in heavy industry. And development banks in LDCs, such as the Industrial Credit and Investment Corporation of India established in 1954, have financed both local and foreign private ventures, although these have usually been limited to large‑scale enterprises.

Increasing Investment Opportunities
In many instances, an investment opportunity will generate saving that otherwise would not be made. Government subsidies, tariffs, loans, training facilities, technical and managerial help, and construction of infrastructure may increase saving because prospective entrepreneurs perceive higher investment returns. As an example, a small‑town shoemaker whose capital consists of a hammer, pliers, knife, rasp, bench, and other simple tools may begin to save to buy skiving, sewing, tacking, lasting, and pulling‑over machines once the government has provided electricity in the area or has set up an industrial extension center to help the shoemaker order machines, design production lines, repair and maintain machines, and manage a labor force.

Redistributing Income
The government can encourage particular sectors and economic groups by its tax, subsidy, and industrial policies. It can redistribute income to people with a high propensity to save or stimulate output in sectors with the most growth potential and in which saving and taxation are high.

Local Financing of Social Investment
Political integration and national loyalty are often weak in many young LDC nations. In such cases, government frequently lacks the political will and administrative ability essential for expanding tax revenue (see Chapter 14). However, local government can levy taxes that the central government cannot if the funds are used to finance schools, roads, or other social overhead projects that clearly benefit local residents. In fact some new urban services, such as roads, sewers, aqueducts, street lighting, and parks, can be financed by special assessments on those businesses, property owners, and individuals that benefit most from construction (Rhoads and Bird 1975:453-63).

Inflationary Financing
The banking system can provide credit and the treasury can print money to lend to those with high rates of saving and productive investment. Creating new money, although inflationary, increases the proportion of resources available to high savers, so that real capital formation rises. However, this approach is not sustainable, and it is fraught with perils, as Chapter 14 indicates.

Chapter 13

TABLE 13‑a Balance of Trade by Country Group, 1970-2004 (projected) (billions of U.S. dollars)a
-------------------------------------------------------------------------------

Country Group
1970  1971   1972  1973   1974   1975   1976   1977  1978   1979

-------------------------------------------------------------------------------

Developed 

  countries   -6.7   -5.7  -7.4  -13.5   -54.7 -19.4   -45.5 -51.2  -29.2  -85.2

Oil‑exporting 

  developing 

  countries    7.7   10.8  11.1   18.9    87.1  58.5    70.5  62.1  106.5  170.0

Oil‑importing 

  developing

  countries  -14.2  -19.5 -16.4  -18.0   -42.2 -55.6   -41.5 -42.0  -61.5  -91.6

-------------------------------------------------------------------------------
Country Group
 1980   1981   1982  1983   1984   1985  1986  1987  1988  1989

---------------------------------------------------------------------------------------------------

Developed 

  countries    -67.0  -19.7  -14.9 -16.6  -43.9  -38.3 -10.8 -30.6 -12.3 -40.9

Oil‑exporting 

  developing  

  countries    170.8  124.9   64.4  44.2   54.7   55.7  15.0  37.2  21.3  43.4

Oil‑importing

  developing

  countries    -72.1  -77.0  -57.0 -35.7  -17.2  -20.5  -9.2   2.0   2.5  -5.3

-------------------------------------------------------------------------------

TABLE 13‑a Balance of Trade by Country Group, 1970-2004 (projected) (billions of U.S. dollars) (continued)a     

Country Group
1990  1991  1992  1993  1994  1995  


------------------------------------------------------------------

Developed 

  countries   -40.0   5.9  43.4  95.4 104.4  95.2

Oil‑exporting 

  developing  

  countries    73.4  37.5  24.6  31.5 -53.5  62.6  

Oil‑importing

  developing

  countries
22.4 -28.9 -43.7 -71.3 -67.5 -65.0

-------------------------------------------------------------------------------

Country Group
1996  1997  1998  1999  2000  2001  2002  2003 (proj.) 2004 (proj.)  


-------------------------------------------------------------------------------

Developed 

  countries    62.7  74.2  60.9 –76.3–228.6–191.1–178.4 –236.4       –221.0  

Oil‑exporting 

  developing  

  countries    97.1  90.0  28.2  79.6 178.7 124.9 120.6  145.7        119.6

Oil‑importing 

  developing

  countries   -79.3 -54.2 -21.2  12.8  -5.3   8.6  42.9   24.1         15.7

-------------------------------------------------

All figures are in current US dollars.
aSocialist countries and transitional countries of Eastern Europe and the former Soviet Union are not included from 1970 to 1991.

Sources: IMF 1981d:67-73; IMF 1988d:93, 106; IMF 1994d:153, 158; IMFd 2003d:211, 216.

Chapter 15

TABLE 15‑a Developing Countries' Balance on Goods and Services Deficit and Finance Sources, 1980‑2003 ($ billions)

--------------------------------------------------------------





           Year

--------------------------------------------------------------

Item



1980  
1981 
1982  
1983 
1984 
1985 
1986 
1987 
1988 
1989  

--------------------------------------------------------------

Balance on goods, services, and income 

  deficit

(12.9)a 66.5 
103.0 
83.1 
56.0 
49.2 
70.9 
32.9 
52.9 
64.0

Financed by

 Private 

   transfers

          
12.3  
11.7  
8.3 

10.2 
11.9  
11.1 
15.2 
17.6 
18.1 
19.7

 Official development  

   assistance

           
5.4   
7.0  
8.3  
9.8 

10.8  
13.9 
15.0 
15.6 
17.2 
18.2

 Private direct 

   investment

           
4.3  
18.1 
20.3 
13.1 
14.0  
11.2  
9.9 

13.0 
16.6 
15.9

 Loans (commercial and official) at bankers' 

   standards

         

99.2 
113.3 
80.3 
52.7 
47.6 
51.2  
38.8 
47.7 
22.7 
45.6

 Short‑term 

   borrowing

         

-89.0
-104.0
-75.8
-21.7
-19.3
-16.6
-14.9
-5.4 
-6.2

-5.9

 Changes in 
reservesb
         

-45.1  20.4 

61.6 
19.0 
-9.0 
-21.6 

6.9
-55.6  -15.5

-29.5 

   ----------------------------------------------------------------

TABLE 15‑a Developing Countries' Balance on Goods and Services Deficit and Finance Sources, 1980‑2003 ($ billions) (continued)

--------------------------------------------------------------







Year

--------------------------------------------------------------

Item          

1990  
1991  
1992 
1993   1994  
1995 
1996  

------------------------------------------------------------

Balance on goods, services, and income 

  deficit     

29.3  
86.7 
109.3 
128.9 
123.4 
117.2 
123.4 

Financed by

 Private 

   transfers  

16.0  
-0.1  
-0.7   
6.8    
2.7  
4.5   
4.7

 Official development  

   assistance 

26.1   
3.1  
35.7  
31.2   
32.8 
34.4  
35.5

 Private direct 

   investment 

19.4  
29.0  
37.4  
52.3   
56.2 
47.2  
43.9

 Loans (commercial and official) at bankers' 

   standards  

56.1  
90.9 
108.3 
135.5  
76.5 
57.7  
81.2 

 Short‑term

    borrowing

-35.0  
39.8 
-17.0 
-32.3  
6.4  
0.4  
-4.6 

 Changes in 

   reservesb 

-53.3 
-76.0 
-54.4  
-64.6
-51.2
-27.0 
-37.3
_____________________________________________________________

a() refers to balance on goods, services, and income surplus.

bMinus sign (-) indicates an increase in reserves.

Source: International Monetary Fund 1988:97, 108; International Monetary Fund 1995:161-67; International Monetary Fund 2003d:161-67.

                             Box 15-2


INFANT FEEDING AND THE MULTINATIONALS
Critics charge that multinational corporations introduce inappropriate consumption patterns in LDCs and point to the infant formula industry as a major example.


According to the UN Food and Agriculture Organization (1977:43-45),


Breast milk is a commodity of very high nutritious value and low production cost which is almost perfectly equitably distributed among the needy<;b1>‑‑something that . . . cannot be said about supplies of other types of food. . . . In India, a low‑paid working woman would have to use her total income in order to purchase formula milk in sufficient quantities.


The World Health Organization contended that major MNCs have used unfair marketing gimmicks to persuade women to buy infant formula for bottle feeding. Labels displayed bouncing, blue‑eyed, white babies, suggesting to poor third‑world mothers that their own children can attain robust good health if fed the formula. Some companies offered scholarships and travel allowances to have rural health officials promote the formulas. Companies often give a new mother free formula as she leaves the hospital. Such a mother may start off her baby on the formula only to discover that when the samples run out, she cannot revert to breast feeding because her milk dries up in about a week if suckling is discontinued.


However to use infant formula effectively, a mother must read the directions on a can, mix the powder with the right amount of purified water, refrigerate the fluid, and feed it to her baby in a sterilized bottle, nearly an impossibility for most poor women in LDCs.


Breast‑fed infants are rarely malnourished except when the mother is severely underfed. And bottle feeding infants under such unsanitary circumstances as exist in many LDCs means the infant is subject to diarrhea and gastrointestinal tract infection, which lead to an increased incidence of protein energy malnutrition.


According to FAO, the drastic decline in breast feeding in many urban areas has dramatically increased infant malnutrition in low‑income groups. In 1975, in a West African city hospital, 90 percent of the infants below the age of 6 months with diarrhea and dehydration were bottle fed, even though more than three‑fourths of urban infants that age were breast fed. In the baby's second year, corresponding to the weaning age, severe cases of malnutrition occur with the highest frequency.


In May 1981, the assembly of the World Health Organization voted over U.S. objection for a voluntary commercial code to ban advertising and restrict marketing practices in the infant formula industry. Some code supporters estimate that implementing it could save the lives of as many as one million infants a year. And while infant formula MNCs, under pressure from consumer groups and other critics, agreed in the early to mid‑1980s to restrict LDC marketing practices, in the late 1980s and early 1990s, several consumer lobbyists charged the MNCs with reneging. 


In response to another incident, a U.S. MNC paid the Indian government $470 million for a toxic chemical gas leak at a Bhopal, India, pesticide plant that killed 2500 people on December 3, 1984. Although responsibility of the infant feeding and pesticide MNCs may be overstated and not representative of the impact of MNCs in other industries, these cases illustrate why many LDCs want to restrict the flow of foreign investment.

Sources: Food and Agriculture Organization of the United Nations (FAO), The Fourth FAO World Food Survey, FAO Food and Nutrition Series No. 10 (Rome, 1977), pp.43‑45; Dollars and Sense (May-June 1981), pp. 12-14; Ward Morehouse and M. Arun Subramaniam, “The Bhopal Tragedy,” New York: Council on International and Public Affairs, 1986; "How Union Carbide Fleshed Out its Theory of Sabotage at Bhopal," Wall Street Journal (July 7, 1988), p. 1; and Amrita Basu, “Bhopal Revisited: The View from Below.” Bulletin of Concerned Asian Scholars 26 (January-June 1994):3-13.
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FIGURE 17-A
SUB-SAHARAN AFRICAN COMMODITY AND INCOME TERMS OF TRADE, 1972-92
(1970 = 100)
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Source: Nafziger 1993:68.

A NEW INTERNATIONAL ECONOMIC ORDER: THE UN GENERAL ASSEMBLY VERSUS THE NEW LIBERALISM

Since the rise of national states during the early modern period, world leaders have tried to change the world economic order. Nations formed alliances and fought global wars in part to influence this order. In 1944, U.S. Secretary of the Treasury Harry White, British Chancellor of the Exchequer John Maynard Keynes, and other allied finance ministers met at Bretton Woods, New Hampshire to sketch a framework for the international economy after World War II, all but ignoring the newly independent and other emerging nations of the Third World that would become of importance in subsequent decades. 


Since the 1970s, there have been at least two major visions of the new international economic order (NIEO): that of the Group of 77 (G-77), now numbering 133, less-developed countries of Africa, Asia, and Latin America that are members of the UN Conference on Trade and Development and the liberal approach of the Group of Seven (G-7) (and allies in Europe, Australia, and New Zealand). Our sketch of these two images of the world economic order will also include a definition of what this order encompasses.

The UN Concept
An early demand by developing countries for a new international economic order was in response to dissatisfaction with their record during the UN's first development decade, from 1960 to 1970, when these countries and international agencies emphasized internal economic policies. Their call for a new order intensified in the mid‑1970s, when their modest gains from previous years were threatened by world wide inflation, a fourfold increase in oil prices in 1973 to 1974, and the subsequent deterioration in LDC foreign exchange and debt position. Leaders of developing countries increasingly attributed LDC underdevelopment to a weak position in the international economic system.


The UN General Assembly's sixth and seventh special sessions (1974<;b2>‑75) adopted a declaration on principles and programs for a change in the international economic order. The international economic order comprises all economic relations and institutions linking people from different nations, including the World Bank and the UN Development Program that lend capital to LDCs; the IMF, which provides credit to ease short‑term international payments imbalances; the General Agreements on Tariffs and Trade (GATT), which administers international-trade rules; bilateral and multilateral trade, aid, banking services, currency rates, capital movements, and technological transfers; multilateral aid consortiums; and international commodity stabilization agreements. Third‑world countries wanted more policy influence in international institutions, more control over international economic relations, and a restructured world order that emphasized their needs.


One of the LDCs' aims has been to be less dependent on rich countries. The UN declaration proclaims that every state has permanent sovereignty over its natural resources and economic activities. Furthermore each state is entitled to control its natural resources and their exploitation, "including the right to nationalization or transfer of ownership to its nationals." Although OPEC achieved full local ownership and a price‑setting producer cartel that raised prices and revenues substantially in the mid to late 1970s, the cartel's effectiveness broke down due to several members' lack of discipline in the 1980s and 1990s (violating the agreement, ignoring quotas, and undercutting prices) and the expansion of non‑OPEC oil exploration and energy substitutes. No other raw material producers' group has been able to achieve even the temporary success that OPEC did in controlling its resources and setting prices.


In 1974, when the UN General Assembly declared principles for the new order, it also adopted a plan of action. Clearly for many DCs the UN ratification implied only vague intentions, not the plan's implementation, which required discussions and painstaking negotiations in a number of international forums. But progress on specific measures during the 1970s, 1980s, and 1990s has been limited due to LDC division, substantial DC opposition, and the weakness of the UN General Assembly. The UN recommendations and assessment of the progress in meeting them can be divided into the following five categories: (1) transfer of real resources, (2) science and technology, (3) industrialization, (4) food and agriculture, and (5) international trade (Summaries in Tinbergen 1976; Survey of International Development 1974:1-4; Survey of International Development 1975:14).

Development Aid and LDC Influence
The UN resolution contains many proposals for increasing the flow of development assistance from developed to developing countries. On the first proposal, for a greater volume and predictability of financial aid, DCs contributed 0.22 percent of GNP in 2001 compared to the 0.70‑percent UN target. Contrary to the demand, donors did not increase aid much to least‑developed countries, and major creditor countries have devised only limited ways of mitigating LDC debt burdens. International organizations, such as the World Bank Group and the UN Development Program, did enhance the real value of assistance, as the resolution called for.

<;p>
The share of SDRs as international reserves increased more slowly than the NIEO resolution envisioned. However when the IMF demonetized gold in the late 1970s, a portion of the proceeds from its gold sales was used to aid LDCs. In addition, the IMF and World Bank provided concessional funds for Jubilee 2000 write-downs for HIPCs, based on profits from lending and the sales of gold (Chapter 16).


In a small way, as the UN plan of action asks, international institutions have begun to reflect the greater political, economic, and population weight of Asia, Latin America, and Africa. In May 2004, middle and low income countries had 31.7 percent of the IMF’s voting shares, with representatives from 14 middle and low income countries (Saudi Arabia, Indonesia, Nigeria, Egypt, China, Poland, Russia, Brazil, Iran, India, Chile, Argentina, Colombia, and Equatorial Guinea) held 14 of the 24 executive directorships, with 31.7 percent of the IMF’s voting shares. 


From 1974 to 2001, bilateral aid barely increased in real terms, and aid given to multilateral agencies declined if measured in real terms or as a percentage of the donors' GNP. In addition aid volume remained unpredictable. 

Science and Technology
LDC governments have improved their ability to negotiate contracts favorable to transferring science and technology, as the UN requested. Scientific and technological applications, concentrated largely in the DCs, are bases for their high productivity and the profitability of their large businesses. Since 1990, LDCs’ productivity has begun to increase (Figure 11A). DC businesses are beginning to share techniques and devote more efforts to solve the technological problems of LDCs when they participate in global production networks. DCs, however, have not adopted an international code of conduct for transferring technology.

Foreign Investment
The DCs have resisted redeploying most industries that survive only by tariffs and subsidies to LDCs, and where redeployment has been undertaken by MNCs, it has tended to be concentrated in a limited number of countries, such as the Asian Tigers, China, Brazil, Mexico, and Czech Republic. However, the GATT's Uruguay Round agreement reduces scope for LDC industrial policy.

Food and Agricultural Aid
Total reaal food and agricultural aid to LDCs did not increase between 1974 and 2001, as the NIEO resolution asked, while direct food aid fell. 

International Trade
An increasing number of LDCs have been successful in export promotion in manufacturing, stressed by the UN. While LDCs made few gains in increasing primary product export price stability, it is doubtful that this NIEO goal should be a LDC priority. Finally LDCs made only modest gains in their goal of improving export income stability. 

The Liberal Concept
Industrialized countries, led by the United States, opposed much of the NIEO agenda, such as strengthening multilateral commodity stabilization and income enhancement and supranational codes of conduct as threatening DC prices and incomes and the interests of DC-based firms. Additionally, the bargaining power of LDCs, weak in 1974, increased some for some middle income countries by the early years of the twenty-first century. These events coincided with the dominance of liberalism, a child of late eighteenth and nineteenth century classical economic liberalism, as expounded by Adam Smith and David Ricardo (chapter 5), with their emphases on a free-market economy, government non-interference in prices, and the private ownership of land and capital. These emphases, beginning about 1980, were not just an extension of the domestic economics of U.S. President Ronald Reagan and British Prime Minister Margaret Thatcher to Western-dominated multilateral aid and lending programs by the IMF and World Bank, but also a LDC response to the failure of price controls, government licenses and regulation, and massive subsidies to public enterprises. The fall of centralized state socialism in communist East and Central Europe in the late 1980s and the former Soviet Union in the early 1990s reinforced the liberal view DCs held regarding necessary changes in the world economic order. In Chapter 19, we will discuss further the policy implications of liberalism.

    � Since actual investment (output not used for consumption) equals actual savings (income not spent for consumption), you can substitute i for s. This adjustment gives you the fundamental Harrod equation, 5-5.


    � Srinivasan (1994:10-13) points out that World Bank and International Monetary Fund data indicate an increased savings and investment in LDCs from the fifteen years before 1973 to the period after 1973, accompanied by a reduction in growth rates. Do these trends suggest an increasingly inefficient use of capital (increased ICOR)? Not necessarily. Srinivasan suggests that the unreliability of data on savings, investment, and growth, especially in light of substantial black-market transactions in many LDCs, preclude any firm inference about trends.


    � The remainder of this section uses Prybyla 1978:43�46, 60�64; Gregory and Stuart 1994; Wheelwright and McFarland 1970:43�65; Nove 1972; Howe 1978:xxiii�xxv; Mesa�Lago 1978:97�101. 


    � Some of the material from this and subsequent sections is from Bruton 1965: 154�58.


    � Economists, especially from DCs, should be careful about prescribing expenditure reductions for marriage feasts, religious observances, cathedrals, mosques, and so on, in order to increase productive investment for material goods.


    � Based on FAO 1952�1980, and calculated by Abdalla Sidahmed, who brought this example to my attention.
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