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PROLOGUE

To commemorate the 50th anniversary of the creation of the Economic Commission for Latin
America and the Caribbean (ECLAC), in 1998 the anthology Fifty years of ECLAC thought:
selected texts, was published in Spanish and Portuguese, as a selection of the Commission’s
classic works spanning the period from its inception through to the 1990s.

Since then, that volume has become an obligatory reference in studies on Latin American
development for readers who are familiar with either of those two languages; and it has been
widely used in the region’s university courses, both in economics and in social sciences
generally. The book’s excellent reception reflected the fact that it provided a good sample of
the intellectual path followed by ECLAC during its first 50 years of existence.

Now, in response to great demand from academics and others interested in ECLAC's
work, it gives us great satisfaction to publish a version in English, which will allow it to be more
widely disseminated throughout the world.

A perusal of the selection of ECLAC writings compiled in this volume will reveal their
unity based on a sui generis “historical structuralism” approach, applied to the trends of Latin
America’s production patterns and social structures. The reader will also find that it involves
a body of thought that is organized around three pillars: international engagement (centre-
periphery and external vulnerability); domestic structural conditions (socioeconomic); and
interaction between State and market in support of development projects.

The introductory chapter serves as a reader’s guide to the texts, by framing them
in the historical moment in which they were written and placing them in the context of the
Commission’s work as a whole.

The anthology compiles texts representing five stages of ECLAC thought, each of which
broadly corresponds to one decade. These stages are distinguished as the bearers of different
“key ideas” or fundamental messages: industrialization (the 1950s); reforms to eliminate obstacles
to development (the 1960s); reorientation of development styles (the 1970s); adjustment with
growth (the 1980s); and changing production patterns with equity (the 1990s).




The book includes selected fragments of texts written by Raul Prebisch, Celso Furtado,
Anibal Pinto, Osvaldo Sunkel, Juan Noyola Vasquez, Maria da Conceicao Tavares, José Serra,
José Medina Echavarria, Fernando Henrique Cardoso, Enzo Faletto, Jorge Graciarena, Marshall
Wolfe and Fernando Fajnzylber, together with various official ECLAC works published in the
1980s and 1990s.

It is worth mentioning that only some of the texts had to be translated into English for
this publication, because the others had already been translated when originally published.

It is a pleasure to be able to offer this book in electronic format, giving readers simple
and immediate access to the work.

Alicia Barcena
Executive Secretary
Economic Commission for Latin America and the Caribbean (ECLAC)



FIFTY YEARS OF ECLAC THOUGHT: A REVIEW

Ricardo Bielschowsky

. INTRODUCTION

In 1998 ECLAC celebrated 50 years of activity. Throughout that period, it was the world’s main
source of information and analysis on the economic and social reality of Latin America. It was
also the only intellectual centre anywhere in the region capable of generating a sui generis
analytical approach, and moreover one that has remained valid for the last half-century.

This review introduces the texts that have been selected for this commemorative
volume. It reconstitutes the intellectual path followed by the institution during that period;
and it directs the reader to the most important theses and selected texts, setting them in their
historical context and in the work of the institution as a whole.?

The reconstitution starts by presenting a table that synthesizes the Commission’s analytical
output during the period. The table contains the plans of analysis that were common to all
stages of the institution’s intellectual course, dividing the ideas generated in it into historical
periods, based on the succession of “key ideas” or “messages” that guided its output.

Next, a brief description is made of the analytical cornerstone of the thought generated
in ECLAC, namely the historical-structuralist method. The following sections review the theses
underlying the institution’s output in each period.

1 The CEPAL Review is publishing a modified version of this article simultaneously with this study. The author wishes to
thank Octavio Rodriguez for invaluable collaboration in producing the text, and for his patience over any differences in
interpretation. He also thanks Alfonso Aguirre, Renato Baumann, Alfredo Calcagno, Carlos Mussi and Pedro Sainz for
their valuable comments, and Maria Pulcheria Graziani, Patricia Pérez and Carmen Vera for efficiently identifying and
searching documentation. It goes without saying, however, that the text is the author’s entire responsibility.

2 Asthe ECLAC bibliography is very extensive, the present text has been forced to omit many important references. There
are also many studies that evaluate the institution’s thinking, such as Hirschmann (1963), Cardoso (1977), Rodriguez
(1981), Gurrieri (1982), Pazos (1983) and Hodara (1987).
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. CHARACTERIZATION: MAIN ANALYTICAL PLANS AND STAGES OF THOUGHT

Any understanding of the Commission’s contribution to the history of economic ideas must
start by recognizing that it represents a specific body of analysis, applicable to historical
conditions that are specific to the Latin American periphery. Possibly for that reason, there are
few references to ECLAC thought in the main compendia of the history of economic theory. At
best these are limited to the thesis of deteriorating terms of trade and the structuralist theory of
inflation. The absence of other references often results in ignorance of the explanatory power
of that body of analysis, which stems from a fertile blend between an essentially historical
and inductive method on the one hand, and a specific abstract-theoretical reference —the
structuralist theory of Latin American peripheral development— on the other.

In one of the introductory chapters to his monumental history of economic analysis,
Schumpeter distinguishes between the main subject of study (the history of economic analysis)
and the other domain of the history of economic thought, namely political economy systems,
viewed as “a comprehensive set of economic policies that its author advocates on the strength
of certain unifying (normative) principles, such as the principles of economic liberalism, of
socialism and so on” (Schumpeter, 1954, p. 38). The Commission’s contribution —and those
of the so-called “development economics” in general— belong to that second group. Their
“normative” principle is the need for the State to contribute to the organization of economic
development in the conditions prevailing in the Latin American periphery. In short, it is the
Latin American development paradigm.

Adolfo Gurrieri (1982) starts his compilation of Prebisch’s work in ECLAC with a definition
that is worth repeating here, since it helps to understand ECLAC thinking as a whole in its
half-century of existence:

“There can be no doubt that what Raul Prebisch proposed in his early years at ECLAC
is a paradigm or programme, because it constitutes an organized scheme of a problem
field —Latin American development— constructed in counterpoint to the then predominant
scheme, based on which he organizes the search for and accumulation of knowledge in a
collective and socially organized way (...) His programme (...) also forms the basis for creating
and consolidating the institutions that will serve as an environment to nurture the growth
and dissemination of his ideas, and above all, the probe with which he penetrates reality to
understand and change it” (p. 13).

Two other characteristics of the ideas generated and disseminated by ECLAC are that it
was never an academic institution, and its audience consists of Latin American policymakers. For
that reason, the unity and scope of the “ECLAC political economy system” passed unknown for
along time. The difficult task of bringing together the ideas of Prebisch and ECLAC, which were
not always clearly linked, was first undertaken by Anibal Pinto in 1968, for the Commission’s
twentieth anniversary (ECLAC, 1969). Later, following a request by Prebisch himself, Rodriguez
(1981) produced a much more detailed and complete study for the same purpose.

The systemization produced here of the Commission’s 50 years of work is made easier
by two key characteristics of the institution’s thinking.

Firstly, the methodological approach is the same irrespective of the number of stages
into which it can be subdivided. What changes is the real history that is being analysed, and
the ideological background against which it unfolds. This calls for emphases to be continually
fine-tuned and interpretations renewed, to adapt to new historical contexts.



ECLAC THINKING, SELECTED TEXTS (1948-1998)

Four analytical features can be identified as common to the five decades: the first
relates to the method, the historical-structuralist approach, based on the idea of the centre-
periphery relation.

Two others concern thematic areas: the analysis of international engagement and the
analysis of domestic structural constraints (on growth and technical progress), and the relations
between these, employment and the income distribution.

The fourth and last feature is the analysis of the needs and possibilities for State
intervention.

Secondly, systemization is made easier by the fact that the ideas are “historically
determined”, even in their details almost, and because they can be organized around “transforming
messages”. Five stages can be identified in the Commission’s work, based on “key ideas” or
“messages”. By chance each stage lasted roughly one decade; and as will be seen below, they
closely follow the historical evolution of the Latin American region.

(a) Origins and the 1950s: industrialization
(b) The 1960s: “reforms to unblock industrialization”

(c) The 1970s: reorientation of development “styles” towards social homogenization
and pro-export diversification

(d) The 1980s: overcoming the external debt problem through “adjustment with growth”
(e) The 1990s: changing production patterns with social equity

Note that the first two stages are fully encompassed in the global post-war expansionary
cycle; and the last two span the irregular period between the end of that cycle, in 1973/1974,
and the present, which was dominated by lacklustre global growth and major uncertainties.
The correspondence is only imperfect in the 1970s, owing to the global crisis in the middle
of that decade. Nonetheless, the crisis did not prevent ECLAC thought from maintaining a
reasonable degree of organizational unity on the issues addressed during the decade, since
the new emphases only reflected the new historical conditions.

Table 1 uses those elements to record the main theses that they generated. It gives an
idea of the set of analytical tools that the approach provides; and it serves as a starting point
to guide the intended reading of this text.

It should be noted that classifying the theses and reflections according to “plans” of
analysis does not imply a lack of unity of thought: the different plans and theses are perfectly
“tied together” by the historical-structuralist method, and by the key ideas that led to the
production of the theses in each period.
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B Table1

SYNTHESIS OF THE ANALYTICAL ELEMENTS COMPRISING ECLAC THOUGHT

Permanent elements

Historical-structuralist analysis

Periods and Topics Interaction with the world Domestic structural conditions State action
economy (centre-periphery (economic and social) of growth/
and external vulnerability) technical progress, and of
employment/income distribution
1948-1960 Deterioration of the terms Substitutive industrialization Deliberately steer

(Industrialization)

of trade: structural deficit
in the balance of payments;
regional integration

process; perverse tendencies
caused by specialization and
structural heterogeneity;
structural inflation and
unemployment

industrialization

1960 Dependency; regional integration; Agrarian reform and Reform to make
(Reforms) international policy for reducing income distribution as a development viable
vulnerability in the periphery, requirement for reigniting
anti-industrial export bias the economy; structural
heterogeneity; dependency
1970 Dependency, dangerous debt Growth styles, production and Make viable the style
(Growth styles) levels; export insufficiency distribution structure and power  that leads to social
structures; industrialization homogeneity; strengthen
that combines the domestic industrial exports
market and export effort
1980 Financial strangulation Adjustment with growth; Renegotiation of the
(Debt) opposition to adjustment debt for adjustment
shocks, need for income policies  with growth

and possible convenience
of stabilizing shocks; social
cost of the adjustment

1990-1998 (Changing production
patterns with social equity)

Ineffective export specialization
and vulnerability to
capital movements

Difficulties for effectively
changing production patterns
and reducing the equity gap

Implement policies to
strengthen the change
in production patterns

with social equity

Source: Prepared by the author.

lll. THE HISTORICAL-STRUCTURALIST METHOD,
BASED ON THE “PERIPHERAL STATUS™ ARGUMENT

ECLAC developed as a school of thought specialized in analysing medium- and long-term
economic and social trends in Latin American countries. Prebisch imprinted that basic feature
on the institution from the outset. The corresponding “cultural space” was occupied by a
plethora of thinkers who are among the leading economic historians of Latin America.3

The original motivation for the Commission’s inclination towards historical trends is well
known. The discussion and research programme inaugurated by Prebisch in 1949 stemmed
essentially from the diagnostic of the profound transition seen in the underdeveloped Latin
American economies, which were evolving from the outward-looking commodity-export
growth model, to the inward-looking urban industrial model.

The historical approach was powerfully articulated by Prebisch’s “structuralist” theory
of peripheral underdevelopment.? The structuralist perspective was placed at the centre of the
analyses, as a direct consequence of the object of discussion being proposed by the institution. This
was to examine how the “inward” transition occurred in Latin American countries — a transition
that was thought to stem from the condition that the production process moved in the framework
of an underdeveloped economic and institutional structure, inherited from the export era.

3 Authors of classic volumes on the economic history of the region’s countries either belonged to ECLAC or were within
its direct field of influence, such as Anibal Pinto (1956) for Chile, Celso Furtado, (1959) for Brazil and Aldo Ferrer (1979)
for Argentina

4 Rodriguez (1981) was the author who best systemized Prebisch’s foundational analysis in ECLAC, highlighting its
theoretical elements.
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In other social science disciplines, such as linguistics and anthropology, where
“structuralism” originates, this concept typically corresponded to a synchronous or an ahistorical
methodological toolkit. In the Commission’s economic analysis, however, structuralism is
essentially an approach that is guided by the search for diachronic, historical and comparative
relations, which is better suited to the “inductive” method than to a “positive heuristic”. This
lays the essential foundations for the theoretical construction of ECLAC historical comparative
analysis: the underdeveloped structures of the Latin American periphery constrain, rather
than determine, specific behaviours, of paths that are unknown a priori. For that reason, they
deserve and demand studies and analyses in which universal-type economic theory can only
be used with reservations, to be able to incorporate those historical and regional specifics.

In other words, the ECLAC historical-structuralist approach implies a method of knowledge
production that closely observes the behaviour of social agents and the path of institutions,
which is closer to an inductive process than to traditional abstract-deductive approaches.

Freed from rigid and schematic deductive frameworks, ECLAC thought is thus able to
adapt easily to the evolution of events, by continuously revising its interpretations, which does not
mean losing political-ideological coherence, or analytical consistency. Moreover, part of ECLAC
research is a critical reflection based on an introspective view of its own analytical developments.

The richness of the ECLAC method thus stems from a fertile interaction between the
inductive method and the theoretical abstraction originally formulated by Prebisch.

The opposition between “periphery” and “centre”, which played a dual analytical role,
illustrates this point.

Firstly, it served to affirm that the aforementioned structure determined a specific
pattern of engagement in the world economy as “periphery”, a producer of goods and
services for which international demand is undynamic, an importer of goods and services for
which domestic demand is expanding rapidly, and an assimilator of consumption patterns
and technologies adapted to the centre, but frequently unsuited to resource availability and
income levels in the periphery.

Secondly, it led to the idea that the socioeconomic structure of the periphery determines
a unique way of industrializing, introducing technical progress and growing, and a specific way
of absorbing the labour force and distributing income. In other words, in its key characteristics,
the process of growth, employment and income distribution in the periphery would be different
to what happens in the central countries. The differences must be found in the fact that the
peripheral economies possess a poorly diversified and technologically heterogeneous structure,
in contrast to the pattern seen in the central countries. In the latter, the production apparatus
is diversified; productivity is uniform everywhere; and there are mechanisms for creating and
disseminating technology and the social transmission of its fruits which are non-existent in
the periphery.

It was not a matter of comparing peripheral underdevelopment with the past history of
the central economies, as Rostow (1956) wanted, but to identify the unique historical unfolding
of the specific nature of their experiences, in which different sequences and results could be
expected than occurred in central development. Already in his inaugural text of 1949, Prebisch
was warning of the specific nature of the growth process in the structural and peripheral
circumstances of Latin American countries, and he called for an analytical space to study it
(Prebisch, 1951): “One of the most conspicuous deficiencies of general economic theory, from
the point of view of the periphery, is its false sense of universality (...) An intelligent knowledge
of the ideas of others must not be confused with that mental subjection to them from which
we are slowly learning to free ourselves” (p. 4).




Economic Commission for Latin America and the Caribbean (ECLAC)

Furtado was the thinker who worked hardest to clothe the ECLAC analysis with the
garments of historical legitimacy. His books on Brazilian and Latin American economic history
(1959 and 1970) —certainly the two texts on the region’s economic history that are most widely
read throughout the world— are masterpieces of the ECLAC structuralist method, which had
the deliberate function of defending the importance of understanding underdevelopment as
a specific historical context that demands its own theorizing. The idea is expressed with full
intensity in the book “Development and underdevelopment” (Furtado, 1971, text 5), written in
the late 1950s, which is the key period in which the historical problem of underdevelopment
was explicitly conceptualized:

“Underdevelopmentis not a necessary stage in the process of formation of the modern
capitalistic economies. It is a special process due to the penetration of modern capitalistic
enterprises into archaic structures. The phenomenon of underdevelopment occurs in a number
of forms and in various stages. (...) underdevelopment, specific phenomenon that it is, calls
for an effort at autonomous theorization. Lack of such an effort has led many economists
to explain by analogy with the experience in developed economies problems which can be
properly expressed only through full understanding of the phenomenon of underdevelopment”
(pp. 1176-1177).5

It should be recalled that the historical-structuralist method, which is eminently inductive,
benefited from the analytical formulation of Prebisch’s theory of peripheral underdevelopment,
the main features of which are summarized below. The method was thus articulated by the
simultaneous and complementary use of the three analytical spheres mentioned: international
engagement, the trends and internal contradictions of growth in the periphery, and State
intervention. The following sections discuss the presence of those spheres in the evolution
of ECLAC thought.

IV. INAUGURATION AND THE 1950s: LEGITIMIZING AND GUIDING INDUSTRIALIZATION

1. The historical context

In the years following the Second World War, the Latin American economies were fully embarked
on the industrialization and urbanization process, driven by rapid economic growth of 5.8%
per year between 1945 and 1954, and by an easing of the external constraint which allowed
imports to expand by 7.5% per year in that period. This opened up space to strengthen the
industrializing ideology, which was just awakening in the region. Moreover, the idea spread that
traditional exports were tending to recover as post-war normality returned, and this stimulated
the restoration of the liberal ideology that had predominated until the 1930s. From the academic
standpoint, this was based on the theory of the international division of labour founded on
Ricardian comparative advantages, or advantages arising from relative factor endowments.

In response to the liberal ideology, in the immediate post-war period the defence of
development through industrialization had the disadvantage of being poorly articulated analytically.
For the advocates of industrialization, there was a sort of “theoretical vacuum”; and scepticism
towards existing economic theory generated perplexity at the lack of theories that could be
adapted to the economic and social realities that needed to be understood and transformed.

5 The author would later improve the formulation by integrating it into the idea that underdevelopment represents a
historically determined “cultural” way of using the “social surplus”, in which the consumption patterns of the central
economies —and, inevitably, the technological patterns that accompany them— are absorbed by the local elite, but do
not filter through to the bulk of the population owing to lack of income and low productivity. The bibliography on that
idea includes a self-evaluation made by the same author in a World Bank compilation (Furtado, 1984).
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There was thus a degree of discord between economic and social history and the
construction of its counterpart in the ideological and analytical spheres.t

ECLAC theorizing fulfilled that role in Latin America. It would be the regional version
of the new discipline that was installed vigorously in the Anglo-Saxon academic world, in the
“ideological” wake of the Keynesian heterodox hegemony, in other words the regional version
of development theory. For ECLAC, the 1950s were years of great creativity and capacity to
dare and influence. Prebisch and intellectual daring are synonyms in Latin America. Supporting
him, either within ECLAC itself, or in its proximities, were none other than Celso Furtado, José
Medina Echavarria, Regino Botti, Jorge Ahumada, Juan Noyola Vazquez, Anibal Pinto, Osvaldo
Sunkel and other well-known scholars of the Latin American reality.

The messages were innovative and there was fertile ground for disseminating them. In
terms of historical convenience, the ECLAC ideology was in perfect harmony with the political
projects of several of the continent’s governments. On the analytical front, the general message
was fully synchronized with the core of the new “development theory”: underdeveloped countries
warranted an independent theoretical formulation, or at least an adapted one, because they
functioned differently than developed countries in significant ways.

Essentially, with different concepts and ways of formulating the issue, all conveyed the
same central message —the need to implement industrialization policies as a way of overcoming
underdevelopment and poverty. ECLAC manoeuvred admirably in that context. Not only did it
become an essential reference when discussing Latin America, but it also developed its own
theorizing which consistently combined a large number of conceptual innovations.

Although the ideological terrain was not always supportive, in the academic sphere it
was; and, to some extent, it also was on the international organization circuit. This included
a sympathetic attitude to the development perspective from the World Bank —which also
lasted until the end of the 1970s, when Anne Krueger replaced Holis Chenery as director of its
economic consulting arm. Nonetheless, as Pollock (1978) describes, the ideas of Prebisch and
ECLAC were viewed with a great deal of suspicion by the U.S. State Department throughout the
McCarthyism period of the Cold War. Although that may not have prevented ECLAC thinking
from being disseminated, it probably explains the nearly always cautious tone in which the
ideas were expressed.

2.  The inaugural vintage and its extensions

The Economic Commission for Latin America and the Caribbean was created in 1948, as a
result of a decision approved by the United Nations General Assembly in 1947. This occurred
against the backdrop of Latin American complaints about the region’s exclusion from the
Marshall plan, and lack of access to “scarce dollars”, which made it difficult to replace the
region’s worn-out production apparatus. Despite that transitory “incentive”, there seemed
to be a widespread perception that the new organization was doomed to become another
of the numerous featureless and bureaucratized international agencies that already existed.
Nonetheless, with Prebisch, its history was to be very different.

Having previously served as general manager of the Argentine central bank, Raul Prebisch
only became Executive Secretary in 1950, but he arrived in Santiago in 1949 as a consultant
responsible for contributing to the 1948 Economic Survey. As Celso Furtado describes in his
1985 work Fantasia organizada, at a certain moment in the first half of 1949 Prebisch suddenly
withdrew a first version of the text he had just written for inclusion in that edition of the Survey.

6 Anibal Pinto drew attention to this point in El pensamiento de la CEPAL (1969), a compilation of classic texts from the
institution’s first two decades.
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He spent some time shut away in his office, doubtless examining the recent data published by
the United Nations on the deterioration of the terms of trade. He then published the work that
Hirschman would dub “the Latin American manifesto”, namely The economic development
of Latin America and its principal problems (Prebisch, 1949, text 1).

A few months later, although still in 1949, he would relaunch the same ideas with minor
modifications, in the conceptual part of Economic Survey of Latin America, 1949 (ECLAC 1951a,
text 2). This was the first document devoted to appraising economic trends in the main Latin
American countries. Then in 1950, Prebisch would write the first five chapters of the Economic
Survey of Latin America, 1950, titled “Theoretical and practical problems of economic growth”
(ECLAC, 1951b, text 3).

That set of documents already contained all of the elements that would serve as the
great ideological and analytical reference for Latin American development scholars.

Firstly, he argues that the spontaneous industrialization that was currently under way
had a special significance in the history of humanity, since it represented the chance for the
vast underdeveloped Latin American region to obtain the fruits of global technical progress,
which had hitherto been confined essentially to the industrialized countries.

Secondly, he presents the elements of the analytical matrix that forms the basis of
ECLAC thought. These include both the analysis of international engagement by the peripheral
economies and their consequent external vulnerability, and the analysis of the problematic
conditions and perverse tendencies with which growth in the Latin American periphery is
internally processed.

Lastly, he makes an initial incursion into the topic of State intervention, which is
strengthened by proclaiming the problematical nature of industrialization under the structural
conditions prevailing in the periphery, which the market has no way of resolving spontaneously.

(a) Interaction with the world economy. One of the basic tools of ECLAC analysis is the
didactic provided by the contrast between the way growth, technical progress and international
trade occur in the economic and social structures of the “peripheral” countries, and how the
same processes unfold in the “central” countries.

In the case of international trade analysis, the contrast is used to highlight the
interdependencies that exist between the behaviour of the “centre” and that of the “periphery”,
and the problems that are generated for the latter.

Prebisch was using the expression “peripheral countries” well before joining ECLAC
(Love, 1980). Until then he used the term to analyse Latin America’s vulnerability to the cyclical
crisis of the 1930s, which fuelled to inflationary processes with a strong exogenous component
and tendencies towards domestic contractions which, politically, spawned inadvisable
macroeconomic solutions.”

In ECLAC, the argument gained weight in the inaugural texts, because it was
accompanied by the thesis of deteriorating terms of trade, which contradicted the liberal
postulate of the virtues of international free trade. Contrary to what the theory of comparative
advantages promised, the slower pace of technical progress in primary products than in
industrial products in the twentieth century was not causing the former to become relatively
more expensive.

7 The abrupt contraction of import capacity in the 1930s and its repercussions on the Latin American economies
constituted the main historical reference for which Prebisch would develop the distinction between the functioning of
the industrialized economies and those that specialized in primary products. Hodara (1987) reviews Prebisch’s ideas
contained in the annual reports of the Central Bank of the Argentine Republic between 1936 and 1942. Felipe Pazos
(1983) characterizes the 1930s and 1940s as the phase of Latin American thought oriented towards counter-cyclical
monetary policies.
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The thesis had two versions, both structuralist and both centred on the idea of the dynamic
comparative advantages of industrial production —or the dynamic comparative disadvantages
of specialization in commodity products. In the Latin American manifesto, this was linked to the
cycles, and the way the periphery’s underdeveloped structure of production and employment
prevented it from retaining the fruits of its technical progress, unlike what happened in the
“centre”. In the countries of the latter, organized labour unions and a concentrated production
structure succeeded in preventing the nominal prices of industrial goods from falling in the
cyclical downturn, thereby more than offsetting the gains that the periphery obtained from
primary products in the upswing phase. 8

The second version arises in the second of the three texts mentioned and is consolidated in
the third. It contemplated the “potential” trend towards deterioration, owing to the excess supply
of labour in the underdeveloped agriculture of the periphery, which could not be transferred
to the central countries since they were closed to immigration. Its eventual employment in
export activities would result in an expansion of supply that would depress international prices,
resulting in a lower value despite the larger volume produced.®

That argument was used to defend the “economicity” of industry and justified the
resort to protectionism: although industrial production was less efficient in the periphery, it
was more efficient than allocating production resources to agriculture.

It was then claimed that the industrialization process would not alleviate external
vulnerability, because the Latin American periphery would for long remain an exporter of
commodities, of inelastic demand in the central countries, and as an importer of industrial
products, for which demand in the periphery was highly elastic. He believed that until the
industrialization process was complete, the balance of payments would always tend towards
a structural deficit, for while the substitution process “alleviated” the demand for imports, it
also imposed new demands stemming both from the new production structure that it created
and the income growth it generated. Thus, only the composition of imports was changed, and
the problem of foreign exchange shortage was perpetuated.

That argument on the tendency towards a structural deficit in the balance of payments
takes centre stage in several ECLAC arguments of the time.

Firstly, it subordinates the very concept of industrialization to that of “import substitution”.
The argument is fully developed in a much later text by Maria da Concei¢ao Tavares (1964)
(text 4), but it already appears in the inaugural texts. The substitution dynamic describes how
the economy reacts to successive balance of payments bottlenecks. Owing to the progressive
compression of the list of imports, industrialization moves from sectors of “easy” installation
that require little in terms of technology, capital and scale, to increasingly sophisticated and
demanding segments.'0

8 Singer (1950) put forward the same analysis simultaneously and independently.

9 The same argument would later be elegantly developed by Lewis (1960), in his classic text on the limited supply of
labour. Only much later, would Prebisch (1959) produce an academically rigorous version of the idea, apparently
stimulated by Chenery.

10 For a long time, Latin American thinking was dominated by the absolute belief that import substitution was the way to
industrialize in Latin America, and that the substituting dynamic was the region’s growth model. Around the mid-1970s,
the School of Campinas in Brazil, consisting of intellectuals of ECLAC origin, for the first time opposed the idea that
industrialization and import substitution were equivalent: the industrialization process would be the bearer of a logic
and dynamism that were independent of mere import substitution. This was because it was projected owing to capital
accumulation decisions aimed at forming a supply capacity without a demand repressed by import constraints.
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The idea, widely disseminated by liberal economists, that what ECLAC was proposing
was an “autarky”, is completely wrong. On the contrary, it was repeatedly stated that the
substitution process only altered the composition of imports. Furthermore, economic
growth would inevitably suck in additional imports, and the central countries only stood
to gain from the periphery’s industrialization and greater openness to importing products
originating there. Accordingly, it was argued that there was a broad “intrinsic solidarity”
between industrialization and the expansion of international trade." Moreover, as noted
below, from the 1960s onwards, ECLAC would repeatedly defend the need to implement
policies to stimulate and diversify exports.

Secondly, and contrary to what is often assumed, concerns about external imbalance
led ECLAC to stress the importance of stimulating exports, from its inception and particularly
since the 1960s.

In that sphere, ECLAC played a central intellectual role in two very important institutional
initiatives. In the second half of the 1950s, it participated in the creation of the Latin American
Free Trade Association (LAFTA); and in the early 1960s, Prebisch himself would be the leading
player in creating the United Nations Conference on Trade and Development (UNCTAD).

The ECLAC argument in favour of LAFTA contained the idea of initiating a process of
export diversification by its own efforts, through the theoretically easier route of intra-regional
trade. More importantly, according to the introductory sections of the inaugural ECLAC text
on the topic (ECLAC, 1959, text 9) written by Prebisch himself, the Latin American Common
Market would expand the size of the market for industrial sectors that were demanding in terms
of scale, thereby helping to intensify the substitution process.

UNCTAD itself was born from ideas that had been discussed in the 1930s and 1940s,
concerning the need to attenuate the cyclical vulnerability of the peripheral countries, by applying
international intervention mechanisms that were concerted with the central countries. At the
time of the institution’s creation, the emphasis on the need to diversify and expand exports,
including industrial ones, was spreading from the limited scope of the regional market to
another, more ambitious domain of the world market. The document that Prebisch (1964, text
10) presented at the second conference of the new entity is, possibly, the moment when the
idea of international cooperation to strengthen periphery development through international
trade agreements was at its strongest.

Thirdly, the idea of permanent balance-of-payments strangulation is also central to
the structural inflation thesis, which was developed by Juan Noyola Vasquez (1957, text 7)
and finessed by Osvaldo Sunkel (1958, text 8) and Anibal Pinto (1960). The structural deficit
of the balance of payments appears in those texts as the “basic” structural cause of inflation
which, along with the rigidity of agricultural supply, triggers a process driven by “accumulation
factors” and by “propagation mechanisms”.

Fourthly, in 1954, given the growing balance-of-payments difficulties caused by the
ending of the Korean War, the idea of external strangulation reappears in discussions on
the advisability of attracting inflows of private foreign capital —in other words, of not being
constrained to obtaining capital from public funds. Prebisch defended this stimulus, but drew
attention to the danger of expanding the countries’ external liabilities and subjecting them
to exaggerated debt service; so he considered it more prudent to expand financing from
official organizations. The text International Cooperation in a Latin American Development
Policy (ECLAC, 1954) is the first incursion into a topic that would prove to be long-lived in
Latin America.

1 On mistaken criticisms of ECLAC, see Assael (1984) for example.
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With variations that are adapted to the different contexts of world trade and the various
conditions of international financing, the external vulnerability argument is present throughout
the five decades of ECLAC thought. In the 1960s, it would be called “financial and technological
dependency”; and, in the 1970s, the notion of “dependency” would be analytically upgraded
by reviewing the role of transnational firms in the peripheral economies. In the 1980s, external
vulnerability would be equivalent to the practice of financial “suffocation” caused by the
external debt; and in the 1990s, vulnerability would be treated as a dual problem, in other
words production and technical specialization of little dynamism in the world market and
overexposure to external debt, particularly in the short term.

(b) Internal structural conditions. Let us now return to the inaugural texts to identify
the analytical framework in terms of the “domestic” structural constraints on growth
and employment. Here the Latin American economies were also contrasted with their
industrialized counterparts.

It should be recalled that while spontaneous industrialization was welcomed as a highly
significant event in the history of the global spread of technical progress, the process was
considered intrinsically problematic, because it was founded on underdeveloped economic
and institutional structures.

The argument was based on two central features of those structures. First, there was a
legacy of an economic base specialized in few export activities, which was poorly diversified
and displayed very little intersectoral complementarity and vertical integration. There were
serious constraints on making up for those shortcomings. The new demands for imports
could not be satisfied given the scarcity of exports and lack of external financing. Moreover,
demands in terms of domestic effort were frustrated by insufficient saving to simultaneously
generate all of the investments that industrialization required.

The other characteristic was the low level of productivity prevailing throughout the
economy outside the export sector. That “structural heterogeneity” —the expression would
actually only be coined by Anibal Pinto in the 1960s, but is applied to the formulation of the
1950s— included a large current and potential surplus of labour and low average per capita
productivity, which reduced the chances of raising saving rates in those economies, thereby
limiting capital accumulation and growth. The situation was further complicated by the lack of
public-sector saving capacity, owing to an obsolete fiscal structure and, in the case of private-
sector saving, to the luxury consumption patterns indulged in by the wealthy classes, a habit
that would tend to worsen as “demonstration effects” intensified.

In short, the peripheral economies were facing serious problems of insufficient saving
and a shortage of foreign exchange. That “two gaps model” steered discussions in ECLAC
since its inception, although the expression would not appear in the main texts, nor was it
given the formal treatment that it would later receive from Chenery and others.'?

The continuity of the “new state of dissemination of technical progress” would always
be threatened by the problems that are characteristic of peripheral economies. Given the
distinctive features of the production structures of those economies, namely specialization
and technological heterogeneity, the ongoing process would cause three perverse trends that
would play a basic role in the dynamic context: the structural deficit in the balance of payments,
inflation and unemployment.

2" The ECLAC economists always agreed on the analytical treatment of the external gap, but did not always agree on the analysis of the
saving gap. Prebisch, Furtado and, perhaps, a majority stressed the gap as a fundamental obstacle to growth; whereas economists
who worked along the lines of Anibal Pinto preferred to stress difficulties of investment “financing”, denying, a la Keynes, that insufficient
saving was the problem. The latter included the influential Brazilian economists who were at ECLAC at the start of the 1960s under
Pinto’s orientation, namely Conceicao Tavares, Antonio Barros de Castro and Carlos Lessa. The two last mentioned are the joint authors
of the work Introduc&o a economia, uma abordagem estruturalista (Castro and Lessa, 1967), for which Pinto wrote a foreword.
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It should be remembered that the structural deficit in the balance of payments arose
from the import needs of industrializing economies specialized in a few export activities and
facing a low elasticity of demand for their products. Specifically, because they were poorly
diversified, they were under permanent pressure to expand imports beyond what export
growth permitted.

The inflationary tendency stemmed both from the balance-of-payments deficit and from
the other shortcomings that industrialization processes face in poorly diversified economies
(agricultural rigidity, energy and transport shortage, etc.).

Most “developmentalists” rejected stabilization policies that implied recessionary
adjustments, as symbolized by the action of the International Monetary Fund (IMF) in the
region, because they believed that such policies obstructed ongoing economic development,
considered as a fundamental historical transformation. As is well known, in the frequent
situations in which price increases and external deficit have occurred simultaneously, the IMF
did not hesitate to recommend a sharp devaluation of the exchange rate, and an attempt to
neutralize the inflationary effect of that measure with drastic fiscal and monetary contractions.
The structuralists, apart from counter-attacking with heterodox suggestions such as multiple
exchange rates, offered an analytical weapon, with the aforementioned theorizing by Noyola
(1957) and Sunkel (1958), which, at that time, had a significant influence on the stance that
opposed recommendations for stabilization involving recessionary adjustment. According to
the structuralist vision, the money supply grows almost passively as the monetary authorities’
response to price rises of a structural origin; and it would therefore be wrong to consider this
as a cause of inflation. The only way to prevent inflation would be to change the structural
conditions that cause it, and this would have to be done through a continuous and planned
growth effort. Tight credit and fiscal policies not only fail to deal with inflation, but by causing
recession they strengthen the structural inflationary trends that manifest themselves when
growth revives.

Lastly, unemployment reflected both the inability of export activities to absorb surplus
labour and the insufficient absorption capacities of modern activities serving the domestic market.

For the latter to be able to absorb the underemployed, capital formation would need
to grow at rates that would be extremely challenging in the conditions of the peripheral
economy: structural heterogeneity limited capacity to generate surpluses, because only a small
fraction of the economy was operating at high levels of productivity. Specialization reduced
export capacity and generated heavy import pressures; lastly, according to the argument, the
production techniques imported from the central countries would not absorb enough labour
(later the argument would be expanded to incorporate the idea that the new composition of
industrial production also tended to absorb less labour).

In each of those dimensions, and in its analysis of external vulnerability, ECLAC thinking
would evolve in the ensuing decades and become more sophisticated, adjusting to the new historical
circumstances. Nonetheless, the core of its discourse would remain the different way in which growth
and technical progress unfold in the economic and institutional structures of the underdeveloped
countries and the different way in which they impact international trade and employment.

(c) Planning. The Commission’s work has been policy-oriented ever since its inception.
State action to support the development process appears in ECLAC thinking as the natural
corollary of the diagnostic of structural problems in terms of production, employment and
income distribution under the specific conditions prevailing in the underdeveloped periphery.
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In the 1950s, the key concept used to make the policy proposals coherent and systematic
was that of “planning” or “programming”.'® At that time, and to some extent also in the 1960s,
the emphasis on planning had an additional meaning, which was to overcome the huge technical
shortcomings in most of the region’s governments.

The starting point for providing technical assistance to governments on planning was
the preparation of technical guidelines on programming, supported in several countries by trial
applications of the techniques in question. In 1953, a preliminary study on the technique of
programming economic development would be published, which was revised in An introduction
to the technique of programming (ECLAC, 1955, text 6). As explained in the introduction to the
1955 document, programming consisted of the “logical stage” that followed the recognition of
development problems —in other words, the need to rationalize the spontaneous industrialization
process that was unfolding.

The key author of the conceptual part of those documents on programming was Celso
Furtado. Then a tradition was launched which would be spread by Jorge Ahumada, Pedro
Vuscovic and other economists who would help Prebisch to create the Latin American Institute
for Economic and Social Planning (ILPES) within ECLAC in the early 1960s. These economists
would play a key role in that entity’s influential track record of training technical experts for
governments throughout Latin America.'®

Viewed from today’s standpoint, the guidance contained in the document on programming
techniques seems trivial. It firstly indicates how to perform macroeconomic consistency
exercises as a starting point for programming; in other words, how to define the growth rates
that were possible given the foreseeable saving and balance-of-payments constraints. It also
gives indications for making sector-level demand projections based on income elasticity, which
only later texts would recommend doing through the input-output matrix. Once in possession
of the future consumption map, the programmer had to select sectors and projects for import
substitution according to the “social marginal productivity of capital” criterion.

Nonetheless, in the Latin American context of the 1950s, this was by no means trivial.
Basic economic statistics were sparse; there were not even minimal systems of national
accounts; and governments operated the economies largely ignorant of their basic trends. The
orientation given by ECLAC programming techniques raised awareness of the shortcomings
and of the importance of affording a minimum level of predictability to the macroeconomic
context on which the desired growth process would be based.

Since then, throughout their history ECLAC and ILPES would produce numerous texts
containing economic policy recommendations; and they would undertake numerous technical
assistance missions to Latin American countries, in the broadest range of fields of economic
activity and on the widest variety of topics within the development problem.

3 An initial incursion into this topic, which already outlines the bases of planning, consists of the cited text Theoretical and
practical problems of economic growth (Prebisch, 1952).

14 |n the Brazilian case, Celso Furtado did the work in 1953-1954 in collaboration with Regino Botti, at the premises of the
recently created National Economic Development Bank (BNDE) in Rio de Janeiro. On that occasion, the joint CEPAL-
BNDE Group was formed for that purpose.

5 In the ILPES bibliography on planning, see the volumes Discusiones sobre planificacion, (ILPES, 1966) and Experiencias y

problemas de la planificacion en América Latina (ILPES, 1974), among others. The main bibliographical reference on Jorge
Ahumada is his Obras Escogidas (Ahumada, 1986).
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V. THE 1960S: REDISTRIBUTE TO GROW

1. The historical context

The history of Latin America in the second half of the 1950s included three elements that had a radical
effect on the development of ECLAC thinking, and that of Latin America in general, in the 1960s.

Firstly, growth in most countries, although persistent (5.7% per year between 1955
and 1959) occurred in the midst of increasing macroeconomic instability, caused mainly by
restrictions on imports, which only grew by 2.1% per year in the same period and by 0.3%
per year between 1960 and 1964. In that context of tight external constraint, several countries
faced heightened inflationary pressures.

Secondly, the industrialization process continued to impose itself as a historical trend,
but the consequent urbanization led to growing impoverishment of the population and the
development of slums in the cities —symptomatic of the inability of modern production activities
to absorb the labour force arriving from rural zones, which very clearly extended rural poverty
into urban areas. At the same time, democracy consolidated, and growing discontent fuelled
social pressures expressed through daily political and labour-union activity.

Thirdly, the Cuban Revolution of 1959 would have a profound effect on the attitude of
the United States to such pressures, and towards the political movement that was propagating
throughout Latin America. In the diplomatic domain, the reaction to Cuba departed completely
from the suspicious attitude of the McCarthism period, and was expressed in the Alliance for
Progress programme, directed by the Organization of American States (OAS). As expounded
in the famous Punta del Este Charter (OAS, 1961), signed by the United States and by the vast
majority of the region’s countries, the political tone of the new North American stance had a
clear “social-democratic” orientation”.

The scenario required ECLAC to reorient itself to include contributions of a sociological
nature in its studies. It was prepared for this thanks to the privilege of having had José Medina
Echavarria among its senior staff since the 1950s. The most complete expression of that
author’s theoretical work in the 1950s, among other things because of its influence on ECLAC,
is contained in the volume Aspectos sociales del desarrollo econdmico (Medina Echavarria,
1973.'% In the 1960s, the author would disseminate the sociology of developmentin ECLAC, the
most inspired moment of which is possibly represented by the work Economic development
in Latin America sociological considerations (ECLAC,1963, text 11).

Drawing on that inspiration, many official ECLAC texts of that time analyse the evolution
of Latin American society; and in general, they were optimistic in those early years of the
1960s. This was evidenced by the official document presented at the Mar del Plata session
(ECLAC, 1963a):

“The political leaders and social science experts of the zone had never been in such
agreement on the general policy needed for sustained development. The meetings of regional
organizations had established principles, often very detailed and coherent, to guide action (...),
and many countries had increased their technical capacity to plan development. Agrarian reform,
diversified industrialization, the reduction of external inequalities in the income distribution;
the destination of a larger part of income to production investment; the control of inflation;
expansion and reorientation of educational activities; measures aimed at allowing low-income,
poor and marginalized groups to act as responsible citizens, producers and consumers (...),

16 With regard to the author, see the anthology compiled by Adolfo Gurrieri (1980).
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were thenceforth accepted as essential elements of a coordinated national policy, by sectors
of public opinion that previously had not considered them at all or had placed their hope in
one or two of them at best” (p. 3).

Considering the 1960s as a whole, the text proved to be overly optimistic. What occurred
in the region from the mid-1960s onwards was a growing political and ideological polarization,
which in some countries reached the extreme of confrontation between right-wing dictatorships
and revolutionary left-wing organizations.

Throughout that decade, ECLAC would maintain dialogue with moderate political
positions, even those situated on the right of the political spectrum, and also with the world of
international diplomacy. This covered several areas: the mobilization of the Alliance for Progress,
the issue of regional integration and LAFTA, the creation of UNCTAD, and the expansion of
technical assistance to the region’s governments on indicative planning. The modernization
of the Latin American techno-bureaucracies benefited greatly from the work done by ECLAC
and ILPES in that period.

However, the ECLAC of the 1960s would essentially serve as a forum for discussing ideas
that were critical of the ongoing development process. The Commission’s mobilizing power
attracted intellectuals to a debate that gravitated increasingly towards three points that defined
the political- ideological divide: firstly, the view that industrialization had followed a course that
failed to include the majority of the population in the fruits of modernity and technical progress;
secondly, the interpretation that industrialization had not eliminated external vulnerability and
dependency, but had only altered its nature; and thirdly, the idea that both of these processes
obstructed development. Their main interlocutors would be found among the nationalist
centre-left concerned for social reforms. Points of contact would thus tend to be more firmly
established between its analysis and the theorizing of the left than with conservative analyses.

2. Reforms to invigorate the economy, dependency theory
and the structural heterogeneity thesis

In ECLAC, the most important invitation to the new discussion agenda governed by real history
was once again formulated by Prebisch. While his text Towards a dynamic development policy
for Latin America, published in 1963 (text 12) restates his arguments on the difficulties faced by
the periphery in growing and absorbing the labour force, it also focuses on a new argument:
the need to change the social structure and redistribute income, particularly through agrarian
reform. Otherwise, he claimed, it would be impossible to overcome the “dynamic insufficiency”
of the region’s economies.

In other words, the model explaining the incapacity to absorb the labour force that was set
outin the 1950s texts —insufficient saving and the use of capital-intensive technologies— is now
harnessed to analyse the social use of the potential surplus. The 1950s idea that consumption by
the wealthy classes needed to be restricted in favour of investment and technical progress now
reappears focused on the agrarian issue. In the countryside, large landowners would obstruct
technical progress, such that peasant access to land, if duly supported by the State, would
pave the way to higher levels of agricultural productivity and improve the use of the surplus.
It would also help to keep people working the land, and thus avoid urban marginalization.

Note that the idea of “dynamic insufficiency”, on which the text is based, is not identical
to the “tendency to stagnation” thesis later to be expounded by Celso Furtado (1969), particularly
in connection with Brazil. Nor does Prebisch’s text contain the very common argument of
that period, that agrarian reform helps industrialization by expanding the domestic market
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for industrial goods. All of his emphasis is placed on the availability of potential saving for
production investment purposes.

In addition to defending agrarian reform, Furtado’s “tendency to stagnation” argument
shares the idea of “technological dependency” with that of Prebisch on “dynamic insufficiency”.
The periphery would use the technology generated exogenously in the centre, under completely
different resource endowment conditions; and its employment would mean the overuse of a
scarce resource, capital, to the detriment of the abundant resource, labour. The difference is
that Furtado will use this to derive a thesis of dynamic demand insufficiency.

Furtado starts from the idea that the bad distribution of income is probably responsible
for directing the production structure towards a pattern of industrialization that makes little
use of labour and aggravates the income distribution further. As industrialization proceeded
towards more advanced stages, the new sectors were not only more capital intensive, but also
required increasingly large scales. In other words, they used less and less labour and required
an ever larger consumer market. The result would be simultaneous trends of falling interest
rates, declining income shares for wages, and an insufficient consumer market for the new
products, with the consequent loss of growth momentum and a tendency towards stagnation.
Only agrarian reform and its consequent beneficial effects on employment and the income
distribution would make it possible to expand the consumption base for industrial products
that were less demanding in terms of capital and scale, and could induce a realignment of the
specifics of industrial investments and dynamism.

The clear evidence that growth was reviving in Brazil and throughout Latin America in
the second half of the 1960s, would then invalidate the stagnation argument. We shall return
to this later.

In the history of ECLAC ideas of the 1960s, there are two analytical vectors that are
less ephemeral than “stagnation” and, for that reason, more representative of the institution’s
intellectual output: the theses on “dependency” and the thesis of “structural heterogeneity”.

Dependency theory has two facets, one predominantly involving political analysis, and
the other eminently economic.

Stimulated by the ECLAC sociology of development propounded by José Medina
Echavarria, in 1966-1967 Fernando Henrique Cardoso and Enzo Faletto came togetherin ECLAC/
ILPES to write their Dependency and development in Latin America (1969, text 13). The book
was written as a theoretical reaction to the theses, current in that period, that the region was
developing a nationalist bourgeoisie potentially committed to a development pattern that
justified an alliance with the working class and could gain political hegemony.

Their study relates the growth processes of the different countries to the behaviour of
social classes and power structures. Its great innovation is methodological, stemming from
the requirement that the relation in question be identified by considering the relations that
exist between those domestic structures and economic and political power in the rest of the
world. The authors argue that the history of underdevelopment status stems from the relation
between peripheral and central societies. So it is necessary to analyse how underdeveloped
economies related to the world market in the past, and how the domestic social groups that
defined the international relations intrinsic to underdevelopment were formed.

The “economic” analysis of dependency had different political nuances. In its Marxian
formulation it was originally associated with André Gunder Frank, an author who spent a period
as a visiting scholar at ECLAC in the 1960s. The basic idea, which attracted followers among
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Latin American intellectuals, was that the industrialization that occurred in Latin America was
just a new form of secular exploitation that imperialism was imposing on the workers of the
underdeveloped region in alliance with the local elite.

According to this view, the accumulation process was inseparable from international
capitalist expansion and imperialism, and formed part of a process that only enriched the
developed countries and the small dominant elite that represented them. The global capitalist
system functions by forming and exploiting a set of satellites and sub-satellites, which are
reproduced within each country, to form domestic exploitation subsystems linked to the world
system (Frank, 1976).

The idea of “dependency” (trade, financial and technological), had been present in
ECLAC since its inception, although the expression as such was not used. In the 1960s, there
were significant differences in the way the concept of dependency was used, not only in the
analytical function performed in its interpretation, but also in relation to its political-ideological
meaning. In ECLAC, “peripheral status” was interpreted as a determinant of problems that
needed to be overcome through economic and social policies that were well orchestrated at
the national and international levels; in other words it did not mean a source of insuperable
exploitation that would require a break with capitalism.

Among economists of the ECLAC school, the most important and politically most
compelling analysis of dependency was that developed by Osvaldo Sunkel (1970, text 14). His
central argument was based on the postulate that there was just one capitalist economy in the
world, which was totally integrated in terms of technological and consumption patterns, above
all through the global expansion of transnational firms. The problem of underdevelopment
stemmed from the fact that while in the “centre” the majority of workers were integrated into the
modern world, in the “periphery” this would occur only with a small fraction of the population.
Worse still, the spread of that global model of accumulation, had divisive social effects, since
it tended to marginalize even economic agents with the greatest productive potentials.

At the same time (and with many analytical coincidences with the dependency
interpretations of the ECLAC type) Anibal Pinto formulated his thesis of “structural heterogeneity”
in the region. This was based on the finding that the fruits of technical progress tended to be
concentrated, in terms of the distribution of income both between the classes and between
sectors (strata) and between regions of a given country (Pinto, 1965). Later, he would finesse
that analysis with the argument that the growth process in Latin America tended to reproduce
and renew the old structural heterogeneity that had prevailed in the agrarian-export period
(Pinto, 1970, text 15).

In other words, just as for the dependency theorists industrialization had not eliminated
dependency but only changed it, for Anibal Pinto industrialization was not eliminating structural
heterogeneity, but only altering its format. Both interpretations of underdevelopment envisaged
a process that showed signs of perpetuating itself despite economic growth.

" ou

The ECLAC diagnostics of “dynamic insufficiency”, “dependency” and “structural
heterogeneity” proposed similar policy agendas, namely reforms within capitalism; in other
words the idea that the pattern or style of economic development would have to be changed
through a better distribution of income and far-reaching reforms —agrarian, capital, financial,
taxation, educational, and technological. They also understood that to achieve all of that, a
far-reaching political transformation was needed, that would be centred on the restoration of
democracy in countries in which military dictatorships had taken power.
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While the far left predicted revolution as the only way out,'”” ECLAC fine-tuned its
conceptual framework to advocate fairer “styles” of economic growth within the context of
the current system. That would prove to be the central issue of the following decade.

3. Industrialization and industrial exports

The thematic work that was to gain currency in the 1970s and also has its origins in the 1960s
involved redirecting industrialization to promote exports. Already in the early 1960s, Prebisch
(1961) would emphatically recognize the distortions and inefficiencies of the industrialization
process and of insufficient export orientation:

“Industrialization, ring-fenced by excessive protectionism and excessive tariffs on
certain important agricultural products, had created a cost structure that made it extremely
difficult to export manufactures to the rest of the world” (p. 198)

Contrary to what the critics say, from an early stage, the stimulus to export expansion
through a reorientation of trade and industrial policies would form part of the policy programme
recommended by ECLAC. The idea of reorienting industrial trade policies towards greater
international engagement can already be seen in the ECLAC discourse of the 1960s, for example,
in various editions of the annual Economic Survey.

True to the ECLAC tradition, the key motivation for reiterating the warning in the 1960s
and 1970s arose from worries about external vulnerability. It is true that there was also some
concern for the issue of “efficiency” in resource allocation, but the key problem at that time
was the shortage of foreign exchange. We shall return to this point below.

VI. THE 1970S: ADVOCACY OF A “STYLE" OF GROWTH WITH SOCIAL HOMOGENEITY
AND INTENSIFICATION OF INDUSTRIAL EXPORTS

1. The historical context

From the mid-1960s until the end of the global economic boom in 1973/1974, Latin America
enjoyed rapid growth (averaging 6.7% per year), accompanied by an excellent export performance
(a 7.1% annual expansion). It also enjoyed abundant international liquidity which contributed
foreign exchange over and above export earnings and enabled the region to expand its imports
by 13.5% per year on average, in support of the industrialization process.

The Latin American reaction to the global recession that followed the 1973 “oil crisis”
was to borrow to maintain growth (accentuating its initial indebtedness) or, in some cases,
borrowing to stabilize the economy. For that purpose, the available petrodollars were recycled
on a massive basis for anyone who wanted to receive them. It is unnecessary to review that
process here, since it has already been documented and analysed to excess in numerous texts.

17 Communist parties of Soviet orientation took the view that it was necessary to strengthen a “bourgeois democratic
alliance”, between a supposedly nationalist bourgeoisie and the workers, to break with production relations (latifundism
and imperialism) that would impede the progress of productive forces, in other words industrialization. Those who
dissented from that position adopted the idea of the Marxian dependency theorists that an alliance of that type would
be historically unviable, because the local bourgeoisie depended on and was associated with imperialism. From several
analysts of the agrarian reality, they received the idea that the countryside was already behaving in a capitalist way, so
there was no sense in the interpretation of having to overcome a supposedly “feudal” stage. The conclusion was that
those who proposed a “bourgeoisie democratic” stage as a strategy were wrong, and that the correct strategy would
be to move directly to socialism.
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Considering the circumstances of the global economy, Latin American growth rates remained
relatively high between 1974 and 1980 at an average of 5.1%.

Despite the widespread choice of borrowing, the countries of Latin America pursued very
different strategies in that period. On the one hand, Brazil and Mexico, for example, continued
the strategy of industrialization with export diversification, through protection and heavy
State participation; in contrast, the Southern Cone countries (Argentina, Chile and Uruguay)
abandoned that strategy and fully liberalized their foreign trade and finances to free movement
of goods and services. This process meant an avalanche of imported consumer goods that had
been made cheaper by the sharp exchange rate revaluation fuelled by the heavy borrowing.'®

The novelty that the international crisis introduced to ECLAC thinking was to assign
greater importance than previously to macroeconomic analyses and a stronger emphasis
on analysis of the debt and requirements for diversifying exports. Even so, in terms of the
content of the ideas, the 1970s form a relatively homogeneous whole in the history of ECLAC,
since the central interest in medium- and long-term analyses was maintained, and with it, the
discussion of “styles”.

However, in terms of the production and dissemination of ideas, the institution entered
a new stage as from 1973/1974, in historical circumstances that detracted somewhat from
its previous capacity to influence economic thinking in Latin America. That partly reflected a
positive process —the fact that in many countries, State technocracy had been strengthened
and excellent academic centres had been set up. Nonetheless, essentially other very important
historical determinants operated. Fundamental changes occurred simultaneously in the political
domain (the installation of dictatorships, particularly in the host country, Chile, which restricted the
Commission’s power to convene regional intellectuals), in the local and global economic domain
(global crisis and recession) and, related to this, in the sphere of the history of economic ideas.

In the opinion of Enrique Iglesias, ECLAC Executive Secretary between 1972 and 1985,
this phase was a matter of “surviving” those circumstances.

In the political sphere, it is unnecessary to explain the difficulties arising from the interruption
of Chilean democracy. Between 1973 and 1989, ECLAC headquarters in Chile lost what had hitherto
been one of its chief assets, namely its power to convene Latin American intellectuals. Economists,
sociologists, technocrats, and democratic and progressive politicians simply were now unable
to circulate in Chile, or no longer wished to do so. Apart from the Chilean problem, ECLAC was
facing overt antipathy from other dictatorships, particularly in neighbouring Argentina, which
was ideologically opposed to ECLAC, not least in the foundations of the “extreme” economic
liberalization model that it was applying, as also were Chile and Uruguay.

In the economic domain, the end of the global expansionary cycle meant the start of
a completely new phase in the region’s history. The two novelties would be: firstly, growing
macroeconomic instability, which would last for much longer than a decade; and secondly, and
more permanently, the increasing presence of the financial sector at the heart of economic events.

Obviously, long-term analyses, which are an area of excellence of ECLAC, would be
increasingly pushed back by short-term anxieties. Partial exceptions were Brazil, with the Second
National Development Plan, and Mexico, with the oil boom, but only during the 1970s, because
these countries became protagonists of the crisis in the 1980s. The historical and long-term
approach would only resist as the central plank of ECLAC thought until that crisis, and would
then be marginalized for almost a decade, until it recovered in the 1990s.

18 The initial ECLAGC criticisms of that model arose as early as 1975 (ECLAC, 1975a). The unsustainability of medium- and
long-term borrowing was pointed out, along with the illusions that exports would continue to expand as in earlier years
and that interest rates would stay low forever.
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The lack of political space and changes in the economy coincided with a third element.
In the wake of the decline of Keynesianism, development theory gradually faded throughout
the world' and a new orthodoxy for analysing developing economies rapidly emerged. In that
ideological context, the unreserved adoption of that orthodoxy by some of the Southern Cone
countries had far from negligible effects.

2. The interpretation of growth “styles” and pro-export industrialization

The elements of ECLAC analysis that have accumulated in earlier decades were integrated in
the 1970s through the idea of growth “styles” or “modalities”. The debate around “styles”
took place in ECLAC, stimulated by four basic influences. Firstly, the region’s economic
recovery during the 1965-1973 global boom led to a recognition that, while agrarian reform
and income redistribution would form the basis for a socially more homogeneous and fairer
growth, it was not the only viable growth style. Secondly, the United Nations was promoting an
intensive international debate on those same issues. Thirdly, ECLAC thinkers formulated strong
methodological criticisms of the way the debate was unfolding; and, fourthly, the international
crisis of 1973/1974, and the subsequent surge in borrowing, strengthened the emphasis on
the need to refocus the “modality” or “style” of industrialization so as to combine domestic
market stimulus with the virtues of the industrial-goods-export orientation.

This new stage in ECLAC thought corresponds to a third phase of the interpretive cycle
that began in 1949, both with respect to the sphere of “domestic” analysis and in terms of the
analysis of the region in the international economy.

The “domestic domain”, in the first decade contained elements that made it possible
to identify a permanent trend towards underemployment, and thus a tendency to perpetuate
underdevelopment, even with industrialization. In the second decade, the argument was made
that only with agrarian reform and income redistribution could the economy be invigorated in
the medium and long terms. In the third decade, there was a recognition that different growth
modalities were possible, although not always desirable.

In terms of international engagement, industrialization was considered the long-term
solution to the problem of external vulnerability in the 1950s, which would nonetheless be one
of the intrinsic characteristics of the peripheral industrialization process. Regional integration
was proposed as an initial formula for easing the problem. In the 1960s, criticisms would be
made of the distortions inherent in the industrialization process and of its anti-export bias,
and the belief that export reorientation would have the twin role of allocating resources to the
industrialization process more efficiently, while at the same time reducing external constraints.
The international crisis and borrowing of the 1970s would strengthen that interpretation,
particularly in terms of combating external constraints.

As for the chances of that new modality of industrialization being successful, ECLAC
work maintained a somewhat optimistic “tone”, based on the fact that some of the region’s
countries, such as Brazil and Colombia, were adopting the strategy successfully. Nonetheless, in
terms of the relation between growth styles and economic-social formation, the stage evolved
towards a deep “perplexity” among ECLAC intellectuals, who were unable to conceal their
worry as to the feasibility of reorienting development towards greater social homogeneity.20

19 On this subject, see the articles by Hirschman (1980) and Streeten (1979), for example.

20 Following spells as the head of UNCTAD in Geneva and ILPES in Santiago, in 1970 Prebisch would continue to maintain
a moderately optimistic tone in his book Transformacion y Desarrollo, la gran tarea (1970), although this did not prevent him
from highlighting the gigantic scale and complexity of the “task” at hand. This was a two-volume work, the first of which
is written by him, in which he restates his previous theses and updates them with accumulated historical evidence; the
second is a compilation inspired by his ideas, which would mobilize a body of ECLAC thinkers at the time. From then
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The diagnostics being made were enhanced by the analysis of the political structures and
arecognition that the actual transformation processes under way in Latin America were socially
unjust. Nonetheless, there was a clear perception of the difficulties of reversing the course
that history had taken. The spread of dictatorial regimes throughout the region corroborated
the climate of despair, and the Commission’s intellectual honour did not admit of illusions:
the end of the dictatorships would be a necessary but insufficient step. Given the historical
roots of ownership and power structures, and their consequences for production structures
and the distribution of income, the political-social struggle that was foreseen for the phase of
recovery of democracy would be an arduous task.

In terms of analytical capacity, that perplexity could only have positive effects on
the Commission’s intellectual contribution, because it had the enhancing role of disarming
the analyses of political-ideological conveniences of the moment, and returning them to the
sphere in which they had most to contribute, namely the diagnostic of the history of peripheral
capitalism as it occurred. 2

(a) Styles. One of the most categorical recognitions of the fact that the Latin American
economies could be dynamic despite containing grave social injustices was made in 1971, in
the article Beyond stagnation: a discussion on the nature of recent development in Brazil, by
Maria da Conceicao Tavares and José Serra (text 16). It was written at ECLAC headquarters
under the direct influence of their mentor, Anibal Pinto, who encouraged acceptance of that
idea in his influential thesis of structural heterogeneity. If industrialization had not abolished
the differences, but, on the contrary, had only changed their format and expanded their
visibility, what would prevent future economic growth from continuing to reinforce the ongoing
historical process? Furthermore, was the concentration of income proving dysfunctional to
vigorous growth?

The work of Tavares and Serra (1973) focused on the Brazilian experience (which
explains why it starts with a critique of Furtado’s interpretation based on stagnation); but the
general conclusion can be considered one of the foundations stones of the new ECLAC line
of analysis on “styles”:

“The capitalist process in Brazil, in particular, although it was developing in an increasingly
unequal way, incorporating and excluding population sectors and economic strata, deepening
a series of differences related to consumption and productivity, had nonetheless succeeded in
establishing a scheme that enabled it to self-generate sources of stimulus and expansion, that
gave itdynamism. It could thus be said that while Brazilian capitalism developed satisfactorily,
the nation, the majority of the population, remained in conditions of great economic deprivation;
and that was largely due to the dynamism of the system, or even the type of dynamism that
drove it” (p.158).

until the early 1980s, Prebisch’s perception of structural phenomena in the Latin American periphery would evolve
towards serious scepticism of development possibilities without radical changes in the prevailing ownership regime.
In his book on the crisis of peripheral capitalism Capitalismo periférico. Crisis y Transformacion (1981), he proposes a
synthesis between liberalism and socialism and argues for the autonomous management of large firms by workers
within a market regime, but in which the State regulates conditions relating to the social use of the surplus.

21 |n truth, that positioning was conscious, according to ECLAC staffers who lived through the intellectual climate of the
1970s. In Latin America, the 1970s had been a time of great volunteerism, in which bold policy decisions were taken
on the basis of precipitously stated theses, which were insufficiently formulated and tested. The installation of military
dictatorships poured cold water on many simplistic aspirations for change, and forced a deeper analysis of the historical
complexities of the region’s countries.




Economic Commission for Latin America and the Caribbean (ECLAC)

According to the authors, the concentration of income would be functional to Brazilian
growth and would invigorate it, since it realigned the structure of demand towards the existing
production structure, expanding consumption among middle and high income groups, and
raising the surplus to finance accumulation. This growth style was viewed as “malign”—the
expression was first used by I. Sachs in a lecture given at ECLAC in 1968 — or “perverse”, which
is how the authors referred to the supposed “Brazilian miracle” proclaimed by the dictatorship
of the time, and based on the rapid growth rates of that period.

Another of the initial texts in the discussion of styles was produced by a group headed
by the Argentine Oscar Varsavsky, at the Centre for Development Studies (CENDES, 1969) in
Venezuela. The work in question draws on a mathematical model (using statistics from Venezuela)
to compare the effects of the different development “styles” on development problems, in other
words the effects on those problems of the different ways of changing the existing structure of
output and demand, considering the behaviour of the other economic variables related to each
style. The formal rigour of the mathematical model applied by Varsavsky enthused a number
of ECLAC staff members in the early 1970s. That was a time when the argument on growth
styles or modalities was being harnessed to deepen the diagnostic of the problems that were
arising with the predominant development modalities, and identify “viable” alternatives within
the framework of the capitalist system.

Among studies that interpret the concept of development “styles”, the main reference
from the 1970s was possibly that of Anibal Pinto’s Styles of development in Latin America (1976,
text 17). The author begins his article with a definition suggested by Graciarena, according to
which a style is the “specific and dynamic modality adopted by a system within a particular
context and at a particular moment in its history” (Graciarena 1976, p. 102). He then supplements
this with the idea that “from a strictly economic angle, the term ‘style of development’ may be
taken to be the way in which human and material resources are organized and assigned within
a particular system with the object of solving such questions as what goods and services to
produce, how, and for whom” (Graciarena, 1976, p. 104).

On that basis, he develops a whole argument, supported by Latin American statistics,
on the relation between the three “questions”, particularly the interaction between the first
and the last —“"what?” and “for whom?”. In Pinto’s view, the dynamic of the style had to be
sought in interactions between the production structure and the income distribution. The
author laments the “circle of cumulative causality” in the prevailing style, in which the bias in
the income distribution strengthens or entrenches the existing production structure, and vice
versa. Lastly, he performs a series of exercises on the desirable redistribution of income and
reorientation of the production structure.

The climate of the debates in the United Nations was another source of stimulus for
analysing styles. The Declaration on Social Progress and Development, approved in 1969 by
the United Nations General Assembly, was prepared so as to highlight social development as
the grand objective of humanity, and to establish a universal philosophical consensus on the
social norms of development. Despite that merit, it also had the disadvantage of separating
economic development from social progress. The attempt to make up for that failing then
appeared in a 1970 document, also approved by the United Nations General Assembly, on
the international development strategy, which proposed a “unified approach” on economic
and social development.?2 For many years, the topic of integrated development held centre
stage in the different United Nations agencies, and was the subject of hundreds of articles,
documents, seminars and congresses.

22 See also Report on a unified approach to development analysis and planning (United Nations, 1973).
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The Commission’s active participation in that intellectual output had two focuses. The
first was “official”, as an agency of the United Nations. As a continuation of a line of work that
took off vigorously in the early 1960s, the 1970s saw a proliferation of studies on employment
and income distribution.?? In addition, ECLAC would respond officially to the mandate conferred
by the General Assembly to evaluate the integrated development strategy in Latin American
conditions. The most important document of that type was The Quito Appraisal (ECLAC, 1975b,
text 18), coordinated by Manuel Balboa and Marshall Wolfe. The work defines a series of criteria
for “integrated development” or “human development”, which include, much to the delight
of the reformist agenda of the 1960s, the need to change the land ownership regime and the
control and sovereign use of natural resources. A flexible stance was adopted on strategies
for change, arguing that these needed to be adapted to the different structural arrangements
that exist in the region, and highlighting the fact that the model or style adopted should be
guided by State planning and necessarily involve participation by all strata of the population.

The second, analytically deeper, approach was that produced by ECLAC thinkers when
they were not involved in preparing official texts. Several moments of great inspiration by the
institution’s economists have already been mentioned. But the discussion on “styles” was
necessarily interdisciplinary and kept alive the possibility that the sociologists’ contribution,
which began in the 1960s, could continue in full. Thus, it is not surprising that, apart from the
aforementioned article by Anibal Pinto, the inaugural edition of the CEPAL Review, in the first
half of 1976, contained two essays that are essential reading for understanding the approach
to “styles” at that time.

The author of one of these was the sociologist Jorge Graciarena (1976, text 19). Its
central concerns are to clarify the confused conceptual theoretical treatment that the topic of
styles was receiving, based on the “unified approach”; and to provide an integrated definition
of the concept that was capable of methodologically indicating a multidisciplinary historical
orientation.

The complicated nature of the issues on the agenda meant going way beyond mere
identification of the different dimensions of each historical arrangement in the different
countries —political, economic, social, cultural, and so forth— and set criteria for integrating
all of those dimensions into a consistent analysis. As a task that diverted the analyst from
optimistic messages, it was necessary to analytically recognize the existence of structures of
power and domination and their remote relations with the viability of socially just strategies,
and to incorporate the notion of “conflicts” as a central factor in the generation of existing
styles and desirable ones.

The other text was written by the sociologist Marshall Wolfe (1976, text 20), at that
time director of the Commission’s Social Development Division. The article Approaches to
development: who is approaching what?is a refined conceptual outline of the historical difficulties
of making viable socially desirable strategies such as those defined in many international
statements of that period.

It brings together the central elements of the “international consensus” on development
based on values of freedom and equal rights: a rapid capital accumulation process, industrialization,
agricultural modernization, inclusion of all in modern consumption, development of entrepreneurial
capacity, technological and scientific dissemination, universal education, provision of services
and social security, growing participation in world trade, and an increase in financial flows to
developing countries.

23 On these issues, see the following for example: in the 1960s ECLAC (1963b and 1965), and in the 1970s ECLAC (1970
and 1975a).
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It then outlines the characteristics of the global and Latin American economic order, to
reveal the huge difficulties involved in achieving those objectives. Lastly, it argues that there are
three current criteria for dealing with development problems: “utopian-normative”, “technocratic-
rationalistic” and “socio-political”, with the basic aim of formulating methodological warnings.
According to the author, the first two can “escape from the blind alley of verbalism and ritual
action only to the extent that their proponents relate them to sociopolitical approaches that identify
certain agents and propose strategies consonant with the values, interests, and capabilities
of these agents” (Wolfe, 1976, p. 162). Moreover, a consideration of the sociopolitical criterion
shows that there is “no a priori reason to assume that the agents ‘needed’ for an acceptable

and viable style of development will emerge in any given society”.

Despite all the warnings and the pessimism prevailing among economists and sociologists
for the real chances of social change in Latin American societies, the discussion centred on
the multidisciplinary notion of “styles” were analytically stimulating. ECLAC maintained its
successful tradition of historical-structuralist analysis, now enhanced with the virtues of
multidisciplinary diagnostics of specific experiences in the Latin American countries. Unfortunately,
that promising orientation became increasingly fragile, largely owing to the debt crisis which
would understandably crowd out discussion of long-term strategies throughout the region.

(b) New modality of industrialization: combining the domestic market and exports. It should
be remembered that the Commission’s stance on distortions in the industrialization process and
on the advisability of re-targeting it on export diversification, originated in the 1960s.

In the Economic Surveys of that decade, ECLAC continually drew attention to problems
of allocative efficiency in Latin American economic systems, stemming from errors in the
conduct of trade and industrial policy. Criticisms are made of the excessive protection given
to projects of unviable scale and insufficient specialization, low productivity, high costs, and
capital squandering.

Alongside the concern for efficient allocation, there was the classical worry about
external constraints on growth, namely the foreign exchange shortage.?* The 1971 Economic
Survey of Latin America analysed prospects for the 1970s and identified two ways to deal
with the problem of external dependency or vulnerability. One of these was the expansion of
industrial exports and the other was a warning on the risks of precarious, costly and uncertain
financing and borrowing (p. 8).

In the 1975 Economic Survey, ECLAC recognized the 1973/1974 crisis as the moment
when the region’s economies began a new phase of their long trajectory of difficulties in the
external sector. The “internationalization” of the economies —a higher import coefficient and
an increase in their external liabilities— compounded by difficulties in exporting and borrowing
adequately, suggested a long period of external barriers to growth. Throughout the second half
of the 1970s, the diagnostic on the trends converged with ECLAC policy proposals to strengthen
industrialization and exports as a mechanism for combating the difficulties of international
engagement, in continuous warnings on the risks of generalized borrowing in the region and
those associated with the full-blown trade and financial liberalization that was occurring in
the Southern Cone countries.

It was argued that there was no conflict between making the most of the domestic market
and export liberalization: on the contrary, they would be complementary processes in a good
industrialization strategy. An exercise coordinated by Manuel Balboa produced medium- and
long-term projections that warned of the remote chance of sustaining economic growth owing
to the burden of debt commitments and the other prospects of international trade, with which

24 Norberto Gonzalez (1972), ECLAC Executive Secretary in the 1980s, made a study in the early 1970s that contains
medium- and long-term projections on the saving and foreign exchange gap.
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ECLAC (1978) refuted the ideological euphoria created artificially in the full-blown liberationist
models of the Southern Cone.

VII. THE 1980S: ADVOCACY OF "ADJUSTMENT WITH GROWTH"

1. The historical context

As is widely known, the first three years of the 1980s saw a succession of foreign exchange
crises in much of Latin America. With very rare exceptions, in the fragile macroeconomic
circumstances prevailing in most of the region’s economies the raising of United States interest
rates would trigger a process that forced them to implement deep recessionary adjustments, as
capital inflows dried up. Strengthening the option of recessionary adjustment, “conditionality”
clauses proliferated in the loan negotiations held with the IMF and the World Bank.

There is an abundant literature discussing the numbers of the crisis and the history of
the adjustment, so extensive comment here is unnecessary. Suffice it to note that the average
annual rate of growth in 1981-1990 was 1.2%, which meant a fall in the region’s per capita
income. The recessionary adjustment would generate a large volume of foreign exchange to
pay debt service, while exports expanded at 7% per year and imports virtually stagnated. The
inflationary shocks caused by the exchange rate devaluation pushed a number of economies
into hyperinflation; and, in conjunction with the recession, this had devastating effects on
public sector finances, which were borrowed in dollars, partly owing to the “socialization” of
the private sector’s external debt.

The international ideological environment was increasingly dominated by liberal
orthodoxy. The path of the ideological struggle is well known, and there is not space in this
article to reproduce it. It culminates in the recipe dubbed by Williamson as the “Washington
Consensus”, owing to its sponsorship by the IMF, the World Bank, and the U.S. State Department.

The adjustment promoted by the IMF and the creditors of the debt following the Mexican
crisis was accompanied by the argument that in a couple of years time Latin America would be
overcoming its difficulties and returning to growth. The actions of Executive Secretary Enrique
Iglesias during the Commission’s session in Lima symbolizes the Commission’s stance in that
period. Iglesias refuted that argument with projections that were both sombre and correct,
forecasting a “lost decade” for the region — an expression that ECLAC would later coin to
describe the period.

2. Expansionary adjustment and trials for the post-adjustment phase

In the second half of the 1970s the prevailing climate was one of potential crisis —and ECLAC
warnings on the dangers of excessive borrowing— but several countries continued to grow,
so the Commission’s interest in development issues remained alive. This was the period when
orthodoxy, which was to impose its hegemony in the 1980s, was gathering strength. This
motivated and attitude of reaffirmation and refinement of ECLAC development and reformist
thinking, which appeared as elements of “resistance” in an international ideological struggle,
the shape of which could be clearly discerned.

The 1980s crisis finally pushed development-oriented output into the background,
and the main intellectual effort moved to the historically imposed sphere of opposition to the




Economic Commission for Latin America and the Caribbean (ECLAC)

modality of adjustment required by the creditor banks and the IMF. As is obvious, in conditions
of unviable growth, the space for and interest in long-term discussions were limited. Priority
was given to immediate issues relating to the debt, adjustment, and stabilization.

Perhaps the most representative text of that phase was Adjustment policies and
renegotiation of the external debt in Latin America (ECLAC 1984, text 21). This study contains a
contribution on adjustment policies and others on stabilization policies. Both reveal the proximity
that existed between the position of ECLAC and the cream of Latin American heterodoxy that
was debating these issues at the time.

In relation to the adjustment policies, the text proposed replacing the recessionary
balance-of-payments adjustment with an expansionary one. The only satisfactory solution
from the social point of view would be that the external deficit was resolved in a context of
economic growth that stimulated investments in tradable goods sectors, particularly the growth
and diversification of exports.

For that solution to be feasible, a debt renegotiation agreement was required between
debtors and bankers that would alleviate the external strangulation and give the countries time
to react positively to the relative price changes resulting from the exchange rate devaluation.
On a complementary basis, a less protectionist attitude by the central countries would be
relevant for the adjustment. Lastly, the adjustment would have to include more flexible and
pragmatic use of economic policy instruments, so that the relatively rigid production structures
prevailing in Latin American countries could include the necessary reallocation of resources
towards exports.

With regard to the stabilization policies, the text echoes the Brazilian and Argentine
authors who in that precise period were conceptualizing the thesis of “inertial” inflation
ahead of the counter-inflationary shock policies implemented shortly afterwards. As is
well known, the inertialist interpretation belongs to the structuralist tradition, because it
places the blame for inflation at least partly on the distributive struggle —“propagation
mechanisms”, according to the expressions used originally by Noyola Vasquez and later by
Sunkel. The concept of “inertia” is not actually mentioned, but the argument advocates the
implementation of income policies that make it possible to address the downward rigidity of
wages and basic prices, thus avoiding prolonged and socially harsh contractionary monetary
and fiscal policies.

It also defends shock treatment in circumstances of very high inflation and low credibility,
which are incompatible with the fundamental tenet of gradualism, namely the desire for time
to favourably accommodate agents’ expectations.

The emphasis on the adjustment would shift the historical perspective to a backseat
in ECLAC output of the 1980s, but would not discard it. In 1985, for example, an interesting
innovation was published on “styles”, which added a historical integration between economic
evolution and political-social evolution to the ECLAC tradition that began in the 1960s. That
document (ECLAC, 1985, text 22) highlights, in terms of economic evolution, an interpretation
of recent history that until then had not received sufficient critical analysis, namely the growing
subordination of the production process to the interests of the financial system:

“As these financial changes became more extreme the productive system lost an
appreciable part of its economic and political power. A new pivot for the organization
of the national economies was introduced. Taken to extremes, it might be said that
the mechanisms of control of the national economy tended to be reduced since the
composition of certain norms for the functioning of the international economic system
restricted the sphere and capacity of the local groups for autonomous decision.
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The dominant groups set themselves to reorganize the domestic system so as to facilitate
the introduction of a new mode of dependence. To ensure their participation in power,
as already said, they found it necessary on occasion to change their centre of activity
from the productive system to the financial system.

As growth declined and demand was concentrated in the high-income groups it became
impossible to satisfy the demands of the masses. The policy of wage restraint, which was
frequently applied, often led to repressive practices against the union organizations.” (p. 1).

As from the mid-1980s, articles began to appear heralding the renewal of the ECLAC
debate on the long-term growth process, which would occur in the 1990s, starting with the
document Changing productive patterns with social equity: the prime task of Latin American and
Caribbean development in the 1990s (ECLAC, 1990). The most important were the two texts by
Fernando Fajnzylber: La industrializacion trunca de América Latina (1983); and Industrialization
in Latin America: from the “blackbox” to the “empty box"” (1990, text 23), the initial version of
which dates from 1987).25

The first of these texts makes an exhaustive analysis of Latin America’s “truncated”
industrialization process, identifying shortcomings, failures and distortions, and proposing a
“new industrialization”. This would be based on the concept of efficiency, understood as the
obtaining of ‘growth and creativity’, founded on the creation of an endogenous core of technical
progress, which is seen as a necessary condition for penetrating and maintaining a position
in the international market (p. 358).

The “empty box” complemented the “truncated industrialization” by formulating the
conceptual bases for “changing productive structures with social equity”. This study compares
the patterns of growth in Latin American countries with those seen in both developed and other
developing economies. The scheme that structures the comparison is ingenious. Fajnzylber
takes the two central objectives of social economic development, namely growth and income
distribution, and shows on the basis of their behaviour between 1970 and 1984, that the Latin
American countries were divided into three groups: those that had grown rapidly but had a
concentrated income distribution; those that had a relatively well-distributed income but grew
little; and those that were in the worst of both worlds, namely they had a concentrated income
and were not growing. Unlike countries such as the Republic of Korea and Spain, for example,
no Latin American country was in the ideal group, that of countries that are growing and at
the same time promoting a minimum level of distributive justice. In the table in which the four
groups are distributed —which is a matrix with growth and distribution axes— in Latin America
the group displaying growth with good income distribution is vacant, it is the “empty box".

These two texts —especially the second one— are the key pieces of the transition of
ECLAC production to the stage that would begin in the 1990s. On the one hand, they contain
a good number of elements that are dear to the Prebischian ECLAC tradition. Secondly they
introduced the conceptualizations that would serve as a reference for the stage organized
around the idea of “changing productive patterns with social equity”.

In addition to their historical perspective, the texts bear the ECLAC stamp in several
of their key dimensions: technical progress is the focus of the analysis, since it is the path
through which the region’s poverty and external vulnerability can be overcome. The agrarian
structure conditions the income distribution which, in turn, defines the consumption pattern;
this then conditions the capacity to save and invest. Thus, according to the text, greater equity

25 With the suggestive title Development from the inside — a neo-structuralist approach for Latin America, in 1991 Osvaldo
Sunkel published a compilation of texts he had commissioned from various authors in the late 1980s and early 1990s,
which represented a structuralist renewal effort parallel to that of Fajnzylber.
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corresponds to more austere patterns that are better able to boost the economy; and greater
austerity can have a favourable effect on the capital-output ratio, and on the intensity of the
use of foreign exchange —although on this point the author believes that further research is
needed to verify the hypothesis empirically.

The main conceptual innovation in the texts is the space they open up for reconsidering
the growth strategy. They recognize the shortcomings of the industrialization model of the
past, which was seen as unreceptive to technical progress, and frequently paralysed by the
rent-seeking attitudes of the local business classes. The new strategy would help Latin America
to enter the “empty box” through the “black box of technical progress”. In the ECLAC texts of
the 1990s, inspired in Fajnzylber, the strategy would include a trade liberalization policy that
is not previously found in ECLAC. The basic aim was to avoid technological isolation in the
era of production globalization and electronic and biotechnological revolution, and to boost
technological catch-up through an expansion strategy that involved increasing the export
coefficient. The latter would be based on continuously adding intellectual value to exports,
through the reprocessing of commodity exports and industrial market niches.

Several issues would remain pending, of which two were highlighted. Firstly, there
was a need to specify the real processes needed to implement the strategies of international
engagement through technical progress. Among other shortcomings, insufficient distinction
was made in the strategies between countries that displayed potential capacity to expand
through exports and those whose larger domestic market and higher level of industrialization
advocated continued pursuit of growth strategies based on increasing exports as a result of
economic growth. Secondly, the relation between technical progress, employment and income
distribution received insufficient treatment, in contrast to the huge theoretical challenge posed
by underemployment and technological unemployment for immediately linking productivity
growth to equity improvements.

The great virtues of the volumes in question included a revival of discourse on long-
term issues, however, opening up space for ECLAC to take a renewed stance in the debate on
technical production and income distribution. It would also inaugurate a whole new discussion
agenda, on how the State intervention strategy should be redefined in the new regulatory
frameworks, which, regardless of the Commission’s wishes, were starting to be introduced in
Latin America. Once again, ECLAC would reorganize its thinking in line with historical events.
The title of the organizing message would be “changing production patterns with social equity”;
and the new approach would be suggestively titled “neo-structuralism”.

VIIl. BY WAY OF CONCLUSION: THE 1990S AND THE AGENDA OF “CHANGING
PRODUCTION PATTERNS WITH SOCIAL EQUITY"

1. The historical context

The events of the 1990s are fresh in the reader’s memory and do not require further description.
As is well known, 1985-1990 was a period of increasing relief for the two Latin American countries
that had faced the greatest crisis at the start of the decade, Chile and Mexico; but the vast majority
of the region’s countries would only exit the crisis following the debt renegotiation under the
Brady Plan in 1989/1990 and, above all, with the new international financing context that followed
the radical reduction in interest rates as from 1991. In the 1990s the region’s countries again
received large foreign capital inflows, radically changing the previous external strangulation.
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In the economic performance and policy domain, there were two more or less generalized
processes in the recent period. First, there was a moderate economic recovery accompanied
by significant price stabilization. GDP grew by 3.5% on average between 1990 and 1997, but the
growth process left a lot to be desired in terms of the recovery of investment rates, particularly
in current terms. Stabilization was almost always favourably accompanied by control of the fiscal
deficit and caution in managing credit; and it was nearly always adversely accompanied by a
widening of the balance-of-payments current account deficit, largely as a result of the generalized
appreciation of the exchange rate. The latter reflected pressure from abundant inflows of foreign
financing, used by most countries of the region as a key element in controlling inflation —and
strengthened by the substantial inflow of foreign direct capital, partly targeting privatization.
With this, the problem of the region’s external vulnerability would still threaten to destabilize
the macroeconomy, as it always had. The Mexican and Argentine crises of 1994-1995 confirmed
concerns about the problem, and the Asian crisis of 1997-1998, strengthened them.

There has also been a rapid process of reforms, which include trade and financial
liberalization, privatization, and greater labour market flexibility. Although the effects of those
reforms on the economy’s performance are being gradually evaluated, they form a new model
of the behaviour of production agents and the relation between them and the State.

The implementation of the reforms engenders both enthusiasm and apprehension,
which are expressed in a heated and often polarized ideological debate. In the 1990s, ECLAC
skillfully positioned itself between the two extremes. It did not oppose the tide of reforms;
on the contrary, in theory it tended to support them; but it made its appreciation conditional
on the existence of a “reformist strategy” that could maximize its benefits and minimize its
deficiencies in the medium and long term.

ECLAC “neo-structuralism” regains the development analysis and policy agenda, by
adapting it to the new era of openness and globalization. It takes the view that many countries
in the past were unduly complacent over inflation, and that the new era requires changes in
the way the State intervenes in the economy, in an attempt to improve efficiency. These are
times of “compromise” between admitting the advisability of expanding market functions
while defending the practice of more selective government intervention. The “compromise”
allows analysis and policy proposals to be targeted on the issues prioritized by ECLAC, namely
technical progress and the income distribution, and opening up dialogue to the right and left
of the international theoretical and ideological spectrum.

2. Technical progress with distributive improvements, and the hazards of financial globalization

The 1990s began with a proposal by ECLAC for changing production patterns with social equity, as
early as the April 1990 session (ECLAC, 1990, text 24) of which Fernando Fajnzylber was the lead
author. Gert Rosenthal, Executive Secretary between 1988 and 1997, welcomed and promoted
Fajnzylber’s proposal that ECLAC should adopt a stance on the reform process, because everything
seemed to indicate that this would propagate throughout the region. He proposed a message
regarding a new form of State action, different from what had prevailed in the past, but not for
that reason unable to significantly influence the future of the region’s countries.

The inaugural document of the session founded the ECLAC strategy on attaining
greater “authentic” international competitiveness, based on the deliberate and systematic
incorporation of technical progress into the production process.?8 It highlights the

26 |In ECLAC usage, “authentic competitiveness” is contrasted with “spurious competitiveness” — an expression coined
by Fajnzylber to denote the capacity to compete on the basis of exchange-rate devaluation and low wages, and by
abusing and depleting natural resources.
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systemic nature of competitiveness, which includes an entire network of linkages between
production agents and the physical and educational infrastructure. It stresses the formation
of human resources as a key way to achieve changing production patterns in the long
run, together with active technological policies that allow for technological upgrading.
Industry remains the hub of production change, but its articulations with primary and
service activity are highlighted. It also draws attention to the importance of providing a
healthy macroeconomic environment.

It proposes to change the style of State intervention —not necessarily increasing or
reducing the role of the State, but rather enhancing its positive impact on the efficiency and
efficacy of the economic system as a whole (ECLAC, 1990, p. 78). It also proposes greater
openness of the economy, on a gradual and selective basis, as a way to introduce technical
progress and increase productivity. The proposal contains important suggestions. Openness
should allow for a simultaneous expansion of imports and exports, which means graduating
openness on the basis of the availability of foreign exchange and harmonizing foreign exchange
policy with tariff-protection and export-promotion policies, to create a neutrality of incentives
between production for the domestic market and for export.

Without doubt the most difficult dimensions of the analysis of the thesis of changing
production patterns with social equity are the relations between growth, employment and
equity —an issue that remains a permanent challenge for ECLAC. The most detailed incursion
into the topic thus far can be found in the document Social equity and changing production
patterns: an integrated approach (ECLAC, 1992). This seeks to identify complementarities
between growth with a large technical progress component and equity. However, in the 1990s,
high levels of underemployment, together with evidence of the perverse effects of technical
progress on the volume of formal employment and on wage inequalities, are elements that
generate genuine fears and perplexities.

These are widely expressed by ECLAC itself in the 1990s in several documents. Since
1992, the institution has been tracking the region’s social indicators, which it disseminates
through the Social Panorama series, a publication that provides a wealth of empirical data on
the trend of the problems faced by the region. The document presented at the 1996 session,
Strengthening development: the interplay of macro- and microeconomics (ECLAC, 1996),
fully recognizes the need for a much faster pace of growth, if the goal of equity through a
simultaneous increase in productivity and wages is to be achieved.

Otherwise it becomes difficult to move towards reducing the “equity gap” —a suggestive
expression used as the title of one of the most recent documents (ECLAC, 1997a, text 26).
That study makes a comprehensive and scrupulously detailed survey of the trend of the Latin
American social panorama in terms of poverty, employment and social integration; and it
describes and evaluates the trend of social policies.

In the domain of those policies, since the early 1990s special attention has been
given to education. The document Education and knowledge (ECLAC/UNESCO, 1992, text
25), which was coordinated by Fajnzylber supported by a team of specialists from ECLAC
and UNESCQO, is subtitled “basic pillars of changing production patterns with social equity”.
This is an appropriate introduction to the central message: “Reform of the system of
production and dissemination of knowledge is [...] a crucial instrument for tackling both the
internal challenge, which is that of building citizenship, and the external challenge, namely
competitiveness” (p. 17).27

27 The many other documents produced during the 1990s on the social issue include, for example, Population, social equity
and changing production patterns, which links the demographic dynamic to the topic of changing production patterns
with equity (ECLAC, 1993a), and the third part of The fiscal covenant (ECLAC, 1998a).
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There is no space here, nor is it necessary, to cover all of the documents published
in the tone of changing production patterns with social equity. To finalize this text, suffice
it to mention two of them because of their originality. The first is Open regionalism in Latin
America and the Caribbean: economic integration as a contribution to changing production
patterns coordinated by Gert Rosenthal (ECLAC, 199443, text 27). Its main innovation is the way
it addresses the issue of the intense regional integration process currently unfolding in Latin
America. The text positions itself on this issue by highlighting the virtues of simultaneity between
the liberalization of Latin America’s trade with the rest of the world and the intensification of
intra-regional trade through the current integration schemes.

The other is the third part of Policies to improve linkages with the global economy (ECLAC,
19953, text 28), which stands out in the intellectual output of the 1990s for its prescient vision
of the processes that led to the Mexican crisis of 1994 and the Asian crisis of 1998. At the time
of its publication, the document was confronted by a liberalizing orthodoxy that maintained
relative hegemony even after the Mexican disaster. The trauma of the Asian crisis finally broke
that hegemony and brought specialized international opinion closer to the recommendations
that ECLAC had been making since then.

The study does more than simply issue warnings about capital volatility. In keeping with
the ECLAC tradition, it draws attention to the potential perverse effects of capital inflows that
are not matched by the corresponding increase in production investment and competitiveness
to export. In particular, it stresses the danger of using capital inflows as a tool for stabilizing
prices, when they fuel exchange rate appreciations that are incompatible with keeping the
trade account in balance, which is necessary for medium- and long-term equilibrium in the
external accounts. It also warns of the need to implement prudential bank regulation policies,
particularly in stages of financial liberalization.

3. Final comments

In conclusion, two comments on recent ECLAC output can be made.

Firstly, the considerations of the 1990s still retain much of their original relevance. In
the 1990s, the issues of technical progress and the income distribution under Latin American
conditions were revived as central pillars of ECLAC thought, following the interregnum of the
1980s crisis. The analysis thus regains its focus on the trends of production and distribution
patterns, in an updated version of the 1949-1980 research programme.

The aim now is to understand the demands imposed by the new model of interaction
with the world economy, in terms of modernizing the worn-out production apparatus and
restructuring the inadequate specialization of the region’s economies, with a view to constructing
“systemic competitiveness”. While the context is new, the structuralist worries about external
vulnerability remain valid, including financial vulnerability in particular.

ECLAC discourse also includes a diagnostic of solidarity or the conflict that the new
model of international positioning has in its economic and social relations. In principle, relations
between technical progress and production restructuring, on the one hand, and employment
and the income distribution on the other, form the same research agenda as that of 50 years
earlier. The context is new, but it reappears in the analyses of the traditional structuralist
concerns about underemployment and the inadequacy of sustainable growth. Nonetheless,
it should be remembered that the intention expressed in the proposal of changing production
patterns with social equity has not yet elicited sufficient progress in ECLAC thought on the
question of equity.
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Secondly, there is an interesting historical analogy between what was happening at
the time of the initial ECLAC studies and what is occurring today. ECLAC staffers of the 1950s
studied the economic and social transformations that were occurring in the early stages of
the change in the region’s pattern of accumulation —from the commodity export model to
the industrial urban model. This generated a programme of policies, including direct State
intervention, to correct the structural problems of an underdeveloped “periphery” which the
market would be unable to achieve spontaneously.

The ECLAC research programme of the 1990s is focused on the transformations caused
by another change in the region’s accumulation model, namely the reorientation of regulatory
frameworks through market liberalization and reform of the State, particularly through
privatizations. This program starts by recognizing that the set of liberalizing reforms could have
a positive effect on the growth process, provided they were well directed. However, current
ECLAC research shows that a set of public policies to support development is still justified in
Latin America, based on the specifics of production structures, the organization of markets
and, no less importantly, the make-up of societies in the region’s countries

In that public policy domain, there is still much scope for ECLAC to enhance its
contributions. The discussion agenda followed since the publication of Changing production
patterns with social equity in 1990, had an essentially “normative” orientation, and greater
knowledge is needed of the transformation processes that are under way to adequately
support those policies. To some extent, the orientation adopted represented a limited use
of the Commission’s chief intellectual asset, namely the structuralist historical method. The
laboratory of innovative experiences which Latin America became following the widespread
reforms of the 1990s, together with the new global scenario, offers fertile ground for research
using that methodological approach. ECLAC is better prepared than any other institution to
identify and analyse the complexities of the Latin American economies and societies at this
change of millennium. The historical opportunity must be seized once again.
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. INTRODUCTION

1. In Latin America, reality is undermining the out-dated schema of the international division
of labour, which achieved great importance in the nineteenth century and, as a theoretical
concept, continued to exert considerable influence until very recently.

Under that schema, the specific task that fell to Latin America, as part of the periphery
of the world economic system, was that of producing food and raw materials for the great
industrial centres.

There was no place within it for the industrialization of the new countries. It is nevertheless
being forced upon them by events. Two world wars in a single generation and a great economic
crisis between them have shown the Latin American countries their opportunities, clearly
pointing the way to industrial activity.

The academic discussion, however, is far from ended. In economics, ideologies usually
tend either to lag behind events or to outlive them. It is true that the reasoning on the economic
advantages of the international division of labour is theoretically sound, but it is usually
forgotten that it is based upon an assumption which has been conclusively proved false by
facts. According to this assumption, the benefits of technical progress tend to be distributed
alike over the whole community, either by the lowering of prices or the corresponding raising
ofincomes. The countries producing raw materials obtain their share of these benefits through
international exchange, and therefore have no need to industrialize. If they were to do so, their
lesser efficiency would result in their losing the conventional advantages of such exchange.

The flaw in this assumption is that of generalizing from the particular. If by “the
community” only the great industrial countries are meant, it is indeed true that the benefits of
technical progress are gradually distributed among all social groups and classes. If, however,
the concept of the community is extended to include the periphery of the world economy, a
serious error is implicit in the generalization. The enormous benefits that derive from increased
productivity have not reached the periphery in a measure comparable to that obtained by
the peoples of the great industrial countries. Hence, the outstanding differences between the
standards of living of the masses of the former and the latter and the manifest discrepancies
between their respective abilities to accumulate capital, since the margin of saving depends
primarily on increased productivity.

Thus there exists an obvious disequilibrium, a fact which, whatever its explanation or
justification, destroys the basic premise underlying the schema of the international division
of labour.

Hence, the fundamental significance of the industrialization of the new countries.
Industrialization is not an end in itself, but the principal means at the disposal of those countries
of obtaining a share of the benefits of technical progress and of progressively raising the
standard of living of the masses.

2. The Latin American countries are thus faced with an immense general problem, embracing a
series of minor ones which must be defined before embarking on the long task of research and
practical measures which will be necessary if there is a firm intention to solve the problems.

It would be premature, in this initial report, to draw conclusions that would have only the
doubtful value of an improvisation. Admittedly much remains to be done in the Latin American
countries, both in learning the facts and in their proper theoretical interpretation. Though
many of the problems of these countries are similar, no common effort has ever been made
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even to examine and elucidate them. It is not surprising, therefore, that the studies published
on the economy of Latin American countries often reflect the points of view or the experience
of the great centres of world economy. Those studies cannot be expected to solve problems
of direct concern to Latin America. The case of the Latin American countries must therefore
be presented clearly, so that their interests, aspirations and opportunities, bearing in mind,
of course, the individual differences and characteristics, may be adequately integrated within
the general framework of international economic co-operation.

The task ahead is thus considerable and the responsibility heavy. To deal with it
methodically, it would be necessary to begin with a preliminary examination of the principal
problems as a whole, at the same time bringing out certain general considerations suggested
by direct contact with the economic life of Latin America. Such is the purpose of this report.

3. The industrialization of Latin America is not incompatible with the efficient development
of primary production. On the contrary, the availability of the best capital equipment and the
prompt adoption of new techniques are essential if the development of industry is to fulfil
the social objective of raising the standard of living. The same is true of the mechanization of
agriculture. Primary products must be exported to allow for the importation of the considerable
quantity of capital goods needed.

The more active Latin America’s foreign trade, the greater the possibility of increasing
productivity by means of intensive capital formation. The solution does not lie in growth at
the expense of foreign trade, but in knowing how to extract, from continually growing foreign
trade, the elements that will promote economic development.

If reasoning does not suffice to convince us of the close tie between economic
development and foreign trade, a few facts relating to the situation today will make it evident.
The economic activity and level of employment in the majority of the Latin American countries
are considerably higher than before the war. This high level of employment entails increased
imports of consumer goods, both non-durable and durable, besides those of raw materials
and capital goods, and very often exports are insufficient to provide for them.

This is evident in the case of imports and other items payable in dollars. There are
already well-known cases of scarcity of that currency in certain countries, despite the fact
that the amount of dollars supplied by the United States to the rest of the world in payment
of its own imports was considerable. In relation to its national income, however, the import
coefficient of the United States has, after a persistent decline, arrived at a very low level (not
over 3 per cent). It is, therefore, not surprising that, notwithstanding the high income level of
the United States, the dollar resources thus made available to the Latin American countries
seem insufficient to pay for the imports needed for their intensive development.

It is true that as European economy recovers, trade with that continent can profitably
be increased, but Europe will not supply Latin America with more dollars unless the United
States increases its import coefficient for European goods.

This, then, is the core of the problem. It is obvious that if the above- mentioned coefficient
is not raised, Latin America will be compelled to divert its purchases from the United States to
those countries which provide the exchange to pay for them. Such a solution is certainly very
dubious, since it often means the purchase of more expensive or unsuitable goods.

It would be deplorable to fall back on measures of that kind when a basic solution might
be found. It is sometimes thought that, by reason of the enormous productive capacity of the
United States, that country could not increase its import coefficient for the purpose of providing
the basic solution to this world problem. Such a conclusion cannot be substantiated without
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a prior analysis of the factors that have caused the United States steadily to reduce its import
coefficient. These factors are aggravated by unemployment, but can be overcome when it does
not exist. One can understand that it is of vital importance, both to Latin America and the rest
of the world, that the United States achieve its aim of maintaining a high level of employment.

4. It cannot be denied that the economic development of certain Latin American countries and
their rapid assimilation of modern technology, in so far as they can utilize it, depend to a very
large extent upon foreign investment. The implications involved render the problem far from
simple. The negative factors include the failure to meet foreign financial commitments during
the great depression of the nineteen thirties, a failure which, it is generally agreed, must not
be allowed to happen again. Fundamentally the problem is the same as that referred to in the
preceding paragraph. The servicing of these foreign investments, unless new investments
are made, must be paid for by means of exports in the same currency and, if these do not
show a corresponding increase, in time the same difficulties will arise again. They will be
the greater if exports fall violently. The question thus arises whether, pending that basic
solution, it would not be wiser to direct investments toward such productive activities as
would, through direct or indirect reduction of dollar imports, permit the regular servicing
of foreign obligations.

5. Here one must beware of dogmatic generalizations. To assume that the meeting of foreign
commitments and the proper functioning of the monetary system depend upon nothing
more than a decision to obey certain rules of the game is to fall into an error involving serious
consequences. Even when the gold standard was in operation in the great centres, the countries
of the Latin American periphery had great difficulty in maintaining it, and their monetary troubles
frequently provoked condemnation from abroad. The more recent experiences of the large
countries have brought a better understanding of some aspects of the situation. Great Britain,
between the two wars, encountered difficulties somewhat similar to those which arose and
continue to arise in the Latin American countries, which have never taken kindly to the rigidity
of the gold standard. That experience doubtless helps to bring about a better understanding
of the phenomena of the periphery.

The gold standard has ceased to function, as in the past, and the management of currency
has become even more complex in the periphery. Can all these complications be overcome
by a strict application of sound rules of monetary behaviour? Sound rules for these countries
are still in the making. Here there arises another vital problem; that of utilizing individual and
collective experience to find a means of harmoniously fitting monetary action into a policy of
regular and intensive economic development.

6. Let this not be interpreted as meaning that the classic teachings are of no value. If they
do not provide positive rules, they at least show what cannot be done without impairing the
stability of the currency. The extremes to which inflation has gone in Latin America show that
monetary policy was not based upon these teachings, since some of the larger Latin American
countries increased circulation to a greater extent than did those countries which had to meet
enormous war expenditure.

There is yet another aspect of the problem of dollar shortage. Itis true that, as already stated,
a high level of employment increases imports. But it is also a fact that an excessive monetary
expansion has often unduly increased the pressure on the balance of payments, thus leading to
the use of foreign exchange for purposes not always compatible with economic development.

These facts must be taken into account in an objective analysis of the effects of
the inflationary increase on the process of capitalization. It must, however, be admitted
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that, in most of the Latin American countries, voluntary savings are not sufficient to cover
the most urgent capital needs. In any case, monetary expansion does not bring about an
increase in the foreign exchange reserves necessary for the importation of capital goods;
it merely redistributes income. It must now be determined whether it has led to a more
active capital formation.

1. The point is a decisive one. The raising of the standard of living of the masses ultimately
depends on the existence of a considerable amount of capital per man employed in industry,
transport and primary production, and on the ability to use it well.

Consequently, the Latin American countries need to accumulate an enormous amount of
capital. Several have already shown their capacity to save to the extent of being able to finance
a large part of their industrial investments through their own efforts. Even in this case, which
is exceptional, capital formation has to overcome a strong tendency towards certain types of
consumption which are often incompatible with intensive capitalization.

8. Nevertheless, it does not appear essential to restrict the individual consumption of
the bulk of the population, which, on the whole, is too low, in order to accumulate the
capital required for industrialization and for the technical improvement of agriculture.
An immediate increase in productivity per man could be brought about by well-directed
foreign investments added to present savings. Once this initial improvement has been
accomplished, a considerable part of the increased production can be devoted to capital
formation rather than to inopportune consumption.

How are sufficient increases in productivity to be achieved? The experience of recent
years is instructive. With some exceptions, the rise in employment necessitated by industrial
development was made possible by the use of men whom technical progress had displaced
from primary production and other occupations, especially certain comparatively poorly paid
types of personal services, and by the employment of women. The industrial employment of
the unemployed, or ill-employed, has thus meant a considerable improvement in productivity
and, consequently, where other factors have not brought about a general lowering of productive
efficiency, a net increase in national income.

The great scope for technical progress in the field of primary production, even in those
countries where it has already been considerable, together with the perfecting of existing
industries, could contribute, to national income, a net increase that would provide an ever-
increasing margin of saving.

All this, however, especially in so far as it is desired to reduce the need for foreign
investments, presupposes a far greater initial capitalization than is usually possible with the
type of consumption of certain sectors of the community, or the high proportion of national
income absorbed, in some countries, by fiscal expenditure, which makes no direct or indirect
contribution to national productivity.

It is, in fact, a demonstration of the latent conflict existing in these countries between
the desire to assimilate, quickly, ways of life which the technically more advanced countries
adopted step by step as their productivity increased, and the need for capitalization without
which this increase in productivity could not be achieved.

9. For the very reason that capital is scarce, and the need for it great, its use should be subjected
to a strict standard of efficacy which has not been easy to maintain, especially where industries
have developed to meet an emergency. There is, however, still time to correct certain deviations
and, above all, to avoid them in the future.
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In order to achieve this, the purpose of industrialization must be clearly defined. If
industrialization is considered to be the means of attaining an autarchic ideal in which economic
considerations are of secondary importance, any industry that can produce substitutes for
imports is justifiable. If, however, the aim is to increase the measurable well-being of the
masses, the limits beyond which more intensive industrialization might mean a decrease in
productivity must be borne in mind.

Formerly, before the great depression, development in the Latin American countries was
stimulated from abroad by the constant increase of exports. There is no reason to suppose, at
least at present, that this will again occur to the same extent, except under very exceptional
circumstances. These countries no longer have an alternative between vigorous growth along
those lines and internal expansion through industrialization. Industrialization has become the
most important means of expansion.

This does not mean, however, that primary exports must be sacrificed to further
industrial development. Exports not only provide the foreign exchange with which to buy
the imports necessary for economic development, but their value usually includes a high
proportion of land rent, which does not involve any collective cost. If productivity in agriculture
can be increased by technical progress and if, at the same time, real wages can be raised
by industrialization and adequate social legislation, the disequilibrium between incomes at
the centres and the periphery can gradually be corrected without detriment to that essential
economic activity.

10. This is one of the limits of industrialization which must be carefully considered in plans of
development. Another concerns the optimum size of industrial enterprises. It is generally found
in Latin American countries that the same industries are being attempted on both sides of the
same frontier. This tends to diminish productive efficiency and so militates against fulfilling
the social task to be accomplished. The defect is a serious one, which the nineteenth century
was able to attenuate considerably. When Great Britain proved, with facts, the advantages of
industry, other countries followed suit. Industrial development, however, spurred by active
competition, tended towards certain characteristic types of specialization which encouraged
profitable trade between the various countries. Specialization furthered technical progress
and the latter made possible higher incomes. Here, unlike the case of industrial countries by
comparison with those producing primary products, the classic advantages of the division
of labour between countries that are equal, or nearly so, followed.

The possibility of losing a considerable proportion of the benefits of technical progress
through an excessive division of markets thus constitutes another factor limiting the industrial
expansion of these countries. Far from being insurmountable, however, it is a factor which
could be removed with mutual benefit by a wise policy of economic interdependence.

11. Anti-cyclical policies must be included in any programmes of economic development if there
is to be an attempt, from a social point of view, to raise real income. The spread of the cyclical
fluctuations of the large centres to the Latin American periphery means a considerable loss
of income to these countries. If this could be avoided, it would simplify the problem of capital
formation. Attempts have been made to evolve an anti-cyclical policy, but it must be admitted
that, as yet, little light has been thrown on this subject. Furthermore, the present dwindling
of metallic reserves of several countries means that, in the event of a recession originating
abroad, they would not only be without a plan of defence but would lack means of their own
to carry out the measures demanded by the circumstances.
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The principal problems having been set forth in this first part of the report, the following
sections will be devoted to some of their outstanding aspects, which must be discussed both on
account of their intrinsic importance and of the need for carrying out systematic research on them.

.  THE ADVANTAGE OF TECHNICAL PROGRESS AND THE COUNTRIES OF THE PERIPHERY

1. It was stated in the preceding section that the advantages of technical progress have been
mainly concentrated in the industrial centres and have not directly extended to the countries
making up the periphery of the world’s economic system. The increased productivity of the
industrial countries certainly stimulated the demand for primary products and thus constituted
a dynamic factor of the utmost importance in the development of Latin America. That, however,
is distinct from the question discussed below.

Speaking generally, technical progress seems to have been greater in industry than in
the primary production of peripheral countries, as was pointed out in a recent study on price
relations. 2 Consequently, if prices had been reduced in proportion to increasing productivity, the
reduction should have been less in the case of primary products than in that of manufactures,
so that as the disparity between productivities increased, the price relationship between the
two should have shown a steady improvement in favour of the countries of the periphery.

Had this happened, the phenomenon would have been of profound significance. The
countries of the periphery would have benefited from the fall in price of finished industrial
products to the same extent as the countries of the centre. The benefits of technical progress
would thus have been distributed alike throughout the world, in accordance with the implicit
premise of the schema of the international division of labour, and Latin America would have
had no economic advantage in industrializing. On the contrary, the region would have suffered
a definite loss, until it had achieved the same productive efficiency as the industrial countries.

The above supposition is not borne out by the facts. As can be seen in the indexes
of table 1, the price relation turned steadily against primary production from the 1870’s until
the Second World War. It is regrettable that the price indexes do not reflect the differences
in quality of finished products. For this reason, it was not possible to take them into account
in these considerations. With the same amount of primary products, only 63 per cent of the
finished manufactures which could be bought in the 1860’s were to be had in the 1930’s; in
other words, an average of 58.6 per cent more primary products was needed to buy the same
amount of finished manufactures.3 The price relation, therefore, moved against the periphery,

1 The obstacles in the way of carrying out such a task in Latin America are well known. The greatest difficulty is perhaps

the small number of economists capable of an original approach to the specific problems of these countries. For various
reasons, it has not been possible to supply the lack by training an adequate number of young men of high intellectual
calibre. Considerable progress has been made by sending them to the great European and American universities, but
this is not sufficient. One of the most conspicuous deficiencies of general economic theory, from the point of view of the
periphery, is its false sense of universality.

It could hardly be expected that the economists of the great countries, absorbed by serious problems of their own,
should devote preferential attention to a study of those of Latin America. The study of Latin America’s economic life is
primarily the concern of its own economists. Only if this regional economy can be explained rationally and with scientific
objectivity, can effective proposals for practical action be achieved.

It must not be thought, however, that this desire springs from an exclusive individu—alism. On the contrary, Latin
American economists can only accomplish it on the basis of a sound knowledge of the theories expounded in the great
countries with their wealth of universal truths. An intelligent knowledge of the ideas of others must not be confused with
that mental subjection to them from which we are slowly learning to free ourselves.

“Post-War Price Relations in Trade between Under-developed and Industrialized Countries”, document E/CN.1/
Sub.3/W.5, pp. 115-116.

According to the report already quoted. The figures for the thirties go only as far as 1938 inclusive. The data given
are the Board of Trade’s average price indexes for British imports and exports representative of world prices for raw
materials and manufactured goods, respectively
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contrary to what should have happened had prices fallen as costs decreased as a result of
higher productivity.

During the expansion of the last war, as in the case of all cyclical expansions, the relation
moved in favour of primary products. Now, however, although there has not been a recession,
a typical readjustment is taking place, with the result that prices of primary products are losing
their former advantage.

The pointing out of this disparity between prices does not imply passing judgement
regarding its significance from other points of view. It could be argued, on grounds of equity,
that the countries which strove to achieve a high degree of technical efficiency were in no
way obliged to share its fruits with the rest of the world. Had they done so, they would not
have reached their enormous capacity to save, without which it might well be asked whether
technical progress would have achieved the intense rhythm which characterizes capitalist
development. In any case the productive technique exists and is at the disposal of those with
the capacity and perseverance to assimilate it and increase their own productivity. All that,
however, is outside the scope of this report. The purpose is to emphasize a fact which, despite
its many implications, is not usually given the importance it deserves when the significance
of the industrialization of the peripheral countries is discussed.

Ml Table 1

RATIO OF PRICES OF PRIMARY COMMODITIES TO THOSE OF MANUFACTURED GOODS
(AVERAGE IMPORT AND EXPORT PRICES, ACCORDING TO DATA OF THE BOARD OF TRADE)
(Base: 1876-80=100)

Amount of finished products obtainable for a

Periods given quantity of primary commodities
1876-80 100.0
1881-85 102.4
1886-90 96.3
1891-95 9041
1896-1900 871
1901-05 84.6
1906-10 85.8
1911-13 85.8
1921-25 67.3
1926-30 73.3
1931-35 62.0
1936-38 64.1
1946-47 68.7

Source: “Post-War Price Relations in Trade Between Under-developed and Industrialized Countries”, document E/CN.I/
Sub.3/W.5, 23 February 1949.
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2. Simple reasoning on the phenomenon in question brings us to the following considerations:

First: Prices have not fallen concomitantly with technical progress, since, while on
the one hand, costs tended to decrease as a result of higher productivity, on the other, the
income of entrepreneurs and productive factors increased. When income increased more than
productivity, prices rose instead of falling.

Second: Had the rise in income, in the industrial centres and the periphery, been
proportionate to the increase in their respective productivity, the price relation between
primary and manufactured products would have been the same as if prices had fallen in strict
proportion to productivity. Given the higher productivity of industry, the price relation would
have moved in favour of the primary products.

Third: Since, as we have seen, the ratio actually moved against primary products in
the period between the 1870’s and the 1930’s, it is evident that in the centre the income of
entrepreneurs and of productive factors increased relatively more than productivity, whereas
in the periphery the increase in income was less than that in productivity.

In other words, while the centres kept the whole benefit of the technical development
of their industries, the peripheral countries transferred to them a share of the fruits of their
own technical progress.*

3. Before explaining the reason for this phenomenon, which is so important to Latin America,
it would be well to consider how the effects of increased productivity are transmitted.

For this purpose, an illustrative example is presented in table 2, in which it is assumed that
the indexes of productivity, per man, are greater in industry than in primary production. For the
sake of simplification, both are supposed to make an equal contribution to the finished product.

4 “Post-War Price Relations in Trade between Under-developed and Industrialized Countries “, document E/CN.1/
Sub.3/W.5, pp. 115-116: “A long-term deterioration in terms of trade”, de, such as has been found to obtain for primary
producers over a long period, may be an effect of differences in the rate of increase in productivity in the production
of primary commodities and manufactured articles, respectively. If we can assume that the deteriorating terms of
trade for under-—-developed countries reflect a more rapid increase of productivity in primary commodities than of
manufactured goods, the effect of worsened terms of trade would, of course, be less serious. It would merely mean
that, to the extent that primary commodities are being exported, the effects of increased productivity are being passed
on to the buyers of primary articles in the more industrialized countries. Although statistical data on differential rates of
increase in productivity of primary production in under-developed countries, and production of manufactured articles
in industrialized countries, are almost entirely lacking, this explanation of the long-term changes in terms of trade
which were observed in this study may be dismissed. There is little doubt that productivity increased faster in the
industrialized countries than primary production in under-developed countries. This is evidenced by the more rapid rise
in standards of living in industri-alized countries during the long period covered, from 1870 to the present day. Hence,
the changes observed in terms of trade do not mean that increased productivity in primary production was passed on to
industrialized countries; on the contrary, they mean that the under-developed countries maintained, in the prices which
they paid for their imported manufactures relative to those which they obtained for their own pri-mary products, a rising
standard of living in the industrialized countries, without receiving, in the price of their own products, a corresponding
equivalent contribution towards their own standards of living.”
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B Table 2

ILLUSTRATION OF THE DISTRIBUTION OF THE BENEFITS OF TECHNICAL PROGRESS BETWEEN
THE CENTRE AND THE PERIPHERY

Primary production  Industrial production  Total production? Ratio
(M @ @) 1/3x 100 2/3 x100
Assumption:
Productivity increases in accordance with the creases as follows:
100 100 100 - -
120 160 - 140 -
First case:
Costs decrease as productivity rises and prices decrease with costs, without any income increase
100 100° 100 100 100
83.3 62.5° 71.4 116.7 87.5
Second case:
Costs decrease as in the first case but income increases as follows:
100 100 100 100 100
120 180 150 80 120
Changes in prices following the increase in income:
100 100° 100 100 100
99.9 112.5° 1071 93.3 105

aFigures relate to the finished products.
b Part of the price representing value added by the manufacturing process.

It has been assumed in the first case that, with an increase in productivity, from 100 to
120 in agriculture and from 100 to 160 in industry, incomes of entrepreneurs and productive
factors do not rise, but costs fall. If prices are reduced pari passu with costs, the decline in the
price of primary products is less than that in the case of manufactured goods, as is shown by
the corresponding indexes. Consequently, the ratio between the two moves, in favour of the
primary products, from 100 to 116.7.

This is precisely the ratio that would have allowed the increase in final production to be
shared equally by the primary producers and the industrial centres. In fact, if there is an increase
in primary productivity from 100 to 120, and if, as has just been seen, 100 primary products
can now be exchanged for 116.7 manufactured articles, it means that primary producers can
now obtain 140 instead of 100 of those products, or, in other words, that the increase has been
the same as in the case of final production, an increase obviously obtained by the industrial
producers also.

There is a marked difference in these results when, in the second case, incomes are
altered. It is assumed that, in industry, the increase in income is greater than the increase in
productivity and that, in primary production, both increases are equal. As a result, the price
ratio moves against primary production, from 100 to 93.3, so that primary products, despite
the increase in productivity from 100 to 120, can buy only 112.0 final products, as against 100
previously. On the other hand, a similar calculation shows that industrial producers can now
obtain 168 final products, as compared with the 100 they bought before.

It should be noted that, whereas the primary producers can increase their acquisitions
of final products less than they increase productivity, industrial producers benefit more than
they should in relation to the increase in their productivity.

It follows, logically, that if the increase in income in primary production had been
assumed to be less than, instead of equal to, the increase in productivity, the price ratio would
have dropped still further against the primary producers.
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The deterioration of 36.5 per cent in the price ratio between the eighteen seventies and
the nineteen thirties suggests the possibility of a phenomenon of that kind.

4. In short, if, in spite of greater technical progress in industry than in primary production,
the price relation has moved against the latter instead of in its favour, it would seem that the
average income, per capita, has risen more in industrial centres than in the producer countries
of the periphery.

The existence of this phenomenon cannot be understood, except in relation to trade
cycles and the way in which they occur in the centres and at the periphery, since the cycle is
the characteristic form of growth of capitalist economy, and increased productivity is one of
the main factors of that growth.

In the cyclical process of the centres, there is a continuous inequality between the
aggregate demand and supply of finished consumer goods. The former is greater than the
latter in the upswing and lower in the downswing.

The magnitude of profits and their variations are closely bound up with this disparity.
Profits rise during the upswing, thus tending to curtail excess demand by raising prices; they
fall during the downswing, tending, in that case, to counteract the effect of excess supply by
lowering prices.

As prices rise, profits are transferred from the entrepreneurs at the centre to the primary
producers of the periphery. The greater the competition and the longer the time required to
increase primary production in relation to the time needed for the other stages of production,
and the smaller the stocks, the greater the proportion of profits transferred to the periphery.
Hence follows a typical characteristic of the cyclical upswing: prices of primary products tend
to rise more sharply than those of finished goods, by reason of the high proportion of profits
transferred to the periphery.

If this be so, what is the explanation of the fact that, with the passage of time and
throughout the cycles, income has increased more at the centre than at the periphery?

There is no contradiction whatsoever between the two phenomena. The prices of
primary products rise more rapidly than industrial prices in the upswing, but also they fall
more in the downswing, so that in the course of the cycles the gap between prices of the two
is progressively widened.

Let us now look at the explanations of this inequality in the cyclical movement of prices.
It was seen that profits rise in the upswing and decrease in the downswing, thus tending to
offset the disparity between demand and supply. If profits could fall in the same way in which
they rose, there would be no reason whatsoever for this unequal movement. It occurs precisely
because they cannot fall in that way.

The reason is very simple. During the upswing, part of the profits are absorbed by an
increase in wages, occasioned by competition between entrepreneurs and by the pressure
of trade unions. When profits have to be reduced during the downswing, the part that had
been absorbed by wage increases loses its fluidity, at the centre, by reason of the well-known
resistance to a lowering of wages. The pressure then moves toward the periphery, with greater
force than would be the case if, by reason of the limitations of competition, wages and profits
in the centre were not rigid. The less that income can contract at the centre, the more it must
do so at the periphery.

The characteristic lack of organization among the workers employed in primary production
prevents them from obtaining wage increases comparable to those of the industrial countries
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and from maintaining the increases to the same extent. The reduction of income —whether
profits or wages— is therefore less difficult at the periphery.

Even if there existed as great a rigidity at the periphery as at the centre, it would merely
increase the pressure of the latter on the former, since, when profits in the periphery did
not decrease sufficiently to offset the inequality between supply and demand in the cyclical
centres, stocks would accumulate in the latter, industrial production contract, and with it the
demand for primary products. Demand would then fall to the extent required to achieve the
necessary reduction in income in the primary producing sector. The forced readjustment of
costs of primary production during the world crisis illustrates the intensity that this movement
can attain.

The greater ability of the masses in the cyclical centres to obtain rises in wages during
the upswing and to maintain the higher level during the downswing and the ability of these
centres, by virtue of the role they play in production, to divert cyclical pressure to the periphery
(causing a greater reduction of income of the latter than in that of the centres) explain why
income at the centres persistently tends to rise more than in the countries of the periphery, as
happened in the case of Latin America.

That is the clue to the phenomenon whereby the great industrial centres not only keep
for themselves the benefit of the use of new techniques in their own economy, but are in a
favourable position to obtain a share of that deriving from the technical progress of the periphery.

lll. LATIN AMERICA AND THE HIGH PRODUCTIVITY OF THE UNITED STATES

1. The United States is now the principal cyclical centre of the world, as was formerly Great
Britain. Its economic influence over other countries is obvious, and in that influence; its
enormous increase in productivity has played a vital part. It has profoundly affected foreign
trade and, through its variations, the rate of economic development of the rest of the world
and the international distribution of gold.

The Latin American countries, with their high coefficient of foreign trade, are extremely
sensitive to such economic repercussions. An examination of the implications of the phenomenon
and the problems it presents is therefore opportune.

2. 1t is a well-known fact that, in the United States, prices have not fallen in proportion to the
increase in productivity as the recent research of Mr. Fabricant has clearly shown. During
the period covered by that research —the forty years preceding the Second World War—
manufacturing production costs declined regularly and persistently. The movement of prices
did not follow this pattern at all. The increase in productivity was not reflected in prices but in
income. Wages and salaries rose as real costs fell. This did not account, however, for all the
benefits of productivity, as an appreciable part of it was passed on in the form of a shorter
working day.

The increase in income arising out of higher productivity sooner or later extends to all
phases of economic life through the well-known process, which need not be recalled here. By
virtue of that same process, income has also increased in activities in which technical progress
has been insignificant or non-existent, as in certain types of services. In some social groups the
increase was very slow; meanwhile the rest of the community enjoyed advantages which, as
the necessary adjustment took place, had to be yielded to the former. This transfer, however,
was usually offset by new increases in wages resulting from still higher productivity.
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This factis pointed out as a good example of the type of adjustment to which the gradual
industrialization of Latin America will necessarily give rise. As productivity increases with
industrialization, wages will rise, thus causing a comparative increase in the prices of primary
products. In this way, as its income rises, primary production will gradually obtain that share
of the benefits of technical progress which it would have enjoyed had prices declined. As in
the case of the lagging social groups mentioned above, it is evident that such adjustment will
mean a loss of real income in the industrial sectors, which will, however, be limited by the
import coefficient; but in the long run, that loss can be well compensated by the benefit of
subsequent technical developments.

3. As mentioned before, since prices do not keep pace with productivity, industrialization is
the only means by which the Latin American countries may fully obtain the advantages of
technical progress.

Another solution had, nevertheless, been found by the classical theory. If the advantages
of technique were not passed on through prices, they would be extended to the same degree
by the raising of income. We have just seen that this is precisely what happened in the United
States, as well as in the other great industrial centres. It did not, however, occur in the rest
of the world. It would have required, throughout the world, the same mobility of factors of
production as that which characterized the broad field of the internal economy of the United
States. That mobility is one of the essential assumptions of the theory. In fact, however, a
series of obstacles hampered the easy movement of productive factors. Doubtless the high
wages paid in the United States, as compared with those in the rest of the world, would have
attracted large masses to that country, with a very adverse effect upon wages, tending to
reduce the difference between them and those in the rest of the world.

Thus the observance of one of the essential rules of the classic game would have
resulted in a considerable lowering of the standard of living of the United States, as compared
with the levels actually achieved.

Itis easily understandable that the protection of this standard of living, attained by great
effort, should have prevailed over the uncertain advantages of an academic concept. But the
classic rules of the game form an indivisible whole and, if one is eliminated, the others cannot
logically serve as absolute standards governing relations between the centres and the periphery.

4. This point is the more worthy of consideration, in that one of the consequences of the
technical progress of the United States, so much greater than that of the rest of the world, has
been another important departure from the rules.

As previously stated, the import coefficient of the United States has become extremely
low, not more than 3 per cent. In 1929 it was 5 per cent. The decline is not new, but one of
long standing. During the last hundred years, national income increased about two and a half
times more than imports.

This phenomenon is largely explained by technical progress. Paradoxical as it may
seem, increased productivity contributed to the strengthening of the United States’ protective
tariff policy, after that country had reached the stage of economic maturity. The explanation is
simple. Over a given period of time, technical progress does not affect all industries equally.
When higher wages resulting from the increased productivity of the more advanced industries
are extended to the less advanced, the latter lose the advantage which had enabled them to
compete with foreign industries paying lower wages. The significance of this factor will be
appreciated from the fact that wages are twice or two and a half times as high in the United
States as in Great Britain. Thus, tariff protection has been necessary for industries more efficient
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than their foreign competitors, but whose level of productivity is lower than the average for
their own country. For instance, despite the great improvement of agricultural technique, some
of the important branches of agriculture needed protection as a result of their relatively high
incomes as compared with those of foreign competitors.

England, when it was the economic dynamic centre, followed a diametrically opposed
policy. If, however, the clock could be put back, it is by no means certain that it would abide by
the same policy and disrupt its economy. The United States is a powerful and well-integrated
economic entity and has become so largely through its own deliberate effort, the great significance
of which is recognized. One cannot overlook, however, the fact that this brought about, for
the rest of the world, conditions incompatible with the functioning of international economy
in the same way as before the First World War, when the British centre strictly observed the
rules of the game in the fields of monetary policy and foreign trade.

5. Itis under these new conditions of international economy, that the process of industrialization
has begun to develop in Latin America. The fundamental problem lies in adaptation to these
conditions —in so far as they cannot be altered— while seeking new rules in keeping with the
new circumstances.

Until that happens, and possibly with slight intervals, a persistent tendency toward
disequilibrium will prevail. It is due, fundamentally, to the following fact: while, as we have
seen, the import coefficient of the United States has been declining, the dollar imports of the
Latin American countries are tending to increase, thus compelling them to take defensive
measures to lessen the effects. There are several reasons for this:

First: Since technical progress has been greater in the United States than anywhere
else, the demand for the capital goods necessary for industrialization is preferentially made
upon that country.

Second: Technical development continuously manifests itself in the form of new products
which, by modifying existing ways of life, assume the character of new necessities, of new
ways of spending the income of Latin America, generally substituting them for the previous
forms of domestic expenditure.

Third: In addition to those products which have undeniable technical advantages,
there are others toward which demand is diverted by the considerable persuasive power of
advertising. New tastes are created which must be satisfied by imports, to the prejudice of
those which could be satisfied locally.

That it is not possible to reduce the import coefficient at the centre, on the one hand,
and to allow it to increase freely in the periphery on the other, under the influence of the above
factors, was fully proved by the serious events of the nineteen thirties. We now have sufficient
perspective to understand their significance and to learn the lesson that they teach. One other
fact must first be mentioned.

It has already been stated that the industrialization of Latin America, if wisely carried out, will
open the way to a considerable increase in national income, by giving more productive employment
to vast numbers of the population at present engaged in occupations of low productivity.

It can now be seen that the rise in income, so far achieved, has accentuated the influence
of those factors on the demand for dollar imports. The greater the rise in income in these
countries, therefore, the greater their need to import. This brings us once again to the problem
of dollar shortage, which demands special attention.
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IV. THE PROBLEM OF THE DOLLAR SHORTAGE AND ITS REPERCUSSIONS
IN' LATIN AMERICA

1. As soon as the symptoms of a dollar shortage begin to appear, the natural reaction is to look
back at the not very distant past when, as shown in charts 1 and 2, increasingly large quantities
of gold were being concentrated in the vaults of the United States. Before the First World War,
that country held 26.5 per cent of the world reserves; by the beginning of the Second World
War, this figure had increased to 50.9 per cent; and though at the end of hostilities it had fallen
to 36.5 per cent, the United States again increased its share, which in 1948 comprised about
half the world reserves.

The dollar shortage means that the United States does not purchase merchandise and
services, or lend money, in an amount sufficient to cover the needs, justified or not, of other
countries. This entails recourse to monetary reserves: dollars must be sold or gold sent to the
United States.

Though this dwindling of reserves is not slow to give rise to monetary disturbances,
the attraction of gold toward the main cyclical centre, if persistent, is not simply a monetary
problem; it is the manifestation of a much deeper dynamic phenomenon, related to the rhythm
of economic growth of the various countries and the way in which it occurs.

Depending on the type of its own growth, the action of the principal centre may, through
cyclical fluctuations, take the form either of a persistent tendency to expel gold that flows to it,
and thus stimulate the economic development of the rest of the world, or that of a tenacious
retention of gold, to the detriment of the dynamic forces of the rest of the world.

The British cyclical centre was of the first type. So was the new principal cyclical centre
before 1929. In the nineteen thirties, however, the second type prevailed, and the countries
of the rest of the world were obliged to adjust their relationship with that centre in order that
they might be able to continue developing, in spite of the unfavourable influence of the centre
and its great absorption of metal.

The Latin American countries shared, with the others, the hardships of the nineteen
thirties. Itis understandable, therefore, that, faced with the symptoms of another dollar shortage,
they should examine the past, as they can now do in clearer perspective, to discover whether
the same factors which were at work then are again coming into force.

2. Those factors relate, on the one hand, to the repercussions on the rest of the world of the
contraction and expansion of the principal cyclical centre and, on the other, to the marked
reduction of its import coefficient and other foreign payments.

When income falls in the principal centre during the cyclical downswing, the fall tends
to spread to the rest of the world. If the latter’s income does not fall simultaneously and
correspondingly, but with a certain lag a disequilibrium arises in the balance of payments.
Since the fall in income is more rapid at the centre, the decrease in imports and other foreign
payments is sharper there than in the rest of the world, with the result that the latter is forced
to send gold to the centre. If equilibrium were possible —in the presence of cycles it is not—
balance would be achieved when the respective incomes fell at the same rate.
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B Chart1

GOLD RESERVES OF THE UNITED STATES AND THE REST OF THE WORLD
(Billions of dollars)

40

1915 18 23 28 33 38 43 48

United States ——Rest of the world === World total

Note: The amounts representing net short-term dollar assets belonging to the countries of the rest of the world have been
deducted from the gold holdings of the United States, since they represent monetary assets belonging to these countries and
not to the United States. In view of the size of these assets at certain times, the effects of the adjustment are considerable.
In 1947, for instance, the United States would have held 60 per cent of the world’s gold, had not the exclusion of the above-
mentioned dollar assets reduced the figure to 48.6 per cent.

The following procedure has been adopted in making this adjustment: (a) Data for
the years 1931-1936, both inclusive, have been taken from Banking and Monetary Statistics
(Washington, 1943, pages 574-589), and after 1937 from the International Financial Statistics
of the International Monetary Fund (Washington, January 1949, page 130); (b) The figures
for the years before 1931 have been calculated by taking the net balances of the short-term
capital movement according to the data for the United States balance of payments published
in The United States in the World Economy, United States Department of Commerce, Bureau
of Foreign and Domestic Commerce, Economic Series No. 23. In charts 1 and 2 parts of the
curve have not been adjusted, owing to lack of data. The world total has been obtained from
the Federal Reserve Bulletin for the years before 1940, and from the Annual Reports of the
Bank for International Settlements, Basle, for the later years.

Data for 1948 are preliminary. All calculations have been made at a rate of 35 dollars
per fine ounce.

The cyclical contraction that occurred in the United States, after 1929, would have been
sufficient to attract a great part of the gold it had lost during the previous expansion, as usually
happened in the cycles of the old principal centre. In this case, however, there appeared a new
factor which had not been an element of the British influence, namely, the decline of the import
coefficient. This decline was chiefly the result of two events: the raising of tariffs in 1929, on
the one hand, and, on the other, a greater decline in the prices of imported primary products,
than in those of finished products (which have the most influence on national income). Chart 3
illustrate the intensity of this phenomenon.
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M Chart2
UNITED STATES’ SHARE OF THE WORLD'S GOLD RESERVES
(Percentages)
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B Chart3

IMPORT COEFFICIENT OF THE UNITED STATES
(Imports in relation to income, percentages)
7
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Source: The data for income have been obtained from National Income and its Composition, by S. Kuznets, New York, 1941,
for the years 1919-1928; from the Statistical Abstract of the United States, 1948 for the years 1929-1947, and from Economic
Indicators, February 1949 (U.S. Government Printing Office, Washington, D.C., 1948). The data on imports were obtained
from the Statistical Abstract of the United States and Economic Indicators.
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The decline of the import coefficient in the principal cyclical centre strengthens the
tendency to accumulate gold, resulting from the contraction of income. In fact, imports in
the centre fall even more sharply than in the rest of the world and the disequilibrium turns
still further against the latter. To restore the balance, it would not only be necessary, as in the
previous case, for the income of the rest of the world to contract as sharply as that of the principal
cyclical centre, but much more sharply. The greater the decline in the import coefficient and
in other external payments of the principal cyclical centre, the more must the income of the
rest of the world fall below the level of that centre. It must be remembered that, in addition to
imports, these other external payments were also considerably reduced, by the cessation of
the foreign loans made by the United States.

After the trough of the depression had been reached, in 1933, another expansion took
place. According to British cyclical experience, the principal cyclical centre should have lost
gold, as in fact it did during the expansion of the nineteen twenties. In the thirties, however,
the opposite occurred; the monetary reserves of the United States attained extraordinary
proportions, even discounting, as has been done in all the charts, the large quantity of foreign
funds which, for other reasons, were deposited in dollars in the United States.

The decline of the import coefficient played a part in this. The income of the centre
would have had to increase much more than that of the rest of the world for the former to cease
attracting go Id after the contraction and subsequently to begin losing it. The increase would
have had to be great enough, first to compensate the effects of the decline in the coefficient,
and then to surpass them. For instance, if the coefficient is halved, the income of the principal
centre must increase to twice as much as that of the rest of the world, barely to offset the
effects of such reduction.

The income of the United States, far from achieving this relatively high increase, took
longer than that of the rest of the world to reach the level it had attained in 1929, judging from
what took place in an important group of countries (see chart 4).

Itis thus not surprising that gold should have been steadily accumulating in the principal
cyclical centre. The concentration of metal in the United States was, in fact, enormous. Practically
all the new production of monetary gold in the world, which was certainly considerable after
1933, collected in that country. The reserves of the rest of the world fell slightly, as may be
seen in table 1.5

3. If, in the nineteen thirties, the rest of the world had relied for its economic development
solely upon the stimulus deriving from imports and other payments made by the United States,
the increase of its income would have been much less than that country’s. As already pointed
out, this is due to the depressive effect of the decline of the import coefficient of the United
States. However, this did not actually happen since, in the countries shown in chart 4, income
increased to a greater extent than in the United States.

5 An examination has been made in the text of the factors which caused the United States to attract gold in the nineteen
thirties. There were also factors operating in the rest of the world which caused the expulsion of gold. Outstanding
among them were those which appeared during the two world wars. The United States acquired large quantities of
gold in return for supplies furnished to the Allies. It could only have lost this gold through a much greater inflationary
expansion of income than that which actually took place, a possibility which need not, therefore, be considered. This
was not the only phenomenon in the redistribution of gold brought about by the two wars. Part of the gold received
by the United States was transferred to neutral countries or non-belligerents, to cover their favourable balance of
payments. This is a normal phe—-nomenon in the expansion of a cyclical centre, which was reflected in Latin America
by a large increase in its metallic reserves. But it is also natural that a large part of the gold should return to the cyclical
centre. This is what happened during the reces—sion which took place in the United States after the First World War,
and the cyclical movements of the British centre were also marked by fluctuations of gold. The present return of gold
from the Latin American countries to the United States, however, is different, in that the movement has begun before a
contraction in that country has taken place. This is due, as already stated, to the rise in imports, occasioned by the high
level of employment and accentuated by inflationary phenomena.
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If these countries, like the rest of the world, had increased their income without changing
their import coefficient, it can be safely assumed that they would not have been able to do
so for long without seriously impairing their monetary reserves. If this did not happen, it was
simply because they had already reduced their coefficient of imports and other payments,
especially of imports from the United States, which fell more than those from other sources,
in order to attenuate the contraction originating in the United States.® This enabled the rest
of the world not only to develop in the way already described, but in several instances, to use
part of its dollar exports to reduce its debt to the United States.

B Chart4

NATIONAL INCOME OF THE UNITED STATES AND OF ELEVEN OTHER COUNTRIES (AUSTRALIA,
CANADA, DENMARK, FRANCE, GERMANY, HOLLAND, JAPAN, NEW ZEALAND, NORWAY,
SWEDEN AND UNITED KINGDOM)

(Index numbers; Basis: 1929=100)
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Source: Data for the national income of the United States have been obtained from National Income and its Composition,
by S. Kuznets, New York, 1945, pages 310-311, for the years 1924-1928, both inclusive; and from the Statistical Abstract of
the United States, 1948, for the years 1929-1938. Those for the income of the eleven countries were obtained from World
Economic Development: Effects on Advanced Industrial Countries, by Eugene Staley, Montreal, 1945, page 144, chart 13.

Why was the coefficient of imports from the United States reduced more sharply in
the rest of the world than the latter’s total coefficient? Obviously because the deficit in the
balance of payments was more acute in terms of dollars. Had imports in other currencies been
reduced to the same extent as those in dollars, the damage suffered by international trade in
the nineteen thirties would have been even more severe, with consequent additional loss of
its classical advantages.

6 See charts published for various countries in The United States in the World Econ-omy, United States Department of
Commerce, Bureau of Foreign and Domestic Com—-merce, Economic Series No. 23, pages 67, 68 and 69.




Economic Commission for Latin America and the Caribbean (ECLAC)

4. What were the reactions of Latin America when faced with the phenomena occurring in
those years in the principal cyclical centres? It is needless to repeat the story of the well-known
way in which such events were reflected in this part of the continent, but they should serve to
clarify and define the best interests of Latin America.

The reaction in Latin America was similar to that of other countries in the rest of the
world, namely, a reduction of the import coefficient through depreciation of the currency,
higher tariffs, import quotas and exchange controls.

Such measures had never been applied as widely as in those days, since there had
never been a shortage of pounds sterling under the monetary hegemony of London.

The rapid extension of exchange controls is explained by the pressing need to reduce
imports immediately and to stem the flight of capital. However, exchange controls were a
means not only of reducing the volume of imports, but also of diverting to other countries,
mainly those of Europe, demand for imports which, because of their low cost and suitability
to Latin America’s needs, it had formerly been preferable to bring from the United States.
Notwithstanding its implications, it would be difficult to deny the obvious fact that exchange
control has, in many instances, been used as an instrument of discrimination in international
trade, contrary to the sound practices established with great effort through the general application
of the most-favoured-nation clause. It must, nevertheless, be recognized that, when a country
lacked the dollars necessary to pay for its essential imports, the only way out of so critical a
situation seemed to be to import goods payable in currencies received in payment of exports.

Had these other currencies been convertible into dollars, the situation would have been very
different. However, the dollar shortage affected all the rest of the world, and multilateral compensation
could not be achieved when the total balance due in dollars exceeded available supplies.

Exchange control was not the result of a theory but was imposed by circumstances.
None who had first-hand knowledge of the complications of every kind that it involved, would
have adopted such a measure, had there been other alternatives available or had it been within
the power of the Latin American countries to eliminate the fundamental causes of the evil.

5. Unfortunately these causes persisted too long. The abandonment of exchange control might
have been considered when the worst of the world crisis was past and economic recovery in full
swing, but the way in which the principal cyclical centre functioned made such a possibility remote.

Chart 5, showing the monetary reserves of Latin America, reveal the nature of the
difficulties. Imports and other payments usually absorbed all the dollars newly added to the
reserves and even a part of the reserves themselves. Exchange control, as already stated,
served the purpose of diverting the demand for imports that could not be so financed. Even
so, in the nineteen thirties it could not prevent total monetary reserves from remaining at a
level considerably lower than that maintained in the nineteen twenties.

Such was the significance of exchange control in those days. Whether handled well or
badly, it was the means of mitigating the serious repercussions of events abroad on the internal
activity of the Latin American countries. Later, however, its functions changed considerably.
Exchange control has been, and still is, used to check the effects of internal inflationary
expansion on imports and other liability items in the balance of payments. It is evident that,
in this instance, exchange control instead of counteracting the effects of inflation, diverts the
inflationary pressure toward internal activity, thus accentuating the rise in prices.

The same considerations thus do not apply in both cases. Latin American countries had
no influence over the external factors that imposed exchange control in the nineteen thirties.
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On the other hand, the factors operating today are dependent upon their own decisions, as
Latin American governments, concerned as they are at the gravity of this problem, have more
than once admitted.

6. It is difficult, if not impossible, to determine to what extent the scarcity of dollars, which once
more faces several Latin American countries, is the result of the low import coefficient of the
United States and to what extent it is the result or the inflationary pressure referred to above.

It has already been explained that the high level of employment attained in Latin America
entails a considerable volume of dollar imports. Meanwhile, as its national income had reached
an extremely high level, the United States also increased its imports from Latin America and
other countries of the world. In 1948, its total imports amounted to 6,900 million dollars, with
a coefficient of only 3 per cent. Had the coefficient been 5 per cent, as in 1929, imports would
have totalled 11,500 million. These figures show the magnitude of the effects produced by the
decline of the import coefficient.

It is still too early to say whether or not the Latin American countries’ share of these
imports will provide them with sufficient means of covering their import needs in addition
to the other payments they have to make to the United States. A considered opinion cannot
yet be given. Information is still very inadequate and does not permit an examination of the
composition of imports for the purpose of determining with sufficient accuracy how much
of the increase has been due to the redistribution of income typical of inflation. There are
instances of considerable dollar payments for imports wholly unrelated to industrialization
or the mechanization of agriculture, but it is difficult to say to what extent such cases can be
considered general.

1.1n any case, very special attention should be paid to the events now taking place. For instance,
the recommendations recently made by the Joint Brazil-United States Technical Commission
in its interesting report on Brazil are decidedly symptomatic.

There is great similarity between the measures envisaged by the Commission in
connexion with imports and those which, as recalled above, several Latin American countries
were compelled to take in the nineteen thirties.
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Despite the great increase in Brazil’s dollar exports, the Commission has shown that they
are not sufficient to cover its imports in that currency. It therefore approves the restriction of
non-essential imports through a more effective application of the system of exchange control
and recognized that “it would be necessary for Brazil to obtain its essential imports, as far as
possible, from soft-currency countries with which it has had a favourable balance of trade in
recent years”, and adds that “one measure which might assist in reducing the total of hard
currency imports, would be to require a review by the control authorities of all purchases in
the dollar area proposed to be made by Brazilian government departments and ‘autarquias’.’

It is remarkable that a report of this nature should envisage not only the restriction of
imports through exchange control, but also the application of discriminatory measures.

The case would be of no great significance if it were merely a recognition of the temporary
need for relieving pressure on the balance of payments. If, however, it is the expression of something
more fundamental and persistent, the Latin American countries would have serious cause for concern.

8. Experience has shown that multilateral trade is the best suited to the economic development
of Latin America. The ideal would be to be able to buy and sell in the best, though perhaps
different, markets, without dividing foreign trade into water-tight compartments. The
situation in which sales to Europe must be strictly counterbalanced by purchases from that
continent, or even from each European country, with no possibility of using the balances
for purchasing from the United States the goods which best satisfy the needs of Latin
American economic development, is not a solution that offers the undeniable advantages
of multilateral trade.

7 Report of the Joint Brazil-United States Technical Commission, Rio de Janeiro, 1949, pages 32-33.
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Itis essential, if multilateral compensation is to be practicable, that Europe have a dollar
surplus with which to pay for its excess purchases from Latin America, after having satisfied
its own import requirements from the United States.

This is, without doubt, the difficulty encountered by the Joint Brazil-United States
Technical Commission. In the face of it, the Commission had only two alternative courses of
action: either to propose the measures it actually recommended to Brazil or to suggest application
of restrictions to all the countries equally, to the detriment not only of the exports of those
countries with which Brazil has a favourable balance, but also to the rate of its economic growth.

9. The events of the nineteen thirties seem to have left the conviction that no fundamental
solution can be expected from trade with the United States. Indeed, if the present extremely
low import coefficient is maintained, its imports might be insufficient to solve the latent
problem of a dollar shortage, even on the favourable assumption that maximum employment
in that country would last. If, with maximum employment, income were to rise in the future
at a rate unlikely to prove much more than 3 per cent a year, a corresponding increase in
imports from the rest of the world would not do much to relieve the dollar pressure.

Is there, however, no possibility of an increase in the import coefficient of that country,
whereby its imports would increase more rapidly than national income?

The possibility does exist. The persistent attraction of gold toward a principal cyclical
centre is only conceivable theoretically when there is a considerable margin of unemployed
factors of production.

There could be no repetition of the phenomena of the nineteen thirties if the United
States were able to maintain maximum employment and if the rest of the world, thus stimulated
by the principal centre, were able to carry out a similar policy of full utilization of its growing
productive factors.

As explained in connexion with the adverse experience of those years, since there
was unemployment in the United States, the rest of the world could not maintain its import
coefficient with respect to that country without adjusting it to that of the United States with
respect to the rest of the world, as no country can carry a permanent deficit in its balance
of payments. Maximum employment, however, can alter the situation very much, as a brief
reasoning will show.

Let us assume that a relatively high coefficient of the rest of the world, or better still
a coefficient increased by the industrialization of Latin America, causes a sharp rise in the
demand for exports from the United States. Let us further assume that, through the growth
of productive factors, income increases annually by, say, 6,000, of which 4,000 represents
factors employed in the export industry to satisfy the great demand and the remaining 2,000,
industries supplying domestic needs, with an equivalent volume of production.

It is obvious that this volume of 2,000 will be insufficient to satisfy the internal demand
created by the expenditure of the 6,000 income. Demand will then exceed supply, and since
internal factors are fully employed, the deficit of production for internal requirements will have
to be covered by imports.

If the productive factors were not fully employed, the excess of demand over supply
would tend rather to stimulate internal production, and imports, far from rising in proportion
to excess demand, would show only a slight increase, representing that part of the excess
which is barely reflected in a demand for foreign goods, owing to the low import coefficient.
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The nature of this report precludes more detailed development of the argument. It should
be pointed out, however, that for such machinery to function, it is essential that the rest of the
world be able to satisfy the United States’ increased demand for imports, since the process
would otherwise be inflationary. At the same time, the countries increasing their coefficient or
their real income should be assured of sufficient resources to face a temporary disequilibrium
in their balance of payments, pending the reaction of the principal cyclical centre.

10. In short, with full employment at the cyclical centre, any increase in its exports to the rest
of the world, brought about by the action of the latter, would tend to be accompanied by a
corresponding increase in imports (or other payments abroad) and gold would not tend to
concentrate at the centre, to the detriment of the other countries.

It is clear that if this is to be achieved, the centre must not lower its import coefficient.
In any case, what purpose would be served by such a measure if all productive factors are
already fully employed? It is understandable that internal production should be substituted
for imports in order to increase employment when there are unemployed factors. It is also
understandable that, even when there is full employment, a country should avoid the sacrifice,
through foreign competition, of industries supplying domestic consumption to favour those
producing for export, as happened in the case of the British cyclical centre during the nineteenth
century. Where full employment exists, however, it would show a lack of economic sense to
lower the import coefficient generally while at the same time encouraging the development of
certain industries producing for domestic consumption, at the expense of international trade.

Consequently, if nothing should hamper the natural play of economic forces, where there
is full and growing employment at the principal cyclical centre, the way should be clear for the
solution of that fundamental problem which is of such concern to the countries of Latin America
and the rest of the world. The import coefficient of the United States would certainly increase,
even if existing tariffs were left unaltered, and its interdependence with the rest of the world
would be strengthened. Thus it could be demonstrated that, in addition to full employment,
the United States could achieve two other fundamental objectives of its economic policy: the
active promotion of foreign trade and the furthering of Latin American industrialization.

11. Another theoretical consideration closely related to the foregoing questions should be
noted before closing this section. As yet nothing positive has been achieved in the attempt to
explain, with the help of the classical theory, the fluctuations of the balances of payments and
the international movements of gold in the nineteen thirties. Such an attempt could hardly
have been successful, since, as is well known, the classical theory is based on the assumption
of full employment. If this assumption were to take place in reality, the essential soundness
of the classical reasoning regarding gold movements could be proved, allowing, of course,
for the partial modifications which the theory demands. As Lord Keynes pointed out in his
General Theory, with full employment we are safely ensconced in a Ricardian world. The opinion
expressed on this, in his posthumous article published in the Economic Journal, is, therefore,
not surprising: “l find myself moved, not for the first time, to remind contemporary economists
that the classical teaching embodied some permanent truths of great significance, which we
are liable today to overlook because we associate them with other doctrines which we cannot
now accept without much qualification. There are in these matters deep undercurrents at work,
natural forces, one can call them, or even the invisible hand, which are operating towards
equilibrium...”.8 Admittedly, if the classical medicine is to work, it is essential that import
tariffs and export subsidies should not progressively offset its influence. It is for this reason
that one is entitled to draw some provisional comfort from the present mood of the American
Administration and, as | judge it, of the American people also, as embodied in the proposals for

8 Lord Keynes, “The Balance of Payments of the United States”, The Economic Journal, June 1946, pages 185 and 186.
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consideration by an International Conference on Trade and Employment. We have here sincere
and thoroughgoing proposals, advanced on behalf of the United States, expressly directed
towards creating a system which allows the classical medicine to do its work”.

V. CAPITAL FORMATION IN LATIN AMERICA AND THE INFLATIONARY PROCESS

1. The margin of savings depends ultimately upon the progressive increase of labour productivity.
Though the level of productivity achieved by some Latin American countries is such that, by
means of a judicious policy, they would be able to reduce the amount of foreign capital needed
to supplement national savings to moderate proportions, in the majority of them this capital
is admittedly indispensable.

In actual fact, productivity in these countries is very low owing to lack of capital; and
the lack of capital is due to the narrow margin of savings resulting from this low productivity.
The temporary help of foreign capital is necessary if this vicious circle is to be broken without
unduly restricting the present consumption of the masses, which, generally speaking, is very
low. If this capital is effectively used, the increase in productivity will, in time, allow savings to
accumulate which could be substituted for foreign capital in the new investments necessitated
by new technical processes and the growth of the population.

2. Throughout most of Latin America, the characteristic lack of savings is the result, not only
of this narrow margin, but, in many cases, of its improper use. Saving means refraining from
consumption and is thus incompatible with certain types of consumption peculiar to relatively
high income groups.

Great disparities in the distribution of income may be, as they have been in the past,
a factor favourable to the accumulation of capital and technical progress. Although the
influences of that factor in the Latin American countries should not be overlooked, there
are many well-known examples of how such distributive inequalities have fostered types
of consumption peculiar to countries of high productivity. Considerable opportunities
for saving and effectively employing monetary reserves for productive imports are thus
frequently lost.

Itis the increase in productivity that has enabled the United States, and to a lesser degree
other industrial countries, to shorten the working day, raise the real income and standard of
living of the masses, and considerably increase public expenditure, without impeding a huge
accumulation of capital.

It is a well-known fact that fiscal expenditure, which, in the middle of the last century,
formed a relatively small part of national income in the great industrial countries, today represents
a large portion of it. This has become possible only as a result of increased productivity.

The Latin American countries have also followed this general tendency. If, where
productivity is high and the accumulation of capital considerable, the increase in the proportions
of public expenditure is cause for concern, it must be even more so in countries where a
considerable part of the national income must be devoted to saving, since saving is necessary
to attain that increase in productivity without which the aim of raising the standard of living
of the masses would be a mere illusion.

The problem is essentially one of estimating needs. The resources available to satisfy the
enormous individual and collective needs of the Latin American countries are relatively small,
and the possible contribution of foreign capital is also limited. Those needs must therefore be
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evaluated from the standpoint of the aim in view, in order that the limited resources may be
most advantageously distributed. If the aim is to increase the measurable well-being of the
community, the increase of capital per man must take very high priority. There are various types
of public and private investment which are indisputably useful for this purpose, but since they
do notincrease productivity, they cannot bring about the increase in saving necessary for new
investments. On the other hand, those same investments, if put into efficient capital goods,
will immediately increase productivity and so develop a margin of saving which, transformed
into new investments, will give rise to yet further increases in productivity.

For these and many other reasons, the problem of capital formation is of the utmostimportance.

3. The considerable pressure of those individual and collective needs on comparatively scanty
resources usually provokes inflationary processes such as those with which the governments
are now so rightly preoccupied. At the same time there has grown up a belief, not only among
the privileged, but also among those whose only concern is the general welfare, that inflation is
an unavoidable means of forced capitalization where voluntary saving is evidently insufficient.

It is a thesis worthy of careful examination. Since the process is widespread, there is a
wealth of data available for fruitful investigation which will later permit an appreciation of its
value and range. Meanwhile, some comments may contribute to define this problem.

One indisputable fact stands out: the stimulus of monetary expansion has led to a high
level of employment and thereby to a real increase in income. It appears, however, that a large
part of that effect had already been achieved during a phase of moderate credit expansion,
which preceded the acute inflationary process. As that process developed, the increase in
employment and real income became less and less marked, and that of prices more so, with
consequent disturbances in the distribution of total income.

This experience provides both positive and negative lessons.? The positive lesson is
pertinent to the subject since the growth of employment brought about an increase in the
potential margin of savings. The negative lesson is also concerned with it. The exaggeration
of the stimulus necessary for the achievement of maximum employment led internally to
excessive inflationary pressure, which, with the rise in imports consequent upon the resumption
of foreign trade after war-time restrictions, absorbed a large part of the gold and dollars which
had been accumulated.

4. The fragmentary information available raises more than one doubt, as to whether those
reserves have been used in strict accordance with the needs of the economic development of
Latin America. In order to throw light upon those doubts, it would be interesting to discover
to what extent the aforesaid reserves have been used to import the most essential capital
equipment, how far they have been spent on non-essential articles or those related only to
the mode of living of high-income groups, and to what extent they have served to cover the
capital outflow caused by the process of inflation.'?

These different uses of foreign exchange are closely linked with the internal effects of
inflation. The rise in prices, by creating exceptional profits, places in the hands of a comparatively
small group great opportunities for saving, as always happens when income distribution is
altered in such a way. It would be extremely interesting to ascertain to what extent these

9 The possibility of a rational policy of employment of idle or ill-employed resources has been shown by experience. At
one time exports had constituted the chief dynamic factor. After the world crisis, however, they proved insufficient to
fulfil adequately their rate of stimulating development. In the nineteen thirties, the weakness of the external dynamic
factor had already been counteracted in some of the Latin American countries by a policy of internal stimulation. In
order to do so, as was explained elsewhere, it was necessary to reduce the import coefficient. The events of the Second
World War showed how much further this policy could be carried. The war brought about a drastic reduction of the
coefficient, while at the same time increasing the force of the external stimulus.

10 |t is interesting to note that Latin American private deposits in the United States amounted to 729 million dollars, on 30
June 1947.
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opportunities have been translated into collective savings and whether those savings have
been put to the most productive use from the standpoint of the community.

If a large part of the profits arising out of inflation had actually been saved and efficiently
invested, those who expound the foregoing thesis would have a strong point in their favour.
Unfortunately isolated figures do not provide sufficient reliable evidence to justify any
generalization. None the less, the information on Brazil presented by the Joint Brazil-United
States Technical Commission is illuminating. In 1946 the large corporations reinvested 30 to 40
per cent of their profits and distributed the rest among the shareholders. The amount distributed
by all the corporations is believed to have amounted to 12,000 million cruzeiros, of which one
fourth, or barely 3,000 million, represented various forms of saving." Taking the figures as a
whole, only about 50 per cent of total profits would represent direct or indirect investments.

That being so, the proportion consumed would have been considerable. Since, moreover,
the high-income groups have a high import coefficient, it is not surprising that a large part
of the foreign exchange accumulated should have been spent on products not essential to
economic development, as may be inferred from other information from the same source.

There is yet another aspect of the question to be clarified. Assuming that under given
circumstances a certain amount of inflationary expansion is considered the most practical
expedient, in view of the scarcity of savings, there would be ways of best achieving that
purpose, at the same time mitigating the serious consequences of the inflation. The State has
means of stimulating the investment of a large portion of profits and inflationary incomes
through progressive taxation of the part spent and consumed, while lowering the tax or
granting exemption on the part invested; furthermore, through exchange control or taxation,
it can divert the part which tends to be used for imports incompatible with strong economic
growth. Such means may, of course, also serve to increase unproductive public expenditure
instead of savings, to the detriment of an increase in national productivity.

5. Logically, if some groups have benefited considerably from inflation, others must have
suffered. Conclusive studies have not yet been made, but it would seem that there is no
essential difference between inflation today and in the past. The middle class and the fixed-
income groups have generally been those to bear the brunt of the transference of real income
to entrepreneurs and other beneficiaries. The better organized labour unions have through
wage increases managed to overtake, and at times surpass, the price rise, although usually
with a lag. There are not enough reliable data, however, to ascertain to what extent the whole
group has benefited and not merely certain sectors. Nevertheless, it should not be forgotten
that the increase in employment during the first stage of the expansionary process has usually
meant an increase in the real income of the working class family, even when wages have not
been adjusted to rising prices.

All this redistribution of income brought about by inflation, creates in the sectors that
benefit the illusion that the total wealth of the community is increasing, even though real income
ceased to rise to any extent, once the initial stage of moderate expansion was passed. It is an
illusion peculiar to the stage of euphoria and prodigality; during that time capital equipment
is not renewed, as in the case of transport and other public and private investments, and a
large part of the previous increase in monetary reserves is spent in a short while. This means
the consumption of accumulated capital and so must not be mistaken for a real increase in
income. The illusion begins to fade during the second phase —that of increasing tension— and
finally disappears during the third —that of painful readjustment.

The first stage seems to be over in Latin America, and as the second develops, acute
social antagonisms are appearing, which threaten the efficacy of the existing economic system.

" Report of the Joint Brazil-United States Technical Commission, part lIl.
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An atmosphere unfavourable to the smooth development of that system is being created, and
with it certain kinds of governmental intervention and fiscal measures prejudicial to private
initiative and undermining the sense of individual responsibility. Thus the inflation that has
greatly increased the remuneration of the entrepreneur ends by impairing his efficiency
—a factor of vital importance for the growth of the Latin American countries.

6. The State soon takes a substantial share of the entrepreneur’s inflationary gains in the form
of taxes. The increase in public expenditure resulting from that participation will present a
problem no less serious than the others, when inflationary profits disappear and it becomes
necessary to bring State wages and salaries into line with the cost of living, with the obvious
risk that the proportion of national income represented by public expenditure will again rise,
to the detriment of capital formation.

1. Sound conclusions regarding the value of inflation as an instrument for collective saving
can be drawn only after an objective analysis of the above facts and of others arising out of it.
Whatever the final figures, it will have to be admitted that inflation has tended to discourage
typical forms of voluntary saving which had acquired growing importance in some Latin
American countries. Here may be found the source of future savings for industrialization, when
monetary stability can be restored in accordance with the new rules of the game imposed by
new conditions. In short, if the forced savings which accumulate through inflation are furnished
by many sectors of the community whereas the benefits thereof are passed on to favoured
groups only, the question arises whether it is not possible to devise other forms of saving
(either voluntary or collective) by which resources could be better devoted to productive ends,
without the serious social disadvantages of forced saving.

8. Meanwhile an appeal to foreign savings appears inevitable. Unfortunately, in this connexion the
problem inherited from the disastrous experience of the nineteen thirties is still far from solution.

While the default of the debtor is still fresh in the memory of the creditor countries,
there is a tendency both to forget the circumstances in which default occurred and to spread
the mistaken belief that a recurrence of past events could be avoided by the observance of
certain rules of procedure. At the root of this we find the same fundamental problem as was
mentioned in connexion with foreign trade trends. This was pointed out by the United States
Department of Commerce in a study published some years ago.?

In 1929 the United States supplied the rest of the world with 7,400 million dollars in
payment of imports, investments and other items; hence the rest of the world could easily pay
the 900 million due in fixed financial services on capital invested by the United States, apart
from remittances of profits. In 1932, however, the supply of dollars was reduced to 2,400 million,
while the services, had they been paid, would still have amounted to 900 million. The rest of
the world would thus have had barely 1,500 million to cover its imports and other payments
to the United States, as against 6,500 million in 1929.

In the light of these figures, it is not surprising that default was more or less general
throughout Latin America. The few countries that continued to meet their obligations did
so at great sacrifice, at the cost of a severe contraction of their internal economy and to the
detriment of their monetary reserves. It is only natural that, after such an experience, they
should be reluctant to find themselves once more in a position in which they must either fail
to meet their obligations or sacrifice their economy.

Until a solution to the fundamental problem of foreign trade is found, care must be taken
that dollar investments, where they cannot be used to further dollar exports, shall contribute,

12 The United States in the World Economy, Economic Series No. 23, Washington, D.C., 1943, page 6.
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directly or indirectly, to the reduction of imports in that currency, in order to facilitate future
payment of services.

9. From this and other points of view, it would seem imprudent to renew the active flow of
investments of the nineteen twenties without adopting a plan to deal with the series of concrete
problems which arise in this connexion. The existence of international credit institutions could
be a very effective factor in the drafting of such a plan, in which the types of investment best
suited to the development of Latin American economy through their contribution to productivity
and to the development of the necessary capacity for repayment may be considered in co-
operation with the individual countries concerned.

There seems no reason why this plan should not include the field of private investment.
Much is heard about the need for establishing a system of guarantees or regulations in order
to promote it. All this is worthy of further consideration. New measures must, however, be
developed in the light of past experience. There were many other difficulties besides the
fundamental ones of the nineteen thirties, and the abuses on both sides should be fully admitted
in order to prevent a repetition of the evil. In this way, and with effective technical assistance, it
should be possible to develop an investment policy that would be welcomed by all concerned
because of its reciprocal advantages.

VI. THELIMITS OF INDUSTRIALIZATION

1. It is obvious that the economic growth of Latin America depends on the increase of the average
income per inhabitant (which in most countries is extremely low) and on an increase in population.

An increase in the average income per inhabitant could be achieved in only two
ways: first, through an increase in productivity, and second, assuming a certain level of
productivity, through an increase in income per man engaged in primary production, in
relation to the income of the industrial countries which import part of that production.
This readjustment, as already explained, tends to correct the disparity in income brought
about by the way in which the benefits of technical progress are distributed between the
centres and the periphery.

2. We shall now consider the increase in productivity in relation to the existing population.
There are two aspects of the question. On the one hand, the adoption of modern technique
will allow production per man to increase, making labour available to increase production in
the same activities in which it was already employed, or directing it to others. On the other, the
index of productivity will also be raised by the diversion of persons ill-employed in activities
where the very low productivity cannot be increased to any notable extent, to others where
technical progress makes such improvement possible.

Agriculture offers a typical example of the influence of technical progress. In some of its
important branches, technical development has made possible a steady increase in production
with a proportionally lower increase in employment. In other words, agriculture absorbs a
decreasing proportion of the increase in the population of working age, with the result that
industry and other activities have been able to increase their employment more. This is not a
case of diverting, to other work, people already employed, but of offering a different form of
employment to people reaching working age. There have, however, been instances in which
the rapid growth of industry during recent years has brought about an actual transference of
workers, with unfavourable consequences for agriculture.
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Furthermore, the increase in foreign demand for agricultural products alter the great
depression was, in general, relatively slow, by comparison with the rate in previous years.
Taking this fact in conjunction with the consequences mentioned above, it would be difficult
to say what productive activities, other than industry, could have absorbed the increase in
population of the Latin American countries which export such products.

It is quite possible that technical progress in other activities will bring consequences
similar to those just pointed out. That, too, will mean an important source of manpower for
industrial development.

This is not the only possible source. The low level of productivity in industry itself represents
a wastage of manpower which, given the proper use of modern technique, can be employed to
great general advantage in expanding existing industries or in developing new ones.

Finally, there is another possibility which the recent experience of some countries has
shown to be worthy of consideration. The low income level prevailing among the masses has
made it possible for the higher income- groups to enjoy hand-made goods and certain types of
personal services at comparatively low prices. This is due to what we have termed ill-employed
manpower. As productivity in industry increases and real income, per capita, rises, there is
a natural tendency for the ill-employed to move towards industry. However disturbing this
trend may be to some sectors of society, it is the usual way in which the benefits of technical
progress are passed on to all social groups within a country, as the experience of the great
industrial countries has shown. The solution does not lie wholly in an increase in productivity,
however. The social aim of industrialization might well be jeopardized if too large a part of
the increase were to be devoted to increasing consumption or to a premature slackening of
productive effort.

3. It has been emphasized that, to achieve this increase in productivity, capital, per capita,
must be considerably increased and the technique for its effective use acquired. The need is
progressive. In fact, a general increase in wages resulting from greater productivity in industry
gradually spreads to other activities, which are thereby obliged to use more capital, per capita,
in order to achieve the increase in productivity without which they would be unable to pay
higher wages. Thus many activities in which human labour is now more profitable, because
it is cheaper, will tend to become mechanized; the same will happen to a certain degree in
household economy.

It is not possible to estimate, even approximately, the extent of these potential capital
requirements and thus of the resources that will be needed to satisfy them, since even present
capital, per capita, employed in the principal Latin American countries cannot be determined
with any satisfactory degree of accuracy. However, to judge from the needs which have already
arisen during the initial stage of the industrialization process, the resources made available
by exports —at least by dollar exports— do not appear adequate to meet those requirements
after other imports and foreign payments have been met.

As already explained, the possibility must be faced that a reduction in the import
coefficient may be necessary. This may apply to either the general coefficient or the dollar
coefficient and may be brought about by decreasing or eliminating non-essential goods, in
order to allow increased imports of capital goods. A change in the composition of imports
would in any case appear essential to the development of industrialization.

It should be clearly understood what this means. It is merely the adaptation of imports
to the resources made available by exports. If the latter were to rise sufficiently, it would not
be necessary to restrict imports, except as a further means of intensifying industrialization.
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Exports from Latin America, however, are largely dependent on fluctuations in income in
the United States and Europe and on their respective import coefficients for Latin American
products. Consequently they cannot be controlled directly by Latin America, and the situation
can be changed only by the decision of the other countries.

4.1t would be a different matter if Latin America intended to carry industrialization to the point
of directing certain factors away from primary production to industry in order to increase
the output of the latter to the detriment of the former. In other words, if Latin America, being
in a position to maintain exports and imports at a specified level, were deliberately to lower
it, sacrificing part of its exports in order to increase industrial production as a substitute for
imports.

Would there in that case be an increase in productivity? At this point the question
would be defined in classical terms. It would be a matter of discovering whether the increase
in industrial production brought about by the factors diverted from primary production was
or was not greater than the amount of goods formerly obtained in exchange for the exports.
Only if it were greater, could it be said that there was an increase in productivity, from the
standpoint of the community: if it were not, there would be a loss of real income.

This then is one of the most important limits of industrialization, one of a dynamic nature
which might become less restrictive as the economy developed but which should be constantly
borne in mind, however, if the primary objective is to increase the real welfare of the masses.

There is no sign that Latin America is approaching this limit. It is in the initial stage of
the industrialization process and in most cases the manpower available as a result of increased
productivity is still amply sufficient for industrial growth. Moreover, it does not seem that the
countries in which this process of industrialization has reached a more advanced stage have
yet been driven to choose between an actual increase in exports and industrial development.

5. Nevertheless, exports can be sacrificed to an illusory increase in real income long before the
possibilities of intensifying productivity or of utilizing all the manpower available have been exhausted.

An increase in productivity requires a considerable increase in capital, and before this
can be achieved, a long time will elapse and new techniques will appear which may call for
further increases in capital, in addition to that necessitated by the growth of population. At
the same time, savings are scarce. It is necessary, therefore, to use them in such a way as to
obtain the maximum increase in output. However, a mistaken policy could cause deficient use
of these savings, as can be easily demonstrated.

It has been said that technical progress in agriculture and the comparatively slow foreign
demand for its products have, in many cases, allowed industry to absorb a larger part of the
increase in population of working age than agriculture. Let us assume that year after year this
increase in hands is required in agriculture in order to meet rising foreign demands in addition
to the increase in domestic consumption, but that, as a result of various measures, industrial
development is expanded to such an extent that agriculture is deprived of the hands it needs
in order to continue increasing exports.

The reasons why the substitution of industrial production for exports may represent a
loss of real income have already been explained. There would, however, be also another loss.
Land is a very valuable factor of production, which costs nothing.

By comparison with industry, the amount of capital that must be added to it is relatively
small. Consequently, the men who could have worked efficiently in agriculture occasion a
demand for more capital when employed in industry. That increased capital could, however,
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have been put to more productive use if, instead of being diluted in the total annual increase
in population, it had been confined to a part of that increase: the higher capital per man would
have resulted in greater productivity. Hence, the dilution of capital would not have allowed
the increase in productivity that otherwise might have been obtained. Thus to the direct loss
would be added another, which, although less tangible, would be nonetheless real.

Furthermore, if productivity did not increase, there would be less incentive for ill-employed
persons to go into industry, with the result that, instead of manpower being used to the best
advantage, it would be disadvantageously diverted away from highly productive occupations.

This is not a remote possibility, but a danger to which Latin America is continually
exposed and into which it may sometimes have fallen for lack of economic development
programmes with specific aims and clearly defined means to achieve them. Capital is scarce
and it would indeed be deplorable to invest it where it would lessen total productivity rather
than where it could increase it.

It should therefore not be forgotten that the greater the exports from Latin America the
greater may be the rate of its economic development. We should not, however, lose sight of
the possibility that a recrudescence of protectionist policy in countries that import from Latin
America might lead to the replacement of those imports with goods produced locally.

Such a turn of events would be highly regrettable, but should it occur, the only solution
would appear to lie in limiting the growth of imports or even reducing them in absolute terms,
in order to adjust them to exports. In such a contingency, the increase in real per capita
income would be less than it might have been, and it is conceivable that it might decline if the
phenomenon became acute.

6. In this connexion it is necessary to take into consideration one elementary fact. Europe
has lost a large part of its investments in other parts of the world and, from the point of view
of the availability of dollars, cannot be expected, even when the process of reconstruction is
complete, to be in a position to supply dollars to Latin America. On the contrary, it will need
to take great care to balance its own trade. Consequently, even if one individual country were
able for a time to reduce its imports to Europe without perceptible loss in its exports to that
area, it is obvious that Latin America as a whole could not do so.

1. In discussing the increase in capital, per capita, we have implicitly assumed that
industrial establishments would be able to attain a satisfactory size, for which a minimum
of production is required. What is this size in the Latin American countries? The variety of
conditions obtaining in the different countries makes it difficult to generalize in this case,
as in others. Moreover, no systematic study of productivity and its relation to the optimum
size of the establishment and the industry has yet been made in these countries. Depressive
examples are quoted, however, of the subdivision of industry into an excessive number of
inefficient undertakings within one country or of the multiplication of comparatively small
enterprises in countries which, by combining their markets for a number of products, could
reach a higher degree of productivity. The present division of markets, with its consequent
inefficiency, constitutes another limitation of industrial growth, in this case one which could
be overcome by the combined efforts of countries which, by reason of their geographical
position and economic features, would be able to undertake it to their general advantage.

8. It was pointed out at the beginning of this section that there are two ways of increasing real
income. One is through an increase in productivity and the other through a readjustment of
income from primary production, so as to lessen the disparity between it and income of the
great industrial countries.
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The second result can be achieved only in so far as the first is accomplished. As productivity
and the average real income from industry increase in the Latin American countries, wages in
agriculture and primary production in general will have to rise, as they have in other countries.

The effect will be gradual and if there is not some relationship between all the respective
increases in average income of the principal countries exporting primary products, unavoidable
difficulties may arise in readjustments of the kind just mentioned, whether they be internal
or international.

The possibility of gaining ground in this sphere depends also on the ability of Latin
America to maintain the prices of primary products in the cyclical downswing, the point at
which it has frequently lost all or a part of the share of the benefits of technical progress
that the periphery usually receives in the upswing. There is room here for international
economic co-operation.

VII. BASES FOR THE DISCUSSION OF AN ANTI-CYCLICAL POLICY INLATIN AMERICA

1. The cycle is the typical form of economic growth under our present system, and, although
it is a general phenomenon which must be explained by a single theory, it manifests itself in
a different way at the cyclical centres and at the periphery.

Notwithstanding these differences, much has been written about the cycle at the centres,
but very little regarding the periphery. The brief comments which follow are not an attempt to
fill the gap, but an outline of some ideas on anti-cyclical policy which, if accepted in principle,
could constitute a suitable basis for the discussion of the problem. If the discussion is not
to take place on an abstract plane, the particular case of each country must be examined in
order to determine whether its economic structure and existing conditions make those ideas
practicable or whether other ways of dealing with the cycle must be found.

2. The firm intention of the United States Government to follow an anti-cyclical policy is well
known. It does not seem advisable, however, to rely exclusively upon measures taken by the
principal cyclical centre, since in the case of a contraction in that country, firm action on the
part of the peripheral countries could be very opportune. The Latin American countries should,
therefore, prepare to play their part in the common task.

At the centres the policy resulting from this aim attempts to influence the volume
of investments, which are considered the dynamic factor in economic fluctuations. This is
not the case at the periphery. There exports are the dynamic factor, which is not surprising,
since their fluctuations reflect those in income at the centres, which in turn are closely linked
with investment.

It is not, of course, within the power of the periphery to regulate exports in the same
way that the centres propose to regulate investments.'3

Other means must therefore be sought of averting the more serious consequences of
cycles on the internal activity of the Latin American countries. In the first place, the idea that
industrial development will in itself make them less vulnerable to these phenomena should
be dismissed. For this to happen, exports would have to become a very small proportion of
national income. In that case, a country would have already left the periphery and become a

3 This refers to the impossibility of the Latin American countries changing the pattern of export fluctuations by their own
actions, and not to the results that could be achieved through regulating export surpluses, to which reference is made
at the end of this chapter.
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cyclical centre, and though it might thus have lessened its vulnerability to external influences,
it would have developed those inherent characteristics of the system which give rise to the
cyclical fluctuations of the centres.

We are rather of the opinion that industrial development will bring out the consequences
of the cycle more clearly, by accentuating fluctuations in urban employment. In a country that is
essentially agricultural, depressions manifest themselves more in the fall of rural income than
in unemployment; indeed in many Latin American countries during the great world depression,
people who had previously gone to the cities to find work returned to the land. Unemployment
was, so to speak, diluted. This cannot be expected when relatively large industrial masses
are concentrated in the cities: in that case the cyclical unemployment problem would assume
serious social complications.

Does this lead to the conclusion that, from the cyclical point of view, industrialization
has this disadvantage? It might be so if economic activity were left free to operate under its
own forces. If it is not, however, industrial development could be one of the most effective
elements of an anti-cyclical policy.

3. Let us briefly examine the various possibilities: in one of them, perhaps the most wide spread,
an attempt is made to lessen or counteract the effects of export fluctuations on internal activity
by means of a compensatory policy in which investments, chiefly in public works, are made to
vary in adverse ratio to the fluctuation in exports. This policy demands certain conditions. During
the cyclical upswing, tax revenue increases and the market is favourable to the sale of public
bonds. Nevertheless, the State should not only abstain from using these additional resources
to increase public investments, but should restrict them in proportion to the increase in private
employment. Thus, during the upswing, resources would be accumulated in anticipation of
bad times or used to repay bank credit extended during the preceding contraction. At the mere
mention of these requirements the difficulty of fulfilling them is apparent. For the very reason
that the Latin American countries are in full process of development, their investment projects
are always larger than can be carried out with the limited means available. To maintain that,
when those means increase and the opportunity of carrying out such projects presents itself,
the authorities instead of seizing it should accumulate resources for the future, which may be
enjoyed by their successors, would mean making the success of anti-cyclical action depend
on attitudes not always compatible with sound political interest.

There are yet other difficulties, among them the flexibility of plans. Investments must be
alternately increased and restricted according to the cycle, and that is not an easy thing to do.
Moreover, there would have to be a rapid transfer of people from the activities most affected
by the depression to those created by the new public investments. All this, if it does not lead
to the exclusion of the possibility of anti-cyclical action, at least suggests the exploration of
other means more suited to Latin America’s individual characteristics.

4. 1t is important that internal activity should develop at a high level of employment, despite
the cyclical movement of exports. The way in which that movement causes internal activity
to rise and fall is well known. When exports increase, so does internal demand, and with it
employment and income; the rise in income brings about in turn a rise in imports, which thus
tend, although with some lag, to adjust themselves to exports. This is the way the cyclical
upswing develops in Latin America. The opposite occurs in the downswing: the fall of exports
brings about a drop in income and employment, with a consequent reduction of imports.

Let us now assume that in the course of these phenomena, internal activity has reached
its lowest point. Employment has fallen with a corresponding reduction of income from a
maximum of, let us say, 10,000 to a minimum of 7,500. Of this 7,500, twenty per cent, or 1,500,
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is spent on imports required in addition to local production to satisfy the current needs of the
population, and the very low level to which exports were reduced barely suffices to pay for
these imports.

If, in order to increase employment and income to a maximum, a policy of expansion
similar to that recommended in the great centres were followed, there would be an immediate
increase in imports, providing the coefficient had not changed. Thus when income reached
10,000, imports would be at least 2,000, and if exports were maintained at a level close to
1,600, there would ensue a disequilibrium which would reduce monetary reserves to a very
small amount in a relatively short time.

It should be pointed out incidentally that similar difficulties are not likely to occur at
the centre during the downswing, since that is precisely when they receive the inflow of gold
from the peripheral countries.

Without exceptional resources, it would not seem possible, therefore, to develop in
these countries a policy of expansion tending to increase employment, and at the same time
not reduce the import coefficient.

The possibility of doing so is limited by obstacles which vary in importance from one
country to another. Let us assume, for the sake of simplifying the argument, that they have been
overcome and that the coefficient has gradually been reduced from 20 to 15 per cent through
tariff changes. This has enabled employment and income to expand without an increase in
imports above the minimum of 1,500, the level at which exports are also maintained; in other
words maximum employment has been achieved without disturbing the equilibrium of the
balance of payments.

Thus, owing to the reduction of the coefficient, the current needs of the population at
this maximum level of employment can now be satisfied with 500 less in imports. The problem
has therefore been that of producing the difference internally, whether they were finished
consumer goods or the raw materials essential to their manufacture.

Not all consumption, however, can be satisfied by articles of immediate consumption
or of comparatively short duration. As pointed out elsewhere, technical progress in the
great industrial countries has steadily created new needs for durable consumer goods
which must be imported. These goods become indispensable as the standard of living rises.
This does not mean, however, that the importation of such articles cannot be drastically
reduced when the fall in exports hardly allows payment for essential imports. For the very
reason that the goods are durable, it would seem possible to restrict importation of them
to the extent required by the intensity of the downswing, if they have been freely imported
in the preceding upswing.

The same applies to capital goods. If it has been possible to meet requirements during
the upswing, it will be possible to restrict temporarily their import during the downswing. In
this connexion, it should be taken into account that with the reduction of the coefficient for
articles and materials intended directly or indirectly to satisfy current needs, there will be a
greater margin than before for the importation of both durable capital goods and durable
consumer goods.

Finally, there are non-essential goods satisfying current needs, which are imported in
comparatively large quantities in times of prosperity; it is obvious that when foreign exchange
is scarce importation of these can be reduced without serious consequences.

In short, for the purposes of this policy, imports are divided into two categories. One
covers those that cannot be deferred, and includes the articles and materials indispensable for




Economic Commission for Latin America and the Caribbean (ECLAC)

achieving maximum employment with a minimum of exports and at the same time ensuring
the satisfaction of current needs. The other includes imports of durable consumer or capital
goods which are by nature deferable, as well as unessential goods for current consumption.

Let us now continue with our example. The policy adopted had succeeded in bringing
about maximum employment, but meanwhile exports had again increased under the influence
of a new upswing. At the same time, the demand of primary products which had also fallen to
its cyclical minimum, rose again in proportion to the rise in income caused by the increase in
the value of exports. It is evident that where there is maximum employment, this increase in
demand will inevitably cause a corresponding increase in imports. Prices will also rise, with
a consequent increase in the profits of entrepreneurs, which in turn increases their demand
and, through it, imports.

Consequently the increase in income that ordinarily results from a rise in exports above
the cyclical minimum will soon be transformed, in one way or another, into an increase in
imports, without affecting the level of internal employment.

5. It must be remembered that the readjustment of the coefficient does not mean a reduction in
imports. They will he of the same magnitude whether or not this anti-cyclical policy is followed,
since they depend ultimately on exports and foreign investments. To reach the goal desired,
it is only necessary to alter their composition.

In other words, this change is as follows. When exports are at the cyclical minimum, a
peripheral country can pay for only a comparatively small quantity of imports. That quantity
is not sufficient to cover the imports required to maintain maximum employment. Hence it
is necessary to change the composition of imports and, with it, the structure and volume of
internal production, in order to satisfy the current needs of the population while maintaining
maximum employment.

While exports remain at their minimum level, only goods essential for maintaining
employment and current consumption can be imported. When, however, exports again
increase with the upswing, the time will have come for the importation of the additional goods
necessitated by the increase in demand.

Thus, while the imports essential to the satisfaction of the current needs of the population
will follow the relatively slow rate of the organic growth of the country, deferable imports will
remain subject to the fluctuation in exports.

6. When it was explained above that a reduction in the coefficient of imports for current
consumption was indispensable for the carrying out of an anti-cyclical policy, reference was
made to the obstacles which would have to be overcome. These obstacles are of various types.

In the first place, the substitution of internal production for imports usually requires
the raising of tariffs, owing to the higher cost of internal production. From this point of view,
there would be a loss in real income, but on the other hand, the loss in income resulting from
cyclical fluctuations in employment is usually very great. It is very probable that in most cases
the collective gain from employment stability is much greater than the loss resulting from the
higher cost of internal production. It is conceivable, however, that the precariousness of natural
resources and the inefficiency of workers or management might be such that the loss through
increased costs would absorb an excessively large part of the increase in real income gained
through greater employment. The seriousness of this difficulty cannot be denied.

At the same time, the substitution of internal production for imports requires the
importation of capital goods, and consequently the necessity of saving during the process of
reducing the coefficient. Even if saving could be achieved internally, to import the capital goods
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it would be necessary to reduce still further the coefficient of imports for current consumption,
thus bringing about a further rise in the cost of living. Therein lies the second obstacle, one
which could doubtless be partly removed with the co-operation of international financial
institutions, which would thus be able to show that their anti-cyclical measures, while aiding
the peripheral countries, also help to maintain the demand for capital goods at the centres.
Finally, an anti-cyclical policy of this kind might require transfers of productive factors that
are not always easily carried out. However, as explained in another chapter, these difficulties
could be lessened to a large extent by the increase of the population of working age and by
the better utilization of the ill-employed.

1. In Latin America, the lowest point on the curve of exports and foreign investments has been
rising in succeeding cycles. This does not mean, however, that they may not fall to a level
lower than in the preceding cycle; the phenomenon is unusual, but has been known to occur,
as, for instance, during the great world depression. If it should happen again, a high level of
employment could be maintained only to the extent to which monetary reserves were sufficient
to cover the excess of essential import over minimum exports or in so far as the international
lending agencies were able to achieve their anti-cyclical purpose.'

8. The need for reducing imports of durable goods during the cyclical .downswing has already
been pointed out. Is exchange control indispensable to achieve this? As has been seen, the
increase in demand for such goods is chiefly the result of new income from increased exports;
hence if there is no undue increase in that demand as a result of credit expansion, there will
be no need for restrictions, unless there should be a sharp drop in export prices in the cyclical
downswing. Restrictive measures would be necessary only if the expansion were very great,
or if minimum exports fell below the level of essential imports and there were no extraordinary
resources to pay for them.

In such a case, the alternatives are clear: either to reduce even more the coefficient
for essential imports, the increase in protective tariffs implied placing an additional burden
on the consumers, or deliberately to restrict imports of deferable articles by means of
exchange control.

Itis easy to picture a country where a marked propensity to import non-essential articles
might be incompatible with the high level of imports of capital goods needed for intensive
economic development. Exchange control could then be an effective instrument of selection,
without precluding other measures.

For such special cases, one can envisage simple measures of control by which the
distribution of import permits would be left to the free play of supply and demand, within the
limits of the amount of exchange to be made available for such imports.

On the other hand, it is obvious that if a country were to embark on a very easy credit
policy, it would be compelled to choose between devaluation or a system of exchange control
which, while masking that devaluation, diverts it with an inflationary influence towards internal
activity. An effective instrument of anti-cyclical policy would then become an instrument
of inflationary policy. Actually, all measures of monetary policy may equally well be put to
good or bad use. There would not even be the excuse of unemployment since, as maximum
employment would have been already achieved, there would be no valid reason to continue
the credit expansion.

9. Mention has already been made of the extreme case in which the cyclical minimum of
exports is insufficient to cover essential imports. This is where monetary reserves can fulfil
their specific function. It is therefore an appropriate point at which to examine the matter.

4 In this connexion, see the remarks of Dr. Hermann Max in Significado de un Plan Marshall para América Latina.
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Reserves increase in the upswing and, in the downswing, lose a large part of that
increase; the greater the previous credit expansion, the greater the loss incurred. This is easily
comprehensible if it is remembered that in the peripheral countries imports generally lag
behind exports. This, and the similar movement of other items in the balance of payments,
causes receipts to exceed payments during the upswing, with a consequent inflow of gold and
foreign exchange, while, in the downswing, the opposite occurs.

The theoretical explanation of this interesting process can be briefly recalled. The gold
and foreign exchange that flowed in during the upswing tend to flow out again through the
circulatory movement of the corresponding income. The foreign exchange that flows in as a
result of an increase in exports, for instance, is closely related to an equivalent increase in
income; this increase in income circulates internally and is transformed into other increases in
income; but in each stage of this circulatory process part of the increase becomes an additional
demand for imports, so that the original amount is progressively reduced. Thus the inflowing
foreign exchange tends to flow out again. The time lag before it flows out depends, among
other things, on the magnitude of the import coefficient and other liability items.

Other things being equal, the higher this coefficient, the sooner will exchange flow out.

It should not be surprising that the outflow of foreign exchange from the Latin American
countries is imperceptible during the cyclical upswings, since the new exchange then flowing
in exceeds, in the international accounts of a country, the exchange that flows out, and there
is a net gold balance in favour of the country. In the downswing, when exports and other asset
items decrease, the outflowing foreign exchange exceeds the inflowing, and monetary reserves
thus lose part of the gold gained before.

At the end of each cycle there is thus a net increase in gold which represents the share
of the country in the world distribution of new monetary metal production. The netincrease is
comparatively small and depends in the long run on the rate of economic growth of the country
and on its coefficient of imports and other liability items in relation to the rest of the world.

If the coefficients do not change, the country which has a higher rate of increase than
most will tend to lose a part of the net increase in gold which it would otherwise have had; the
more marked the difference in the rates of growth throughout cyclical fluctuations, the greater
will be the loss in the net increase of gold.

It could well happen that the gold added, in course of time, to the monetary reserves of
a country would not be sufficient to offset the consequences of a reduction in exports during
an unusually deep depression. Clearly a reduction in the total import coefficient would help
to retain a greater amount of gold in periods of prosperity, and the country would be better
able to face such an eventuality.

Additional monetary reserves could also be built up by means of savings; in so far as
savings are not invested, a part of income in circulation is not transformed into imports and
consequently does not give rise to an outflow of gold. The quantity of gold retained is equal
to that of savings. This could be achieved, for instance, if the central bank were to issue bonds
during the upswing and cancel the corresponding amount of money, which would again be put
into circulation in the downswing; there would be an additional reserve equivalent to the money
cancelled which, together with the existing reserves and the share in the world distribution of
gold, could relieve monetary pressure if minimum exports should not be sufficient to cover
essential imports.

We realize that the building up of additional reserves by means of savings is not a
very attractive solution to countries that need to import large quantities of capital goods. It
is clear, however, that if a country were able to obtain international credit during a period of
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acute depression, it could use more gold during the upswing to import capital goods instead
of retaining it as envisaged above. Such a possibility is, in fact, conceivable if a general anti-
cyclical programme could be drawn up for the periphery whereby a country which had followed
a sound policy could rely upon sufficient co-operation on the part of international institutions
during the downswing.

It is very understandable that while an inflationary process was developing at the
principal centre, it was not considered advisable to aggravate it by granting international
credit in excess of that required for the urgent needs of Europe. If, however, there were to be a
contraction, the case would be different, and it would be the right moment to adopt a general
anti-cyclical policy without the contradictions that would result from unilateral action by each
one of the Latin American countries.

10. International action need not be limited to the field of credit. There are other effective
ways of combating depression in the peripheral countries. There has been much discussion
of the possibility of purchasing the surpluses of primary production. It is well known that in
the downswing agricultural production falls far less than that of industry. It is in the interest
of both the centres and the periphery that it should not decline very much, since that would
delay the recovery of the centres. It follows that a judicious policy of purchasing surpluses
could be highly beneficial; the reduction in imports of primary producer countries would be
less, in so far as the cyclical fall in exports could be checked and, consequently, the reduction
of demand in the industrial countries would also be smaller.

This regulatory measure would have another advantage. The prevention of an unduly
large drop in the prices of primary products through such purchases would help to keep the
relation between those of primary and finished products from continually turning against the
peripheral countries in the way described earlier.

11. The aforementioned tendency of agricultural production to decline far less than that of
industry, or to decline hardly at all, was taken into consideration earlier, when the bases for a
discussion of an anti-cyclical policy were outlined. It was then assumed that the reduction of
exports would cause a decline in income in primary production, but no reference was made
to the possibility of rural unemployment. The downswing is reflected in a drop in prices rather
than in a contraction of production, but as rural profits fall with the prices, so likewise do
investments in agriculture, thus causing a certain amount of unemployment.

Though, for the reasons given at the beginning of this chapter, a general compensatory
policy is not deemed practicable, this does not mean that there is no need for partial compensatory
measures. Even with the effective application of an anti-cyclical policy fluctuation in some types
of investments is inevitable. In fact, we have seen that an increase in the profits of entrepreneurs
causes an increase in theirimports of capital goods. The new equipment, however, calls for the
construction of buildings and other improvements that absorb manpower during the upswing
and releases it in the downswing, just as happens in the case of rural investments.

This is not an insurmountable obstacle. One of the specific advantages of not being
obliged to follow a compensatory policy of public works and general investment is that of being
able to plan steady development in accordance with the growing needs of the country and the
amount of savings that can be used to satisfy them. The total amount of construction can thus
increase from year to year without the acute fluctuations entailed by a compensatory policy.
Partial readjustments would fit into this progressive development very well. For instance,
mortgage loans for private construction could be reduced during the upswing, in order to
make available manpower for industrial construction, and during the downswing additional
loans could be granted for construction and rural investments in general.
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12. The ideas expressed in this chapter are far from constituting a programme of anti-cyclical
policy. They are intended only to present the main aspects of the problem and to arouse
discussion, while at the same time pointing out certain differences between cyclical behaviour
at the centres and at the periphery which oblige the Latin American countries to work out their
own programme.

Moreover, the exposition of the principal problems relating to the economic development
of Latin America would not have been complete without a consideration of anti-cyclical policy.
Itis an indispensable complement of a long-term economic development policy. As mentioned
before, industry will bring out the vulnerability of the periphery to the fluctuations of the centre.
Itis not enough to increase productivity and thus absorb unemployed or ill-employed factors.
Once productive employment has been achieved, steps must be taken to prevent a return of
unemployment as a result of cyclical fluctuations.

The two policies are compatible, however, not only as regards their ultimate aim, but
also the means of achieving them. Both require a readjustment of the import coefficient. The
anti-cyclical policy calls for it so that a country may continue to satisfy its current needs and to
maintain maximum employment in spite of fluctuating exports. The industries and activities
which satisfy those needs are precisely those which the Latin American countries can establish
with least difficulty, thanks to a market which expands as the rise in productivity increases
consumption. If a country could achieve this objective, it would be in a position to endure
bad times without detriment to current consumption and employment. It is not necessary
for this purpose to force the creation of capital goods industries. If it could be accomplished
by a high level of industrial development, technical skill and the accumulation of savings, it
would certainly be an encouraging proof of maturity. There is no sound economic reason for
setting up capital goods industries, however, since there is still ample room for increasing the
productivity of those producing for current consumption.

From the standpoint of economic development, the maximum rise in the standard of
living depends on productivity and this in turn depends to a great extent on the most efficient
machines. At the same time, itis in durable consumer goods that technical progress continually
offers new or improved articles. It would seem advisable, therefore, to import such articles as
can be paid for by means of exports or, in the case of capital goods, by foreign investments,
within a general programme of economic development.

Moreover, from the anti-cyclical viewpoint, the consequences of export fluctuations
could be diverted to fall entirely upon the importation of these imports.

All these are general considerations, which, by their very nature, cannot be applied to
particular cases. A country might undertake the establishment of durable goods industries
during the initial stage of its industrial development for special reasons, which would have to
be carefully analysed.

Here, as in many other cases, our knowledge of the economic structure of the Latin
American countries, their cyclical form of growth and their possibilities is limited. If a scientifically
impartial investigation of such questions could be carried out and the training encouraged of
economists capable of grasping new economic phenomena, foreseeing the problems involved
and co-operating in the search for solutions, a service of incalculable value would be rendered
to the economic development of Latin America.
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. ANEW STAGE IN THE SPREAD OF TECHNICAL PROGRESS

The spread of technical progress from the countries where it had its source to the rest of
the world has, from the point of view of each generation, been relatively slow and irregular.
During the long period which elapsed between the industrial revolution and the First World
War, the new methods of production in which technique has constantly found its expression
have reached only a small proportion of the world’s population.

The movement began in the United Kingdom, continued in varying degrees of intensity
in Europe, received an extraordinary impulse in the United States and finally reached Japan,
which strove to rapidly assimilate Western methods of production. Thus the great industrial
centres of the world grew up, while the vast and heterogeneous peripheral areas of the new
system shared only to a slight extent in the improvement of productivity.

In these peripheral areas, technical progress only affected small sectors of the vast
population, as it usually only penetrated where it was needed to produce foodstuffs and raw
materials at low cost for delivery to the great industrial centres.

If this economic pattern which the world had developed before the First World War
could have been considered the ideal system of the division of labour, any departure from
its principles would, of course, have had to be considered as a deviation from the economy’s
normal way of functioning. However, there could be no sound, scientific reason for believing
that this was a final pattern. All that happened in that period was that the world economy passed
through a singularly important stage in its growth, but in spite of the significance of its effects,
it could hardly be called a final stage since, to a certain extent, it had left untouched the vast
peripheral area with its enormous potential capacity for assimilating technical progress so as
to raise the very inadequate standard of living of the great masses of its population.

Carefully considered, the economic development of the peripheral countries is one more
stage in the world-wide spread of the new forms of productive technique, or, if preferred, in
the organic development of world economy. A few early signs of this new stage had already
appeared in the primary producer countries before the First World War. But it was the war, with
the consequent difficulties of maintaining imports, which revealed the industrial possibilities of
those countries, while the great economic depression of the 1930’s strengthened the conviction
that those possibilities had to be used in order to offset, by means of internal development,
the manifest failure of the external incentive which until then had stimulated Latin American
economy; this conviction was confirmed during the Second World War, when Latin American
industry, with all its improvisations and difficulties, nevertheless became a source of employment
and of consumption for a large and increasing part of the population.

Latin America has, therefore, entered a new stage in the world-wide spread of technique,
though technical methods are still far from having been assimilated completely in primary
production, for, as explained above, new production methods tend to be adopted in activities
connected in one way or another with the exportation of foodstuffs and raw materials rather than
in other activities. In the performance of this function as a primary producer which is actually
the function of Latin America, there was from the beginning a strict selection of aptitudes. Vast
regions were coupled to the world economic system while others, no less large and generally
more densely populated ones, up to the present time, remained outside the system. Hence
development was very uneven. New and fertile lands, which became accessible during the
second half of the last century through the development of transport, acquired human material,
technique and capital with which to undertake agricultural and mineral production to satisfy the
ever-growing European demand, whereas the impressive process of the extension of capitalist
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technique and economy by-passed other lands which had been cultivated for ages and which
had supported their populations for centuries but which suffered from a low level of productivity
or difficulties of access. Thus in Latin America there remain extensive regions, with relatively
large populations, in which the methods of working the land, and consequently the standard
of living of the people, are essentially pre-capitalist. Accordingly, economic development in
these countries requires first and foremost technical progress in agriculture and other related
activities, including means of communication.

Experience has repeatedly shown, however, that as modern technique increases
productivity, a surplus of labour, no longer needed by agriculture, is created. It then becomes
the task of industry and other activities to absorb this labour productively. Hence agricultural
improvement and industrial development are two aspects of the problem of economic
development. One need only consider the large number of people engaged in agriculture in
Latin America, with the exception of a few countries, to realize the magnitude of this problem
and the vast effort which will be necessary to solve it.

Through the force of circumstances, with the spread of technical progress an increasing
proportion of the economically active population of Latin America, as part of the peripheral
area, will be diverted from agriculture towards industry and other urban occupations. Yet, that
would not constitute a full solution unless certain pre-capitalist or semi-capitalist methods
of production (still used by a large part of the population) were to evolve towards methods
characterized by a high level of capitalization per man and high productivity. Though this is
indeed very important, the problem of the economic development of Latin America cannot
be limited to these terms, for to do so would be to ignore other fundamental aspects. This is
not surprising, for though there are certain common denominators in the appearance of the
problem in the different countries, there are also specific differences which must be considered
lest unwarranted generalizations are arrived at.

Il.  THE SPREAD OF TECHNICAL PROGRESS AND THE TERMS OF TRADE

1. Dynamic significance of the deterioration of the terms of trade

In the preceding chapter, we sought to show that the improvement in the terms of trade of the great
industrial countries, with the corresponding deterioration in the periphery, has been one of the
principal factors responsible for the decrease of the import coefficient of the former. We have also
pointed out the adverse influence of this phenomenon on the import capacity of Latin America, which
had just reached a point in its economic development where imports tended to increase constantly.

This relationship between the import coefficients of the great industrial countries and
the terms of trade is no more than the statement of a fact, whatever interpretation one may
wish to place on it. It is, however, a fact which is of the greatest importance to Latin America.
One is therefore justified in devoting the present chapter to a theoretical examination of that
fact, with a view not only to a better understanding of its nature but also in order to clear away
some common doubts and confusion.

This is all the more necessary since we are dealing with a phenomenon which is closely
related to the way in which technical progress is spread throughout the world. From the
outset, we have stated that it is not possible to understand the problems connected with Latin
America’s economic development without first investigating this process and its consequences.
One of these consequences, without a doubt, is the constant tendency of the terms of trade
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to deteriorate. This phenomenon is purely dynamic and we hope to prove that, ultimately, it
can be explained by the relative slowness of the world’s industrial development to absorb the
real or potential surplus of population gainfully employed in primary occupations. Technical
progress, as we have seen, tends to decrease the amount of labour engaged in primary
production. However, this decrease has been extremely slight over the years. In the meantime,
new productive techniques are evolved which make further readjustments necessary in the
distribution of employed population.

Thus there is a relative abundance of potential labour in primary occupations, tending
constantly to exert pressure upon wages and the prices of primary products and preventing
the periphery from sharing with the industrial centres the advantages of the technical progress
attained by the latter. Furthermore, the periphery is unable to retain a part of the benefits of
its own technical progress.

2. Significance of the price relations hetween primary and industrial goods

From the outset one must be careful not to attribute to this statement implications which
can only be understood later. Therefore, a short explanatory note will be useful before
going more deeply into the subject. If prices reflected only decreasing costs resulting
from technical progress, then prices of manufactured goods should fall more than those
of primary goods, since as is generally recognized, the increment of productivity is greater
in the former than in the latter. The price relation would thus seem to swing in favour
of primary production, and its index or that of its equivalent, that is, the index of the
terms of trade, would consequently rise from say 100 to 150, if the terms of trade fell, thus
indicating that the same amount of primary products as before could purchase 50 per cent
more manufactured goods. Primary producers would then be able to share equally with
the manufacturers the profits derived from technical progress, as they would be able to
purchase larger amounts of higher quality goods. If despite the greater decline in the cost
of manufactured goods, the index of the price relation were to remain at 100, it would mean
that producers of manufactured goods would have retained for themselves the advantages
of greater quantity and higher quality of manufactured goods. Should the index fall below
100, then not only would primary producers not have received any share from increased
industrial productivity but they would have been unable to retain for themselves the full
profits of their own technical progress, since they would have surrendered a part of it to the
manufacturers. This does not mean that primary producers are worse off than they were
before. Everything depends on the degree of increased productivity reached and the extent
to which it is transferred to industrial manufacturers. If the index falls to 80, for instance,
primary producers will be able to obtain 20 per cent less manufactured goods than they
did before, for the same amount of primary goods. However, if to obtain that same amount
they need work only half as long as before, one hour’s labour would now allow them to
purchase 60 per cent more manufactured goods, instead of 100 per cent more, as would
have been the case had they received the full benefits of their own technical progress; or
an even greater quantity had they been able to share in the benefits of technical progress
achieved in the industrial sector, should such progress be greater than that achieved in
the field of primary production.!

The indices given in the preceding chapter seem to indicate that in the past seventy-five
years something of this sort has occurred; that is to say, if, as is likely, technical progress in
primary production at the periphery had been less than that of industry at the centre, then the

1 For a fuller analysis of this phenomenon, see “The economic development of Latin America and its principal problems”
(E/CN.12/89), page 2.
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periphery will have transferred to the centre part of the benefits of its own technical progress.
Unfortunately, due to the lack of data concerning the increment of productivity in primary
production it is not possible to ascertain the extent of such benefits and what part of them
has remained in the primary producer countries. We will return to this aspect of the question
later. Meanwhile, we shall try to explain the causes of this phenomenon which is so vital in
the economic development of Latin America.

3. The real or potential surplus of gainfully employed population and the terms of trade

We have already stated that a surplus of labour generally exists in primary production and
that this excess exerts an unfavourable pressure on primary wages and costs. This tendency
derives, on the one hand, from the relatively large increase of population in the regions of
primary production and on the other, from technical progress, which reduces the number of
persons required to obtain the same quantity of products. The absorption of such a surplus
in fact becomes the task of industry and the occupations directly or indirectly depending on
the development of industry.

The surplus may either be real or potential, that is to say, it may already have become
a reality through the application of new techniques in primary production or occur when
new methods are introduced either spontaneously or as a consequence of industry’s labour
requirements which, by drawing labour from primary production, cause wages to rise and
forces an improvement in methods of production. This latter case seems to have occurred
frequently in the United States, where industrial areas attract population from the peripheral
zones of primary production in the country. A real surplus of gainfully employed population
could also occur if technical progress in primary production was not accompanied by either
prior or simultaneous development of industry and its related occupations, in which case
neither would then be capable of absorbing the excess labour as it arises.

In either case, if the gainfully employed population were perfectly mobile and did not
show reluctance or deliberate opposition to migration, and if the rapid development of industry
and its related occupations could immediately absorb the aforesaid real or potential excess of
gainfully employed, then there would be a marked tendency towards a levelling of primary and
industrial wages, even making allowance for differences in skill. Both would benefit from the
general increment to productivity if instead of wages rising with the increase of productivity,
prices fell together with costs.

However, an examination of the situation in the world as a whole shows that both
industry and its related occupations have developed relatively slowly, so that absorption of
the real or potential surplus of gainfully employed population in primary production has been
considerable in the great industrial countries; but the process is only just beginning in Latin
America and the rest of the periphery.

The large countries, given the present structure of the world’s economy, limit the process
to their own population. Within their frontiers, industry and its associated activities do not
develop in such a manner as to absorb the population of the periphery, so that the peripheral
countries have no means of absorbing the surplus of their gainfully employed population except
by developing their own industrial activity. It is not possible for them to employ this surplus
in expanding primary production since the distribution of the population is not arbitrary but
depends on productive technique, as has been pointed out in chapter .

Consequently, the relatively slow spread of technical progress has weighed more heavily
than the factors which tend to distribute its benefits over the world, and the periphery not
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only has been generally unable to share with the industrial centres in the advantages derived
from the technical progress in these centres but has even been compelled to cede to them a
part of the benefits deriving from its own progress, due to the insistent pressure of the real or
potential surplus of gainfully employed population.

4.  Degree to which benefits of technical progress are transferred

The magnitude of this cession by the periphery to the centre of a part of the benefits derived
from technical progress in primary production is not uniform. On the contrary, the intensity of
the movement varies in proportion to the strength of two opposing forces. On the one hand,
we have the growth of primary production and, on the other, the demand for primary goods
in the industrial centres. Should the latter increase more than the former, the amount ceded
decreases; and the centres might even transfer to the periphery a part of the benefits of their
technical progress, a phenomenon which would become manifest in the improvement, for
the periphery, of the terms of reciprocal trade. However, if demand in the industrial centres
increases relatively less than primary production, or is slow to recuperate its powers after an
acute depression, the price relation will deteriorate for the periphery, and the degree of its
transfer to the centre will increase in inverse ratio to the proportional or absolute weakening
of the dynamic industrial factor.

There is, in fact, a dynamic element in industry which is not found to a comparable
extent in primary production. The latter, as its name would imply, covers the initial phases
of the productive process, while industry accounts for subsequent stages. Because of this
relative position of the two activities, the increase in industrial activity stimulates primary
production, but the latter has not the power to generate industrial production. When industrial
entrepreneurs, stimulated by the normal economic forces, or by extraordinary factors in
times of a war, undertake to increase production, demand for primary products increases;
as profits are consequently greater, entrepreneurs in the periphery seek to increase primary
production. The spontaneous increase of the latter, on the other hand, does not cause a similar
rise in industrial demand which would be capable of absorbing that increase, as can easily
be seen from the following example. Let us assume, exaggerating the proportions to simplify
matters, that in a total selling price of 1,000 units for a finished product, 500 correspond to the
periphery and the rest represents values added during the various stages of the productive
process corresponding to industrial sectors. Let it further be assumed that the periphery of its
own initiative intends to increase its production by 10 per cent, giving its productive factors
an added income of 50. To simplify even further, let it be assumed that this increase of income
is entirely absorbed by the consumption of finished goods from the centre. It is clear that the
demand for such goods will only increase by 5 per cent at most, whereas primary production
will have increased by 10 per cent. There would, therefore, be no increase of industrial demand
sufficient to absorb the increased primary production and the latter’s terms of trade would
deteriorate. In actual fact, the share of primary production in the value of finished goods is
less than that given in our example and the increase in income is not absorbed entirely and
immediately by the consumption of finished goods. In reality, the periphery’s influence on the
centre would be weaker and the consequent disequilibrium would be correspondingly greater.

The foregoing affords us a better understanding of the effects of increased production in
the periphery deriving from either increased population or from improved technical progress,
and shows that if such an increase of production is not accompanied by an equivalent increase
in the demand for primary goods in the industrial centres, the position of the periphery is
weakened and it cannot resist the pressure of factors which tend to take from it the benefits
of its own productivity.
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5. Dynamic importance of industrial growth

From our remarks concerning the dynamic significance of industrial development, it may be
seen that this development affects manufacturing in two ways: first, by what we have called
demand from the centre —this covers both raw materials for industry and foodstuffs required
by the centre— and secondly, by the absorption of surplus manpower from primary production.
Let us now look at this second point.

It has been shown that the centres absorb their own surpluses but not that of the periphery.
However, they may have an indirect influence on the number of the gainfully employed in the
periphery, through the demand for primary products. If industry and other activities at the
centre develop to such an extent that they not only absorb the surplus manpower of their own
primary production, but also the population which that production requires in order to meet
the increased industrial demand, then the centres would tend to import from the periphery a
greater proportion of primary goods to meet the increase of their own requirements. In this
way the periphery would obtain relief from the pressure of its surplus population and at the
same time the tendency of the price relation to worsen would be checked.

Phenomena of this nature must have occurred in the development of those countries
which have now become great industrial centres. But there are other, better known and perhaps
more important ways in which industrial development has functioned as a dynamic factor,
absorbing surplus population from primary production. It is a well known fact that when the
Industrial Revolution was in full swing in the nineteenth century, the European population
increased considerably. An increasingly large part of this population was absorbed by industry
and other related occupations developing at the time, and the rest was engaged in primary
production not only at the centre, but also in the new overseas countries which technical
progress in transport had thrown open to international economy, especially in the latter half
of the century. Large numbers began to emigrate from the older regions of primary production
in Europe (which were gradually becoming more and more industrialized) to the newer areas
which had become either complements or substitutes in the production of primary goods. If
we look at the phenomenon as a whole, however, we perceive that the proportion of persons
gainfully employed in primary production tended to decrease whereas that in industry and
related economic activities tended to increase. Nevertheless, the decrease was not sufficient
to avoid a relative drop in primary prices.

Productivity in the new lands was higher per capita than in the older regions, and
progress in transport enabled goods from the former to reach the European markets easily and
cheaply. It is possible that this increase in production, probably greater than that of demand
at the centre, greatly influenced the deterioration of the terms of trade which occurred after
the seventies of the last century and continued until the First World War.

Then, as now, the growth of industry probably did not have sufficient impetus to prevent
the terms of trade from turning against the periphery. If industry and related occupations at
the centres had absorbed the population employed in primary production more efficiently,
emigration toward new countries would have been less and consequently they would have
had fewer people available to increase primary production; thus primary production would
have been in a more favourable position vis-a-vis demand from the centre.

A good deal of this will remain conjectural until further research has been undertaken. Nor
should we forget that, in the case of some primary goods at least, the increase of productivity
indirectly attained when the new countries were opened to world trade by technical progress
in transport, may possibly have been greater than that attained by certain industrial sectors.
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This would not, of course, invalidate the analysis contained in this chapter since, if a part of
the benefits of technical progress in primary production in the periphery is transferred to the
industrial centres, both when the increase of productivity in primary occupations is greater
than in industry and when the increase is less, the reason is probably that the real or potential
surplus of gainfully employed population engaged in primary production exerts a persistent
pressure on wages and prices.

Not all the countries then opened up to the international economy were predominantly
exploited by immigrant labour from the older regions of Europe. In the Latin American countries
with old settled populations that had come to live there before or after the Spanish Conquest,
there is more than ample potential labour to work the land, whether in agriculture or mining.
For this and other reasons, these countries do not attract immigrants from Europe, or at least
not to the same extent as other countries. This fact cannot be overlooked in a study of the
variations in the terms of trade of the various primary products, according to the latter’s peculiar
nature, the type of production and the degree of technical progress. Yet we must disregard itin
this summary explanation, which for the moment has no other purpose than to clarify certain
fundamental ideas for a better understanding of the problem of terms of trade.

The period during which the new lands were opened up on a large scale in Latin America
may be taken as ending somewhere between the First World War and the Great Depression.
There are remarkable contrasts between this period and those following. During the latter the
deterioration of the terms of trade was much more pronounced than before, since the marked
deterioration during the First World War was followed by that caused by the depression. There
is not only a transfer to the centre of the benefits accruing from technical progress in transport
and other activities which made possible the better utilization of the increased productivity of
the new lands, but also a transfer of part of the increase in productivity directly obtained from
improved technical methods of exploitation, or perhaps the whole of the increase and more,
as may even have occurred in some cases.

Exports, which in the previous period had generally increased more than the population,
continued increasing but at a slower rate than the population; the serious consequences of
this fact in conjunction with the adverse trend in the terms of trade have been pointed out
in the preceding chapter. In addition, income from land, expressed in a constant monetary
term, decreased instead of increasing. All these circumstances combine to place an entirely
different complexion on the economic development of Latin America compared with the earlier
development of other countries.

The dynamic element of the large centres no longer functions as it did during the
decade of the Great Depression and, in primary production the surplus population is distinctly
noticeable; an imperative need is felt to supply the deficiency of that traditional dynamic factor
by means of a new one springing from the growth of domestic industry. The extension of
technical progress in Latin America thus enters a new stage.

6. Land rent and wages in the development of the periphery

In this first analysis of the terms of trade, it can be stated that in Latin America the export
industries to which these terms relate have, as a general rule, kept wages at a fairly low level
compared with wages at the centres, even in cases where there has been an appreciable
increase of productivity. We should not forget, however, that there have always been marked
differences from country to country and that in recent times, increases have been achieved
where the organization of labour and other favourable factors made them possible, as will
be shown in another chapter. A number of factors account for such differences between the
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wage levels, among these the extent to which the industrial development of each country has
progressively absorbed the surplus population and tended to raise wages relatively when
competitive conditions in the international sphere allowed.

The fact that wages have remained at comparatively low levels during the primary
development of the Latin American periphery, does not mean that technical progress has not
been able to increase other sources of income considerably. In those areas which are opened
up to agricultural or mining exploitation, a sharp increase has occurred in land rent, whereby
the value of the land itself, previously worth little or practically nothing, was greatly enhanced.
The rent of the economically new lands is, in the last analysis, the expression of their greater
productivity as compared with the older lands. Technical progress in transport is largely
responsible for this increase of land rent. A part of the benefits derived from this progress
remains in the hands of the landowners, whilst another part flows into the industrial centres,
by means of a relative lowering of prices.

The social and economic repercussions of this fact are indeed vast, as increasing returns
from the soil impart a very special form to the penetration of capitalist technique in the export
industries of the peripheral countries.

The relatively low level of wages in primary production was therefore compatible with
the high increase in land rent, to the advantage of certain social classes.

Thus we find considerable sources of income springing up during the primary
development of certain countries in which more advanced forms of economic development
may later thrive, whereas in other countries, even though land rent also greatly increases, an
appreciable part of the increase flows into the industrial centres, especially in the development
of certain mining enterprises.

1. Terms of trade in this new stage of extension of technical progress

It was shown in the first chapter that technical progress had been predominant in Latin
America’s primary export activities, though with varying intensity. There is still much
room for technical improvement in these occupations. But if present economic conditions
continue, it is possible that these improvements would not guarantee the permanent
raising of the wage levels. On the contrary, wages might even be lowered and a large
part of the profits derived from technical progress lost, if the surplus population created
by these very improvements cannot simultaneously be absorbed into industry and its
associated occupations.

Still, the periphery is immense and the population which will have to be absorbed by its
industry and associated occupations as modern technique expands is also large. If a country
determined to raise its wage levels by increasing the productivity of its export occupations and
absorbing into industry the surplus of gainfully employed population accruing there from, it
might be seriously hindered by other countries, also engaged in improving their techniques,
but making no effort to raise the very low level of their wages.

This might be the case for areas which are at present engaged in a process of primary
development similar to that which occurred about the middle of the last century in the Latin
American periphery. In these areas there is no industrial development to absorb the surplus
population and this lack may contribute to the maintenance of low wage levels. This is one of
Latin America’s most serious problems, especially owing to its influence on the phenomenon
described above, which occurs in the terms of trade of certain outstanding products.
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The same thing does not occur in the case of primary production for domestic consumption
in these same countries where, in general, little technical progress has been introduced, as
compared with export industries. It is obvious that if the surplus of gainfully employed cannot
be absorbed there, prices will drop as productivity rises, to the advantage of other social
groups. But in this case the phenomenon can be counteracted by the development of industry
and its related occupations, ensuring that primary producers obtain all the benefits deriving
from technical progress without interference from competitor countries.

Nevertheless, even in the case where the benefits of technical progress in export
industries flow abroad, a net increase of income would be possible by employing in industry
and its associated occupations the surplus of labour created by technical progress in primary
production. In other words, despite the possible deterioration of the terms of trade, the peripheral
countries can obtain for themselves the full benefits accruing from technical progress in
primary production for the domestic market, as well as from technical progress in industry, as
applied to the surplus gainfully employed population. But it is obvious that the net increase in
income will be proportionately greater in accordance with the country’s ability to counteract
the tendency of the terms of trade to worsen.

8.  Another form of transfer of henefits of technical progress

At the beginning of the present chapter we cautioned against any indication, without further
study, to attribute to the terms of trade any implication other than a mere statement of fact.
The preceding analysis now permits us to study such implications, beginning with those which
seem unacceptable.

In the first place, let us take the ethical implications. The fact that the centres tend to
retain the benefits derived from their own technical progress does not mean that they are taking
possession of something that does not rightfully belong to them. From the ethical standpoint,
there might be more than one justification for this procedure. However, this point is irrelevant
to this report. Our purpose is rather to point out that this method of taking possession of those
benefits was not envisaged in doctrines of great influence on certain currents of economic
thought. According to them the benefits accruing from technical progress should flow equally
to the whole community in the form of lower prices or increased incomes. This is what has,
in point of fact, generally taken place; but only in the industrial centres where the benefits of
their technical progress remained. The same theories furthermore assumed absolute mobility
of factors and products, and the abstract world of this assumption is substantially different
from the one in which we live. It would, therefore, be necessary to revise the theory ab initio
before applying it to the study of problems of economic development in the periphery. If the
world division of labour had been effected according to this theory the distribution of economic
activities throughout the world would perhaps have been very different from what it is today
and the problems presented by the differences in the rate of increase of productivity and
income, which so profoundly affect the world economy would not have assumed their present
proportions. The difficulties would have been of another kind, perhaps far more serious than
those with which we are now faced.

This same difference between the abstract world of absolute mobility and of levelling
tendencies, on the one hand, and the complex reality of the present economic organization, on
the other, makes easy comparison impossible between results which, in given circumstances,
would correspond to that theory and those which are, in fact, observed.

It might be argued that, if the centres did not retain the benefits of their own technical
progress, every peripheral country would be able to attain far higher terms of trade than at
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present and its income level would approach that of the centres. But it might similarly be
contended that the peripheral countries derive a lower income than that of the centres from
their export industries, because their productivity is lower. According to the above-mentioned
theory no country, region or industry could maintain itself in a state of absolute mobility of
the factors of production if its technique were inferior to that of other countries, regions or
industries, since it would no longer be able to export and its factors of production would be
transferred to other countries, or else to other regions or industries in that same country.

Furthermore, according to the same theory, if the benefits derived from technical
progress flow from one party to another, similarly benefits derived from great productivity in
the latter must flow towards the former. There is reciprocity in this movement and in no case
could the transfer be a premium on inefficiency in production.

Since the theory must not be applied only in part, we will do no more than keep it in
mind as an aid to understanding the differences between the facts and its assumptions, in
order to acquire wider knowledge of actual conditions.

9. Conclusions drawn from the preceding analysis

The foregoing leads to a first conclusion. The theory as outlined above assumes reciprocity of
transfer whereas, in fact, such reciprocity does not appear to exist. Given the dynamic changes
which are constantly taking place in the world economy, the slight mobility of the factors of
production and the slow development of such occupations as can absorb the surplus of gainfully
employed persons, the periphery tends to transfer a part of the benefits accruing from its
technical progress to the centres whilst these latter retain their own benefits for themselves.
The more the periphery seeks to increase its productivity, thus aggravating the surplus of
its gainfully employed persons, the more intense will be the transfer, other things remaining
equal. Therefore, in order to raise the income level in primary production in Latin America it
is not sufficient merely to increase productivity; it is also necessary to absorb the surplus of
gainfully employed persons in expanding industry and allied occupations.

There is also a second conclusion to be drawn in relation to the economies of developing
industry. The argument demonstrates, with unimpeachable logic, the economic advantages to
be derived from a natural division of international labour, given perfect mobility of the factors
of production. It is evident that, if a country obtains all the advantages of technical progress
achieved by other countries and in return affords them the advantages of its own productivity,
it will not obtain any additional advantage if, by means of protective measures, it engages
in the production of goods already produced by others. On the contrary, it can be proved
decisively that economic losses will follow. However, if there is not absolute mobility of the
factors of production from country to country, the development of industry may contribute to
bring incomes in the primary producer countries up to the level of industrial countries. In so
far as this occurs there will be a net profit for the primary producer.

Nevertheless, in order that this levelling may take place, it would be necessary for other
competitor countries in primary production not to force competition in their own favour by
lowering wages. That is precisely the great difficulty facing the periphery, as has been indicated
elsewhere in this chapter. But there is another source of net profit which is less problematic,
since industry and its allied occupations add a net increase to incomes previously earned when
employing the surplus population formerly gainfully employed in primary production and
dislodged there from by technical progress. This increase will be proportionately greater as the
productivity of the new industries reaches that of those industries in the countries which are
more advanced technically and it represents a net profit even though productivity be inferior.
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Consequently, owing to the lack of international mobility of the factors of production we have
to measure economic advantage in development of the periphery, by standards different from
those possibly suggested by the above theory.

The third conclusion relates to the way of extending technical progress. In the theoretical
argument we have been examining, the fact that a group of occupations increases productivity
presupposes that the resultant lowering of prices will immediately benefit all other activities,
creating an additional margin of income available to increase demand or savings. But in fact, if
prices do not fall in the large centres as productivity increases and income rises, then greater
demand and savings capacity will be developed only in the centres. This would mean that the
peripheral countries have, on the one hand, remained unaffected by such advantages while,
on the other, they are faced with the problem of assimilating an advanced industrial technique
which requires extensive development of both demand and savings. But this point will be dealt
with in another chapter.

To sum up, the discrepancy between the theoretic argument based upon absolute
mobility of productive factors and the realities of economic experience is so significant for the
theory of economic development in Latin America in particular, and the periphery in general,
that we shall have to overhaul our theories thoroughly. A revision of this nature, being based
upon premises closer to reality, will help us to state, on sound premises, the essential lines of
a policy of economic development.

10. The economic cycle and fluctuation of terms of trade

In reviewing the theory, from the point of view of the development of the periphery, the study
of the economic cycle must be given special consideration. Even though the low mobility of
the factors of production as technical progress spreads suffices to explain the great differences
between incomes at the centre and those of the periphery, these differences are created
precisely during the cyclical movement. In other words, the cycle has, in fact, been the mode of
growth of the capitalist economy. These phenomena are of great interest to the Latin American
countries, and hence we shall consider some of them in concluding this chapter.

Itis a well-known fact that, during the cycle, prices move in favour of primary products
during the upswing but, during the downswing, generally tend to fall more than they had
previously risen. Thus, as the price level falls during each depression more than it had risen
during the preceding period of prosperity, we find that over a number of cycles, there is a
continuous tendency for the terms of trade to worsen, as has been shown above.

These periodic falls in the price relations are the result of the way in which, in cyclical
downswings, the benefits of technical progress are transferred from entrepreneurs to
their social groups. During the upswing, despite increased productivity, prices rise and the
profits of the entrepreneurs rise concurrently. If increased productivity brought immediate
improvements to wages and salaries, these would have to rise more than prices. This does
not usually occur during the upswing, when prices frequently rise more than wages so that
the benefits accruing from technical progress remain in the hands of the entrepreneurs. ltis
during the cyclical downswing that these benefits are transferred to wages, which decrease
less than prices, thus establishing a more favourable relation for wages; and greater advantage
is taken of this as a new phase of prosperity absorbs the unemployment which marks the
cyclical downswing.

In other words, during the depression, wages lose only a part of the benefits obtained
during the period of prosperity and thus can reap the benefits of technical progress. Naturally,
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the whole of the benefits does not go into wages. The State has been taking an increasing
proportion of the benefits derived from technical progress and so has been able to widen the
scope of its activities. Other social classes also take their share, to a greater or lesser extent,
and, furthermore, as competition between entrepreneurs is limited, these are left with a greater
share than they would otherwise have had. However, we are not concerned with the distribution
of benefits in the centres but rather in the sum of the respective increments of productivity
which remains there, as compared with that remaining in the periphery.

Let us assume that after a period of depression, the net increment to income at the
centres is equivalent to the increase of production obtained by greater productivity. It is
evident that if the full benefits remain in the centres, the periphery will obtain no share at all.
Now let us assume that the net increase in income at the centre is greater than the increase of
production there; this would mean that the periphery must have transferred part of its increased
productivity to the centre and even part of the real income which it formerly enjoyed.

The question now arises: What are the forces which allow the industrial centres to exert
such pressure on the periphery, retaining the profits of their own technical progress or even
taking possession of part of the benefits accruing to the periphery?

To answer this question, let us recall some observations made in a previous document
regarding certain manifestations of cyclical phenomena at the centres and in the periphery.2
During the cyclical upswing, demand for finished goods in the centres is greater than supply.
There exists, therefore, an excess demand increasing profits for the entrepreneurs and giving
rise to other phenomena; these phenomena in which the periphery plays an important part,
eventually transform this excess into shortage and so lead to the cyclical downswing, wherein
demand becomes less than the aggregate supply price of finished production. As the value of
the aggregate supply, swollen by the higher profits of earlier stages in the productive process,
cannot be easily reduced by lowering prices, stocks of finished goods temporarily unsaleable
at those various stages are accumulated.

Then a series of reactions follows which tend to lower the aggregate supply price until
demand once again begins to absorb current production.

This way of decreasing the aggregate supply price of finished goods is of great importance
to the periphery. In fact, this price, as mentioned before, was augmented at the centres by
the addition of profits. However, some of these were converted into increases in wages and
other forms of income. For the sake of brevity, and to avoid entering upon any unnecessary
complexities, we will refer merely to the increase of wages, this being the more significant
phenomenon.

If the aforesaid decrease in the supply price were affected in proportion to increases
of profits and wages, which had previously raised that price, one would simply return to the
point of departure, and both the centres and the periphery would share equally in the benefits
of technical progress, whatever their amount in either place.

However, this is not the case, owing to the mechanism of the cyclical downswing and
the nature of the forces affecting it. The accumulation of surplus stocks causes the sellers of
finished goods to scale down their demand for the goods of their immediate suppliers; these
in turn scale down their requirements of the goods of their suppliers, and so on to the stage
of the entrepreneurs of primary production in the periphery. In each of these stages, through
which the cyclical downswing is transmitted, employment and profits decrease.

It is a recognized fact, however, that at the centres there is great resistance to any
lowering of wages, despite unemployment, and in some sectors to the reduction of profits.

2 “The economic development of Latin America and its principal problems”, op. cit.
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This constitutes an obstacle to the lowering of the part of the aggregate supply price accounted
for by the centres and when it cannot take place to the extent necessary to bring it nearer
into line with aggregate demand, surplus stocks will continue to accumulate. It then follows
that the greater the volume of these surplus stocks, the greater the need to curtail production
and therefore, the demand for primary products, and the greater the fall in the price of these
primary products.

In the periphery, lower prices for primary goods naturally mean lower profits and
adverse pressure on wages in communities in which labour organizations, where they exist,
are far less powerful than in the cyclical centres.

The greater part of production costs corresponding to the stages completed in the
industrial centres is made up of the wages paid at those stages. Therefore, the fact that wages
suffer a relatively small decrease means inevitably that it is for the periphery to reduce the
aggregate supply price, so that the greater the wage increase during the cyclical upswing and
the more rigid wages become during the downswing, the greater will be the pressure exerted
by the centres on the periphery, through the reduction of their demand for primary goods and
the consequent lowering of the price of these goods.

This occurs, other factors which influence the intensity and duration of the cyclical
downswing remaining equal. For instance, if during the upswing, only a relatively small part
of the profits has flowed into wages, the fact that during the downswing profits may become
inelastic would have even more serious consequences than the rigidity of wages, since the former,
during the depression, are the most important source of hoarding, to the detriment of demand.

Having made this qualification, let us continue the analysis. If, on the one hand, at the
centres we have this relationship between the net increase in wages and their resistance to
decline, and, on the other hand, we have the intensity of the pressure exerted by the centre on
the periphery, it is not difficult to understand that if the net increase of wages is greater than
that of productivity, in accordance with a previous assumption, then pressure on the periphery
will be so great that the lowering of prices will take from the periphery an ever-increasing
share of the benefits of its own technical progress, or even more, as has been shown above.

How far does experience show that the periphery can resist this pressure? There
have been cases in which large stocks of primary products have been accumulated in the
periphery in preference to selling at prices considered too low. But when the periphery resists
the constriction of its own supply price, the total supply price of finished goods at the centre
does not fall sufficiently to eliminate the difference between it and demand. Hence stocks of
finished goods as well as of those being manufactured continue to accumulate and there is a
steeper decline in the demand for primary products.

Though this explanation is fairly general and each individual case would have to be
examined separately, the Great Depression of the 1930’s showed clearly that the pressure on
the primary producer countries can be so great as to compel them to devalue their currency in
order to be able to adapt themselves to the fall in prices imposed by the decrease in demand
at the cyclical centres. In this way, the whole population is affected by the consequences of a
readjustment which would otherwise be catastrophic for those who derive their income from
primary production.

It would not be admissible to generalize this inference and argue that the chronic tendency
towards monetary depreciation, recorded in the annals of some of the Latin American countries,
can be attributed to the peculiar manner in which this reduction in selling prices occurs during
the cyclical depressions. But neither would it be reasonable to suggest that financial upheaval
and the resulting inflation are exclusively to blame for that phenomenon, without admitting
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the influence of the pressure which is automatically brought to bear on the periphery during
the cyclical downswing. The whole problem offers a most interesting field for study.

It is evident that if there had been notable increases of productivity in the periphery,
this area would have been better prepared to withstand the effects of such pressure by
surrendering to the centres the benefits recently acquired through increased productivity. But
if there were no such advantages, the periphery would find itself compelled to surrender a
part of the benefits acquired in the previous phase of development. This is precisely one of the
reasons why the world economic crisis affected Latin America and other peripheral countries
so seriously. Depressions prior to the First World War had been shorter and far less intense.
One must go back to the seventies of the last century to find as long a depression, though
less intense. However, the downswing of the seventies coincided with a period during which
Latin America was rapidly increasing its indirect productivity, by incorporating new areas into
international productive activity, as we said earlier. There was, therefore, a wider margin of
benefits derived from technical progress in the periphery to be shared with the centres.

Here we have another case where the course of events subsequent to the world economic
crisis, when contrasted with those leading up to it, offers us a better vantage point from which
to analyse the problem of economic development in Latin America. Yet this is not the only
important comparison, as was shown in the preceding chapter.

lll. CONTRASTS AND DIFFERENCES IN THE PROCESS OF ECONOMIC DEVELOPMENT

1. High degree of capitalization and low level of income

We have defined the economic development of Latin America as a new stage in the world-
wide extension of the capitalist technique of production. To a certain extent, we are now
witnessing a process similar to that which took place in the nineteenth century, when
countries which today are great centres began their industrial development. The phenomena
are not, however, identical, for conditions of the international economy which now prevail
are, as has already been shown, very different from those which obtained then; the later
phenomena present unique characteristics which had no cause to develop in the earlier
centres, at least not in so manifest a form. We shall consider this aspect of the problem in
the present chapter.

These peculiar characteristics are, in fact, the expression of the contrast between the very
advanced stage of capitalist development in the great centres and the pre- or semi-capitalist
state of a considerable part of Latin America.?

Contrasts of this type are due to the long time which has elapsed since the Industrial
Revolution. They could not have arisen at the beginning of the process, since conditions
in the countries which followed the example of industrialization set by Great Britain were
very similar to conditions obtaining in the latter country. At that time, capitalist technique
was only beginning to develop and the British national income had hardly increased.
Furthermore, all these countries founded their new-born industry on the solid historic
base of an artisan class.

3 Of course, many intermediary stages occur in Latin America in the industrial sectors which, so far as productivity
is concerned, are closer to the great centres than to other Latin American sectors where production is primary and
productivity extremely low. Therefore, in examining the concrete facts we must keep in mind the different stages of
evolution in Latin America.
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Industrial progress since then has been very great and consequently has widened the
gap between the highly developed centres and the peripheral countries, in which modern
technique generally has only been introduced into export activities. In the more highly developed
countries, productive technique requires a high capital investment per man employed. However,
the gradual increase in productivity brought about by this technique enabled these countries to
attain a high level of per capitaincome, so that they could affect the savings required to create
the needed capital. On the other hand, savings are low in the majority of the Latin American
countries because of the low income level. When the great modem industrial centres were in
a position comparable to that of present-day peripheral areas, and the per capitaincome in
these centres was relatively low, productive technique also required only a relatively small
capital investment per man. Careful study shows that savings are neither great nor small of
themselves, but only in relation to the density of capital, determined by technical progress.
In this sense, savings in Latin America are, on the whole, very small in comparison with the
requirements of modern technique. Certainly in the early stages of the Industrial Revolution of
the great centres, voluntary savings were not very great either, but neither did technique at that
time require the large capital coefficient per man needed nowadays. Technical improvements
were only brought into use as increases in productivity, income and savings made them
economically possible and practical. In other words, one must go back several decades, if not
a whole century, to find per capita incomes equivalent to those generally obtaining in Latin
American countries nowadays.

In that period capitalist technique was still in the first stages of its development, whereas
now it manifests itself in a high degree of capitalization, not easily within the reach of the scanty
savings that can be put aside out of the low incomes prevalent in Latin America. It follows,
therefore, that the later modern technique is introduced into a peripheral country, the sharper
will be the contrast between its low total income and the large amount of capital necessary
to increase this income rapidly; so that, had similar contrasts appeared in the development of
the great centres, they would have been less sharp than those observed now.*

Consequently, countries which have recently begun their industrial development
have, on the one hand, the advantage of finding a degree of technique in the great centres
which required time and sacrifice to acquire; but on the other hand, they encounter all the
disadvantages inherent in lagging behind in the course of evolution.

2. Low incomes and insufficient demand

Another important consequence of the disparity between the degree of growth of income
and that of productive technique is the low level of demand which generally characterizes the
greater part of the Latin American populations, despite their numerical size. Not only does
lack of capital or of skill in managing it stand in the way of the adoption of advanced methods
of technique but, in addition, low demand makes it impossible to reap the benefits of mass
production. Industrial development in the great centres cannot have been hindered by limitations
of this kind. There, the originally low income coincided with production on a correspondingly
small scale. This scale grew in time, as greater productivity raised incomes and, with them,
demand, which in turn absorbed the larger, better and more varied production.

The situation is very different in the countries which are now adopting modern industrial
technique. Here demand is low because productivity is low; this is so because weak demand
in its turn impedes, along with other factors, the utilization of more advanced technique.

4 Situations similar in this and other respects may have occurred in the economic history of Japan; it would be very
interesting to compare them with conditions in Latin America.
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Nevertheless, in large industrial countries, such as the United States for instance, there
are regions which began to industrialize at a comparatively late stage in their development. One
may ask if they, too, faced the problem of low demand, as does the Latin American periphery. The
answer is not without interest since it shows us another of the consequences of the distribution of
the benefits of technical progress. It is a known fact that the great mobility of labour in the United
States tends to make all income rise as productivity increases, so that income rises not only in
those occupations where technical progress is greatest, but also in those where it is low or non-
existent. The increase of income is, therefore, a general phenomenon which occurs in all sectors of
the country, as envisaged by the classical theorists. When productivity is increased in the industrial
areas, for instance, the resultant increase of income is extended to others and, therefore, the
capacity to increase demand develops not only in those areas but spreads throughout the whole
country and the whole economy. The same may be said of the capacity to save, and as both these
capacities are essential elements of industrial development, it is not surprising that industry has
not remained within the limits of its original areas but rather has gradually extended in different
directions. If the original areas had been able to retain all the benefits of technical progress, there
would have arisen a growing disparity between the income and consuming and saving capacity
of those areas and the corresponding factors of the periphery; and the latter would probably have
been faced with problems similar to those arising today in the international periphery.

3. Technical progress and unemployment

Itis also a well-known fact that one of the greatest spurs to technical progress in agriculture and
other forms of primary production in the United States has been the increase in wages deriving
from constantly increasing industrial productivity. The development of manufacturing and
other similar activities, as has been said before, absorbed a growing portion of the increasing
population, compelling primary production constantly to improve its technical methods.
Thus technical progress in agriculture was to a great extent the consequence of industrial
development. Agriculture in Latin America also requires considerable technical progress if
it is to raise the standard of living of the masses. But if this meant that industry was going to
suffer, we would be faced with another phenomenon which did not occur in the development
of the great industrial centres. There, industry furnished the stimulus for technical progress
in agriculture, as has just been indicated, whereas in Latin America progress would spring
from agriculture itself. It is not difficult to foresee the consequences of this in the hypothesis
under consideration if the unemployed workers from the land are not absorbed by industry
and other occupations, as they are in the centres. The unemployment caused by technical
progress would prevent the raising of wages, and might even lower them, and the benefits of
such progress would be lost in a fall in agriculture relatively to other prices, for reasons which
we need not repeat in view of the explanations contained in chapter Ill.

These unfavourable influences on employment and wages have often led to reactions
adverse to technical progress in the development of the great industrial countries. Nevertheless,
this same technical progress, by requiring increasing capital investments, develops in these
countries a powerful factor of absorption of unemployed workers through development of
capital goods industries. Thus we see that technical progress creates unemployment but at
the same time tends to reabsorb the displaced workers by means of increased investments.
Such was the function spontaneously discharged by investments in the development of the
industrial centres, at least until the world crisis.

The element of expansion, the effects of which are felt in all sectors of the economic
activity of the great centres, is lacking in the peripheral countries; consequently their exports
are not sufficiently great to offer gainful employment to those unemployed as a result of
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technical improvements. It is not surprising, therefore, that the fear of unemployment is
ever present, and that it sometimes takes the form of stubborn hostility to the use of more
advanced capital equipment, the immediate consequence of which is to reduce the labour
requirements of primary and industrial production. The absence of this spontaneous element
of development does, in fact, lead to extraordinary conditions. In the periphery, technical
progress is accompanied by unemployment as in the great centres, but the demand for capital
goods inherent in such progress does not operate, in the former as in the latter countries, since
there are no capital industries. Consequently, this demand, instead of being reflected in the
economy of the developing country, transfers its effects to the industrial centres where such
goods are produced. If these centres do not compensate for this demand for their products
by means of a corresponding increase of their imports from the Latin American countries, the
unemployment caused by technical progress will persist unless it can be countered by a policy
of economic development. This is another of the fundamental differences in the various ways
in which economic development affects the centres and the periphery.

4. Available capital and the extent of its utilization

The problem is more involved than would at first appear and certainly deserves more careful
study. In nearly all the Latin American countries there are frequent examples of production
employing antiquated machinery, already obsolete in other countries where it has been replaced
by other and more productive machinery. If this modern machinery could be introduced
into important sections of primary and industrial production and transport in Latin America,
increased productivity would cause the formation of an additional surplus of labour. The
employment of this surplus would require a capital investment per man equal to that obtaining
in the modernized sections, making allowances of course, for the difference in the nature of
the occupation. The same requirements would prevail if technical progress were similarly to
be extended to all the economic sectors. At this point a very serious problem arises. Would
there be sufficient capital for the thorough equipment of all the sectors? If there were not, and
the capital available were only sufficient to allow of an investment per man much smaller than
the desired figure, how could the existing capital best be applied in order to obtain the greatest
net increase of production, that is to say, of the real total income?

A problem of this nature could not have arisen in identical terms in the great industrial
countries by reason of the continuity of their development, as we shall now try to show.
It is recognized that modern equipment which requires a greater capital outlay per man is
only economical when the total amount paid in interest and amortization is less than the
amount whereby the new equipment reduces other costs. For brevity’s sake, let us say the
amount whereby it reduces labour costs. The progressive rise in wages was perhaps the
most important factor in establishing the economic advantage of increasing the capital
investment per man by successive technical improvements. Once the new capital outlay had
been absorbed, and because of the new level of wages, it would not have been economic
for a new undertaking to make lower capital outlays since these would have resulted in a
lower wage level.

On the other hand, as the mobility of the factors of production extends wage increases
to other occupations, it seems inconceivable that, in the long run, certain industries should
raise the capital investment per man considerably by making use of increasingly modernized
equipment, whilst others continue to operate with a relatively lower capital outlay. The greater
the mobility of the factors of production, the more closely will the development of the different
types of economic activity be correlated with capital outlay per man employed.
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5. Optimum use of capital in the periphery

When we look at the relative development of an industrial centre and of a peripheral country
we find that the same does not hold true. The fact that, at the centre, new capital outlay is more
economical because the additional saving in labour more than compensates for the corresponding
cost of amortization and interest does not mean that the same would occur in a peripheral country
where wages are lower and where equipment must be imported from the centre. In the centre, the
cost of the machinery is determined by wage levels similar to those of the labour saved, while in
a country where wages are lower than those at the centre, the total saving will be proportionately
less. In other words, the peripheral country imports capital equipment manufactured at high
wage rates in order to obtain a lowering of costs computed in low wage rates.

Furthermore, the relative abundance of savings at the centres enables them to obtain
the amounts necessary to achieve a high density of capital per man without putting too great
a strain on the interest rate. In countries where savings are scarce, an increase in the density of
capital would cause a considerable rise in the interest rates. Thus in the peripheral countries,
the cost of capital rises more than at the centres, as the density of capital per man increases,
while at the same time the reduction in the cost of labour is less, on account of the lower wage
level.® Therefore it appears that the optimum combination of labour and capital equipment
in the less developed countries requires a lower density of capital per man than in the highly
developed industrial countries; the greater the differences between the respective wage and
interest levels, the lower should be the degree of capital density, other factors remaining equal.
We will not consider these here in order not to complicate the problem further.

The foregoing analysis enables us to answer our earlier queries. Let us take a country
where the average optimum density of capital is half that of a developed industrial centre; this
average is obtained by the combination of the optimum densities in the various industries and
occupations, densities which differ more or less from their counterparts in the centre according
to their individual characteristics.

According to common theoretical beliefs, in each of the optimum densities the last
increase of capital in any investment should lead to a marginal increase of production equivalent
to that of outlays in other economic sectors and also equal to the cost of the amortization and
interest corresponding to the capital increase. If the density of capital is increased further and
goes beyond the optimum, its cost will be higher than the new increases of production and
hence would not be economical. Thus, to go beyond the optimum degree in a given industry,
in order to reach the optimum level obtaining in the centres, would not be to the good of the
general economy, since there would be an excess of capital in industry and a shortage of it in
other occupations; consequently, the total production would be lower than could be obtained
by means of an optimum distribution of capital. These then, are more of the characteristic
differences between economic development in the periphery and at the centres which, though
of considerable influence, have not yet been studied with the attention they deserve.

6. Distortion in the optimum combinations

This simple theoretical presentation does not by itself throw enough light on the realities of
the Latin American problem. The factors affecting the optimum arrangement are hidden or
distorted by others, among which inflation is perhaps the most important.

5 When inflation occurs, the collective cost to the people rises in proportion to the amount of forced savings imposed

upon the population.
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In order to understand this aspect of the situation, let us analyse a very simple example.
Let us assume the case of an industry in which new capital investments are required in order to
meet growing demand. Our entrepreneur is faced with two alternatives, both of which would
enable him to obtain the same additional increment of production. One solution requires him
to employ 3,000 labourers and invest a capital of 6 million units. The other means employing
only 2,400 labourers but requires the investment of 18 million units. In either case he must
have recourse to the market to obtain his capital. The annual wage per labourer amounts to
2,000 units and amortization and interest amount to 10 per cent. The second solution means
the utilization of an extra 12 million units of capital, which exactly equals the saving on labour.
Therefore, both alternatives represent equal production costs and, consequently, equal profits.
However, since the entrepreneur must obtain his capital from the market, in the favourable event
that he can obtain the larger amount required at the same rate of interest, he will nevertheless
prefer the first alternative, since with a debt which is only one-third of the other he can obtain
the same production and identical profits.

The situation would be very different if the same entrepreneur had previously obtained
high profits through inflation or if imports of the goods he manufactured had been restricted
either on account of currency shortages or for some other reason. If the profits accruing to the
entrepreneur were sufficient to cover the amount required by the second solution, he might well
adoptit, since besides obtaining profits equivalent to those deriving from the first alternative, it
would represent a profitable investment for his surplus capital and he could retain for himself
the interest and amortization which otherwise he would have to pay to a third party.

It is true that in this case the entrepreneur could combine it with the first alternative,
using the surplus profits in making interest-bearing loans, but he would hardly wish to be a
creditor at the height of an inflation and would therefore probably adopt the second alternative.

If there are other industries equally accessible and yielding greater profits, it is obvious
that the entrepreneur will prefer to invest his capital in them. However, he will probably be faced
with situations similar to the one described above; and in this eventuality he would probably
again be inclined to an over-investment of capital.

Could there, however, be over-investment of capital if this phenomenon occurred, not
just in certain industries, but generally in the whole range of economic activity? Could not a
general increase of productivity be obtained in this way, approaching that of the great industrial
countries, which would make it possible to raise the wage level and so justify a greater density
of capital investment per man? It is precisely this which it is difficult to foresee in Latin America
for the following reasons.

In the first place, inflation and import restrictions do not affect all occupations equally.
Profits are therefore not strictly proportionate to the real increase of productivity obtained
by the latest capital investments, but to the extent to which this and other factors affect each
occupation, so that investments do not correspond to a rigid concept of productivity essential
to the optimum distribution of available capital. Thus investments are made which yield greater
profits and for which ipso facto greater amounts of capital become available. This undoubtedly
creates a propitious field for over-investment, with an artificially high density of capital. On the
other hand, there are occupations which, because they were not protected by restrictions on
imports or inflationary deviations of demand, yield much lower profits and, though a larger
investment in these might lead to greater productivity, the incentive and the resources available
are, in this case, much smaller than in the preceding example. In the same way, there are very
important activities, such as transport, for instance, which because they do not share in the
high profits accruing from inflation, so far from attracting new capital, actually lost capital.
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Hence the increase in the density of capital in certain occupations does not necessarily
mean a general increase in all of them approaching the optimum density of capital of the
larger countries. It signifies rather a definite distortion in the series of optimum combinations
suitable for a developing country.

1. Over-capitalization and the terms of trade

On the other hand, most of the Latin American countries, as mentioned before, are contending
with the serious problem of supplying an adequate density of capital to the mass of the
population which is still in a pre- or semi-capitalistic state. This is an essential factor and hence
we are inclined to ask if productivity would not be stepped up more by a national distribution of
capital among the sectors where productivity could be considerably increased, rather than by
concentrating the density of capital in certain activities which are over-stimulated by inflation
and restrictions.

Again, in the extreme supposition that it were socially possible and advisable to create
the necessary savings by means of inflation, the enormous amount of capital needed in these
countries to increase its density rapidly would create insoluble problems of foreign transfer.

Most of the capital goods must be imported, and no matter how much domestic
consumption is restricted and the population compelled to save, the foreign exchange deriving
from exports would soon be insufficient to cover the demand for capital goods, as well as other
essential imports. The monetary aspect of the problem of expansion and capitalization need
not concern us here. It will suffice to note other characteristics which occur in the development
of the Latin American countries. This should serve as another reminder not to examine these
problems as if they were similar to those which occur in different types of development.

There are two obstacles in the way of the formation of capital, which have just been
indicated: the domestic accumulation of sufficient savings, and the limited capacity of exports to
pay, to the necessary extent, forimports of capital goods. If this limitation were to be abolished
and exports forced by monetary devaluation or other means, in order to import more capital
goods, the terms of trade would inevitably deteriorate because of the factors analysed in the
preceding chapter.

Capital formation in the countries which are now great industrial centres does not
seem to have encountered obstacles of this nature. On the one hand, a considerable part of
their capital goods are manufactured in their own economy, so that even forcing the process
by means of inflation did not imply the same external consequences as in the Latin American
countries. On the other hand, when the centres were compelled to expand their exports in order
to cover shortage in the domestic production of capital goods, they exported manufactured
goods under far more advantageous conditions than those obtaining in countries of primary
production, since by exporting manufactured goods they were able to retain the benefits of
technical progress more easily in the form of higher income. The goods manufactured as a
result of the investment of this high income were exchanged for capital goods, also deriving
from the investment of equally high incomes. This is the opposite of what occurs in the
periphery. Furthermore, in exporting these goods the countries of the centre generally met
with a very elastic demand, since the increase of real income in the various industrial countries
was accompanied by a corresponding increase in reciprocal demand for these goods, as can
be seen from the statistics showing the growing industrial trade of these countries before the
First World War. Consequently when one of the countries of the centre exported in order to be
able to import capital goods, there was no adverse effect on its terms of trade.
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The position of the Latin American countries as exporters of primary products, raises
the problem of partial over-capitalization, or of the rapid increase in the density of capital,
which will repay careful study as regards both fact and theory. The forcing of exports in order
to capitalize to an extraordinary degree, in the absence of foreign investment, might lead a
country to sacrifice its real income unnecessarily precisely when it had intended to increase it.
In fact, if the process is carried to excess, the additional labour employed in order to increase
exports at lower prices might be less productive than if it had been employed in producing
for domestic consumption, with a lower density of capital than that proposed to be attained
by force. In other words, an uneconomic increase of density of capital might result owing to
the deterioration in the terms of trade caused by the additional exports.

All these differentiations which mark Latin American development are, in the final
analysis, the result of the distribution of the benefits of technical progress and of the differences
between the degree of evolution of these countries and that of the great industrial centres.

8. Other aspects of technical progress and productivity

So far, we have limited ourselves to the study of these characteristic differences in relation
to capitalization. To increase the capital per man is an essential but not the only condition
for increasing productivity. The ability to organize, manage and administer on the one
hand, and the technical skill of labour on the other, are also of great importance. One of the
most significant conclusions drawn from a study of Latin America’s textile industry being
carried out by the Commission’s experts, relates to this question. In important countries
where industry generally is using antiquated equipment, productivity could be considerably
increased even with the same equipment but with better organization and administration
and a more rational utilization of their manpower. In the majority of the cases examined, the
higher productivity attainable in this way would exceed that obtainable by a modernization
of machinery and plant.

It is, of course, very important to have adequate equipment but knowing how to make
the best use of it is equally important. For example, cases have occurred in which the equipment
used was comparable to that in use in countries with very advanced textile industries; yet
even with this equipment productivity was extremely low precisely on account of defective
organization and administration.

An inflation may suddenly produce the necessary resources for the purchase of modern
equipment, but it could hardly offer as swiftly the required skilled labour, which naturally takes
time to develop.

Here we find another of the contrasts which are the consequence of a very uneven
degree of development. In the large industrial countries, this skill, as well as the efficiency of
labour, developed progressively, at the same rate as productive technique. Skill, efficiency and
technique were, in fact, forms of the same general phenomenon which, though it emerged
with the industrial revolution, had been evolving throughout centuries of artisan work and the
growth of trade experience.

On the other hand, in the peripheral countries, where the technique and the organization
of the great centres usually only penetrated superficially and where the population was in a
pre-capitalist phase or merely in a rudimentary state of capitalism, the sudden awakening to the
complex processes involved by such technique and organization was bound to cause reaction
and consequences which had not marked the industrial development of the great countries.
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Accordingly, productivity involves two closely connected factors: first, the investment
of savings in capital goods, and second, the investment of savings in the training of men who
can make the best use of these goods at the various stages of production. One of the points
requiring most attention in the development of the Latin American countries is the judicious
apportionment between the two forms of investment of the scanty increase in savings in order
to obtain the maximum increase in productivity.

9. Differences in the capacity to consume

Differences of the nature described occur not only in production but also in the capacity to
consume; and this in turn affects production. Technical progress has enabled the population
of the great industrial centres to diversify their consumption remarkably, constantly offering
these communities new articles or improving existing ones, making daily life easier, or creating
new tastes to replace those already satisfied by means of the constant increase in income.
These are types of consumption corresponding to the more advanced stages of economic
development, but which in themselves develop an extraordinary power of diffusion and tend
to spread to the populations of countries which, being less advanced, have a lower level of
productivity and therefore smaller incomes with which to acquire these goods.

In other words, countries where per capita income is comparable to that long before
enjoyed by the great industrial centres tend to imitate types of consumption prevailing at the
centres today. At the same time they are trying to assimilate the productive technique of the
industrial centres, which requires considerable per capita savings. As income is relatively low
in the peripheral countries, itis not surprising to find them tom between the greater propensity
to consume and the imperative necessity to capitalize. The result frequently is inflation, which
is further aggravated if these advanced forms of direct consumption coincide with the increase
of services of the State, for the State is equally susceptible by force of circumstances to the
example of new forms of expenditure in the high-income countries, though not so ready to adopt
modern defence measures. The latter makes it even more necessary to increase the general
productivity of these countries which are thus striving to assume central types of consumption.

10. Characteristic features and common elements of the problem of economic development

We have tried in this chapter to explain briefly the causes of some of the characteristic features
of the expansion of technical progress to Latin America. Ultimately, though the primary design
of raising productivity has the great advantage of being able to make use of the experience
of the great industrial nations, avoiding their trials and errors, it also meets with difficulties
arising from the fact that those countries which developed first are more advanced as regards
income, productivity and capitalization. Thus, though it seems paradoxical, it may be said that
the high productivity of the great industrial countries is one of the greatest obstacles which
the peripheral countries must overcome in order to attain a similar degree of productivity.

When other countries followed the example of Great Britain’s industrial development,
they met similar obstacles, but much less serious than those nowadays encountered by newly
developing countries. Despite these obstacles, the United Kingdom, in being first to possess
modern technique, had obvious advantages over those countries which strove to attain it later,
so much so that, without any exception, all the countries that developed subsequently to the
United Kingdom were compelled to adopt measures to stimulate and protect the industries
they wished to establish.




Despite the above comparisons and contrasts, this last factor provides an element
common to the problem of the economic development of Latin America and the initial and
successive stages of that same development in those countries which are now great centres,
with the exception that the differences of productivity between the most and the least advanced
of these countries were in earlier times less than those existing today between the centre and
the periphery.

There is a further common element. The assimilation of modern productive technique
with its increasing complexity was not spontaneous but deliberate, and required considerable
effort and persistence. This is all of great importance to the development of Latin America,
since the differences in the standard of living between the developed and the developing
countries does not only depend on the differences between their respective natural resources
but to a great extent on the effective capacity to assimilate technique, build up the necessary
savings and make the best use of both. The development of this capacity will therefore be
a predominating factor in the economic evolution of the countries which are now in the
growing stage.
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CHAPTER Il, TECHNICAL PROGRESS, INDUSTRIALIZATION AND DISEQUILIBRIUM

Technical progress in the industrial centres and demand for primary products

1. In the interpretation of the process of growth contained in the Economic Survey' of last
year, several theoretical propositions were put forward which, because of their effects on the
policy of development, must now be more fully discussed.

One of these propositions asserts that technical progress compels the Latin American
countries (which make up a part of the world periphery) to resort to industrialization as a means
of development. Another proposition holds that in this form of economic development there
are certain inherent and persistent tendencies to external disequilibrium.

The origin of these tendencies to disequilibrium lies in the changes brought about
by technical progress itself. These consist, on the one hand, in alterations of the productive
methods and in demand and, on the other, in the distribution of the gainfully-employed
population in order to meet such demand within each country and within the sphere of world
economy as a whole.

The elimination of external disequilibrium is essential to the achieving of a regular and
orderly form of economic development. Thus far, the Latin American countries have sought
to correct disequilibrium once it occurs, at a considerable cost, as may be deduced from
the experience of the past twenty-five years. However, this experience provides valuable
lessons in the means of avoiding the phenomenon, or, alternatively, of attenuating it, if it
cannot be circumvented.

Before considering these practical aims, it is necessary to analyse the nature of the
phenomenon of disequilibrium, which must be sought in certain aspects of the technique of
production that are of great importance to primary producing countries. In a broad sense,
technical progress has been reducing the share which the value of primary products represents
in the value of finished goods. In other words, the share of primary products in the real income
of the population has been declining, especially in the great industrial centres. There are various
reasons for this tendency, among which the following should be cited:

(a) Technical changes, by constantly creating new products, bring about a progressively
more complex or refined elaboration of the raw materials required in the productive
process, thus diminishing their contribution to the value of the finished article. In relation
to the total value, the proportion of primary materials employed in the manufacture
of an aeroplane is therefore lower than in a locomotive, which is again lower than in a
horse-drawn vehicle;

(b) Technical progress facilitates a better utilization of raw materials, sub-products and
by-products, so that the same amount of primary products is now equivalent to a
proportionately greater value of finished goods than heretofore. Though there is no
reason to assume that cotton piece goods contain a smaller quantity of cotton than one
hundred years ago, generally speaking in our times the same amount of raw material
provides industrial by-products or sub-products which make the total value of the
finished products considerably greater than previously, and

1 Economic Survey of Latin America 1949, Economic Commission for Latin America, United Nations (E/CN. 12/164/Rev 1).
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(c) The materials made by synthetic processes, such as synthetic nitrates, artificial fibres
and plastics, replace a number of natural products in spheres of industrial activity which
are becoming increasingly important.2

New forms of production and certain alterations which technical progress brings about
in the structure of consumption, thus contribute to lowering the intensity of the utilization of
primary products. Technical inventions are undoubtedly the dynamic factor which has brought
about the greatest changes in demand. Moreover, the increment in productivity and per capita
income which these inventions entail, has enabled demand to seek new forms of satisfying human
needs. Thus it is a well-known fact: a) that when the level of income rises, demand is diversified,
and whilst there is only a relatively small increment of the demand for ordinary foodstuffs, the
demand for various articles created by modern technical inventions rises sharply after a certain
point. Furthermore, these inventions imply an increasing industrialization of foodstuffs, in order
to obtain higher standards of hygiene, preservation or convenience, thus widening still more the
gap between the rate of increase of the primary product and real income; and b) that within the
tendency of total demand to diversify, the demand for personal services increases, therefore
lowering the proportion of primary products in the supply of concerted demand of the population.

The combination of all these factors, arising from the evolution of the technique of
production, has an effect of utmost importance to the periphery, since it causes imports of
primary products in the industrial centres to expand at a lower rate than real income. Thus the
income-inelasticity of primary imports in the centres tends to be lower than unity.

Other facts must also be mentioned which are partly the result of technical progress. In
the industrial centres the increase of productivity may also be perceived in primary production,
and it often enables them to compete satisfactorily with the periphery on foreign markets, despite
the low salaries prevailing in the under-developed countries. In other cases, where this does not
occur, the industrial centres resort to the application of customs tariffs in order to maintain or
stimulate their primary production, thus protecting the domestic market against competition by
the periphery. This is another of the consequences of the unequal distribution of the increase of
productivity in the various domestic activities and in the various countries, and it also springs
from a low international mobility of labour, as was pointed out in last year’s Survey.3

As a result of the protection of primary production in the great industrial centres, the
proportion of the population gainfully employed in these activities has not decreased to the
extent it might otherwise have done, and consequently the increase of the population gainfully
employed in industry, services and other activities has not been as great as it might otherwise
have been. Likewise, in the periphery there would not be such a pressing need for labour to
obtain employment in secondary and tertiary occupations when it is unavailable in primary
activities. The protective tendencies of the industrial centres merely accentuate the compulsory
migration of the peripheral population from primary into secondary production and services,
since ultimately this displacement is occasioned by the extension of technical progress.

Imports of primary goods in the centres tend to increase proportionately less than
real income. Hence, if the Latin American countries could only expand by means of primary
exports, as was usual before the world economic crisis, their rate of economic development
would be considerably lower than in the industrial centres.

However, these countries appear to expand at the same rate, if not more rapidly, than
the centres, as a whole, owing to the stage of development which most of them have reached.

2 After the completion of this Report, we learned of similar conclusions arrived at by Dr. H.W. Singer, and contained in
lectures delivered in Brazil. See Revista Brasileira de Economia (September 1950) and Estudos Economicos (September-
December 1950).

8 Op. cit., pages 84-97.
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The rate of growth of the population is much greater, and productivity, because it is relatively
lower, has therefore a wider margin to rise.

A study of the twenty years preceding the world economic crisis shows unquestionably
that the export activities of the Latin American countries, even allowing for their exceptional
development in Venezuela, have been insufficient to offer full employment to the vegetative
increment of the gainfully employed population and to the excess population created by the
extension of technical progress in primary production.*

Hence the dynamic need for industrialization, in order that economic development may
take place at a higher rate than the expansion of primary exports. Industrialization absorbs a part
of the available population, enabling another part to be absorbed by associated activities such
as transport and trade, which expand together with it. The increment of average productivity
springing from the process of industrialization, together with the increase of productivity
caused by technical improvements in primary production, raise per capita income and lead to
a growing demand for services, thus creating new sources of employment. Industrialization
is linked with various phenomena inherent in economic development, and if reference is
only made to this aspect, it is for reasons of brevity and not because the importance of other
phenomena has been overlooked.

Technical progress in the periphery and the demand for imports

2. During the course of development, when the new methods of production established in
the more advanced countries were being progressively assimilated by the under-developed
countries, similar changes took place in the structure of demand in both areas. As real per
capita income surpasses certain minimum levels, the demand for industrial products tends to
grow more than that for foodstuffs and other primary products. However, the position of the
under-developed countries is very different from that of the more advanced countries, since the
latter import primary products from the former, the income-elasticity of which is much lower
than that of the industrial products which the periphery imports from the centres. In order to
increase their real income, the peripheral countries must import capital goods, the demand for
which increases at least as much as real income, whilst the raising of the standard of living is
reflected in the intense demand for highly elastic imports, which tend to rise more than income.

The dynamic difference between demand in the centres and in the periphery is of such
importance that it would be advisable to analyze it more carefully.

It is well known that industrialization causes the Latin American countries to develop
at a much greater rate than their exports. Since the capacity to import depends fundamentally
on such exports,® it is evident that real income in these countries generally tends to rise at a
greater rate than the capacity to import. The substantial volume of imports, which expands
at the same or a higher rate than real income, could not be obtained if other imports were
not limited, so as to prevent total imports from persistently exceeding the capacity to import,
except when the gap can be covered by foreign investments.

Little foreign capital has been invested in Latin America since the world economic crisis.
The Latin American countries have only been able to develop in a measure corresponding to
the essential changes which have taken place in the structure of their imports.

4 Op. cit., pages 15 to 45.

5 It would be redundant to review the problem of the terms of trade, which was dealt with at length in the Economic Survey
for Latin America 1949.
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When income rises more sharply than the capacity to import, the need to modify the
composition of imports springs from three different causes which, in fact, are closely related
to one another.

(a) Letitbe assumed thatincome increases in relation to the population, whilst the level of
per capita income remains constant and no alteration occurs in the structure of demand.

Assuming an initial income of 100, of which 40 are applied to imports, and are compensated
by an equivalent amount of exports, this initial income increases from 100 to 150, i.e., 50 per
cent, whereas the capacity to import rises from 40 to 50, that is, only 25 per cent.

Even when the composition of demand has not altered with the increase of income, the
structure of imports will have to be modified. In fact, when income has been increased to 150,
40 per cent of this, that is 60, will be spent on goods which were formerly imported. However,
the capacity to import continues at 50, and therefore the difference of 10 must be produced by
domestic industry. It is evident that if domestic production is not developed, income could not
increase to this extent, since the corresponding increment of demand could not be supplied
by imports, which would have permanently surpassed the capacity to import. Once monetary
reserves had been exhausted, the situation would have become untenable.

Itis hardly likely that this increase of 10 in domestic production, with a view to replacing
imports, will occur proportionately in all these goods. Generally, the goods which can be most
easily produced, or the production of which can be most easily increased, will be selected.
Thus, imports of certain goods will be suspended or reduced and domestic production of
these correspondingly developed, whereas imports of other articles will continue in a measure
corresponding with the increment to demand, but there will be no expansion whatever of
domestic production of such goods. An alteration in the structure of imports will thus have been
effected. The distribution of the 50 now imported will differ from the 40 formerly imported.

(b) Letit be assumed that per capitaincome increases and that at the same time the structure
of demand is altered.

The foregoing example will be used, but instead of seeking to increase income in a measure
with the growth of the population, it is increased as a result of a 50 per cent improvement in
the level of productivity, and therefore in real per capita income.

In this case, the changes in the structure of demand, giving rise to a modification of
the structure of imports, differ from those of the preceding example. These changes occur in
a measure corresponding to the varying degrees of income-elasticity of demand for imported
goods. Whereas in some cases there will be no increase, or only a very slight one, in others
the increase of 50 per cent in income will cause a much greater increment of demand. To the
extent that the increased demand will have to be satisfied with imports, it will be necessary to
reduce or suspend other imports. Thus the new structure of imports and of domestic production
will differ from the previous example.

(c) Letitbe assumed thattotal or per capitaincome does not increase but that the structure
of demand is altered.

An income of 100 will again be assumed, of which 40 are used for imports as in the
foregoing examples. The remaining 60 will be employed in acquiring domestic products. Income
does notincrease but the structure of demand is modified; demand for certain imported goods
grows at the expense of domestic production. Imports increase, say to 45, whilst demand for
domestic goods falls to 55. A double disequilibrium of the same magnitude thus occurs, of
which one part is external, resulting from the excess of 5 in imports, and the other is domestic,
and is caused by an equivalent deficiency of 5 in the demand for domestic products.
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This position of disequilibrium cannot be maintained; income must either be reduced
permanently, to a level where imports may be adjusted to the capacity to import, or the level
of income is maintained by substituting imports with domestic products. It is necessary to
reduce 5 from former imports and to replace them with domestic production, in order to allow
for the new imports, as a result of the changes brought about in the structure of demand.

This may occur either because of a change in imports of consumer goods or because
savings are increased, so that a greater volume of capital goods is imported. But it cannot take
place without affecting the level of income, unless a change is made in the composition of imports.

As was pointed out, these three causes are closely bound to one another. The population
grows, per capita income increases, and the structure of demand is altered not only because
of these increases but also because of the persistent efforts of entrepreneurs, within a country
and abroad, to modify the pattern of expenditure of the population in answer to continual
innovations in productive technique.

The need to modify the structure of imports thus arises from essentially dynamic
factors which are inherent to the process of development. Unless substitutions and changes
take place, there can be no development.

The maximum real income. Exports and industrialization

3. It will thus be seen that besides absorbing those sectors of the population which increase and
migrate from other activities, industry also supplies a developing country with the manufactured
articles that it cannot obtain abroad, owing to its limited capacity to import.

The ultimate objective is the attainment of the maximum real income, that is, the goods
and services which the population requires, according to its pattern of demand.

Two problems arise in the obtaining of this maximum. They both involve the best
method of utilizing the productive factors. The first consists in determining to what
extent the available factors in a growing economy should be employed in increasing
exports, with a view to expanding imports, and to what extent agricultural and industrial
production for the domestic market should be expanded. The second problem lies in
ascertaining which goods can most advantageously be imported and which should be
produced internally (given optimum quantities of imports and domestic production), in
order to maximize real income.

The first problem will be examined in the light of total primary production in the Latin
American countries.

The total volume of primary products depends mainly on the level of income in the
industrial centres, on the state of productive technique, on the structure of demand, and on
the degree of protection. Export prices in relation to those of manufactured goods generally
appear to exercise only a secondary influence on the volume of exports;® they seem to influence,
though, the proportion of income which the industrial centres must allocate to the acquisition
of primary products.

Thus the volume of exports is not determined arbitrarily. Because of its low price-
elasticity, the concerted effort of the primary producing countries to increase the volume of
exports substantially, without regard to the rise in income in the industrial centres, would be
attended by so great a price decline that the value of exports would not increase and might
even be lower than previously.

6 Op. cit, pages 25 -27.
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This would not prevent a relatively small and isolated primary producing country from
increasing its exports to the detriment of other competing countries, by means of slight price
sacrifices. It is nevertheless evident that if one considers the extensive problem of peripheral
development, this is no solution for the area as a whole.”

Primary producing countries as a group are faced with the very limited option of either
employing the increment of their productive factors in increasing exports so as to acquire
supplementary imports, or alternatively, of increasing production for domestic consumption.

A brief explanation would help to elucidate the problem. Let it be assumed that countries
producing a specific article obtain 100 dollars annually per worker employed in exportable
production, and that they employ this amount to obtain an equivalent volume of imports.
Another assumption is that one million workers are employed, in other words, that the value
of total product is 100 million dollars, and that there are a further 100,000 workers and capital
available, which can be employed either in increasing exports and obtaining additional imports,
or in the production of these goods domestically.

Let it be further assumed that the productivity of these 100,000 labourers in domestic
production is merely 70 dollars per capita,® which is lower than the value accruing from export
activities. It is evident that if exports could be increased 10 per cent by making use of these 100,000
workers, without allowing per capita yield to be lowered by the fall of prices, then it would be
more profitable to employ the labour force in export activities rather than domestic production.
On the whole, however, this is hardly likely to occur, if the increase of production exceeds the
increment to consumption in the importer countries, in terms of the expansion of income and
other factors, which determine the volume of demand. It would be sufficient for prices to fall
9.1 per cent, thus reducing the yield per man to 90.9 dollars, for the total value in dollars to be
decreased to the 100 million prevailing earlier, despite the increase in the volume of goods.

Itis evident that instead of increasing production for export it would be more convenient
for primary producing countries to employ these 100,000 labourers in production for domestic
consumption, despite the fact that the yield per worker (90.9 dollars in export activities) is
greater than that accruing from domestic production (70 dollars).

This simple conclusion is of interest, since the current contradictory theory might be
cited, namely, that the optimum solution lies in a distribution of productive effort whereby
the marginal yield per worker in export activities is equal to the marginal yield per worker in
activities supplying the domestic market, taking into account the differences in skill required
by these activities.

If the industrial centres and the periphery are viewed as a whole, this latter theory
would be correct since it would thus be possible to obtain the maximum volume of goods or
of real income. However, because of the price-inelasticity of demand in the industrial centres,
the latter would have been favoured in the distribution of these goods, to the detriment of
primary producing countries.

Undoubtedly, in the case of absolute mobility of the factors of production, income or
the remuneration of these factors would tend to be uniform in a given country and as between
several countries. Thus, provided uniform skill throughout, the same wage level would obtain.
Consequently, if in the foregoing example the yield of export activities declines, together with
the wage level, there would be a displacement of the productive factors from these to other
activities. Since these factors could not be employed in additional production for domestic

7 All generalizations of this nature should take into account certain individual cases. Given the stage of its technical
utilization, there are many characteristic features of petroleum which place it in a very different position to any other
primary products.

8 Computed according to the value of imports of identical goods of foreign origin.
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consumption, where, because of the lower yield, wages would similarly be lower, excess labour
would migrate to other countries, until wages were equalized.

Itis therefore evident that an example such as the above could not occur, if the assumption
of absolute mobility of the factors of production obtain. But it is unrealistic, whereas the
example reflects conditions which are very similar to those found in a country in an active
phase of development.

Let us consider the example again for a moment. In order that the increment of exports
should be advantageous to the periphery, export prices should not fall below a per capita
yield of 97.3 dollars. Thus, the increment to the value of exports and, therefore, to additional
imports, would amount to 7 million dollars, which is the same increase in value to be derived
from production of these goods for domestic consumption. Beyond this neutral point, it would
be advantageous to utilize the productive effort in domestic activities.

It should be noted, however, that the cost of production for domestic consumption
would be considerably higher than that of the imported article. If at the neutral point a worker
engaged in export activities could obtain 97.3 dollars worth of imported products through
trade, in domestic activities, he would obtain only 70 dollars worth of the same products, that
is to say, the cost of the latter would be 28 per cent higher. Domestic production could not be
fostered unless it were protected against foreign competition.®

The concept of the economic advantage of industries where the level of productivity
is lower than in the centres

4.1t has been shown that in view of the factors which influence the demand for primary products
in the industrial centres and the very small margin of international mobility of the factors of
production, it might be expedient for a peripheral country to employ the increments of the
labour force in domestic production, even when the cost of such production is higher than
that of competitive imported articles.

If complete mobility existed, this proposition would be inadmissible. Given the tendency
for wages to equalize, the economic impossibility of increasing exports beyond a certain limit
would cause the gainfully employed population to seek higher incomes in other countries. It
could therefore be shown that it logically follows that the total volume of production and of real
income for the whole world would be an optimum if certain other conditions obtained which
need not be mentioned here. However, actual conditions differ from this theoretical model, and
they are influenced by other more important factors than the purely economic. The economic
development of the periphery is therefore not compatible with this theory.

The costs in a great number of Latin American industries and in large sectors of
agricultural production are, in fact, higher than those of imports. The prevailing low incomes
cannot offset the relatively low productivity in these activities. This does not imply that such
activities are necessarily uneconomic. It simply means that goods which cannot be imported
because of the limited capacity to export and to import must be produced by domestic industry,
at a higher cost than if exports could be easily increased in order to provide the means of
obtaining the necessary imports.

9 ltis necessary to realize that the free interplay of economic forces might give rise to another solution which would render
protection unnecessary. It would be sufficient for the excess population to exert pressure freely on the wage level, until
it was lowered to such an extent that the cost of domestic production would equal that of foreign production. However,
this would involve a serious deterioration of the terms of trade, and it would be greatly detrimental to total production,
further to involving other considerations which are alien to the main thesis of this work. There is considerable theoretical
interest in this particular example of the free interplay of factors in the peripheral countries, associated with their low
mobility as between these countries and the industrial centres.
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The concept of economic advantage should be based on the total available supply of
goods for the population. It has been shown that a greater volume of goods is obtained despite
higher costs. But it is evident that this volume could be increased proportionately with the
raising of Latin American productivity to a level approximate to that obtaining in the great
industrial centres.

This general proposition is not incompatible with individual solutions. In a given country
and in given circumstances, it might be possible to expand the exports constantly and markedly,
out of proportion with the rate of increase of income in the industrial centres. The Mission sent
under the auspices of the International Bank for Reconstruction and Development to study
problems of economic development in Colombia,'® investigated the advisability of increasing
exports before undertaking an iron and steel industry, making use of the substantial mineral
deposits in that country. The discussion of this concrete problem would be out of place here,
but attention should be drawn to the fact that the reason given for considering it inadvisable
to establish such an industry was that its cost of production would be greater than that of
imported products, c.i.f. in Colombian ports. On this basis, it would be practically impossible
for industrialization to develop in Latin America in its present stage of economic growth. Hence,
the evident necessity of drawing up a theory of development in order to establish clearly
defined principles for practical action.

Optimum distribution of the factors in different sectors of domestic production

5. Attention should now be given to the second problem presented. In view of the optimum
volume of imports on which a country may rely under given circumstances, and the increased
capital it could muster, it is necessary to ascertain in what sectors of production investments
should be made so as to maximize real income.

The principle of marginal productivity would appear to meet this requirement fully. The
increment of capital should be utilized so as to maximize production, which is only possible
when the marginal productivity of the different investments is equalized, production being
calculated at import prices, in order to avoid the illusion created by customs tariffs, exchange
controls, or producer combines in regard to such estimates.

This criterion offers a basis on which to determine the best means of utilizing the limited
capacity to import, that is, which products that were formerly imported should be replaced by
domestic production, and which it is more advisable to continue importing. The advantage of
developing an iron and steel industry instead of a heavy chemical industry, or of developing
domestic production of all the footwear required by the population, or of the cultivation of all
the wheat at present imported will depend on the comparative increases of production which
can be obtained in the different activities, according to the diverse alternatives open to the
investment of the available capital besides other conditions influencing productive efficiency.
If the same amount of capital as is required by an iron and steel industry gives rise to higher
productivity in that industry than that in other activities replacing imports, its development will
be economic, despite the fact that its cost may be higher than that of the imported product. It may
be higher, but not so high as in other cases, given the average level of productivity in the country.

These considerations are also applicable to agricultural production, which, in some
Latin American countries, may be relatively easy to increase. In other countries, however, the

10 Bases de un programa de fomento para Colombia (Basis of the Development Programme for Colombia), report of the
Mission headed by Lauchlin Currie. It should be remembered that though the International Bank gave its support to
the Lauchlin Currie Mission, it does not necessarily support the views expressed in the Report. The Bank has, in fact,
also provided funds, with a view to substituting imports by domestic production, without strict regard for this concept
of costs.
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increase in agricultural output involves extensive irrigation works or other improvements. If
it is expedient to replace certain imports by agricultural production, or by the development
of industrial production, how the two may best be combined, can only be determined by
comparing the levels of productivity.

However, the maximization of productivity in the form described previously does
not always imply that a satisfactory means of maximizing income has been found. Certain
productive activities, in which the level of productivity is lower than in others, may nevertheless
be eminently advantageous, owing to the fact that they diminish a country’s vulnerability to
foreign fluctuations and contingencies. The experience of the Latin American countries is very
instructive at this point, and it is easily understandable that this type of considerations may
prevail in certain concrete examples. More will be said later in this connexion.

The fact that the theory of marginal productivity may assist in solving the practical
problem set forth above leads one to enquire whether, in view of the possibility of obtaining
the optimum level of production by means of free competition, it would not be better to permit
the uncontrolled play of economic forces, in order to obtain the best solution. This might be the
case, were it not necessary to raise protective barriers in order to substitute domestic production
for imports, and if, in certain cases where future demand must be estimated long beforehand
and large investments made, private enterprise alone were not incapable of solving certain
vital problems of economic growth. This being so, it is necessary to adopt certain principles,
on the basis of which the selection of the various forms of investment can be made.

Growth, disequilibrium and inflation

6. In its bare outline the thesis of economic development set forth herein is the following:
export activities in the Latin American countries are incapable of absorbing the additions
of the labour force arising from technical progress in primary activities and the vegetative
growth, of the population. Industrialization plays essentially the dynamic role of absorbing
directly the redundant labour force and of stimulating other activities including agricultural
production for domestic consumption, which contribute to the process of absorption. Thus,
total income increases, and per capita income improves, as a result of technical progress and
industrialization. As income rises and the structure of demand changes it becomes essential
to modify the composition of imports and develop domestic production of substitute goods,
so as to enable other imports to expand intensively.

Ifimports are not adequately readjusted, the expansion of income gives rise to external
disequilibrium: imports rise faster than the capacity to import.

No instrument exists in the economic system of the periphery which might provoke the
spontaneous readjustment of imports, in order to prevent such disequilibria. Hence, asincome
increases more rapidly than exports and than the capacity to import, a persistent tendency to
external disequilibrium develops, as was pointed out above.

Inflation likewise causes external disequilibria. Since, in the Latin American countries,
the process of growth is usually linked closely to phenomena of an inflationary nature, it may
be assumed that this persistent tendency to disequilibrium in the process of development is
merely the result of inflation.

Disequilibrium may nevertheless arise in the absence of inflation. The lack of this
spontaneous instrument of readjustment in imports is sufficient for an excess of imports to occur
at a given moment, due to deficient development in the production of substitute articles. It should
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be remembered that if the structure of income expenditure is modified and a larger proportion
thereof is applied to imports, disequilibrium must inevitably follow, as was shown above.

The characteristic form of generating disequilibrium in the case of non-inflationary
development has been encountered in the cyclical upswing of some of the Latin American
countries. Real income increases, industry and other domestic activities expand and no
obstacles are placed in the way of expansion of imports, because of the cyclical expansion of
exports. However, when exports and income diminish, it is found that the pattern of income
expenditure is not compatible with the structure of imports, especially when an attempt is
made to maintain the earlier level of income by resorting to credit expansion.

Development cannot continue for long, under a non-inflationary situation if disequilibrium
prevails, since it would drain monetary reserves and, at the same time, there would be no
stimulus to continue growth, because external disequilibrium is attended by an insufficiency
of domestic demand, as will be shown in the following chapter.

The difference between this type of limited development and that of an inflationary
order does not exactly lie in the fact that inflation enables the process of development to
continue, despite the prevalence of disequilibrium, but in that it corrects the insufficiency
of domestic demand and gives rise to certain reactions; which modify the composition of
imports, enabling their continued growth, provided other conditions (which will be discussed
later) prevail. These then are the results of monetary depreciation or direct import restriction
to which inflation gives rise.

Inflation thus plays a dynamic role in the Latin American countries. If, on the one hand, it
emphasizes the disequilibrium inherent in the process of development, it also tends to correct
it, but at a substantial social cost. In certain cases, this cost is disproportionate to the limited
dynamic effects of inflationary measures. One of the fundamental problems of economic
development in these countries is the stimulating of expansion without provoking inflation,
and the preventing of disequilibrium by changing the composition of imports.

CHAPTER Ill, THE PROBLEM OF PRODUCTIVITY AND THE RELATIVE SHORTAGE
OF FACTORS OF PRODUCTION

The two aims of technical progress and the density of capital

1. In the preceding chapter, the validity of the principle of the yield or marginal productivity of
capital was acknowledged in connexion with the planning of an investment policy for the Latin
American countries. Accordingly, if the distribution of savings is carried out so that the productivity
of the marginal increment of capital per gainfully employed person is the same in all branches
of economic activity, production will be maximized. The optimum degree of capital density per
gainfully employed person in each branch will thus have been attained, that is, the exact amount
required in order that total economic activity shall yield the maximum production possible.

The mere statement of this principle does not suffice for the analysis of the concrete
problems of investment encountered in the economic development of the Latin American
countries. Outstanding amongst such problems is the determination of the most suitable
density of capital per gainfully employed person, in relation to the amount of capital available.
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As a result of technical progress, the optimum density of capital per gainfully employed
person has tended to rise continuously in the great industrial centres. Thus, a constant increase
in productivity has been achieved which, by raising per capita income and expanding the
margin of savings, has facilitated the introduction of new technical methods, thus increasing
further the density of capital, the process being repeated successively.

This process has different aspects in the under-developed countries. Technical
improvements do not appear gradually, as they did throughout the course of development of
the great centres, nor do they evolve through the successive stages of evolution as did their
capital goods. In carrying out their investment programmes, these countries find that they must
import the same equipment as is used in countries which have developed over a long period.
Thus, equipment which represents a high density of capital per gainfully employed person
and which is compatible with the high level of per capita income in the industrial centres, is
equally available to the under-developed countries, in which per capita income, and therefore
the capacity to save, are evidently lower.

In other words it is theoretically possible for the Latin American countries, considering
their relative scarcity of capital and abundance of human labour to have a density of capital lower
than that of the more advanced countries, but in view of the nature of the technical process,
and its irreversible character, the under-developed countries have a very limited possibility of
attaining in fact their optimum density of capital. It is a fact that in some cases they are in a
position to use less complex equipment, whereas in others they may adopt backward methods
which involve low capital investments. However, if they seek to modernize the equipment,
due to the very low productive efficiency of the methods in use, they are often faced with the
necessity of acquiring machinery with a high capital density, since given the nature of the
productive technique utilized, each unit of equipment is generally indivisible, and therefore
its density cannot be reduced, to bring it in line with the density which is compatible with a
relatively small volume of available capital.

Were sufficient capital available for investment in all the branches of economy, no such
problem would arise. It would only be necessary to assimilate the technical methods of the
more advanced countries in order to obtain approximate, if not equivalent, levels of productivity.
This, however, is not the case. The problem of capital density arises precisely because there
is a shortage of capital, though its terms vary considerably from one Latin American country
to another. In some of these countries, 60 per cent of the gainfully employed population is
working under conditions of very low productivity and meager capital, whereas in others,
capital availabilities and productivity resemble those of the more advanced countries. Hence
it becomes necessary to qualify the following generalizations, in observing the varied range
of concrete facts."

2. The diffusion of modern productive technique thus gives rise to a paradox. Countries having
an abundant labour force and a scarcity of capital, are faced with a form of productive technique
of which one of its predominant traits, especially in the United States, is the savings of as
much labour as possible, by means of increasing the capital outlay per worker. Undoubtedly
technical progress also seeks to increase the volume of production per unit of capital, whilst
reducing the amount of labour required. However, though these two aims call for increasing
capital investments per gainfully employed person, and though in the abstract they may be
considered separately, technical development has linked them in such a way that, as a rule,
it would be impossible to break down investments into the part which is aimed at increasing

" Another aspect of this problem lies in the possibility of intensive utilization of the equipment available, assigning two or
even three shifts to its operation. The average capital investment per gainfully employed person would then be reduced,
and capital requirements thus lessened. However, a study of this aspect in the course of this brief analysis would cause
us to deviate considerably from the purpose of this report.
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production per unit of capital and that which is directed toward saving labour. Undoubtedly
sufficient capital has been available in the great industrial centres to realize both of these
aims progressively. In other words, these objectives have been combined in a manner and
measure compatible with the accumulation of capital. Thus, with the exception of brief intervals,
investments to reduce labour consumption have tended to be made in accordance with the
availability of the capital necessary for this purpose and, at the same time, for the absorption
of the labour thus displaced.

In view of the fact that these aims have been achieved simultaneously and considering the
indivisibility of equipment, in which technical progress is embodied, the combinations adopted
in the economy of a highly industrialized country, with a high per capita capital density, cannot
be undone arbitrarily, and transformed into other combinations which conform more closely
to prevailing conditions in a less developed country, where per capita capital density is much
lower. It is logical that if the combinations prevalent in the former were to be transplanted to
the latter, there would not be sufficient capital to absorb the amount of labour saved. In order
to avoid this self-defeating consequence, it would be necessary to obtain a type of equipment
in which investment is made with a view to increasing production rather than to reducing
labour consumption per unit of capital.

This, then, is the problem which faces countries in which there is a relative scarcity of
capital since, as a rule, the characteristic indivisibility of equipment prevents the adoption of
any combinations other than those resulting from the evolution of the great industrial centres.

Technical unemployment and the role of capital industry

3. Turning again to the saving of labour, which is generally entailed by equipment of high
capital density, it should be noted that this problem is typical of the under-developed countries.
This does not imply that, in the large centres, the introduction of such equipment has not
occasionally given rise to a surplus of labour. However, the problem is not the same. The form
of technical unemployment which generally occurs in these centres, especially during the
cyclical downswing, is not super-imposed on a structural problem of large labour force, with
little capital and a low productivity, as occurs in the under-developed countries. It is a transient
phenomenon, which will occur as long as new investments do not reabsorb the unemployed.
If this process of absorption does not take place rapidly, it is not due to a deficient capacity to
save, but to flaws in the operating of the system. On the other hand, in the under-developed
countries where capital is inadequate for the intensive absorption of low productivity labour,
the excessive reduction of labour, by means of new capital investments or the replacement of
equipment, intensifies the structural problem.

In the growth of the industrial centres, equipment of high capital density had been
incorporated into productive activity because savings were sufficient to introduce it to all
branches of the economy in which the entrepreneurs found it advantageous. The equipment,
therefore, corresponds to a high income and a high capacity to save. On the other hand, in the
under-developed countries, these equipments are out of line with the relatively low income
and low capacity to save which characterize them. The fact that certain entrepreneurs may be
in a position to acquire such equipments does not by any means imply that there is sufficient
capital available to generalize their use. It is necessary to distinguish between the interest of
the entrepreneur and the general interest of the economy. The entrepreneur is only concerned
with the minimization of his costs of production and the increase of his profits. As a rule, the
manner of combining the increase of production and the reduction of labour consumption per
unit of capital in order to achieve his objective is merely a secondary, and at times unimportant
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consideration for the entrepreneur. If his action causes technological unemployment and the
unemployed cannot be absorbed because of the scarcity of capital, the entrepreneur will
nevertheless have increased his profits even when the capital invested in saving labour instead
of increasing production involves a misuse of capital from the standpoint of the country’s
economy, apart from the social repercussions of the phenomenon.

This phenomenon is not so evident when the reduction of labour consumption entailed
by the introduction of this equipment, instead of causing technological unemployment, prevents
the absorption of labour displaced from occupations with a lower productivity. This absorption
might have taken place if the part of the capital required to save labour had been utilized in
increasing production.

However, in the cases in which there are no better alternatives from an economic
viewpoint in the under-developed countries, the latter, as was pointed out, are compelled to
employ this equipment or they have to fall back on technical methods which imply a misuse
of capital by reason of their very low yield. In other words, even though equipment with high
capital density does not offer the best solution to the problems of development, in countries
where there is surplus labour, they may constitute the least harmful amongst all practical
means of increasing productivity within the reach of entrepreneurs.

4. There are still other differences between the under-developed and the more advanced
countries. In the latter, technological unemployment tends to disappear as a result of new
investments. The development of capital goods industries must have provided the strongest
element of absorption, since employment in these industries has expanded more intensely than
in consumer goods industries. Moreover, the increased profits accruing to entrepreneurs as a
result of the reduction in costs, which stem from the introduction of these technical innovations,
are to a large extent used for new investments thus stimulating demand for capital goods.
It was pointed out in the last Economic Survey that the under-developed countries, lacking
capital goods industries, except in their initial stages, find themselves in a very unfavourable
position from the point of view of their internal development, because the profits accruing
from the cost reductions mentioned above, when employed in acquiring capital equipment,
are transferred to the great industrial centres producing the equipment, thus stimulating
employment there and not at home. Consequently, in countries where no capital industries
exist, the investment of profits does not tend to reabsorb unemployment as in the great centres,
but only in a measure in which it is invested in building, and in the small amount of equipment
manufactured in these countries.

It might be argued that these countries have vast possibilities for absorbing technological
unemployment in existing consumer goods industries or in those which might be established
with a view to substituting imports. That is a fact. This, however, brings us back to the initial
point of capital scarcity. If the investment of profits in capital equipment purchased abroad
offered a means of absorbing all the surplus labour technologically unemployed from which
these profits arise, the problem would be relatively simple. But this is not the case. There is a
considerable difference between the profits accruing from the displacement of a single worker
and the capital required in order to re-employ that worker. Profits accumulated during the
course of several years would be required for his reabsorption. In this as in other aspects of
economics, the influence of the time factor is of the greatest importance. Substantial capital
investments are necessary if time is not to be wasted. Undoubtedly the existence of profits
with which to amortize investments over a period is a favourable factor in stimulating the latter.
However, in order to absorb unemployed workers, an immediate increment of capital, several
times greater than the wages saved, would be necessary.
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The foregoing considerations show that the problem of investment in the present stage
of Latin American development has several distinctive features which make it impossible to
generalize the conclusions drawn from the experience of the great industrial centres. We do
not propose to examine these characteristics individually, but merely to draw attention to the
more important of them, the first of which is the density of capital analyzed above, and its
obsolescence, which will now be considered.

Obsolete equipment and the shortage of capital

5. The persistent utilization of certain forms of absolete equipment in combination with other
highly efficient materials, is often encountered in Latin America. This is generally accounted
for by the habits of the entrepreneurs, and in many cases this explanation might be acceptable,
if it had not been frequently observed that the same entrepreneur uses concurrently and
at the same factory obsolete and modern equipment, or that he seeks, which is even more
significant, new investments in other fields of productive activity and acquires the most
advanced equipment obtainable instead of investing his profits in dismantling, his old
machinery. There is undoubtedly an explanation for each concrete example. At the root of the
whole problem, however, the common denominator was found to be the shortage of capital;
not that any individual entrepreneur lacked capital, but a general shortage in the country in
which he pursues his activities.

From the economic standpoint of an under-developed country, if despite its obsolescence,
capital equipment is in a sufficiently good condition to continue operating, the solution of the
problem lies in an analysis of the alternatives. Evidently, the introduction of modern equipment
to replace obsolete forms will cause an appreciable increment to total production, disregarding
momentarily its labour saving effects. However, it could well be the case that the same amount
of capital invested in other sectors of economic activity in which capital resources are limited and
productivity is low, would lead to an even greater rise in production. It is ultimately a question
of ascertaining in what manner a greater increment to total production in the economy as a
whole may be procured by the investment of a given amount of available capital; whether this
may be achieved by replacing equipment which, though old, is still productive, or whether this
capital should be invested in order to absorb the real virtual surplus of the gainfully occupied
population. In many cases, it would possibly be preferable to retain the antiquated equipment in
production, since its elimination would involve the destruction of existing capital, when capital
for new investments is scarce. This possibility is nevertheless limited, since the productivity of
obsolete equipment might be reduced to such an extent, in the course of time, that by substituting
new equipment for it the net increment in total production would be greater, in which case this
increase would exceed that which might be obtained in other branches of the economy.

In other words, in countries where the scarcity of capital gives rise to the employmentin
primary position of a sizable part of the labour force with little capital and low productivity, as
well as to concealed unemployment in other occupations, there is no reason to destroy existing
capital, if despite its obsolescence, it is more productive there than in other activities, and if
the increase of productivity which new investments would bring about in the latter activities
is greater than that which might result from the replacement of obsolete equipments. If, in
addition to the increase of production, the labour saving effect is also taken into account, the
problem becomes more complex. Even though there may be more suitable fields for investment
from the general economic standpoint, the entrepreneur may find it advantageous to discard
the obsolete equipment, replacing it by modem equipment simply because he will thus be
able to obtain a substantial saving in labour costs.
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Problems of this nature will continue to arise in the under-developed countries, whilst
there are still substantial internal differences in the density of capital and in the productivity
of different sectors of the economy. Therefore, a policy of investment should make a clear
distinction between the interests of the entrepreneur and the general economic interest.

In the more advanced countries, where technology and productivity have developed
gradually and have been extended to all branches of economic activity, the problem does
not arise in the same way. There are no vast sectors in which the scarcity of capital offers a
wide field for investments, the rate of growth of the population is lower than in the under-
developed countries and the high level ofincome determines an appreciable margin for savings.
Consequently, there is sufficient capital to replace equipment normally; secondly to shorten its
normal span of usefulness in order to introduce technical innovations that increase productivity
and thirdly to absorb at the same time the labour thus saved. This does not imply that this
phenomenon never occurs in the more advanced countries since, in the great centres, there
are familiar cases in which obsolete equipment has been retained in certain sectors which,
for specific reasons, such as the recession of exports, have not progressed commensurately
with technical improvements.

The special case of export activities

6. Since it is not our purpose to make a complete analysis of the problem of productivity and the
consequence of a shortage of capital, but rather to stimulate discussion of these topics, there
are important aspects and specific situations which cannot be included in this brief outline.
However, the question of export activities must be considered separately. The introduction of
labour saving equipment in these activities may be essential in order to enable them to compete
favourably on the international market and in order to expand exports themselves. There is, of
course, no need to stress the fundamental importance of exports in economic development.
The reduction of labour consumption in primary export activities most certainly intensifies
the problem of the real or virtual surplus of the labour force which should be absorbed by
industry and other activities, therefore increasing the amount of capital required for economic
development. On the other hand, exports may procure a wider margin of savings and better
means of transferring such savings in order to facilitate imports of capital goods. The measure
in which this may be done depends on the extent to which both the effects of a reduction
in labour consumption and of the increase in production per unit of capital can be retained
within the country, in the form of increased income, rather than be transferred abroad, to the
detriment of the terms of trade.

The problem of investment in agriculture

1. The duality of the aims of technical progress, mentioned earlier in this chapter, is clearly
perceptible in the case of agricultural investments, but, in practice, it is simple to distinguish
the purpose for which investments in agriculture are made. Some investments are designed to
increase the volume of production per unit of land, whilst others are aimed at reducing labour
consumption per unit of land and per unit of production, by introducing technical methods in
the different stages of the work, ranging from the utilization of the best implements to that of
the most advanced mechanical equipment. Despite this division, there are certain relationships
between both objectives which, for reasons of brevity, will not be taken into account in the
following general observations.
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The increase in the yield of land is a general necessity in the Latin American countries
in which, with a few notable exceptions, foodstuffs production is relatively low. There is also
a general need for mechanization, since, in the course of economic development, it offers a
means of obtaining a labour surplus which must be productively absorbed by industry and
other activities.

From the general economic standpoint, both aims have a very different significance
though for the agricultural entrepreneur, both the reduction of labour consumption and increased
yield per hectare achieve the same results, namely, the reduction of costs and the increase of
the profits accruing to him.

From the same standpoint, and independently of the individual advantage of the
entrepreneur, the degree of agricultural mechanization which it is desirable to attain depends
as it was stated before not only on the capital available to purchase equipment and thus to
free labour, but also on the capital available to absorb the surplus labour in industry and other
activities. If mechanization is extended beyond the capacity to absorb this surplus labour, a
problem of technological unemployment is created similar to that set forth in the section dealing
with the example about equipment. Moreover, in agriculture it is easier to avoid this problem,
since the investments are divisible and in order to increase production the self-defeating
reductions in labour consumption need not be made.

This is a very important aspect of the extension of technical progress in Latin America
and one which has not yet been given due consideration. It is likely that, in view of the scarcity
of capital with which to absorb the labour freed by the mechanization of agriculture, the
reduction of labour consumption in some cases may have given rise to concealed agricultural
unemployment or in the dense concentrations of population in the urban area..

There are nevertheless examples in which the absorption of surplus labour by industry
has been very intense whilst mechanization has lagged behind. In other cases, the opening
up of new cultivated areas in scarcely populated regions has led to intensive mechanization,
since the latter has proved to be more economic than the transfer and settling of large groups
of the population which would otherwise have been required. There are also cases in which
mechanization has become necessary in order to cultivate foodstuffs on what was formerly
pasture land, rather than with a view to eliminating human labour, or to shorten the period of
cultivation and thus reduce meteorological risks.

However, given the abundance of human labour on the land and the scarcity of capital,
mechanization should be very carefully studied in programmes of economic development,
especially because the scanty capital available might perhaps be far more advantageously
employed in increasing production, particularly when a limitis reached beyond which surplus
labour might not be absorbed.

8. Investments to increase production must also be considered from the general economic
viewpoint. The land which can be utilized at once to expand the volume of production is likewise
scarce throughout most of Latin America, with several notable exceptions; this factor, together with
the scarcity of capital, constitutes one of the most serious drawbacks to economic development.

Itis therefore necessary to use the scarce capital available so as to obtain the maximum
increase of production from the land. Investments for this purpose may be divided into two
main groups: those which tend to increase the yield per hectare, by technical improvement of
the methods of cultivation, including seed selection and the utilization of pesticides, and other
investments, designed to increase the arable area by irrigation, drainage, deforestation and
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recovery of areas wasted by erosion, or which provide the means of preventing erosion from
reducing the arable area and from diminishing the actual volume of production.

The relatively slow growth of agricultural production in these countries, together
with the general low levels of nutrition, emphasize the need to stimulate the former type of
investment, especially in cases where this represents the more economic of the two methods,
given immediate possibilities of increasing the yield. In all cases where a persistent effort
had been made, substantial results have been obtained, compared with the relatively small
amount of capital per hectare needed by such investments. Undoubtedly little has been done
in comparison with the magnitude of the task which the experts maintain must be carried out,
as may be seen from the small amounts spent by most of the Latin American countries on
agricultural research and experiments and on agricultural extension, in relation to their total
public expenditures.

Nevertheless, the improvement of the methods of cultivation may also involve the
opening up of new land, in order to achieve satisfactory results. In many countries, land with
sparse rainfall and which has been exhausted by secular methods of cultivation, orimpoverished
by the type of culture, or by erosion prevails. However, where it is possible, large amounts of
capital are required, not only to open up new land but also in order to introduce mechanization
there, for the above- mentioned reasons.

It will be seen that here, as elsewhere, generalizations must be prudently made. Each
country, and even the different regions within a country, have individual problems which must be
considered separately in order to understand the concrete problems of economic development.

Not infrequently, there are cases in which the increase of agricultural production
depends largely on improved utilization of existing available resources rather than on new
capital investments. There are regions where the land is used uneconomically, not in relation
to the improved methods of cultivation which might be adopted, but to the prevailing technique
in that region or country. Thus, among others, there are cases in which, before undertaking
costly programmes of irrigation, which might be justified at a later date, it is necessary to make
better use of the water in lands which are inadequately irrigated; in other instances, land is
wasted in areas of abundant rainfall, and in still other cases, natural pasture is used in land
appropriate for artificial pasture of higher yield.

9. Thus, increased investment is not a panacea; the rational utilization of actual resources
must also be considered. The solution encounters in many Latin American countries a serious
obstacle in the system of land tenure. In some parts, there are vast stretches of well-cultivated
land, whereas in others a poor or average utilization of a fraction of his land allows the large
landowner to derive a substantial income from it. This problem is too familiar to require further
consideration. There would be no reason for the industrial entrepreneur to allow a part of
his capital to remain unproductive, except in periods of reduced demand. But, as a rule, the
productive value of land does not deteriorate if it is not worked; in some cases, on the contrary,
it may even improve, and its value is enhanced, in the course of time, commensurately with that
of cultivated land, especially when inflation helps accelerate the normal process of increase
of the income derived therefrom.

In many Latin American countries, this feature, together with other social factors, causes
a considerable portion of arable land to remain in the hands of a relatively small number of
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persons. This system of land tenure and the high value of the land, in relation to its present
return (because of the advanced capitalization of future increments of its value), makes land
almost inaccessible to the landless farmer. He is thus compelled to invest his limited resources
in excessively small plots of land, in order to attain a higher standard of living than the very low
which the agricultural workers have in most of these countries. Hence the unusual phenomenon
of the minute subdivision of the land into numerous small uneconomic holdings that constitute
a small part of the total area, whilst an unsignificant number of landowners holds the greater
part of available land.

There is little doubt that this problem may be solved as industrial development continues
to absorb agricultural labour, but the process is slow and can only be speeded up by a sharp
acceleration in the rate of the development of industry and other activities. Ultimately, it is a problem
of investment, aside from other considerations, to be mentioned shortly. Substantial investments
which will increase the demand for labour in activities of considerably higher productivity will
compel the large landholders to mechanize and to increase the yield of the land and it will lead the
small holder to abandon his parcel in order to obtain a higher return for his efforts.

It will readily be seen that the solution to the problem of land tenure is only a part
of the general problem of economic development, if the considerable proportion of persons
gainfully employed in Latin American agriculture is taken into account. Whatever the solution,
little progress can be made in raising the standard of living of the agricultural population,
especially in areas where the soil is poor and where secular methods of agriculture prevail,
unless the surplus population can be displaced by technical progress, and unless that portion
not required for work in the new areas opened up to cultivation can be reabsorbed into activities
where productivity is high.

This does not imply that the problem of land tenure in the Latin American countries can
be postponed. On the contrary, it should form an integral part of programmes of economic
development, once an objective and impartial consideration of the different aspects of the vital
problem of increasing agricultural production has been carried out. In regions where the land
tenure system itself is not at fault in retarding progress, but rather the lack of investments and
of technical action on the part of the Government, a different solution will be required from that
applicable where the land tenure system constitutes the major obstacle. It is surprising that so
little investigation in these concrete terms has been undertaken in this field, in contrast with all
that has been written and planned with regard to the problem of land tenure. In other words,
when there is a possibility of assimilating modern productive technique, extensive holdings
may offer the most economical means of raising the level of productivity. Attention should be
drawn to the recommendation of the Currie Mission'? as regards the better utilization of land
in Colombia. It was proposed that land should be taxed in proportion to its productive capacity,
so that landowners using their property uneconomically should not be in so favourable a
position as those who cultivate their land economically. Evidently such a system would entail
an adequate classification of the soil, which is not a simple task. This suggestion is of interest
in that it indicates possible measures which, in addition to dividing up large tracts of land or
preventing their subdivision into minute holdings, especially when the form of land tenure is an
obstacle to the improvement of productivity, should be seriously considered in a programme
of economic development.

2 Op. cit., Part Il, page 46.
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Immigration and the surplus of human labour

10. In this brief outline of some of the aspects of the problem of productivity in Latin America,
reference has been made to the real or virtual abundance of human labour, in relation to the
shortage of capital and of arable land. It would now be of interest to ascertain if, in these
circumstances, there is any point in discussing the possibilities of immigration, especially in
countries where the disequilibrium of these factors is greatest. It is evident that if the productive
capacity of these immigrants were comparable to that of the population which economic
progress tends to displace from primary to secondary production within the country, then
there would be no call for such immigration, since it would affect the process of migration
within the country, intensifying unnecessarily the problem of the relative shortage of capital.
However, if the productive skill of these immigrants is higher, then the case is different.
In countries which must assimilate better methods of agricultural or industrial technique,
immigrants with such skill would be of considerable usefulness, as has been shown by past
experience. This experience has also shown that within the mass of immigrants not only are
there efficient labourers who tend to raise the average level of productivity, but that many of
these labourers have since become entrepreneurs, exercising considerable influence in the
orientation and the rhythm of economic development. However, immigration likewise essentially
involves a problem of increasing capital, as do all problems of economic development. The
employment of every worker generally calls for an increment in capital and, if the present
capital availabilities are inadequate to effect a satisfactory rate of absorption of the surplus
labour in primary production, this same capital could hardly absorb immigrants. Immigration
therefore depends on a greater prior increase of available capital if self-defeating results are
to be avoided. It should be remembered, at the same time, that the capital requirements for
foreign immigration is lower than that generally needed for internal migration, since in the
latter case capital is required not only to free labour from primary occupations, but also to
re-employ it in the secondary activities.

The cost of freeing labour does not arise in regard to foreign immigrants. Moreover, if
the productivity of the immigrant is higher than that of the domestic worker and contributes
to raising the general level of productivity, the resulting increase to real income will exercise
a favourable influence on the formation of a greater volume of capital, in the future, to the
evident advantage of economic development.'3

13 The problem will be dealt with at greater length in the Report on Immigration and Economic Development, which is being
prepared by the Committee for Economic Development and Immigration of ECLA, United Nations.
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. THEIMPORT SUBSTITUTION PROCESS VIEWED AS A MODEL OF RECENT
DEVELOPMENT IN LATIN AMERICA

A. Changes in the Latin American development model

1. Features of the export model

A cursory review of the salient features of the traditional externally oriented Latin American
development model will make clear how it differs from the more recent development model
described below.

Itis usual to stress the strong influence of the external sector in the primary commodity
exporting countries, with particular reference to the part played by the two basic variables:
exports, as an exogenous factor responsible for the generation of a substantial share of the
national income, and for its growth; and imports, as the flexible source of supply of the various
types of goods and services needed to satisfy an appreciable part of domestic demand. However,
this synthetic description does not bring out the special significance of these two components
in the under-developed countries. Hence, if the external sector’s role in those countries is to
be fully grasped, it must be compared with the role played by that sector in the economies of
the “centre”. This will reveal some of the main features of the model to be analysed.

In the European development process the external sector generally predominated, and
essentially performed both the above-described functions. Nevertheless, even from a fairly
abstract standpoint, it can be seen that there were substantial qualitative differences in the
behaviour of the external sector in the two types of economy.

Let us first examine the part played by exports in both cases. In the case of the industrial
“central” economies, although exports were an important and dynamic factor in generating
the national income, and essential to its expansion, the growth of the economy did not
depend wholly or even primarily on exports. In fact, that external factor was combined with a
highly important internal factor, namely, autonomous investment coupled with technological
innovations. The combination of those two internal and external factors made it possible at
the same time both to take advantage of the opportunities offered by the external market and
to diversify and integrate domestic production capacity.

In the Latin American countries, on the other hand, not only were exports virtually the
only autonomous source of income growth, but the export sector was the dynamic centre of the
whole economy. Admittedly its effect in diversifying production capacity was necessarily limited,
since the external sector rested on the narrow basis of only one or two primary commodities;
in addition its influence on the rest of the system depended in practice on a series of factors,
in particular the type of production process adopted, and whether or not the sector constituted
an enclave of foreign ownership. In short, the degree to which export activities influenced the
general economy of each country depended on the nature of the production process of these
primary commodities, and the extent to which it multiplied and distributed income.

Generally speaking, the development of the export sector gave rise to a fairly intensive
urbanization process, during which what are known as the “residentiary” industries (textiles,
footwear, clothing, furniture, etc.) were established. These are, of course, traditional,
low-productivity industries that are found in nearly all the Latin American countries, and arose
out of the primary-export model itself.
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The pertinent fact, however, is that this small-scale industrial activity, combined with
a subsistence agriculture, was insufficient to impart to the domestic economy a vigorous
growth of its own. Thus, economic growth remained essentially harnessed to the behaviour
of external demand for primary commodities, and this is what has given the Latin American
economies their pre-eminently dependent and vulnerable character.

Moreover imports, as well as being different in structure, played a different part in
the economy. In the open economies at the centre of the system, the function of imports was
primarily to supply food and materials that could not, on the basis of the country’s natural
resources, easily be produced domestically. In the Latin American economies, on the other
hand, imports were required, in addition to meeting much the same needs, to supply whole
ranges of finished consumer goods and practically all the capital goods required for the
investment process induced by the exogenous growth of the national income. Thus the role of
the external sector, as a means of filling the gap between demand and domestic production,
is of a very different nature, which is largely responsible for the subsequent change in the
development model.

Essentially, the problems of the outwardly directed growth that is typical of the Latin
American economies are clearly linked to the pattern of international division of labour that
arose out of the development process in the advanced economies, and which for the peripheral
countries led to a social division of labour entirely different from that prevailing in the centre
countries.

In the more advanced countries there is not, and never has been, any clear dividing-line
between two sorts of production capacity, one to meet domestic and another to meet external
market needs. There is no export sector as such: manufactured goods are both exported and
consumed in large quantities within the country, and any specialization for the external market
that exists is in terms of specific products rather than of different sectors of production.

In most Latin American countries, on the other hand, there is a clear social division
of labour between the external and internal sectors of the economy. The export sector was,
and still is, a well-defined sector of the economy, usually with a high level of productivity,
specializing in one or two commodities of which only a small proportion is consumed within
the country.! The internal sector, on the contrary, with its low productivity level, was primarily
a subsistence sector, and met only part of the food, clothing and housing needs of that section
of the population whose consumption was within the monetary economy.

Moreover, the high concentration of ownership of natural resources, especially capital,
in the more productive export sector gave rise to an extremely unequal distribution of income.
Thus while the income of the bulk of the population was so low as virtually to exclude them from
the monetary economy, the high-income groups maintained levels and patterns of consumption
similar to those prevailing in the large European centres, based largely on imports.

The combination of this dual pattern of division of labour with a marked inequality in
personal income distribution was therefore responsible for the great difference between the
structure of production and the composition of internal demand, which was made good by
foreign trade. This, in the last analysis, is the most important feature of the primary-export
model for an understanding of the post-Depression change.

1 One of the few exceptions is Argentina, where this division is not so clear and a substantial part of the output of its two
chief export commodities is consumed in the country. However, the basic character of the export sector is the same, as
regards specialization, and the remarks that follow also apply.
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2. Collapse of the traditional model and transition to a new one

From 1914 to 1945 the Latin American economies underwent successive foreign-trade crises as
aresult of twenty years of war and/or depression. The long Depression of the thirties, however,
may be taken as the critical point at which the primary-export model broke down. The sharp
decline in export receipts caused an immediate drop of 50 per cent in the importing capacity
of most of the Latin American countries, and broadly speaking this capacity never, even after
its recovery, regained its pre-crisis levels.2

Despite the severe impact of the Depression on the external sector of the Latin American
economies, they did not remain in a prolonged state of depression like the more developed
economies. The extent of the external imbalance impelled most Latin American Governments to
take measures to protect internal income, thus anticipating the economic policy of compensation
that was only later advocated by the “centre” countries. These measures consisted primarily in
import restrictions and controls, the raising of exchange rates and the purchase of financing of
surplus output, and were aimed more at protecting the country against external disequilibrium
than at stimulating internal activity. Nevertheless, the industrialization which then began was
undoubtedly buttressed by the maintenance of internal income resulting from that policy.

Let us now consider briefly, and in general terms, how the new internally oriented
development model came into being.

Since the existing level of demand remained at virtually the same level, while the capacity
to import was sharply reduced, it was no longer possible to make an ex ante adjustment
between the structures of production and of domestic demand by means of foreign trade. An
ex post adjustment was made through a substantial increase in the relative prices of imports,
which provided a sharp stimulus to domestic import-substitution production. By making full or
even excessive use of the existing production capacity, it was possible to replace a proportion
of the goods formerly imported. Later on, by a reallocation of factors, especially the foreign
exchange that was in such short supply, the available capacity to import was used for external
purchases of the capital goods and raw materials needed to establish new production units
and thus continue the import substitution process.

A lengthy description of the dynamics of this process is unnecessary, since it is dealt
with in detail below. But the important fact is that it represents the emergence of a new
development model.

The first point to be noted is the change in the economy’s growth factors. There was
a decline in the external sector’s contribution to the national income and an increase in the
contribution of domestic production, and in its growth rate.

The external growth factor, exports, yielded first place to the internal factor, investment,
and the amount and composition of investment were what determined the continuation of the
development process.

This does not mean that the external sector no longer played a major part in the Latin
American countries, but merely that its function changed: instead of being directly responsible
for income growth, through increased exports, it became the decisive factor in diversifying
the structure of production, through imports of equipment and intermediate goods.

This explains how it is possible to achieve a reasonable rate of investment, and
consequently of growth, despite a temporary stagnation or decline of the purchasing power

2 See the many ECLA studies on this subject, in particular the Economic Survey of Latin America 1949 (E/CN.12/164/Rev.l).
United Nations publication, Sales No. 51.1.G.1.
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of exports, provided that the composition of imports can be altered by reducing non-essential
imports in favour of capital and intermediate goods.

There are other points that need to be made clear, for a better understanding of Latin
America’s new development model.

In the first place, the changes in the structure of production were virtually confined to
the industrial sector and to allied activities, and had little or no effect on the situation of the
primary sector —including, of course, the traditional export lines.

Hence two circumstances to which there will be occasion to refer later. One is the
persistence of a precarious and undynamic export base, which is one of the causes of the
chronic external bottleneck; the other is the incomplete nature of the transformation of the
economic system, and the consequent emergence of a new type of dual economy.

Secondly, there is the well-known fact that the new dynamic sectors are established
and expand within the narrow framework of the domestic market, which imposes a “closed”
character on the new model.

If these characteristics are examined from a broad standpoint, it can be asserted that the
change in the division of labour (or resources) in a country resulting from the industrialization
process typical of the region was not accompanied by any corresponding change in the
international division of labour, which remained basically the same, at least as regard the special
functions of the industrial and the under-developed economies in world trade. In fact, the only
appreciable changes that took place were in the trade within the group of “central” nations.

In essence, many current aspirations and movements, such as those relating to the regional
integration of Latin America or the United Nations Conference on Trade and Development, are
based on or imply new patterns for the international division of labour (or resources), in line
with internal changes and with the need to accelerate the growth rate of developing countries
by expanding their foreign trade.

To sum up, the import substitution process may be interpreted as an incomplete and
“closed” development process which represented an attempt, in response to foreign trade
restrictions, to reproduce in an accelerated form the industrialization carried out in the past
by the more developed countries, but in entirely different conditions.

3. Nature and evolution of the external bottlenecks?

Since a decline in the dynamism of the external sector is one of the dominant features of the
import substitution model, and is actually found in nearly all the Latin American economies,
it deserves to be examined in some detail.

First, a distinction can usefully be drawn between the two main types of external
bottleneck, namely, the “absolute” form, representing a stationary or declining capacity to
import, and the “relative” form, representing a capacity to import that increases more slowly
than the product. The first type of bottleneck is usually related to contractions of international
trade in primary commodities, and the second to long-term trends in primary commodity exports.

Although there is no shortage of material on the vicissitudes and behaviour of the Latin
American external sector, for the purpose of subsequent analysis it is useful to recapitulate
briefly the main features.

3 The data used in this section were obtained from the following sources: ECLA’s Economic Survey of Latin America 1949;
“Inflation and growth: a summary of experience in Latin America”, in the Economic Bulletin for Latin America, Vol. VIl (1962),
pp. 23, et seq., and Towards a dynamic development policy for Latin America (E/CN.12/680).
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Up to the end of the Second World War neither the volume nor the purchasing power
of exports had regained their pre-Depression levels. After the war the purchasing power of
exports rose in absolute terms, because of the increased volume exported and a temporary
improvement in the terms of trade between 1949 and 1954. Since 1954 the purchasing
power of exports from all the Latin American countries (except Venezuela) has remained at
a standstill, and in recent years has even tended to decline because of the deterioration of
the terms of trade.

A comparison of the evolution of per capita income and the per capita purchasing
power of exports, sheds some light on the external sector’s failure to recover in relative terms.
From 1928-29 to 1960, while the region’s average per capita income rose by over 60 per cent,
the per capita purchasing power of exports fell by over 50 per cent. Even in 1950-51, the most
favourable post-war years for Latin American exports, their per capita purchasing power
remained 23 per cent below the pre-Depression level.

This external bottleneck and the consequent fairly intensive import substitution process
were reflected in a reduction in the coefficient of the Latin American economies. The proportion
of Latin America’s total income absorbed by imports, which before the Depression was 28 per
cent, has in recent years fallen to the relatively low level of 12 per cent, and as early as 1945-49
it was only in the region of 15 per cent.

In establishing the relation between these changes in the external sector and the various
forms of import substitution, it is helpful to consider three separate periods that represent
changes in the nature of this relation.

In the first period, extending from the Depression to the end of the Second World War,
there were sharp reductions in the capacity to import, either overall or specific, according to
the individual situation. Consequently, this was a period when restrictions in the external sector
were “absolute”, and called for vigorous import substitution in nearly all the Latin American
countries, which was reflected in a substantial decline in the general import coefficient. This
first phase was characterized above all by substitution in respect of non-durable final consumer
goods. In some of the larger countries —including Brazil, as we shall see later— the process
was extended to intermediate and capital goods as well.

In the second period, or the first decade after the war, the capacity to import was less
restricted. The increased purchasing power of exports, though insufficient to restore the
external sector to its former relative level, nevertheless permitted a considerable acceleration
of the growth rate of the economy, through the expansion of domestic production combined
with improved conditions in the export sector.

During this period, most of the Latin American countries reverted in practice to an
externally rather than an internally oriented growth, based on a higher purchasing power of
exports rather than on import substitution. In a few countries, however, such as Brazil, full
advantage was taken of this relatively favourable situation in the external sector to expand
the industrialization process. Thus import substitution made considerable progress, and some
categories of durable consumer goods, were embarked upon, while production of other lines,
including capital goods, continued.

Ofthe three decades under consideration this was the period of greatest growth for Latin
America as a whole.? Broadly speaking, it was made possible solely by a rapid increase in the
purchasing power of exports, although this increase was slower than that of the product. (This
means that the limitations deriving from the external sector were only of a relative nature.)

4 See The economic development of Latin America in the post-war period (E/CN.12/659/Rev.1). United Nations publication,
Sales No. 64.1.G.6.
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From 1954 on, external conditions were once more wholly restrictive (except in
the petroleum producing countries) and the region’s capacity to import again approached
stagnation. Most of the countries were unable to maintain their rate of development by means
of import substitution. Mexico and Brazil were practically the only countries able to proceed
with industrial expansion at a rapid pace. Brazil even succeeded in increasing its growth rate
through a number of circumstances dealt with in the section on Brazil below, but only at the
cost of considerably increasing its balance-of-payments deficit.

B. The various meanings given to the term “import substitution”

The term “import substitution” is often used in a simple and literal way to denote the reduction
or elimination of certain imports and their replacement by domestic products. This interpretation
obscures the real nature of the import substitution process described above, and even gives
rise to a false notion of its dynamics.

In actual fact, the term “import substitution”, which has been adopted to denote the
new process of development taking place in the under-developed countries, is unsatisfactory
because it gives the impression that this process consists simply and solely in the removal or
diminution of components of the import structure and their replacement by national products. It
might be assumed by extension that the natural goal would be to eliminate imports altogether,
in other words, to achieve self-sufficiency.®

Nothing, however, could be further from the truth. In the first place, the substitution
process is not intended to reduce the overall import quantum. Such a reduction, when it
occurs, is the outcome of restrictions in the external sector rather than an aim in itself. It
is these restrictions, whether absolute or relative, that make it necessary to produce in the
country goods formerly imported. But the place of the ousted goods is taken by others, and
as the process gathers momentum it generates an increase in derived demand for imports of
intermediate and capital goods which may lead to greater dependence on the external sector
than during the earlier stages of the substitution process.

Now that attention has been drawn to this possible misapprehension, the next step is a
more detailed examination of the analytical problems that may arise when import substitution
is understood in its restricted sense, that is, as an absolute or relative decrease in certain
groups of products in the import structure. For this purpose, some examples are given below
in which no such decrease occurs, or, if it does, its real nature is masked by the “apparent”
substitution taking place.

The first example that might be considered is the extreme case where no change takes
place in the composition of imports in absolute or relative terms, that is, neither the quantum nor
the respective proportions of the principal commodity groups in the import structure undergo
any modification. In such an event there would be no “apparent” or “visible” substitution, even
though a vigorous and effective process of substitution might actually be taking place through
an increase in domestic industry’s contribution to an expanding domestic supply, which would
be reflected in a reduction of the economy’s import coefficient.

Another kind of problem is posed by the emergence of new products on the world
market, which makes it difficult to undertake a comparative analysis of the pattern of imports
in different periods. For instance, after the Second World War, new durable consumer goods
made their appearance which bore no resemblance to the type of product imported previously.

5

Incidentally, this point of view has been advanced by some theoretists, such as Professor Rottenberg of Chicago,
to emphasize the “dangers” inherent in a policy of import substitution. See Simén Rottenberg, Reflexiones sobre la
industrializacion y el desarrollo econémico, Catholic University, Santiago, 1957.




Economic Commission for Latin America and the Caribbean (ECLAC)

Consequently, the development of a domestic industry producing such goods cannot be
described, strictly speaking, as “substitution” in terms of pre-war imports. It is obviously a
continuation of the general process described above; that is, it involves a realignment of the
factors of production corresponding to a change in the pattern for the division of labour in
the economy.

Another common occurrence in Latin America, particularly during the last decade, is
a decline in imports of non-essential goods (certain kinds of durables and non-durables) as
the result of discriminatory exchange policies aimed at reconciling the overall level of imports
with the real capacity to import.

The effect of these restrictions has been to stimulate domestic production. Obviously, in
these circumstances the “real” substitution takes place after the “apparent” substitution discernible
in the pattern of imports. But it may well be that some products are not actually replaced (because
the market is not large enough, and/or the resources for producing them locally are lacking), and
that their reduced share in the import structure is entirely attributable to import controls. Once these
have eased, imports of such goods will automatically begin to climb again, possibly in company
with those of other goods that cannot be produced locally on a competitive basis without the
protection afforded by very high tariffs or other discriminatory measures.

In

Lastly, there is a point which, while obvious enough, is not always clearly grasped; “rea
substitution is usually much less than the “apparent” substitution manifested in the reduction of
certain imports. For instance, when import substitution takes place in end goods, there is a rise
in demand for basic inputs and materials (not all necessarily produced locally), payments have
to be made in respect of technical services and capital, and so forth. In reality, the production
of a particular article replaces only part of the value added which used to be generated outside
the economy. As previously indicated, the result may be an increase in the derived demand for
imports that exceeds the saving in foreigh exchange achieved by domestic production.

These brief remarks are not intended solely to indicate the risks inherent in a narrow
interpretation of the term “import substitution” but to draw attention to some features of the process
itself that are masked by that designation and sometimes even appear to be in conflict with it.

An analysis follows of the dynamics of what will continue to be called “the import
substitution process”, since this is the accepted term in the literature of economic development
in Latin America, and in ECLA studies in particular. Nevertheless it should be understood
that in the rest of this study this term will be used in a broad sense, to designate an internal
development process that arises out of and takes its direction from external restrictions, and
is evidenced mainly in the expansion and diversification of industrial production capacity.

C. The dynamics of the import substitution process

The object of this section is to make a highly theoretical analysis of the main features of the
dynamics of what is meant by “import substitution”, in the broad sense, and of the external
and internal problems that arise as this process develops.

The dynamics of the process of development through import substitution may be
regarded, to put it shortly, as a series of responses to the successive challenges presented by
the restrictions in the external sector, as a result of which the economy gradually becomes
less quantitatively dependent on external sources, and also effects a transformation in the
nature of this dependence. Throughout this process, which gives rise to a number of structural
modifications in the economy, the basic contradiction between development requirements and
the barrier represented by the capacity to import manifests itself in a series of different forms.
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The aim here is to show how some of the difficulties can be surmounted, but the conclusion
reached is that external and internal problems tend to accumulate to the point where they act
as a brake on the dynamism of the process.

1. Responses to the challenge of external disequilibrium

The beginning of the import substitution process is historically linked with the world Depression
of the thirties, but for analytical purposes the starting-point chosen may be any lasting external
disequilibrium that disrupts the balance between demand and production, as described above
in dealing with the traditional export model.

Thus, during its first phase the aim is to satisfy current domestic demand which is not
affected by the crisis in the export sector, and may or may not be maintained by government action.

There are three possible ways of expanding domestic supply, namely: better utilization
of existing installed production capacity; the production of goods and services relatively
independent of the external sector (e.g., government services); and the establishment of
production units to replace former imports.

The first alternative comes to an end when the utilization of idle capacity existing in
the economy reaches saturation point. Part of the second alternative is closely bound up with
the third, and together they form the backbone of the inward-oriented development process
known as import substitution.

Substitution usually begins in the easiest area, the production of finished consumer
goods, partly because the technology is generally less complicated and less capital-intensive,
but mainly because there is a larger untapped market for goods of this kind, either already
existing, or brought into being as a result of the foreign trade policy adopted as a defensive
measure.

There now follows an explanation of how the very expansion of internal production
that characterizes the first phase imposes the need to press on with the development process.

In the first place, the establishment of industrial plants to produce internally final
consumer goods formerly imported tends to enlarge the home market for such goods, not
only because of the higher income that results from the investment process,® but also because
of the absence of internal restrictions of the kind imposed on equivalent imports. Secondly,
domestic production, as we have seen, replaces only a part of the value added that was
previously generated outside the economy. Consequently, derived demand for imports of raw
materials and other inputs climbs rapidly and tends to outstrip the supply of foreign exchange.

This, then, is the first manifestation of one phase of the above-mentioned internal
contradiction between the aim of the process, which is to expand the product (and, consequently,
imports, at least to some extent), and the limitations of the capacity to import.

The response to this challenge is a fresh wave of substitutions, which means that some
of the less essential imports have to be cut to release the foreign exchange required for the
establishment and operation of new production units. Once more there is an increase in the
product and in income, and the phenomenon described above then repeats itself, to a greater
or lesser extent.

The mainspring of the import substitution process is the constant struggle to resolve
these contradictions. Theoretically, the process could continue, though a rigorously selective

6 How far consumption expands in relation to the growth of income is essentially a question of the income-elasticity of
the products in question.
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use of foreign exchange, to that point in the international division of labour where utilization
of existing domestic resources reaches its maximum.’

Butin practice, as the substitution process solves the problems successively posed by the
“external barrier”, its progress becomes increasingly difficult and costly, not simply for internal
reasons, such as market size, technology, etc., but also because, as a result of the limitations of the
capacity to import, the import structure tends to become extremely rigid before the development
process has acquired sufficient independence in terms of diversification of production.

The internal factors are analysed in the next section, which deals in more detail with
the ways in which the dynamics of substitution affect the structure of imports, and what the
implications are for the continuity of the process.

2. Changes in the structure of imports and the substitution mechanism

In the first phase of the substitution process the choice of new lines of production is based
on the existing domestic demand for those items in the import structure that were easiest to
manufacture, to wit, as already indicated, finished consumer goods.

This change in the orientation of domestic activity is reflected in the import structure
by a reduction in the proportion of finished consumer goods and an increase in the proportion
of intermediate products.

However, once the initial stage of industrialization is completed, the persistence of
a structure of imports largely unchanged as regards the relative position of the three main
groups (consumer goods, intermediate products and capital goods) may mean that substitution
is being effected in several categories at the same time, although the emphasis on particular
groups of products will vary according to the individual circumstances of each country and
the stage of development it has attained.

Clearly, this does not mean that there is no alteration in the structure of imports; on
the contrary, it will undergo changes within each group, at a speed determined by the pace
of the substitution process. However, if the process is to continue, substitution activities
must be so coordinated as to prevent any coincidence of peaks of demand for imports that
might give rise to a persistent internal bottleneck. The behaviour of the various historical
series for imports could therefore be expected to appear in a graph as a series of dephased
parabolas that represent the alternate appearance and disappearance of new products in
the import structure.

The possibility of maintaining some degree of flexibility in the structure of imports,
when the capacity of import is limited, depends on forging as soon as possible certain links in
the chain of production which are of strategic importance for furthering the process. In other
words, the possibility of proceeding with substitution depends upon the types of substitution
already effected.

If, for example, substitution were confined to final consumer goods, the import schedule
might be virtually limited to the imports needed to maintain current production, with no
margin left for the entry of new products and, in particular, of the capital goods essential for
the expansion of production capacity. To prevent this happening, it is imperative to embark
promptly on substitution in respect of additional categories, especially of intermediate
products and capital goods, before an excessively rigid import structure jeopardizes the very
continuation of the process.

7 The lack of some of the natural resources required rules out even the academic possibility of progressing towards self-
sufficiency.



ECLAC THINKING, SELECTED TEXTS (1948-1998)

A notable advantage of substitution in respect of semi-processed materials and other
intermediate products, from the standpoint of internal restrictions, is that imports needed to
maintain existing output are relatively modest. There are two main reasons for this. The first
is that some of the raw materials needed for the manufacture of such goods can be found
within the country itself, and the proportion imported consists of raw or simply processed
materials of a low unit value. The second is that their domestic market, unlike the internal
market for consumer goods, does not tend to expand sharply merely because production
within the country is undertaken. In all probability the main outlay of foreign exchange
made once and for all will be on the purchase of the equipment needed for the installation
of production units.

In this intermediate production sector, however, there is a considerable time lag between
the decision to invest in a given branch of activity and entry into operation. Consequently,
if import substitution is not envisaged until these products have already become important
items in the import structure, almost certainly the rise in derived demand, combined with the
time lag in the domestic supply, will result in a substantial increase in such imports which may
exceed the country’s foreign exchange resources.

What has been said above, especially in the preceding paragraph, about the production
of intermediate goods also applies to some extent to certain types of capital goods. In addition
the earliest possible start on their production has the strategic advantage of giving the domestic
development process some degree of independence in relation to external restrictions.

To sum up, it can be asserted that, given the conditions of the import substitution model,
it is practically impossible for the industrialization process to proceed from the base to the
apex of the production pyramid, that is, to start with the more simply processed consumer
goods and progress gradually until it includes capital goods. The substitution process might
be regarded as a building of which every storey must be erected simultaneously, although the
degree of concentration on each varies from one period to another.

It is plain that this undertaking gives rise to a series of problems of all kinds whose
solution requires a conjunction of favourable conditions. Two such problems, one internal and
the other external, merit special attention.

The first relates to the choice of product categories for substitution purposes. Clearly,
in view of what has been said above, such a choice cannot be made in the light of a static
conception either of the domestic market, or of the import structure at a given moment, or
of both. In the first place, this means that not all investment can be induced only by existing
demand, and secondly, it calls for a degree of foresight and ability to make autonomous decisions
that can be looked for only from the State, or occasionally from the very few entrepreneurs
of the “innovating” type.8

It will be difficult for what are termed the basic investments, for example, to be effected
soon enough except through government decisions, either to undertake direct promotion of
private enterprise or to stimulate and protect it by financial and other measures.

Of the market-induced investments themselves, many are in no way “spontaneous”,® since
they are due largely to economic policy decisions, especially on foreign trade (exchange and
tariff policy), which by causing changes (sometimes very abrupt) in relative prices, deliberately
or otherwise determine changes in production capacity.

8 Thetermis used in the Schumpeterian sense. Thus, although it is recognized that in some of the Latin American economies
there is a considerable body of able entrepreneurs capable of responding adequately to market stimuli or decisions of
government economic policy, or both, the “innovating” and far-sighted type of entrepreneur, capable of seeking out the
opportunities implicit in the opening-up of new lines of productive activity, may fairly be considered a rarity.

9 In the sense of resulting from the free play of market forces.
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The second type of problem that arises with import substitution relates to the nature
of the limitations of the external sector. Naturally, if there is an “absolute” stagnation of the
capacity to import, it is hardly possible for industry to expand sufficiently to maintain a rapid
growth rate. If the high rates of capital formation and the composition of investment needed
for the rapid diversification and integration of the production mechanism are to be achieved,
the limitations of the external sector must at worst be relative, i.e., there must be some import
expansion, even if it takes place at a lower rate than the growth of the product. This can be
achieved by an increase in the purchasing power of exports, with or without an autonomous
or compensatory inflow of foreign capital.

As explained below in the section on Brazil, in recent times fairly satisfactory solutions
have been found for the two problems referred to.
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THE UNDERDEVELOPED STRUCTURES

The advent of an industrial nucleus in eighteenth century Europe disrupted the world economy
of the time and eventually conditioned later economic development in almost every region in the
world. The action of that powerful dynamic nucleus proceeded to operate in three directions.
The first marks the line of development in Western Europe, within the structure of the political
divisions which had crystallized in the preceding mercantile period. This development, as we
have seen, was characterized by disorganization of the pre-capitalistic artisan economy and
progressive absorption at a higher level of productivity of the factors released. Two phases
can be identified in this process: in the first, the release of labour faster than it was absorbed
made the supply of this factor wholly elastic; in the second, the tendency towards exhaustion
of the labour supply resulting from the disjointing of the pre-capitalistic economy called
for reorientation of technology in order to maintain the flexibility of the system, so that the
factors could be combined in proportions compatible with their respective supplies. Thus, the
development of technology —the transformations of the capital goods industries— became
more and more conditioned by the relative availability of factors in the industrial centers.

The second line of development of the European industrial economy consisted of
displacement of frontiers, wherever there was still unoccupied land with characteristics
similar to those in Europe itself. A number of factors were involved in that expansion. In the
case of Australia and the American West, gold played a basic role. The revolution in maritime
transportation, making it possible to bring grain great distances to compete in the European
market, was decisive in other cases. It must be remembered, however, that this displacement
of the frontier was not basically different from the process of development of Europe itself, of
which it formed a part; the Australian, Canadian, and American economies in that phase were
mere extensions, so to speak, of the European industrial economy. The populations which
emigrated to those areas took with them European techniques and consumption habits, and
on encountering a greater abundance of natural resources they rapidly achieved rather high
levels of productivity and income. If we consider that these “colonies” were established only
where exceptionally favourable economic potentials existed, we see why their populations
achieved right from the start high standards of living relative to those of the European countries.

The third line of expansion of the European industrial economy was towards already
inhabited regions, some of which were densely populated, whose old economic systems were
of various, but invariably pre-capitalistic types. The contacts between the vigorous capitalistic
economies and these regions of long-standing habitation did not occur in a uniform manner.
In some cases interest was limited to the opening up of lines of trade. In others there prevailed
right from the start a desire to encourage the production of raw materials for which demand
was increasing in the industrial centers. The effect of the impact of capitalist expansion on
the archaic structures varied from region to region, being conditioned by local circumstances,
the type of capitalistic penetration, and the intensity of the penetration. The result, however,
was almost always to create hybrid structures, part tending to behave as a capitalistic
system, part perpetuating the features of the previously existing system. The phenomenon of
underdevelopment today is precisely a matter of this type of dualistic economy.

Underdevelopment is, then, discrete historical process through which economies that
have already achieved a high level of development have not necessarily passed. To grasp the
essence of the problem of contemporary underdeveloped economies this peculiarity must
be taken into consideration. Let us, for example, view the typical instance of an economy
into which a capitalistic “wedge” is introduced —let us say productive activities intended for
export, a mining undertaking controlled by a capitalistic enterprise which organizes not only
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production but also marketing of the product. The intensity of the impact of this nucleus on
the old structure will depend basically on the relative importance of the income to which it
gives rise and which remains available within the community. Thus the impact depends on
the volume of labour the enterprise absorbs, the level of the average real wages it offers,
and the total amount of taxes it pays. This last item is typically of minor importance during
the initial stages of capitalistic expansion, when stimuli of all kinds, including complete tax
exemption, are created to attract capital from outside. The level of real wages is determined
by living conditions prevailing in the region in which the new enterprises are set up, without
any precise connection with the productivity of labour in the new economic activity. Creation
of a highly elastic supply of labour requires only that wages in the capitalistic enterprise be
somewhat higher than the average for the region. Hence the decisive factor is the volume of
labour absorbed by the capitalistic nucleus. But experience shows that this volume of labour
did not usually reach large proportions. In the case of the economies specialized in mining, it
hardly amounted to 5 per cent of the working age population. Furthermore, the new enterprises
tended to encourage and assist local authorities to carry out sanitation and other health
measures resulting in a decline in the death rate and a corresponding increase in the rate
of growth of the population. After a certain period, the population had increased enough to
reestablish the ratio of population to resources prevailing in the stage prior to the penetration
of the capitalistic enterprise.

The economic structure of the region into which the capitalistic enterprise has penetrated
—as in the example above— does not necessarily become modified as a result of that penetration.
Only a small fraction of the available labour is absorbed by the alien enterprise; the wages paid
to that labour are not determined by the level of productivity of the enterprise but by the living
conditions prevailing in the region. And the increase in the rate of growth of the population
is quite significant. But, all in all, as the capitalist enterprise’s connection with the region in
which it has been established is almost exclusively as a wage-generating agency, the payroll
must attain a relatively substantial level before modifications occur in the economic structure.
The phenomenon seems to resemble that observed in the first phase of development of a
capitalist economy, when the previously existing artisan scheme is destroyed and absorbed.
The similarity is only apparent, however; the capitalistic enterprise penetrating into a previously
inhabited region with an archaic economic structure does not become dynamically linked with
the latter, for the mass of profit it generates does not become integrated into the local economy.

The dynamism of the capitalist economy results, in the ultimate analysis, from the role
the entrepreneurial class plays in it, especially in its having to utilize reproductively a substantial
part of its constantly accruing income. We have already mentioned that the consumption of
the capitalist class is determined by institutional factors and is largely independent of short-
term fluctuations in the level of aggregate income. Its consumption is unquestionably the most
stable factor in the aggregate expenditure of the community. But consumption by wage earners
is determined by the aggregate employment level, a circumstance which tends to minimize
the role it plays in the process of development. What ensures the dynamism of the capitalist
economy is the manner of utilization of the mass of income that reverts to the entrepreneurs
and which they put aside as savings. This portion does not become tied in with the region in
which the enterprise is located; its utilization depends almost exclusively on conditions prevailing
in the economy to which the owners of the capital belong. Let us consider the case of British
capital invested in South East Asia in companies producing tea, rubber, or metals. The income
those enterprises generate becomes integrated partly into the local economy and partly into
the British economy. The part involved in the local economy probably tends to be the larger.
However, it is the portion connected with the British economy that establishes the dynamic
characteristics of the capitalistic system. As a matter of fact, the mass of savings required by
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the British economy every year for transformation into productive capacity is derived largely
from income of firms located all over the world.

It is because of the circumstances just described that the expansion in international
trade in the nineteenth century —an expansion resulting from the industrial development of
Europe— did not lead to a spreading of the capitalistic system of production on the same scale.
The displacement of the European economic frontier almost always resulted in the formation
of hybrid economies in which a capitalistic nucleus, so to speak, existed in a state of “peaceful
coexistence” with an archaic structure; the capitalistic nucleus rarely modified the preexisting
structural conditions, but was linked with the local economy merely as a formative element
creating a mass of wages. Only when the type of enterprise called for the absorption of a large
number of wage earners —as on the tea plantations in Ceylon and the rubber plantations in
Burma— did the effect of the capitalistic organization on the local economy become of major
importance. If the local labour supply was relatively scarce, as in those two countries, the
possibility of an increase in real wages arose early (that tendency could be partially annulled,
however —as in the two cases in question— by imports of labour from countries with low
living standards). Even so, despite an improvement in living standards, there was no structural
modification in the economic system —the basic step required for the creation of a typical
capitalistic economy was not taken. When external conditions ceased to permit expansion in
the output of tea or rubber in those countries, the situation became one of equilibrium at a
level of permanent under-employment of factors, a circumstance inconceivable in a typical
capitalistic economy.

As wages are determined by the conditions of subsistence —and the profit margin is
therefore high— the typical company becomes able to absorb substantial price falls and for that
reason the level of employment fluctuates little. Price falls, affecting mainly the profit margin,
concentrate their effects on the British income itself, into which the profits of the company are
integrated. Mutatis mutandis, the recovery in prices and the period of abundance pass almost
unnoticed in the country in which the enterprise is located, unless factors of another kind make
it advisable to utilize the larger profits for expansion of the business in the region in which
they are obtained. The decision in regard to a possible expansion in the business is taken in
London; it is made from the British, not the economic, point of view. Thus, despite the relative
strength of the capitalistic nuclei in economies such as that of Ceylon or the Central American
countries, these regions have remained essentially pre-capitalistic structures.

But it would be incorrect to conclude that the hybrid economies we have been
discussing have behaved in all circumstances as if they were pre-capitalistic structures. In
many cases —Brazil is a good example of this— the mass of wages in the sector connected
with the international market has been sufficiently large to give a monetary character to an
important sector of the economic system. The growth of the monetary sector has prompted
substantial modifications in consumption habits, spurred by and spurring the introduction and
spread of innumerable articles manufactured abroad. Diversification in consumption habits
has had important consequences on the subsequent development of the economy. We have
already seen that the level of employment in an economy of this type tends to be relatively
stable, even though the value of exports fluctuates in line with the oscillations in international
prices for raw materials. Stability in the internal monetary income, by comparison with the
instability of importing capacity, creates strong pressure against the balance of payments
in phases of declining international prices, and makes it hard to adopt the rules of the gold
standard. To the extent that the relative importance of money income within the Brazilian
economy grew because of expansion of the sector connected with the international market,
there was a tendency towards increased pressure against the balance of payments during
phases of falling international prices. Thus conditions arose favourable to the establishment
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of activities connected with the domestic market itself, for during phases of strong decline
in export prices, the profitability of business connected with the domestic market tends to
increase in relative terms, inasmuch as the prices of imported commodities rise while the level
of money income remains steady.

When exporting activity was partially controlled by national capital —as was the case
in Brazil during the period of coffee expansion— the problem presented other important
aspects. The mere existence of a large mass of profit formed in activities connected with
the external market, both opened up new possibilities and created new problems. It must
be borne in mind that those profits did not play the same role in the coffee economy that
profit plays in an industrial economy. The dynamic factor of the Brazilian coffee economy
was external demand, not volume of investment within the coffee sector. If such investments
were found to be excessive, the ultimate effect might be a loss of real income through
declines in the coffee prices. In the Central American republics two phenomena may be
observed side by side, namely: the effect of “incrustation” of foreign companies, as in the
banana plantations; and the effects of an expansion partially controlled by national capital,
as in the coffee plantations. The results were not much different, although coffee gave rise
to a flow of profit over and above that of wages. The profit flow from coffee was reinvested
in the coffee economy itself to the extent that land and labour availabilities permitted. Once
possibilities of expansion of the coffee sector had been exhausted, however, the new capital
formed therein tended to emigrate rather than look for new fields of application within the
system itself.

Brazil’'s experience, in view of its considerable magnitude, constitutes a special
case. Actually, in view of the great abundance of land suitable for coffee planting and
the elasticity of labour supply,! investments in coffee growing were not limited by
factor availability. This explains why ever since the end of the nineteenth century the
situation has been one of chronic over-supply while at the same time it was possible to
control supply artificially. During phases of prosperity, the profit in the coffee sector
tended to concentrate in that same sector without playing any basic role in altering the
structure of the system. The only difference from the situation in Central America lay
in the fact that, since there was an elastic factor supply, profit was invested in the same
sector that generated it. Voluminous investments in the coffee sector —even when their
real profitability was relatively low— led to the absorption of the previously existing
subsistence economy and financed European immigration, thus promoting expansion of
the monetary sector within the economy. As the requirements for manufactured goods
within this sector were fairly high, a market for manufactured products arose which was
later to justify the creation of an industrial nucleus which eventually induced a structural
transformation in the economy.

The dynamic element in the first stage of European industrial development acted,
as we have seen, on the side of supply. Entrepreneurial action —through the introduction
of new combinations of factors— created its own demand as it became possible to offer
a cheaper and more abundant product. In the case of development induced from without
—as in Brazil— the first consequence was a demand for manufactured goods. At first
this was met by imports; but the dynamic factor began to act internally, here on the side
of demand, from the moment demand could not be met by external supply. On the one
hand, the stability in the level of money income, and on the other, instability in importing

1 The first phase of great coffee expansion in Brazil (in the third quarter of the nineteenth century) was based on labour
which had remained semi-utilized in the mining region after the gold economy entered into a state of decadence; in the
second stage of expansion (last quarter of the past century) the problem of labour was solved by European immigration;
the expansion in the twenties, forties, and fifties of this century was based on the absorption of excess labour coming
from Minas Gerais and the states in the Northeast.
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capacity, acted cumulatively to guarantee attractive conditions for investments linked
with the domestic market.?

The industrial nucleus based on demand for manufactured goods formerly met out
of imports commenced with light industries producing general consumption articles such as
textiles and processed foodstuffs. Thus, three sectors came to coexist within the economy: one
was the “remnant” economy with a predominance of subsistence activities and a minor money
flow; the second comprised activities directly connected with foreign trade; the third consisted
of activities connected with the domestic market for general consumption manufactured
products. The total constituted an economic structure a good deal more complex than that of
mere coexistence of foreign firms along with the vestiges of a pre-capitalistic system.

In the more simple underdeveloped structures, the mass of wages generated in the
exporting sector is the only dynamic element; expansion of the exporting sector engenders
a greater flow of money income permitting absorption of factors previously engaged in the
subsistence sector; if the exporting sector remains stationary, growth in population brings an
enforced reduction in the average real wage level and a decline in the income per inhabitant. In
the more complex underdeveloped structures, in which there is an industrial nucleus linked with
the domestic market, cumulative reactions may arise tending to cause structural transformations
in the system. The basic dynamic factor continues to be external demand; but an important
difference lies in its impact: its action is multiplied internally. As external induction increases
monetary income, the profit of the industrial nucleus linked with the domestic market also
grows; increased investment within that nucleus follows, increasing further the level of money
income. All in all, the relative importance of the subsistence sector shrinks, even though the
expansion of the external sector is accompanied by an improvement in importing capacity
and the competitive power of imports in these phases, reducing the real magnitude of the
domestic income multiplier.

The greatest difference occurs, however, in the following stage of contraction of importing
capacity, with the decline in the prices of exported products. As money income remains at a
relatively high level, the decline in importing capacity causes substantial exchange devaluation.
The nucleus thus enters into a boom, precisely during the phase of decline in profitability of
the export sector. Although the level of money income declines, exchange devaluation spurs
an increase in the demand for domestically produced manufactured goods, and the sector
connected with the domestic market shows an improved profit picture. The effective possibilities
of growth are partially frustrated, however, by the reduction in importing capacity. High
profitability in the industries connected with the domestic market is partly illusory, inasmuch
as the cost of replacement of imported equipment increases with exchange devaluation. The
existence during a period of relative increase in prices of industrial equipment of a substantial
mass of profit due to activities connected with the domestic market gives rise to a tendency to
invest capital in activities less dependent on imports, such as the building industry. As these
investments do not cause permanent changes in the employment structure of the community,
the relative increase tends in the last resort to put a brake on the process of growth itself.

The higher stage in underdevelopment is reached when the industrial nucleus becomes
diversified and able to produce part of the equipment needed for expansion of productive
capacity. Reaching this stage does not imply that the industrial nucleus connected with the
domestic market automatically becomes the main dynamic element. The normal process of
development of the industrial nucleus remains a matter mostly of replacement of imports;

2 The policy of artificial control of the supply of coffee introduced in the first decade of this century gave greater stability

to importing capacity and very probably had a negative effect on the development of the industrial nucleus already
in course of formation. Paradoxically, however, even the “negative” effects of this policy were in at least one situation
structurally important: by intensifying and extending the coffee crisis which commenced in 1929 the policy precipitated
notable structural transformations.
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the dynamic element continues to reside in previously existing demand created mainly by
external induction, and not, as in the fully developed industrial economies, in the innovations
introduced into the productive processes. But with the system capable of producing a part of
the capital goods required for expansion of productive capacity, the process of growth may
continue for a far longer time, even if importing capacity is choked off. Under such conditions,
for a series of reasons to be commented on at greater length in the next chapter, development
takes place with strong inflationary pressure.

We seeg, then, that underdevelopment is not a necessary stage in the process of formation
of the modern capitalistic economies. It is a special process due to the penetration of modern
capitalistic enterprises into archaic structures. The phenomenon of underdevelopment occurs
in a number of forms and in various stages. The simplest case is that of coexistence of foreign
companies producing export commodities alongside a wide range of subsistence activities. This
coexistence may continue in a state of static equilibrium for long periods. The most complex
situation, as in the Brazilian economy at the present time, is that in which there are three sectors
in the economy: a subsistence structure, a structure oriented mainly towards export, and an
industrial nucleus connected with the domestic market and sufficiently diversified to produce
a part of the capital goods it needs for its own growth. The industrial nucleus linked with
the domestic market develops through a process of displacing importation of manufactured
goods, thatis, under permanent competitive conditions with external producers. The greatest
concern of the local industrialist is therefore to provide an article similar to the one imported
and, consequently, to adopt production methods which make it possible to compete with the
foreign producer. In other words, the price structure in the industrial sector connected with the
domestic market tends to be similar to that prevailing in highly industrialized countries exporting
manufactured goods. Thus the technological innovations which appear most advantageous are
those making it possible to approach the cost and price structure of the countries exporting
manufactured goods, and not those permitting faster transformation in the economic
structure through absorption of the subsistence sector. The practical result of this (even if the
industrial sector connected with the domestic market grows and increases its participation in
the product and even if the per capita income of the population as a whole rises) is that the
occupational structure of the country changes only slowly. The part of the population affected
by development remains minor, and there is a very slow decline in the relative importance of
the sector whose main activity is production for subsistence. This explains why an economy
in which industrial production has already achieved a high degree of diversification —with the
share of the industrial sector in the product hardly distinguishable from that in more highly
developed countries— may present a rather pre-capitalistic occupational structure and have
a large portion of its population cut off from the benefits of development.

Again we see that underdevelopment, specific phenomenon that it is, calls for an
effort at autonomous theorization. Lack of such an effort has led many economists to explain
by analogy with the experience in developed economies problems which can be properly
expressed only through full understanding of the phenomenon of underdevelopment. The
tendency in countries with an underdeveloped economy, such as Brazil, towards disequilibrium
in the balance of payments is one of those which, for lack of a proper theoretical basis, has
most commonly been incorrectly presented and misinterpreted.
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. SCOPE OF THE AGGREGATE PROJECTIONS

In the two previous chapters, it was maintained that programming should start from aggregate
projections of the economy, proceed with an analysis of the different sectors and, finally,
compare the aggregate projections with the results obtained from the individual study of
the different branches, so that any necessary corrections and adjustments can be made. The
adoption of the aggregate projections as a starting point constitutes a fundamental aspect
of the technique which is being examined here, since it would also be possible to begin the
preparation of a programme by studying the various sectors, and to combine the individual
projections by branches in an aggregate programme at a later stage. Consequently, the time
has come to explain the reasons for preferring the first method.

The preparation of a general development programme means that basic data must be
available in anticipation. In the first place, the rate of growth which the economy must reach
during the period in which the programme is in force, as well as the volume of investment
necessary to achieve that rate, must be determined beforehand. Only by starting from this
basic data will it be possible to follow the subsequent stages of the programming. Thus, the
initial object of a programme is to establish the investment which must be made in each
sector of the economy and to fix the order of priority for the different investments. This
requires a prior estimate both of the future demand for exports and of the internal demand
for consumer, intermediate, and capital goods. But this estimate —particularly as regards the
internal demand— must be based on the probable growth of income and on its distribution,
for which it is necessary to have previous knowledge of the rate of growth of the economy.
A programme also has to establish what share of the demand will be supplied with imported
goods and what share with domestic commodities. From another angle, a programme must
determine the investment required to produce both commodities for export and those for the
domestic market. This will also need previous knowledge of the total volume of investment on
the one hand and, on the other, of export prospects and the capacity to import. In calculating
investments, it will be necessary in addition to know how these will be financed, that is, to
what extent domestic saving can supply the capital required to attain the desired level and, if
necessary, what would be the share of foreign capital. To reach a solution —starting from the
probable increase in income— the trends of domestic consumption and saving, as well as the
anticipated role of foreign capital, must be estimated.

Each of these aspects provides different possibilities. The rate of development may be
more or less rapid, according to foreign trade prospects or to the degree of domestic effort
represented by the level of saving. Production may advance with greater or lesser intensity
towards the realization of a programme of import replacement, according to the hypotheses on
foreign trade. The contribution of foreign capital may vary in magnitude, given the estimate made
for the rate of growth and for the possibility of curtailing the future expansion of consumption.

These various possibilities also presuppose different ways in which economic policy
is used. A slow rate of development or a large inflow of foreign capital will require measures
which differ from those applied to an accelerated growth or a high rate of saving. The decision
as to the objectives of the programme, and its more detailed application to the various sectors
of the economy, will depend on a study of the different alternatives.

The aggregate projections are calculated with the basic data previously mentioned.
With this information, it is possible to proceed, in the first place, with an evaluation of the
different alternatives which arise from the initial stages of programming an economy and the
degree of effort required by each alternative. Once the objective has been established, it can
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be used as the basis for drawing up the partial programmes, which in conjunction will permit
the accomplishment of the overall programme.

The procedure of starting from plans or programmes for the various sectors and then
combining them in a general plan, which is sometimes adopted because sufficient information
is lacking, differs substantially from the method used for aggregate projections. In that case, the
targets for each sector would not be fixed as a result of the estimate forecast for the probable
gross income and for the distribution of expenditure, but a series of heterogeneous criteria
would be applied to establish an estimate of the needs or possible growth of each sector.
Neither would capital requirements be the result of the distribution of a volume of investment
which had been previously established in terms of a rate of growth, in accordance with an
order of priority applied to the economy as a whole; rather, the required investment would be
fixed in each isolated case and the total capital to be invested would represent an aggregate
of the individual investments, which would certainly have to be adjusted later if the available
capital proved insufficient to cover the estimated total. Lastly, in the aggregate projection
method, the rate of growth is the fundamental criterion upon which is based the volume of
investment and the required levels of domestic saving or of foreign capital. In contrast, under
the system of individual programming, the future rate of growth is unknown beforehand and
can be assessed only after the individual sector programmes have been established; as a
consequence it is very probable that the result will not coincide with the highest rate of growth
which the country might reach.

IIl.  THE ANALYSIS OF THE PROCESS OF DEVELOPMENT

The drawing up of the aggregate projections must be based upon as complete an examination
as possible of the economic situation of the country and of the evolution of its economic
development, over a sufficiently long period of time, to enable its main characteristics and
the determining influences of the process to be appreciated. This analysis of historical trends
is indispensable if both the projections and the possible subsequent decisions derived from
them are to be founded upon reality and are to reveal the strategic points upon which economic
policy should be brought to bear, if the desired results are to be obtained from programming.

This analysis should, above all, clearly reveal the rate of growth experienced by the
economy concerned during the immediate past. It might happen that there was no growth,
or that the expansion hardly existed, in other words, that a state of economic stagnation had
been reached, the causes of which it would be necessary to determine; but in the event that the
economy had experienced a period of satisfactory development it would have to be established
how and to what extent development had affected the different branches of production of
goods and services, the occupational distribution of the population and the income from the
various productive factors.

The evolution of production and gross income is influenced by both internal and external
factors. The action of each of these agents should be studied with the greatest care.

Among the external factors, the volume of foreign trade, the terms of trade and the
inflow and outflow of capital are of particular interest. The importance in the overall economy
of foreign trade —the export and import of goods and services— will indicate the degree to
which the national economy is integrated with world trade in marketing production and in the
domestic availability of goods and services, as well as recent movements in the principal
sectors of this trade. The terms of trade will measure the way in which the prices of products
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sold in foreign markets and the prices of those purchased abroad for domestic consumption
and investment have evolved; they will also show the influence of price variations on the
volume of gross income. The movement of capital and the capital services account will
indicate the magnitude of the contribution of foreign capital to investment and development,
and the resources which the country must remit for interest and profits on such capital, or
for its amortization.

A study of the internal factors in the development process covers a wide variety of
aspects. Particularly important are the evaluation and evolution of the country’s resources:
the active population and the labour force by sectors; productive capacity or installed capital;
natural resources of which use is or could be made; and productivity per worker and per unit
of capital in the different activities. Data are likewise needed on the share of each social group
in the gross product and on the distribution of income and expenditure, so that the proportion
of income used for consumption, and its movements, the percentage that has been saved
and the distribution of investment may all be established. The ratio, by factors of production,
between the income received and the proportion saved, is of vital importance if the share of
each in capital formation is to be assessed.

The manifold part played by the public sector in the process of growth deserves special
mention. As the recipient of taxes and the source of public services, the State simultaneously
acts as a producer receiving a remuneration, as a purchaser of goods and services in competition
with the private sector and as an agent for the redistribution of the population’s aggregate
income. In its character as the executor of all kinds of public works the State is an investor
contributing to capital formation. The extent to which the State participates in creating income,
the use and influence of its redistributive function in the development process, the volume of
public investment and the form it assumes, are all indispensable data for a study of a national
economy and an evaluation of its tendencies.

The purpose of the analysis made on the basis of this information is intended to give an
idea of the forms and characteristics of the development of the economy concerned, identifying
its dynamic centres and strategic points and assessing the evolution of all these factors in the
final period. An effort can thus be made to prepare what might be termed the diagnosis of the
economy, on the basis of which the aggregate projections can later be established.

This list of essential data by no means covers all the information required. It has been
used merely to attempt an outline of those facts which are indispensable for one part of the
task of programming, and even so it must be considered as deficient. The lack of statistics
and basic economic data represents one of the most serious problems which under-developed
countries must face in carrying out an effective economic policy. One of the first positive
results of a policy aimed at programming would in fact be to encourage an improvement in
the data which might be available. A first step would be to prepare what is nowadays called
“a system of national accounts”. The United Nations has been carrying out a campaign in
favour of the application of universal standards in such matters’ and it is to be hoped that these
under-developed countries which have not already done so will make a serious effort to apply
these standards in practice as soon as possible. But this is not all. The task of programming in
addition calls for other data and analyses which will be described in the course of this report,
especially as regards consumption statistics and inter-industrial relations.

In the specific applications of the technique of programming which the secretariat has
already commenced in the cases of Brazil, Chile and Colombia, and which form part of this

1 See United Nations, A System of National Accounts and Supporting Tables (Studies in Methods, No. 2; ST/STAT/SER.F/2).
United Nations publication, Sales No.: 1952.XVU.4; Concepts and Definitions of Capital Formation (Statistical Papers; ST/
STAT/SER.F/3). United Nations publication, Sales No. 1953.XVIL6.
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series, the use of statistics and economic information for accomplishing the analysis of growth,
can be illustrated in practice. The material and methods are similar in these studies, varying,
of course, according to the amount of data available and to the differences in the examples
analysed. They demonstrate better than any formal description the methodology of this sector
of the technique of programming,

lll. THE ANALYTICAL INSTRUMENTS FOR THE CALCULATION
OF THE ACGREGATE PROJECTIONS

The technique of programming which is presented here —and in consequence the calculation
of the aggregate projections— is based on the supposition that the economic development
of a community can be measured by the increase in per capita income and production.
This simplification does not overlook the other economic and sociological elements which
characterize the process —the population structure, the distribution of property and income,
utilization of technology, social mobility, spirit of enterprise, etc.— but tends to seek, within
these heterogeneous elements, a quantitative instrument which would make it possible
to decide, in a preliminary analysis, whether there was a case for development, and, if so,
to determine its extent. The increase in per capita income and product is a prerequisite of
development. However, it is not in itself sufficient, since such expansion can occur without
other conditions being present that assure the economy as a whole greater welfare, or which
allow the process to continue satisfactorily. Thus, during the course of the present study
the premise which rests on the growth of per capitaincome will be used as a starting-point,
but an attempt will also be made to take into account the other elements which integrate
the phenomenon of development. It must be acknowledged that this is an aspect which has
hitherto been somewhat neglected, and which will call for further attention in the preliminary
technique of programming.

The first step in the analysis consists in defining the factors that determine the growth
of income and product. It is known that the fundamental elements of this process are capital
formation or investment rate, and the average productivity of capital, also known as the
product-capital ratio.2 Thus, if it is assumed that, in a given period, a community had attained
a net rate of capital formation —after depreciation is deducted— equivalent to 15 per cent of
income, and that the product-capital ratio was 0.4, net income would increase by 6 per cent. If,
during the same period, the population had increased by 2 per cent, per capitaincome would
have grown by approximately 4 per cent.

This equation also involves a high degree of simplification. In the first place, the
analysis of the production process has been focused upon one single factor —that of capital—
and no specific mention is made of other elements, of which the most important are natural
resources and labour productivity. A more careful examination reveals that these factors
have, in fact, been taken into consideration. Natural resources influence the increment of
income through the product-capital ratio. Thus, the same investment, when applied to very
rich natural resources, will yield more than when applied to poorer ones. In the first case the
product-capital ratio will be high and in the second, the effect will be the opposite. Something
similar occurs with the labour factor. Technical skills and human productive capacity usually

2 Useis also made of the reciprocal of the product-capital ratio; the capital-product ratio, known as the capital coefficient.
For recent works on this subject, see inter alia, R. Harrod, Toward a Dynamic Economy, MacMillan, London, 1949; E. D.
Domar, “Expansion and Employment”, The American Economic Review, 1947; “The Problem of Capital Accumulation”,
The American Economic Review, 1949; “Economic Growth: An Econometric Approach”, The American Economic Review,
May 1952.
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mean a greater investment yield, or —what amounts to the same thing— an increase in the
average productivity of capital.3

These facts are of great importance, and it will be possible to appreciate their practical
application both in the present work and in the specific studies on Brazil and Colombia. On
the other hand, the formula given undoubtedly represents a most valuable instrument for the
analysis and programming of development. For this reason, more attention should be paid to
its parameters, namely, the investment rate and the product-capital ratio.

IV. THE INVESTMENT RATE

No attempt is being made here to formulate a theoretical analysis of capital formation, which
would be outside the scope of this study. It is merely proposed to examine certain aspects of
the methodology in so far as they are related to the preliminary technique of programming.

For this purpose, capital is defined as those goods resulting from economic activity
which are used for the future production of other goods. In the first place, this concept is
expressed in real terms as opposed to the monetary concept —even though monetary units
are employed to measure it— and in the second, it is of a limited nature. Thus, durable
consumer goods, which are sometimes included in capital, are excluded. Also discounted
are minted precious metals, as well as those natural resources, such as land, which do not
result from economic activity, although any improvements which man may make to the latter
for productive ends are considered to be included. In turn, investment would consist of all
additions to capital of goods of the same kind, or, in other words, the process whereby part
of the goods available to a community in a given period is withdrawn from final consumption
and incorporated into the productive capacity. The investment may be considered in relation
to the stock of capital or to income. Thus, if at a given moment a country’s capital amounts
to 100, and the investment or accumulation of new capital stands at 10, it may be said that
the capital or productive capacity has increased by 10 per cent. Or, again, if out of an income
of 10,000 million dollars, 1,300 millions is invested, then the investment rate, in relation to
income, will be 13 per cent.

In considering the investment rate, it should be taken into account that part of it does
not consist in additions, strictly speaking, to the stock of capital, but rather serves to replace
that capital which, for one reason or another, has been depleted, or has been consumed in
the process of production. This leads to the concept of depreciation, which has been defined
as the difference between the value of productive equipment at the end of a period, and the
value which had been assigned to it at the outset. From the point of view of economics —as
opposed to that of accounting, in which somewhat rough methods of approximation are
permissible— capital depreciation is one of the most difficult estimates to compute, on account
of the varying duration of its different components, if the criterion of depreciation is applied,
net capital or the stock of capital might be defined as the depreciated replacement value of
reproducible, tangible and durable capital goods, and the net investment as equivalent to the
gross investment less depreciation.

To apply the equation given in the foregoing section, use must be made of net investment,
that is, total investment less depreciation. The net rate of investment would be the ratio between
net investment and national income.

3 When labour productivity, instead of capital productivity, is used as a measure the other factors will have to be taken
into consideration through their effect on the yield of the labour factor.
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It has already been pointed out that the inadequacy of Latin American statistics
constitutes a serious obstacle hampering the application, to specific cases, of the analyses
and methods necessary to the study of economic development and programming. However,
the Economic Commission for Latin America has made every effort to utilize the unreliable
material available, improving it wherever possible, and always endeavouring, in each case,
to reach useful, common-sense conclusions. For this reason the fact must be acknowledged
that the calculations, rather than leading to exact and definite conclusions, give only a
preliminary understanding of the phenomena, and an idea of their extent. Apart from the
contribution it may make to improving statistics, the use of present material is considered
as representing an advance on vague generalizations, or merely qualitative concepts as to
economic development. However, it should be observed that in some Latin American countries
considerable progress has already been made, and valuable, though generally incomplete,
information is available; moreover, everywhere in the region there is a growing interest in
perfecting economic statistics.

It would now be as well to give an idea of the scope and sources of the figures on
Latin American capital and investment which are utilized by ECLA. The figures on the stock of
capital which appear in the Commission’s studies, include reproducible, tangible and durable
capital goods, and exclude land, durable consumer goods, minted precious metals and, in
most cases, inventories. The reason for excluding the last-named item is the lack of data as
to their volume and fluctuations. For estimating purposes, complete or partial inventories of
the stock of capital have been used, as well as chronological series for the formation of gross
and net capital. As has already been stated in another document,? it should be noted that the
character, quality and amplitude of available data vary from one country to another, and have
presented problems of interpretation and adjustment. In the absence of complete data for a
precise calculation of depreciation, a useful life for capital goods, longer than that in the United
States, has been used as a working hypothesis, taking into consideration the dissimilar capital
structure, disparity in the economic nature of obsolescence, owing to the difference between
the relative costs of labour and capital, and the influence of the rate of growth on the rate of
depreciation. The figures on investment have been based, as a rule, on series formulated in
the countries themselves, with some adjustments and corrections wherever necessary; they
include the import value of imported capital goods, plus a provision corresponding to the cost
of installation, the valuation of public and private construction at market prices, the cost of the
domestic production of unexported capital goods, and estimates of the increment of livestock
inventories, and agricultural improvements.

In the countries where studies have been made for the application of the preliminary
technique of programming, available statistics were better than the average. In the studies on
Brazil and Colombia reference has been made to the sources used for drawing up the series,
and it can be stated that in these cases there is a greater degree of accuracy in the estimates
and corresponding conclusions. As will be appreciated in these studies, the investment rate
has varied for clearly defined reasons. In Brazil the net investment rate —which was 8.0 per
cent at the beginning of the Second World War— began to decrease, until in 1945 it dropped
suddenly to 4.8 per cent, owing chiefly to the difficulty in importing equipment. It recovered
during the post-war period, and in 1952 reached 13.6 per cent of net income, but in 1953 and
1954 declined again to 10.4 and 9.4 per cent respectively.

In Colombia —which had a high investment rate during the period 1925-30 (an annual
average of 12.5 per cent)— the depression of the thirties and the Second World War provoked
a decline, the average for the whole period being 6.3 per cent. In 1945-54 investment recovered
again and the annual average reached 11.4 per cent.

4 See Economic Survey of Latin America, 1951-1952, p. 34.
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V. THE PRODUCT-CAPITAL RATIO

The term “product-capital ratio” is comparatively new in economic science. However, its
meaning is closely related to the classic concepts of “organic structure of capital”, “turn-over
of capital”, “average cycle of production”, which refer to the connexion existing between the
volume of productive equipment and the other factors, or the real production of goods and
services, and show that the more a country increases its capital, the longer the production
process takes to mature. The re-emergence, during recent years, of the concept and of interest
in problems of this kind is the result of the renewed importance which macro-economic studies
in the scientific field have achieved, thanks to the impact of cyclical phenomena and expansion
in the under-developed countries.

The product-capital ratio, or the productivity of capital, is the relation which exists over
a given period between the net national product, or national income, and the capital which
has participated in production. Naturally, a distinction must be made between the average and
the marginal product-capital ratio. The average ratio is that of product to capital employed; by
marginal is understood the relation between net investment in a given period, an increase of
net product during a succeeding period.

In the latter case, some authorities advocate a longer period —two to three years— for
the evaluation of the direct and indirect results of the investment, which generally become
effective only after such a lapse.

Itis easy to understand that the factors which have an effect on capital and on the product
have a more marked incidence on the marginal than on the average ratio. Consequently the latter
usually has a certain amount of stability, while the former is subject to continual fluctuation.
Therefore, to calculate it correctly, an average of marginal product-capital ratios must be examined
over a long period, for example, ten years. If a sufficiently lengthy period is taken it is inevitable
that this average of marginal ratios would differ but slightly from the average ratio.

Apart from the terms of trade, the principal factors which influence the product-
capital ratio are inventories, the degree of capital utilization, capital structure and the time the
investments take to mature.

If inventories have been included in the calculation of the stock of capital or their
variations taken into account when net investment is computed, any fluctuations they may
register will augment this term of the ratio, and consequently an increase in inventories will
tend to reduce the product-capital ratio, and vice versa.

The degree of capital utilization is another variable. If, during a given period, inadequate
demand, or other elements, diminish the intensity with which productive capacity is utilized,
the product-capital ratio will clearly be lower. Conversely, the ratio rises in those periods when
there are difficulties in the supply of capital goods and when equipment is used to full capacity.

Lastly, capital structure and the time taken by investments to mature are other important
elements. If the stock of capital consists mainly of items of lesser productivity, such as
agricultural investment and build-ups, the ratio will be lower than when the larger volume is
represented by highly productive investments, such as industrial equipment. Similarly, a lapse
of time must obviously occur between the initiation of the investment and the moment when
its product reaches the market. The length of this period is dependent upon the nature of the
investment, but as a rule it amounts to several years in the case of large-scale investments
in electricity, transport and other services, as well as big irrigation projects. In calculating the
product-capital ratio, those investments still in process of maturing are included. Furthermore,
a proportion of the new production results from investments made wholly or in part during
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previous years. It is evident that in periods of greater investment —or when investment is of
such a nature that it takes a long time to mature or has great capital intensity— the ratio will
be lower than in periods in which investment has fully matured, especially if at such times it
is not adequately balanced by new investments of the same type.

So far, reference has been made to the overall product- capital ratio, that is, as applied
to the economy as a whole. This overall ratio is evidently the result of individual and different
relationships between investment and product, which exist in the diverse sectors of the economy
and in the very varied and numerous enterprises within each sector. The question now arises
as to whether the overall ratio has any significance, and what is its use in economic analysis
and the technique of programming.

Its value lies primarily in the fact that itis an element in estimating the social productivity
of capital. Only by comparing the product generated in the economy as a whole with the
investment made can an approximate idea be obtained of the effects deriving from that
investment. Apart from its intrinsic theoretical interest, it is of practical importance in that it
provides grounds for allotting priority to investments. The product-capital ratio by sectors or
by enterprises could not be used for this purpose, since its productivity is strongly affected by
relative domestic prices, and by the possible effect of new investment in production in other
sectors. Low relative prices in the public services may mean that industrial activity is subsidized.
In consequence, the average productivity of an investment in electricity or transport could
not be measured merely by the product of the respective sector, for its effect on other sectors
would have to be taken into account; and the opposite would occur in the case of enterprises
and branches of production which benefit from the low relative prices. On the other hand, it
may happen that new investment puts other enterprises out of the market, and, in this case, in
measuring its social productivity, the reduced production caused in other sectors would have
to be taken into consideration.

The other point of interest in using the overall product-capital ratio is more closely allied
to the calculation of the aggregate projections. Its use enables a preliminary estimate to be
made of the investment required to obtain a given income, indispensable if some notion is to be
formed of the possibilities of putting the various alternatives into practice. When one of these
has been decided upon, the anticipated volume of investment will be the starting point for a
preliminary estimate of the respective contributions of domestic savings, and supplementary
foreign capital. It is true that these calculations are merely preliminary approximations, and
that in those referring to projections by sectors or to specific projects, the individual capital
coefficients concerned must of course be utilized. These individual projections will then serve to
correct and adjust the preliminary figures deriving from the aggregate projections. But this does
not deprive the product-capital ratio of its fundamental role in the first stage of programming
as a basic means of judging the feasibility of a programme and its consequences.

The ECLA secretariat has calculated the average product-capital ratios for a group of
countries, which represent more than 90 per cent of the stock of capital in the region. The statistics
used for the calculation are those of the gross product; the estimates used were, in the majority
of cases, those computed by the countries themselves, and in other instances, those prepared
by the secretariat. These differ in their degree of accuracy, but no greater precision could be
obtained with the statistical material available. In the figures for capital, inventories and durable
consumer goods are excluded, contrary to common practice in United States calculations.®

5 See William J. Fellner, “Long-Term Projections of Private Capital Formation: The Rate of Growth and Capital Coefficients”,
National Bureau of Economic Research, Conference on Research in Income and Wealth, May 1951, and Raymond
Goldsmith, “The Growth of Reproducible Wealth of the United States from 1805 to 1950”, International Association for
Research in Income and Wealth, Income and Wealth Series, Vol. Il. In the latter work, however, Goldsmith calculates two
series of product-capital ratios, in one of which buildings and installations are not taken into account, a procedure more
in line with that of ECLA.
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The result has been a product-capital ratio which varies from 0.43 to 0.46, for the period
1945-54. The difference between this and the figure of 0.30 for the United States, given by
the studies mentioned in footnote 5, is partly attributable to the statistical methods used.
If inventories and durable consumer goods had been added to capital in the ratio found for
Latin America —which would mean an increase of perhaps 20 per cent— and if depreciation
had been deducted from production —approximately 7 per cent— the average value would
have been about 0.35. It should be observed that the most conservative calculation used by
Goldsmith, gives a ratio of 0.40 for the United States.

In the application of the method to Brazil, a product-capital ratio for that country has
been calculated. The estimate of the stock of capital was based on the figures of the Industrial
Census of 1940, and on data on net investment over the period 1939-53. The figures for the
product are those of the Institute Brasileiro de Economia, Fundagao Getulio Vargas (Brazilian
Institute of Economy of the Getulio Vargas Foundation). The average ratio of the overall period
1939-53 stands at 0.52, having risen from 0.49 in 1939 to 0.57 in 1947 and 1948, and reaching
0.53in 1953. The marginal ratio has been calculated for the years 1947-53. The two extremes
are 0.73in 1950 and 0.34 in 1952, while the average is 0.514.

The preliminary research carried out by ECLA in the study on economic development
and programming in Colombia has revealed some unusual facts. One of the most significant
aspects of this country’s economic development, has been the continuous long-term increase
of the product-capital ratio since 1925. In this year the average ratio of 0.22 was the outcome
of an economic structure characterized by an accumulation of capital employed principally in
agriculture and building, and by a low technical level. As a result of changes in capital structure
—in the direction of greater investment in industry and in transport and electricity— and in
consequence of the overall process of development of the national economy, the ratio rose
until it reached 0.31 in 1938, 0.32 in 1945, and 0.40 in 1954.

The product-capital ratio for Latin America might appear very high. Apart from the
differences from calculations made in other countries with respect to the elements included
in the terms of the ratio, the inadequacy of the statistics themselves undoubtedly may give
rise to a certain margin of error. However, it is not beyond the bounds of possibility that the
figure arrived at —in the more approximate calculations for the majority of the countries, as
well as in the more precise ones for Brazil and Colombia— is very near to the truth. It must
be taken into account that, during the period analysed, exceptionally favourable fact ors have
been present in Latin America and have made possible a more efficient utilization of capital,
labour, and natural resources.

Studies of capital productivity in the under-developed countries, and its evolution as
investment progresses, are still in their initial phase. The results of research carried out in the
most highly developed areas have hitherto shed little light on the case of the under-developed
countries. One of the most interesting aspects of the studies made in the United States is the
absence of any indication that the average product-capital ratio shows a marked tendency to
fluctuate. In fact it seems characterized by a certain stability.®

Some economists hold that the accumulation of capital tends to provoke a decrease
in the ratio over a certain period, and that this is due to many causes. Among these may be
mentioned the need for basic installations of relatively low productivity, the costs which
arise from import replacement, and losses and difficulties caused by inexperience. Another
very important factor is the need to maintain heavy stocks both of materials required for the
production process proper, and of consumer goods to satisfy a growing demand generated
by investments which have not yet matured.

6 See, Goldsmith, op.cit.



ECLAC THINKING, SELECTED TEXTS (1948-1998)

No premature conclusions should be drawn on this topic, but its theoretical and practical
importance is obvious. It is therefore indispensable that the studies begun should be followed
up with greater thoroughness, particularly in regard to their application to Latin America. At
all events, the results obtained demonstrate the importance of this theoretical instrument in
the technique of programming.

VI. FOREIGN AND DOMESTIC DEMAND

Once the analytical instruments have been agreed upon, the method of calculation of the
aggregate projections can be described. One indispensable element in the preparation of the
projections is the estimate of future demand for goods and services both for export and for
domestic consumption. There is some variation in the methodology applicable to each of these
sectors. The preparation of the aggregate projections calls for as full as possible a calculation
of the demand for exports, so that the probable extent of the effect of external factors on
production and income can be assessed. In contrast, only aggregate figures indicating the
probable volume of domestic demand are needed, since the detailed analysis of its composition
will be made when the time comes to undertake the calculation of the projections by sectors.

There is another difference which must be taken into account. Exports depend on
external economic conditions on which the domestic economy can exert only slight or limited
influence. Conversely, internal demand results from the process of national development, and
from decisions taken in connexion with its intensity and character.

The estimate of demand for exports is based on the probable trends of factors affecting
the goods and services which the country exports, or could export. These factors are the future
income level in the export markets, the income-elasticity of demand for such goods and services,
their probable price trends, and the situation regarding competitive commodities whether
these are identical or potential substitutes. A similar analysis must be made for each separate
product, taking into consideration all the peculiarities of its market. Projections of the demand
for exports should also take into account, in appropriate circumstances, the country’s possible
ability to influence foreign markets by measures of trade or exchange policy. This will depend
on the country’s relative position in regard to the world supply of the commodity concerned.
For example, it might happen that, in the event of a price-elasticity of demand exceeding unity,
it was considered possible and advisable to increase exports through price reduction, so as
to augment the supply of foreign exchange. Such cases may affect the projections of future
production for export which would have to be appraised in the light of other alternatives, in
terms of their effect on the economy as a whole.

The degree of accuracy in the calculations of the demand for exports is limited on
account of the unreliability of the statistics used. Generally speaking, price data and forecasts
are the least exact. There is a greater probability of accuracy in short-term estimates of income
trends in foreign markets. In contrast, this probability diminishes in long-term forecasts, and it
is precisely these which are the most important for programming. For this reason, projections
of the demand for exports —more than any others— indicate merely reasonable hypotheses,
and must be revised and adjusted periodically so as to embrace any possible market variations.

It is more difficult to anticipate the evolution of the terms of trade. If information as to
prices is the weakest part of export analysis, the difficulties will be multiplied when an attempt
is made to forecast import prices. A solution might be found by studying the historical trend
of trade factors and by establishing one or more hypotheses based on this trend, on the
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understanding that any variation in the terms of trade, by affecting the volume of gross income,
will modify the basic data of the programme and necessitate its revision and adjustment.

Overall domestic demand is calculated as a function of income, after domestic saving
has been deducted. It is advisable to examine each of these factors. Income depends on
domestic production and the terms of trade. One or more hypotheses on the latter having
been established, income will be determined by the rate of growth of the gross product.
Here a crucial point is reached in the technique of programming. Defining the desired rate of
growth means fixing a target for the programme and at the same time establishing a constant,
on which all the other variables of the problem will depend. On the other hand, this rate is
subject to the economy’s capacity to achieve it —in particular to the degree of effort signified
by domestic saving— and to supplementary foreign investment. Analysis of past records and
of the probable future trend of those factors which have influenced the rate of growth will
serve as a basis for judging future possibilities. But other circumstances will have to be taken
into account. For example, it might be that the previous rate of growth was very low, and an
accelerated rate of development is desired; or, as has happened in the study of Brazil, that
it may be considered unlikely that a set of favourable conditions, which gave rise to a rapid
growth in the past years, would persist in the future. In the preliminary technique, the starting
point was the selection of various rates of growth which, although hypothetical, were based
as far as possible on reality and on the future possibilities of the economy. The selection of
several alternative rates of growth is designed to reduce to the minimum the arbitrary element
which undoubtedly exists in this part of the technique. The methodology used in the study
of programming in Brazil contains some variants which will be dealt with later.” An effort has
been made to eliminate this arbitrary element by different means.

Once a given hypothesis as to growth of income has been adopted, the distribution of
this income between consumption and saving will have to be estimated. Here judgment must
be primarily based on past experience. Studies made in various countries seem to indicate that
the population tends to earmark a fairly stable percentage of its income for consumption, or,
from another standpoint, the rate of saving is usually confined within certain limits. Kuznets
has found a gross rate of capital formation in the United States which varies from an average
of 22.8 per cent for the period 1869-98, to 22.0 per cent for 1894-1923, and 18.2 per cent in
1919-48. The net rate would have a more marked downward trend, averages of 15.2, 13.2
and 6.8 per cent being recorded for the above periods.8 In Canada, the gross rate of capital
formation, excluding foreign investment, has fluctuated during the last fifty years between 15.3
per cent (1931-40) and 19.3 per cent (1926-30), reaching 18.7 per cent over the period 1941-50;
the net rate which during the period that began with the world depression (1931-40) was 5.9
per cent, rose again to 11.9 per cent in the ten succeeding years, a figure more in line with the
recorded trend. In Sweden the gross average rate over the years 1891-1930 was 18.0 per cent,
and the net 11.1. The statistics mentioned and studies carried out in other countries seem to
indicate that the gross savings of any capitalist economy tend to be around 20 per cent of the
income, and the net savings to attain a figure that seldom exceeds 10 or 12 per cent. This of
course does not mean that these averages may not vary, as a reflection of community effort
to accelerate investment.

In the study of economic development in Brazil, it has been estimated that the net rate of
saving has varied in the last sixteen years from 6.8 per cent in 1940 to 13.1 per cent in 1950, the
highest frequencies being between 8 and 9 per cent, which occurred in five separate years, mainly
in the period prior to 1948, and between 10 and 11 per cent, also occurring on five occasions.
With the exception of 1952, the savings rate remains above 10 per cent from 1948 onwards.

7 See the appendix at the end of this chapter.

8  See Simon Kuznets, “Long-Term Changes in the National Income of the United States of America since 1870”, in Income and
Wealth of the United States, International Association for Research in Income and Wealth, Income and Wealth Series, Vol. Il
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The study of the historical rate of saving indicates the limits within which economic effort
tends to be exerted. An analysis of the circumstances which may have determined the rise or fall
of the rate, and an estimate of the behaviour of the factors affecting it, will provide grounds for a
short-term projection. It might be considered that future saving should be increased to achieve
a higher degree of investment, within reasonable limits that will not endanger the process of
development. Here also there are possible alternatives. The increase in the savings rate should
be considered in relation to its effect on the required level of consumption, and to the possibility
of restricting the latter’s expansion; and a study must be made of those measures of economic
policy which would have to be adopted to attain this end. An example of such an analysis may be
seen in the study of programming in Brazil. The technique of programming will have to present
anew, if necessary, the alternatives which may be required to furnish more complete information
as to the effect on the economy of different saving and consumption levels.

The difference between the income arrived at by a given rate of growth —plus the effects
of the terms of trade— and the volume of savings, gives the volume of domestic demand for
consumer goods and services. No mention has hitherto been made of demand for capital goods.
In principle, the volume of domestic saving is equivalent to the demand for producer goods and
services on the part of domestic investors. However, this domestic saving may represent only
a part of the capital formation. It is not yet known whether the estimated saving is adequate to
meet the anticipated rate of growth, and if so, in consequence, how large an inflow of foreign
capital, if any, may be necessary. Therefore the demand for producer goods and services can
be assessed only when the overall investment necessary to attain the established target has
been calculated. This topic is discussed in the following section.

VII. THE PROJECTION OF INVESTMENT

An outline has been given of the methodology of estimating a rate, or alternative rates, of
growth of income which is expected to bring about a programme, and the probable or desirable
volume of domestic saving corresponding to those income levels. On these bases, and with the
help of the product-capital ratio, it will now be possible to calculate two fundamental elements,
namely, the investment required to attain the income envisaged and the proportion of such
investment to be contributed by foreign capital.

The calculation of overall investment is a simple operation. For each volume of income the
capital required will equal the income divided by the product-capital ratio. On the assumption that
in the current year the income is 100, the stock of capital 200, and the product-capital ratio 0.50,
to secure a 5,0 per cent expansion of income in the following period, new investment will have
to amount to 10 per cent. If the population has increased 2.0 per cent in the same period, the
per capita rise in income will have been 3.0 per cent. If such a calculation is made year by year
during the course of the programme, it will be possible to assess the amount of capital required.

It seems unnecessary to stress the nature and limitations of so simple a calculation.
Its usefulness lies in the provision of a rough, overall conception of the volume of investment
necessary to achieve a given rate of growth, and in the fact that it thus furnishes a basic criterion
as to the applicability of a programme. As has often been stated, when the projections by sectors
are calculated, more exact methods will be used, and later compared with the preliminary
result obtained in the aggregate projections, so that the latter can be adjusted.

When the estimate of investment has been made, it must be compared with the domestic
saving forecast. The difference between investment and domestic saving will give the amount
of foreign capital required, year by year, and in its entirety.
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The apparent simplicity of this procedure conceals a series of decisions, in which an essential
partis played by economic and political considerations. The variables of the functions used should
be taken into consideration, namely, rate of growth, product-capital ratio, rate of domestic saving,
foreign investment. Developments in any one of these have an immediate effect on the overall
system. If it is assumed that, as is probable, the domestic saving is not capable of attaining the
required volume of investment, and that foreign capital must be called upon, several different
situations must be considered. For example, is it likely that the foreign capital inflow will continue
indefinitely, and will be large enough to cover requirements? And if the answer is negative, will it be
preferable to maintain a more moderate rate of savings and extend the period of foreign investment,
or is it worthwhile to make a greater effort to increase the rate of savings in the initial years, and
thus curtail the term or volume of the foreign capital inflow? What will consumer levels be in either
case over the total period? What measures of policy will be necessary to attract this capital, or to
attain a given rate of savings, and how will these measures react on the overall economy? And if
it is unlikely that foreign capital and domestic savings will be available in the required amount, or
that the measures of policy which would make them possible will be accepted, then should not
the original target be reduced and a less ambitious programme formulated?

All these considerations must be taken into account in preparing the aggregate projections.
It is now easier to assess the presentation of various alternatives, a theme on which so much
stress has already been laid. The economist who prepares a programme on the basis of the
aggregate projections, can make a forecast of the results of given hypotheses of growth, and
carry out a preliminary selection of those which are feasible. Or, if he so prefers, he can point
out, wherever possible, the effects of these alternatives on the economy, and the measures of
policy which each situation may dictate.

VIIl. THE CAPACITY TO IMPORT AND THE REPLACEMENT OF IMPORTS

The next step in the formulation of the aggregate projections is the calculation of the capacity
to import, and of the imports which will have to be replaced if this capacity is to be utilized to
the maximum advantage of economic development.

The imports which a country can make in a given period depend on two factors: the
exports of goods and services, and the balance of the flow of capital. When the projections of
the demand for exports were discussed, reference was made to the method used in calculating
its volume and the terms of trade. The hypotheses established in this connexion constitute the
basic factor in the calculation of the capacity to import.

In computing the flow of capital, the most important components are the external public
debt, the servicing of the past and future inflow of capital, the volume of fresh investment, and
the flow of short-term capital. Obligations arising from the public debt are generally easy to
estimate, and all countries have information on this subject. The servicing of foreign capital
—that is the remittance abroad of profits and interest, whether for loans or returns on direct
investment— create greater difficulties. Apart from the complete information which has to
be collected on this subject, the future movement of such servicing may be affected by the
exchange situation, and by future investments and their behaviour as regards interest rates,
amortization terms, etc. Despite this it is possible to make a relatively accurate forecast of the
item. Fresh foreign investment would be calculated in accordance with the projections for
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investment previously examined.? The flow of short-term capital is a more difficult element
to assess, but also of lesser importance to programming. It may even cause disturbances,
by provoking temporary trends and alterations in international transactions which do not
correspond to the economy’s normal evolution. This factor may be ignored in most cases, on
the assumption that the application of a programme implies the establishment of a policy to
avert the undesirable consequences of the short-term flow of capital, or in general to tackle
unstable external factors.

The algebraic sum of exports and of the probable balance of the capital account during
operation of the programme will give an estimate of the capacity to import.

And now another aspect of the problem must be examined, namely, the projection
of imports. Here, the distinction must be made between the import of consumer goods,
intermediate goods (including fuels) and capital goods.

It has already been pointed out in previous chapters, that these categories of goods
are likely to follow dissimilar trends, as development progresses. Even should the import of
consumer goods diminish, overall imports do not tend to decrease because the import coefficient
in investment is higher than the import coefficient in consumption. On the other hand, in the
process of expansion which has taken place in Latin America so far, the import coefficient of
raw materials has shown a tendency to remain stable, and that of fuels to increase.

For the projection of imports and their replacement, in this initial stage, a provisional
hypothesis may serve as a point of departure. For this purpose, it may be assumed that the
coefficient of imports will not vary in any of the categories of goods, or, in other words, that
imports will continue to maintain their present share in consumption and investment.

From the calculations of consumption and investment already made, it will be possible
to formulate a projection of the future imports of these goods. The computation is more
complicated in the case of intermediate commodities and fuels, since for a fairly accurate
calculation, information on their share in the production process would be required. However,
as a preliminary approximation, current import coefficients for these goods in relation to
consumption could be applied. To the results thus obtained will have to be added an estimate of
the services paid for abroad, for which it may be assumed —provisionally— they will maintain
their present proportion in regard to income.'?

The comparison of the projections of the capacity to import with those of imports will
reveal a difference, except when export prospects are highly favourable, or, to be more exact,
when the rate of increase in the capacity to import is at least equal to the rate of increase in
the demand for imports.

If this is not so, the disparity between the capacity to import and the volume of imports
will denote the extent to which domestic production must replace imports if the programme
is to be implemented. As has often happened in Latin America, since imports have tended to
increase more rapidly than the capacity to import, the problem of substitution is one of the
most important in programming.

9 See section 7 of this chapter.
10 Or as regards foreign trade, in the case of services connected with it.




Economic Commission for Latin America and the Caribbean (ECLAC)

IX. THE RESULTS OF THE AGGREGATE PROJECTIONS

A summary can now be made of the results obtained from the calculation of the aggregate
projections, and the projections themselves allotted their proper context in the formulation
of a programme.

In the first place, the probable targets of economic growth have been established, and
the future trend of production calculated, as well as the income corresponding to each of the
rates of growth selected. Secondly, targets have been fixed in regard to future distribution
of income in consumer goods and savings, and therefore with respect to the community’s
degree of effort to achieve greater investment. The amount of investment necessary to
implement each hypothesis has been calculated, and, through a comparison of the volume of
this investment with that of domestic saving, the foreign capital inflow has been estimated.
Similarly, the growth of the capacity to import has been postulated, and, by a comparison of
this latter with the probable demand for imports, the amount of substitution required to carry
out the programme has been established.

Hitherto, overall figures have been employed. In the final issue the object of a programme
is to establish the distribution of future investment, so as to attain the targets envisaged. This
means that from the overall analysis, it is necessary to pass to the analysis of each sector of
the economy. It must first be determined how future demand will be distributed among the
different consumer goods, and what effect will this structure of consumption produce on the
demand for intermediate and capital goods. Once the future requirements in goods and services
are known in detail, a study must be made as to what part of these requirements will have
to be covered by imports, and where replacement is most feasible. The volume of demand
in each sector, less the part satisfied by imports, will give the production targets which will
have to be attained in each branch of domestic activity. To this must be added the targets set
for export activities. The first step will be to determine the measures which must be applied
if these targets are to be reached. This will require a detailed analysis of the situation in each
sector, with the object of achieving the greatest possible utilization of existing resources, as
well as of establishing the extent and nature of the investments required. Among existing
resources, labour is especially important. The raising of per capita productivity is one of the
essential objectives of a programme. A study of each sector must indicate the level of the
productivity of labour, and what are the possibilities of improving it. Coupled with this problem
is the necessity of shifting the labour force from less productive to more productive sectors
of the economy, thus modifying the occupational structure of the population.

Thus, the projections by sectors constitute the second phase of the programming
technique. Once the results have been obtained, their comparison with the aggregate projections
is the final step in the elaboration of this phase of programming, but not in the formulation
of a programme. When the given objectives have been set, on the basis of the projections,
two extensive fields still remain to be covered: the establishment of an economic policy, and
a suitable administrative organization for the execution of the programme. The present work
does not cover these latter aspects, but rather stops at the level of the projections.
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Inflation is not a monetary phenomenon; it is the result of real imbalances that manifest
themselves in the form of a general increase in prices. The true nature of the inflationary
process is much more evident in underdeveloped countries than in industrialized ones.

However, it is not enough to say that inflation is a consequence of real imbalances in
the economic system. A proper understanding of the phenomenon calls for a theory or a set of
theoretical categories or tools, but the analysis must go beyond the mechanical application of
these categories, particularly those derived from very simplified theories, such as Keynesianism
or the Stockholm school, which explain inflation in terms of overinvestment or ex ante demand
exceeding supply.

Much light has been shed on the true nature of inflation by more precise approaches,
such as the work of Kalecki, which stresses the importance of supply rigidity and the degree of
monopoly in the economic system, and, more particularly, that of Henri Aujac, which examines the
behaviour of various social classes and their bargaining power. The latter approach shows very
clearly that inflation is one particular aspect of the more general phenomenon of class struggle.

However, even these approaches do not get us very far in our understanding of
inflationary patterns in Latin America without incorporating a series of factors derived from
observing the structure and functioning of the region’s national economies into the analysis.
Including these factors makes it clear that each Latin American country has its own particular
inflation problem, even if they do share a number of common features. What factors should
be included in the analysis? Strictly speaking, all those that can produce imbalances in the
economic system, including structural factors, such as population distribution by occupation
and productivity differences among various economic sectors.

There are also dynamic factors, including differences in the growth rate for the economy
as a whole and for some specific sectors, such as exports and agriculture.

Lastly, there are institutional factors, such as the productive organization of the private
sector, the degree of monopoly, pricing methods, the extent of trade union organization, or the
organization and functioning of the State, and the scope and bent of government involvement
in economic life.

How can we combine all these elements into one easy-to-use theoretical framework?
I would like to suggest a very simple model, which focuses on two fundamental categories,
namely basic inflationary pressures and propagation mechanisms. Basic inflationary pressures
usually originate in localized growth imbalances, almost always in two sectors: foreign trade
and agriculture. There is a great variety of propagation mechanisms, but they can generally
be grouped into three categories: the fiscal mechanism (which includes social security and
exchange-rate systems), the credit mechanism, and the price and income adjustment mechanism.

The intensity of inflation depends primarily on the magnitude of basic inflationary
pressures, and then on the existence of propagation mechanisms and the roles they play.
Therefore, to analyse inflation in various Latin American countries, the first step is to identify
basic inflationary pressures and their intensity in those countries, before proceeding to ascertain
whether the conditions are favourable for propagation mechanisms, what those are and the
effects they have.

Having outlined the theoretical tools, | will analyse two cases of what could be considered
extreme inflation in Chile and Mexico, from the mid-1930s to the present day.

I will begin by highlighting the differences between the two situations, which were
considerable over that period, but were even more marked during the Second World War.
Between 1939 and 1947, prices rose by a factor of 3.6 in Chile, compared with just 2.6 in Mexico.
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Conversely, while income distribution was, to a certain extent, uneven in Chile, to the detriment
of wage workers, it was nothing compared with the radical transformation that took place in
Mexico. Data from the Mexican Joint Commission indicate that the wage share of national
income fell from 30% to less than 22% over this period, while the profits share rose from 26%
to 45%. In Chile, considerable new fortunes were undoubtedly made during the war, but not
to the same extent as in Mexico, where a truly inverted social revolution took place, which
accounts for many of Mexico’s current social and political traits.

| have made this comparison to show how hard it is to answer the question of whether
the inflation was more intense in Chile or Mexico. If intensity were measured in terms of
price hikes, Chile would be the clear winner; but if it is accepted that inflation is a result of the
struggle among diverse social groups to improve or maintain their share of national income,
then inflation in Mexico had much deeper distributive consequences. Without trying to answer
the question of which was the more intense, | shall describe the main features of both types of
inflation, in order to explain why there were such marked differences between them.

First, let us examine the case of Chile. Applying the analytical method outlined
above, we shall begin by identifying the basic inflationary pressures and then pinpoint the
propagation mechanisms.

Over the last 25 years, two basic inflationary pressures have acted on the Chilean economy,
one external and one internal. The external pressure came essentially from stagnating exports
that coincided with population growth and increasing demand for imports. This long-term
stagnation was also accompanied by extreme, short-term fluctuations in the volume of exports
and the terms of trade and, therefore, import capacity. The biggest fluctuation coincided, of
course, with the Great Depression, from 1929 to 1932. In those three years, Chile’s import
capacity fell by 84%, as a result of the catastrophic drop in production and international prices
for saltpetre, which was the main source of foreign currency revenues at the time. Even in more
recent times, when the cyclical fluctuations of the world economy have been much smaller,
there have been dramatic variations in import capacity. For example, from 1952 to 1953, foreign
currency income from copper fell from US$ 250 million to US$ 150 million, or by more than
40%, as a result of lower prices and a drop in demand for the metal in the world markets.

These two examples illustrate the extent to which import capacity in Chile varied. Over
the long-term, it should be noted that Chile’s import capacity per capitain 1953 remained below
the level of 1929. This stagnation in exports is a phenomenon that has occurred, albeit to a lesser
extent, in other Latin American countries. However, in Chile, it had particular characteristics,
which are outlined below.

External imbalances do not only affect demand, they also influence domestic costs
in two ways. One is chronic currency devaluation caused by the imbalance in the balance of
payments. Chile is particularly sensitive to this impact on costs because of the importance of
imported raw materials (cotton, for example) for industries making mass market products. The
other effect of external imbalances on costs stems from the difficulty of finding substitutes
for imports in Chile. This is the result of the combination of three factors: the limited natural
resources base for industry and consumer goods, market constraints on industry and capital
goods, and much lower productivity in industry and the mining export sector. Thus, replacing
imports with domestic products leads to higher average real costs in the long term.

The second basic inflationary pressure in Chile arises from the fact that agricultural
production has been unable to meet the increasing demand for food. This agricultural stagnation
is of an entirely different nature to the stagnation of mining exports. Despite the monopolistic
structures at play and underutilized production capacity in both cases, the reasons for the
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stagnation are very different. While very rapid technical progress has been made in the mining
sector, it has been very slow in the agricultural sector, and producers’ decisions are influenced
by the semi-feudal system that still exists today in the Chilean agricultural sector.

Having described the basic inflationary pressures, | will show how they are transmitted
through the economy; but before identifying the propagation mechanisms, | will examine the
reasons why the Chilean economy is conducive to the emergence of these mechanisms, unlike
other Latin American countries. The reasons for this are both economic and institutional,
and the latter are not independent of the former. Among the purely economic reasons is
the occupational structure of the population, which is characterized by (a) a relatively low
proportion of agricultural workers compared with other Latin American countries (barely
32% of the workforce); (b) relatively small differences in wages and productivity among the
various sectors; (c) very slow productivity gains, except in the export sector, where they
have been neutralized by sluggish demand and a persistent decline in prices; and (d), as a
result of all of the above, labour transfers from more productive sectors to less productive
ones, contrary to the theory of economic development, or rather, the requirements of
economic development.

All these characteristics make the labour supply very rigid, which has facilitated trade
union organization and the defence of real wages. At the same time and a little paradoxically,
these same characteristics accentuate the risk of unemployment in better paid activities. This
has led employees to view deflation as a far more serious threat than inflation.

Furthermore, there are also other characteristics that tend to create rigidity in other
factors of production, including the monopolistic nature of mining exports and the prevailing
structure of agriculture, which allows producers to organize to fix prices, avoid taxes and
control the banking system. In addition to these economic factors, the political situation in Chile
has created a balance of power in which no social group can make all the basic inflationary
pressures fall on other groups.

Against this backdrop, it is easy to understand how the propagation mechanisms work.
First, let us briefly examine the fiscal mechanism, starting with revenue. The fiscal system in
Chile is largely independent of foreign trade. Adjusting official revenue statistics in order to be
able to compare taxes paid at various exchange rates, we can see that, from 1929 to 1953, taxes
on foreign trade accounted for between 45% and 60% of tax revenue; but the share of export
taxes expanded considerably over that period, while that of customs duties fell, owing mainly to
the higher taxation on copper mining. With regard to domestic taxes, the Chilean fiscal system
was increasingly regressive: direct taxes increased 2.3 times in real terms between 1929 and
1953, while indirect taxes increased 6.3 times. Thus, the fiscal mechanism raised taxes on mining
exports, relieving inflationary pressures on the economy resulting from low growth. In contrast,
among other taxpayers, the tax burden shifted from high-income groups to wage workers.

With regard to expenditure, the fiscal mechanism largely offset the regressive effect of
domestic taxation. One way this was achieved was by increasing current expenditure, although
this played a minor role, as its share of global supply rose from 7% in 1929 to barely 10% in recent
years. Transfers, including social security costs and exchange-rate subsidies, were a much more
important form of redistribution. Transfers increased 4.6 times in real terms between 1929 and
1953, of which exchange-rate subsidies (which did not appear until 1932) increased the most, until
they accounted for more than a quarter of public spending in 1953. These subsidies protected,
to a certain extent, the purchasing power of the working classes against the effects of chronic
devaluation, keeping the prices of imported basic goods (such as sugar, wheat, cotton and kerosene)
relatively low. However, as current expenditure and transfers increased much more quickly than
fiscal revenues, investment costs, even in recent years, are still below the level reached in 1929.
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Contrary to popular opinion, the most passive propagation mechanism has been the
expansion of credit, whose function has been to provide the economy with enough liquidity
in real terms to keep pace with rising prices. Of course, this expansion was made possible by
the institutional conditions that gave business owners almost complete control of the financial
system, including the central bank.

The price and income adjustment mechanism is the simplest of the propagation
mechanisms. It has taken three main forms: price adjustments, in the strictest sense, wage
adjustments and rentier income adjustments. Price adjustments, in the strictest sense, have
relied primarily on the degree of monopoly in the market and shortages of various products.
Price controls for supplies and subsidies have, however, limited the ability of industrialists and
business owners to make these adjustments, even when the effectiveness of these instruments
has been limited. Wage adjustments in Chile, thanks to the efforts of trade unions, managed to
protect wage workers’ share of the national income, to a certain extent, until 1953. A surge in
inflation from then until the end of 1955 and recent stabilization measures seriously undermined
these efforts to protect wages.

Inflation accelerated after the copper crisis in 1953, leading to price hikes of between
75% and 80% in 1954 and 1955 and the collapse of the multiple exchange-rate system. In the
last six or seven months, a combination of factors have started to have an effect, specifically
on copper prices and, to a lesser extent, on production, which have recovered, alleviating the
basic inflationary pressure considerably. At the same time, the authorities have pursued a
frankly deflationary credit policy, temporarily breaking the political balance, forcibly disrupting
trade union structures, and thus driving down real wages. After years of high inflation, supply
improvements and efforts to protect wages have, in recent months, brought inflation in Chile
practically to a standstill.

Turning now to the case of Mexico, basic inflationary pressures have also been generated
by the inability of exports to grow at the same rate as the domestic economy. This has created
balance-of-payments imbalances and given rise to a series of successive devaluations, whose
effects on domestic price levels have not been mitigated by exchange-rate subsidies, as the
current foreign exchange system does not have preferential rates.

However, Mexico’s exports have increased at a higher rate than Chile’s, due in large
part to the increasing diversification of exports, which means that international demand and
the prices of some goods can vary and in some cases these fluctuations cancel each other out.
This also explains why fluctuations in the terms of trade in Mexico are not as extreme and,
therefore, not as serious as those in Chile.

A fundamental difference between inflation in Chile and inflation in Mexico is the
influence of the food supply. In Mexico, inflationary pressure has hardly ever been caused by
rigidity in agricultural production. On this point, Mexico differs not only from Chile, but from
almost all Latin American countries and with practically all underdeveloped countries. Why? |
believe that the explanation for this exceptional situation lies in the major agricultural reform
undertaken between 1934 and 1940, and in the official agricultural development policy that
has been pursued relentlessly for more than 30 years.

Nevertheless, although rigidity in agricultural supply has not been a long-term
source of inflationary pressure, in the short-term it has had this effect and sometimes it
has exerted a great amount of pressure. For example, the surge in inflation in 1952 was
not only the result of high levels of public investment and exports. In addition to that
increased demand, the food supply contracted, due to bad harvests caused by inclement
weather that year.
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On the whole, therefore, basic inflationary pressures have been less intense in Mexico
than in Chile. Nonetheless, the difference between the two situations, particularly the effects
of inflation on income distribution, seems to be rooted in how the propagation mechanisms
work. We will outline below how the effects of those mechanisms have, in general, been
weaker; but what should be noted in particular is how this weakness has a profound impact
on the defence mechanisms of lower-income social groups.

Following the same order used to examine the case of Chile, we will look at the
workings of the Mexican fiscal system. First of all, the system appears to have become
more regressive. This statement might seem strange, or even unacceptable, given that all
available statistical information indicates that direct taxes are responsible for a growing
share of federal revenues; however, this does not contradict my affirmation for two reasons.
The first is that income tax tends to become less progressive as the general price level
rises. When this happens, the minimum tax threshold decreases in real terms and social
groups that were previously exempt because of their economic weakness become liable
for tax. At the other end of the scale, the most progressive rates lag behind the gains in
the fortunes of the wealthiest.

The second and most important reason why a relative increase in direct taxation does
not make the system more progressive, is that export taxes are direct taxes.

Revenue from ad valorem tax —the most important of these taxes— increased considerably
after each devaluation between 1938 and 1954. Moreover, the very purpose of ad valorem tax is
to levy exporters’ windfall profits. However, it can be argued that devaluations are simply real
income transfers from importers to exporters. Such income transfers are clearly regressive,
given that exporters are a small minority, while the majority of the population are direct or
indirect consumers of imported goods. An ad valorem tax therefore appears to be a way for the
Treasury to take a part of these income transfers. In other words, the combination of currency
devaluation and an ad valorem tax is actually an import tax, part of which is used to subsidize
exporters. Furthermore, the currency system in Mexico does not include preferential exchange
rates to subsidize imports of consumer goods as it does in Chile.

The first thing that becomes apparent when examining the fiscal mechanism from the
point of view of spending is that current expenditure has played a very minor role in redistributing
national income. The fact that current expenditure has not kept pace with domestic product
has had two significant consequences. The first is that the services that citizens receive from
the State and that make up part of their real income have not increased on a par with other
components of domestic production. The second is that the real wages of the vast majority of
civil servants have fallen by more than those of workers in any other sector.

The scope of the social security system in Mexico is much narrower than in Chile.
However, it is only fair to point out that Mexico has had a very high level of public investment,
which has not only neutralized the redistributive failure of current expenditure, but, as stated
above, has also contained sources of basic inflationary pressures by increasing supply elasticity.

Contrary to what one might think, there are great similarities between the credit
mechanisms in Mexico and Chile. Credit has also been the most passive inflation propagation
mechanism in Mexico, and has even, on occasion, played a negative role, as it did in 1947, when
monetary policy restricted private liquidity to such an extent that investments tumbled in many
sectors, producing a curious state of affairs where a housing construction crisis coincided with
a public works boom. This, incidentally, neatly confirmed the well-known maxim that monetary
policy is only really effective when it reduces economic activity, increases unemployment and
holds back development.
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We will now look at how price and income adjustment mechanisms have worked. With
regard to price adjustments, in the strictest sense, the degree of monopoly is perhaps as large
in Mexico as in Chile; but on the other hand, prices and supplies have been controlled to a lesser
extent, for shorter periods and perhaps less effectively in Mexico, with a partial exception: the
freeze on house sales. In this case, and only for cheap housing, controls succeeded in preventing
the spread of inflationary pressures, unlike in Chile. With regard to prices for nearly all other
goods and services, it has been very easy for business owners to shift inflationary pressures
elsewhere, but this has not been the case for wage workers. This is perhaps the fundamental
difference between Chilean and Mexican inflation. The weakness of wage adjustments in
Mexico is due, in part, to the structure of the economy itself and, in part, to institutional and
political factors.

The structural issues include a huge reserve army of agricultural workers whose productivity
is very low. In 1950, nearly 60% of Mexico's labour force was still employed in agriculture, but
they received only 20% of the national income. Another issue is strong population growth, at
nearly 3%, which is double the rate in Chile. This abundance of cheap labour tends to depress
real wages and weaken trade unions. In addition to these far-reaching economic factors, there
are other extra-economic ones, which can be explained by the history of the Mexican labour
movement, by the structure of its leadership and by the sui generis relationship it has had
with public authorities since the end of the 1920s. As a result, Mexican trade unions have had
a weak base; their general approach has been influenced to a greater or lesser extent by a
certain official paternalism, and there have been numerous cases of corruption involving their
leaders. All of these factors have caused real wages to lag far behind the huge productivity
gains, even though average wages have increased slightly in the last 20 years. The fruits of
this growth have therefore been easily absorbed by the corporate sector.

The subject that was assigned to me in this series of round tables was “Inflation and
economic development in Mexico and other Latin American countries”. | have reduced the
other countries to one, partly because of the short time available, but mainly because of the
magnitude of the task of examining even the most significant examples.

| would have liked to discuss the case of Brazil, which | had the opportunity to study
once and is very intriguing; but it was too daunting to do so in front of experts on the subject.

It would also have been interesting to analyse the case of Cuba, where there has been
neither inflation nor economic development.

Strictly speaking, we cannot draw conclusions from the discussion, but | would like
put forward three statements as the basis for our debate. The first is that if the alternative to
inflation is economic stagnation and unemployment, inflation is the lesser evil. The second is
that the worst aspect of inflation is not the price rises themselves, but their impact on income
distribution and the resulting distortions between production structures and demand structures.
The third is that it is possible to mitigate, although not contain, inflationary pressures through
a very progressive fiscal policy, price controls and wage adjustments. Controlling prices and
supply and similar economic policy instruments are an infinitely preferable alternative to
monetary policy, which only begins to be effective when it stifles economic development.







INFLATION IN CHILE: AN UNORTHODOX APPROACH *

Osvaldo Sunkel

Errors and exaggerations matter not. The courage to voice one’s thoughts, to express
things as they are felt at the time they are said —that is what counts. To make so bold as
to proclaim what one considers to be the truth... If one waited until one possessed the
absolute truth, one would either be a fool or remain silent forever.

José Clemente Orozco !

% This version has been prepared for the anniversary issue of El Trimestre Econdmico. The original was submitted to

the First Seminar on Economic Development organized by the Asociacién de Ingenieros Comerciales and the Circulo
de Economia under the auspices of the Departamento de Extensién Cultural and the Instituto de Economia of the
Universidad de Chile. The seminar was held in Santiago, Chile, in July 1958.

The opinions expressed in this paper are purely personal and should not under any circumstances be ascribed to the
institution with which the author is connected. The author wishes to express his thanks to Licenciado Juan F. Noyola for
the privilege of submitting the ideas expressed in the paper to his criticism and for the encouragement afforded over the
years by Noyola’s own studies and thoughts on the subject of this essay. Nevertheless, anything in this article to which
exception may be taken should be attributed entirely to the author.

1

Excerpt from a letter by Orozco, quoted in Justino Fernandez, Orozco, forma e idea, Ed. Porrda, second edition, Mexico, 1959.
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. INTRODUCTION

The prolonged inflationary process experienced by the Chilean economy has consistently
been the object of international curiosity and interest. These have been aroused even more of
late by the quickening of the pace of inflation to an unsuspected level and by the subsequent
stabilization policy introduced during the first few months of 1956.

International observers have unfortunately nearly always had to make do with sporadic
and partial information which, since the beginning of the stabilization programme, has even
become biased. This has certainly not helped the foreign observer to form a valid opinion of
the problem confronting the Chilean economy. Perhaps for the same reason, the views now
being expressed with ever greater insistence are intolerably simplified and superficial. There
can be no justification for this, even if the same sort of opinion is voiced more often than it
should be within the country itself. Even a superficial knowledge of the characteristics of
inflation in Chile —and surely this is not too much to expect of anyone who intends to express
an opinion— would protect one from such pitfalls. In fact, it should be borne in mind that
inflation in Chile has been a secular phenomenon, that the rate of price increase has been
very high, especially during the post-war years, and that in spite of this the situation has not
developed into a “runaway” inflation accompanied by a collapse of the productive system —as
frequently happens in such cases. It should also be remembered that we have only recently
experienced some of the effects traditionally produced by inflation: redistribution of income
at the expense of fixed income groups, money no longer being used as a means of exchange,
undue stock-piling of goods, etc.

These few basic features of the inflationary process in Chile clearly suggest the
somewhat peculiar character of the phenomenon. It would therefore seem logical that neither
the diagnosis nor the remedy lie in the analysis and policy traditionally followed. The simple
truth —none the less ignored because it is simple— is that inflation does not occur in vacuo,
but as part of a country’s historical, social, political and institutional evolution. It therefore does
not seem out of place to assume that inflation in Chile —as in the case of other countries at
the same stage of development, with a similar economic structure and comparable historical
evolution— should be analysed in the light of a distinctive interpretation conditioned by the
reality to which it purports to apply.

Such an interpretation of the inflationary phenomenon rests on a fact that is beginning
to gain wider acceptance: the underlying causes of inflation in underdeveloped countries are
to be found in basic economic development problems and in the structural characteristics of
the system of production in these countries.2

It seems necessary, therefore, to replace the traditional short-term approach normally
used to analyse inflation in our countries, which mainly consists of pointing an accusing finger
at conventional monetary statistics and referring to the government, the central bank and the
trade unions respectively as “spendthrift”, “weak” and “irresponsible”. This type of “analysis”,
which at best barely makes it possible to trace the path of inflation in the financial sphere, has
never provided an explanation of the causes of inflation or of its continuing character, much

less of the local characteristics it adopts in different countries.

On the other hand, once the principle of the interdependence of the growth process
and the inflation phenomenon is accepted, an analytical model can be outlined in which the
primary and derived factors of inflation, as well as its characteristic mechanism, can be arranged

2 United Nations, World Economic Survey, 1956, New York, 1957, pp. 7-8; Economic Survey of Latin America, 1957, Santiago,
1958, Part Il, Chapter VI.
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coherently within the framework of the country’s structural conditions. This, no less, is what
the present paper, perhaps over-ambitiously, attempts to do.

In recent years, as serious and objective research into the many factors of inflation
gradually replaced a prioriinterpretations of the Chilean phenomenon, the extremely complex
nature of the various elements and components of inflation have become apparent. The
interrelationship between growth and inflation phenomena have also been recognized, as have
the links between purely economic circumstances on the one hand, and political, institutional
and social conditions on the other. 3 Hence, what is needed is an analytical model in which
the primary causes of inflation may be separated from the secondary, and subsequently all of
them so arranged as to permit a thorough understanding of the “working” or “functioning”
of inflation. The remarks which follow should be taken as a modest first step in that direction.
The outline of a simple analytical model specifically adapted to Chile and perhaps to other
countries with similar characteristics is all that has been attempted. A somewhat brief but
sufficient formal account of that model will be found in the first part of the paper.

The analytical framework is then used in the second part in order to explain the
inflationary process during the period ranging approximately from the late thirties until 1955.
The same approach is used later to analyse the stabilization experiment carried out during
1956 and 1957. Lastly, it is used as a frame of reference in setting out, in very general terms,
the objectives which an appropriate stabilization policy should seek to achieve.

The exposition that follows has had to be brief because, while it seeks to present a
comprehensive approach to the phenomenon of inflation in Chile, care had to be taken to
keep it within reasonable proportions. In the hope that a more extensive and fuller study,
duly developed and documented, may be presented later on, the present article is offered at
this time for the purpose of putting forward a thesis and of demonstrating the feasibility and
possibilities of the suggested approach. All that has been attempted is the setting out of a
working hypothesis. Although it is as yet unproven, its relevance seems to be supported by
the facts mentioned, the statistics quoted and the earlier research on which it is based.

The author of this paper hopes that abler and more experienced economists will be
prepared, at this crucial hour for our country, to “voice their thoughts”. There is a growing need
for an unbiased, candid appraisal of Chile’s economic situation and prospects. The disastrous
stabilization policy recently instituted has not only seriously curtailed short-term economic
activity but has also jeopardized long-term development prospects. Hence, the formulation of
policies properly adapted to the realities of the situation in Chile is essential.

. THE APPROACH

Analysis of inflation may be reduced to two basic aspects: (a) the identification and classification
of the various elements and categories involved in the process of inflation, and (b) analysis of
their interrelationships. The first step might therefore be to distinguish between the different
inflationary pressures, to be followed by an analysis of the mechanisms by which inflation
spreads (propagation mechanisms).* This is a fundamental distinction, because the two types
of factors constitute separate logical categories; the propagation mechanisms do not constitute
causes of inflation, but may well keep it alive and even contribute to its cumulative character.

3 A fairly complete synthesis on the many studies of Chilean inflation published during the past few years, classified
by type of approach or analysis, has been made by Gonzalo Martner, “La inflacién chilena en el pensamiento y en la
accién”, Panorama Econdmico, No. 192, July 1958, Santiago.

4 Juan F. Noyola, “El desarrollo econémico y la inflacion en México y otros paises latinoamericanos”, Investigacion
Econdmica, Vol. XVI, No. 4, fourth quarter, 1956, Mexico, pp. 604-605.
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Moreover, these mechanisms, as will be seen, are usually the most obvious features of the
inflationary process. This situation is largely responsible for the current confusion which
consists of taking them as the real causes of inflation.

Inflationary pressures may be logically classified into at least three separate categories:
(a) basic or structural inflationary pressures; (b) exogenous inflationary pressures, and
(c) cumulative inflationary pressures induced by the inflationary process itself

A. Basic inflationary pressures

These are fundamentally governed by the structural limitations, rigidity or inflexibility
of the economic system. In fact, the inability of some productive sectors to adjust to changes in
demand —or, in short, the lack of mobility of productive resources and the defective functioning
of the price system— are chiefly responsible for structural inflationary disequilibria.® As will
be seen below, the main structural pressures in Chile consist essentially of: (a) the stagnation
of food supply in the face of expanding demand; (b) the inability of the Chilean economy to
diversify exports and to increase the purchasing power of exports; (c) an inadequate rate of
capital formation; (d) structural deficiencies in the tax system.

In these phenomena —and others which will be referred to later— rest what might be
called the “underlying causes” of inflation. Accordingly, stability cannot be restored unless
they are eliminated.

B. Exogenous inflationary pressures

These would include, for instance, upward movements of the prices of imported goods
and services and major increases in public expenditure arising out of a national calamity or
political measures. This type of inflationary pressure is, of course, always latent. All that
economic policy can hope to do is to provide a cushion against these pressures and prevent
them from spreading.

C. Cumulative inflationary pressures

These are inflationary pressures induced by inflation itself. Their effect is an increase
in the intensity of the very phenomenon which has created them. In view of their character,
they are an increasing function of the extent and of the rate of inflation itself. These
pressures and the propagation mechanisms have in recent years played a predominant
role in Chilean inflation.

There is virtually no need for examples of this type of pressure since not a single study
of Chilean inflation fails to underscore —among other factors— the deplorable distortions of
the price system, the maldistribution of capital investments, the harmful effects of price control
and the twisting of economic expectations.®

5 United Nations, World Economic Survey, 1956, pp. 7-8, New York, 1957; M. Kalecki, “El problema del financiamiento del
desarrollo econémico”, El Trimestre Econémico, Vol. XXI, No. 4, October-December, Mexico City, 1955; Samuel Lurié,
Estabilidad y desarrollo econdmico, CEMLA, Mexico City, 1955, pp. 139 et seq.; Horacio Flores de la Pefia, Los obstaculos
al desarrollo econémico, Escuela de Economia, UNAM, Mexico City, 1955; Osvaldo Sunkel, “Cual es la utilidad practica
de la teoria del multiplicador?”, El Trimestre Econdmico, Vol. XXIV, No. 3, July-September, Mexico City, 1957, pp. 271-274.

6 The analysis of the effects of “repressed inflation” may be found in Bent Hansen, The Theory of Inflation, London, 1951,
chapters IV-VI, and in H.K. Charlesworth, The Economics of Repressed Inflation, London, 1956.
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D. The propagation mechanisms

Were it not for the presence of an “effective” propagation mechanism, not all the types of
inflationary pressures referred to above would manifest themselves in a violent and continuing
process of monetary expansion and increase in the general price level. This mechanism is
essentially the result of the political inability of Chilean society to solve in some final way two
major struggles of economic interests.

The first struggle concerns income distribution among the different social groups
involved in the economic process. The second is related to the distribution of the productive
resources of the community between the public and private sectors of the economy. The
income-struggle is a paradoxical situation in which each specific group in the community
seeks to derive benefits at the expense of the other groups, but fails to achieve a permanent
advantage. The resource-struggle arises out of the government’s intention to increase or at
least to maintain its actual share in national expenditure in spite of its inability to enforce the
corresponding transfer of real income (resources) from the private sector.

In short, the propagation mechanism may be defined as the ability of the different
economic sectors and social groups continually to readjust their real relative income or
expenditure: the wage-earning group through readjustment of salaries, wages and other
benefits; private enterprise through price increases and the public sector through an increase
in nominal fiscal expenditure.”

lll. DIAGNOSIS OF THE CHILEAN CASE

A. Inflation in Chile before 1956

1. Structural inflationary pressures

(a) Inflexibility of supply. An essential element generating structural inflationary pressures in
underdeveloped economies is the lack of mobility of productive resources which characterizes
these economies. This circumstance prevents the structure of production from adjusting as
rapidly as it should to changes in the demand pattern and, in view of the limitation on imports
imposed by the purchasing power of exports, permits the generation of basic inflationary
pressures. In the case of Chile, these pressures may be grouped as follows:

(i)  Rigidity of food supply. As may be seen in table 1, between 1940 and 1952 the level
of employment, total and per capita real income, and consumer expenditures on food
increased substantially, while agricultural production remained virtually unchanged
and exports increased very slightly. If the agricultural production figures are divided
by population growth, they show a reduction of about 16 per cent. This development
necessarily created pressure on food prices; notwithstanding subsidized food imports
and price controls, this always had its effect in the end.8

7 Henri Aujac, “Inflation as the Monetary Consequence of the Behaviour of Social Groups”, translated from French by
A.C.L. Day, International Economic Papers, No. 4, London, 1954. For a historical analysis of the “political deadlock” in
Chile and its inflationary consequences, see Anibal Pinto Santa Cruz, “Perspectivas del proceso inflacionario en Chile”,
Comercio Exterior, Vol. VI, Nos. 11 and 12, Mexico City, 1956.

8 United Nations, World Economic Survey, 1955, New York, 1956, pp. 94-107; Nicholas Kaldor, “Informe sobre la inflacién
chilena”, Panorama Econdmico, No. 180, Santiago, 1957; David Félix, Desequilibrios estructurales y crecimiento
industrial: el caso chileno, Instituto de Economia de la Universidad de Chile, Santiago, 1958 (paper presented at the
First Seminar on Economic Development).
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M Table 1

AGRICULTURAL PRODUCTION, EXPORTS, EMPLOYMENT AND NATIONAL INCOME, 1940-1952

(1940=100)

1952

Agricultural production 104
Wage-earning population 127
Population not engaged in agriculture 151
Real national income 167
Real national income per wage-earner 132
Real consumer expenditure on food 157
Purchasing power of exports 115

Source: United Nations, World Economic Survey, 1955, New York, 1956, p. 97; Corporacién de Fomento de la Produccioén,
Departamento de Planificacion y Estudios, Cuentas nacionales de Chile, 1940-1954, Santiago, 1957; Instituto de Economia
de la Universidad de Chile, Desarrollo econdmico de Chile, 1940-1956, Santiago, 1956.

M Figure 1

THE RATIO OF THE INDEX OF AGRICULTURAL WHOLESALE PRICES
TO THE INDEX OF GENERAL WHOLESALE PRICES
(Base 1934-1938=100, semi-logarithmic scale)

150

100{---
90[-

0 Levv v b v b v v v b b
1930 1935 1940 1945 1950 1955

Source: Ministerio de Agricultura, La agricultura chilena en el quinquenio 1951-1955, Santiago, 1957, table 123.

Given the limited scope of this paper, it would not be appropriate to dwell at length
on the factors that have restrained the growth of agricultural activity. Nevertheless, as it has
often been claimed that the question is merely one of unfavourable agricultural prices, these
factors will be dealt with briefly in order to show that such assertions are unsound and that
the problem is of a structural nature. What has happened to the relative prices of agricultural
production, both in terms of finished goods acquired by farmers and of agricultural inputs is
quite obvious. Figure 1 leaves no doubt on the first comparison.
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Since 1937, following the recovery from the harmful effects of the depression, the ratio
of the agricultural wholesale price index to the general wholesale price index has shown a
persistent trend in favour of agricultural products. In 1946 the relatively high level of the years
1928-1929 was again reached, and the price ratio continued to improve until in 1955 it exceeded
the 1946 figure by about 24 per cent.

The post-war development of relative agricultural prices in terms of inputs has been
even more favourable. In fact, table 2 shows that the price relationship between agricultural
products and inputs improved by no less than 45 per cent between the annual averages of the
1946-1950 and 1951-1955 periods.

Hl Table 2

THE PRICES OF AGRICULTURAL INPUTS AND OUTPUTS
(Base 1951-1955=100)

Price index of Price index of Index of relative Prices

agricultural inputs (A) agricultural products (B) [(A) / (B)] x 100
1946 243 18.1 74.5
1947 29.6 23.9 80.7
1948 34.4 27.4 79.6
1949 374 313 83.7
1950 40.8 37.2 91.2
1951 50.3 477 94.8
1952 65.5 63.3 96.6
1953 89.8 76.2 84.2
1954 113.9 117.6 103.2
1955 180.6 195.2 108.1

Source: Ministerio de Agricultura, La agricultura chilena en el quinquenio 1951-1955, Santiago, 1957.

A wealth of readily available statistics proves that agriculture in Chile is not as bad a
business as some allege. Table 3 indicates the extraordinary increase in the importation of
agricultural capital goods and inputs since the war. A barely profitable economic sector could
hardly have increased its purchases of tractors and other machinery, fertilizers, seeds, etc.,
from an annual average of 5.5 million dollars in the five-year period 1946-1950 to 14 million
dollars in the five-year period 1951-1955. Finally, if all this evidence is not convincing, one need
only look at what has happened to the production of wheat, said to be the commodity most
affected by the adverse price policy.
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B Table 3
AGRICULTURAL INPUTS
Five-year averages
1946-1950 1951-1955
A. Imported machinery and equipment (units)
Tractors 890 2274
Ploughs and harrows 940 2983
Self-propelled combines 110 230
Baling presses 103 177
Threshers 84 44
Combines 146 78
Seeding-machines 305 838
Mowers 670 548
Fertilizer distributors 108 234
(dollars)
Miscellaneous equipment and spare parts 818 388 1604970
Total A. 4644 287 11 599 897
B. Domestic and imported fertilizers (metric tons)
Phosphate fertilizers? 20779 29169
Nitrogenous fertilizers? 7450 13108
Potassic fertilizers? 4969 6841
(dollars)
Value of imports 456 561 1879 409
C. Seed imports
Value of imports 346 826 491922
D. Total 5447 674 13971 228

Source: Ministerio de Agricultura, La agricultura chilena en el quinquenio 1951-1955, Santiago, 1957, tables 59, 60 and 61.
@Units of P,O,, of N and of K,O, respectively.

According to table 4, in the part of the country comprising the provinces of Valdivia,
Osorno and Llanquihue a rapid absolute and relative expansion of the area under seed took
place, while wheat production increased even faster, which means arise in yields. By the five-
year period 1945-1949 the region represented more than one-fourth of domestic production,
and this figure has come closer to one-third in recent years. This region, which is one of the
least favoured from the climatic and transportation points of view, with difficult access to
credit and rural development institutions, nevertheless developed very quickly during the last
few decades within the frame of the same domestic market as the rest of Chilean agriculture.
Hence, the stagnation of global agricultural production cannot be attributed to market, demand
and/or price conditions, but must be due to factors inherent in the institutional and economic
structure of the main part of the agricultural sector itself.

(ii)  Inelasticity and instability of the purchasing power of exports. The slow development of
Chilean exports (expressed in terms of external purchasing power) in face of population
and real income growth (see table 1 again) has created a persistent pressure of import
demand on the available foreign exchange. This long-term phenomenon has been
accentuated from time to time by violent short-term foreign trade contractions, to
which the country is becoming increasingly vulnerable. Both factors exercise constant
pressure on the exchange rate and are responsible for the repeated devaluations of
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the peso. Devaluations, in turn, cause readjustments of the country’s cost and income
levels. The latter reaction is particularly marked in Chile because of the following factors:
(a) industrial production depends largely on imported inputs; (b) until recently all the
fuel and lubricants consumed in the country were imported; (c) the substantial volume
of food imports (about 60 million dollars annually in 1955 and 1956).°

M Table 4
WHEAT CULTIVATED IN THE PROVINCES OF VALDIVIA, 0SORNO AND LLANQUIHUE
Area sown Production
Five-year
averages (Thousand (Percentage of (Thousand (Percentage of
hectares) country total) metric tons) country total)
1915-1919 42.4 8.5 630.1 11.0
1925-1929 78.8 12.2 1156.7 15.8
1935-1939 103.8 13.0 1391.0 16.4
1945-1949 146.0 18.4 2526.6 25.8

Source: ECLA, Economic Survey of Latin America, 1949, New York, 1951, chapter VIII.

(iii) Specific bottlenecks in the supply of goods and services. Apart from the general cases
of supply rigidity mentioned in the preceding paragraphs, the growth process of the
Chilean economy has also been characterized by many instances of specific bottlenecks
in the availability of such basic services as transportation and power, of some types of
skilled labour and of certain raw materials or intermediate products; generally speaking,
there have been many cases of rigid supply combined with inelastic demand.

Particular reference should be made to supply rigidity resulting from monopolistic
conditions. As is generally known, underdevelopment tends to breed monopolistic conditions
in foreign trade —both export and import— and in domestic industry. Chile is unfortunately
becoming more and more a case in point.'°

(b) The low rate of capital formation. The creation of employment opportunities in underdeveloped
countries depends essentially upon the expansion of productive capacity. In Chile the
creation of enough new employment opportunities to absorb not only the growth of the
active population but also the shift of manpower from agriculture and the mining industry
to urban activities would certainly require a substantial increase in the rate of gross capital
formation. (During the last decade it has not reached an annual average of 10 per cent, net
investment being almost negligible.) This notorious dynamic inability of the Chilean economy
to absorb its growing manpower in the production of goods resulted in an absorption of the
“excess” labour force in the production of services and so contributed substantially to the
expansion of the demand for goods while the production, and supply of goods only showed
marginal increases (see table 5)."

9 The structural problems of Chilean foreign trade have been dealt with in many publications. Only the following need be
mentioned here: ECLA, Economic Survey of Latin America, 1949, chapter VIIl; Economic Survey of Latin America, 1954, p.
28 et seq.; Juan F. Noyola, op. cit., pp. 606-608; Alban Lataste, “Tendencias del desarrollo econdémico chileno desde
1930", Panorama Econdmico, No. 148, Santiago, 1956; Jorge Ahumada, Una tesis sobre el estancamiento de la economia
chilena, Santiago, 1958; Jaime Barrios, La inflacion chilena como consecuencia de la agudizacion de la lucha de clases
derivada de desequilibrios estructurales, Santiago, 1958. (The last two studies were presented at the First Seminar on
Economic Development.)

10 Some quantitative and qualitative data on the points mentioned in this paragraph may be found in Instituto de
Economia de la Universidad de Chile, Desarrollo econdmico de Chile, 1940-1956, Santiago, 1956, especially chapters
V, VII, IX and X.

1 See chiefly Nicholas Kaldor, op. cit.
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M Table 5
WAGE-EARNING POPULATION BY SECTORS
(Percentages)
1940 1948 1953
“Productive” sectors
Agriculture, forestry and fisheries 51.8 44.6 40.6
Mining 4.2 3.5 2.9
Industry and building 15.1 19.0 20.5
Electricity, gas, water, transport and
Communications 4.2 4.7 47
Sub-total 75.3 71.8 68.7
“Services” sectors
Trade, finance and insurance 6.9 7.3 7.7
Government 5.1 5.8 6.7
Personal services 12.8 15.1 16.9
Sub-total 24.8 28.2 31.3
Total 100.0 100.0 100.0

Source: Corporacion de Fomento de la Produccién, Departamento de Planificacién y Estudios, Cuentas nacionales de Chile,
1940-1954, Santiago, Chile, 1957.

(c) The tendency of real costs to increase. The Chilean economy is characterized by the existence
of an export sector —large-scale copper mining— where the average productivity per active
worker is more than ten times that of the economy as a whole (see table 6). The wage-earning
population in this particular sector fell from 86,000 in 1929 to 42,000 in 1940; subsequently, as
may be seen from table 5, it continued to decline fairly rapidly. As a result, there has been a
strong shift of manpower from an extraordinarily productive activity to others of much lower
average productivity levels, a situation which tends to slow down the increase in the general
level of productivity. As this phenomenon is combined with a relative rigidity in the wages of
the labour force shifted to other sectors —j.e., productivity declines faster than wages rates—
an increase in the real cost of production also ensues.'?

(d) Instability, inflexibility and regressivity of the tax system. The Chilean tax system has
traditionally been incapable of adjusting its revenues to the requirements of public expenditure
policy. The relative importance of revenue derived from the external sector —which in the
period 1950-1954 still constituted about 52 per cent of the total—"3 has declined over the
years as a result of the following factors: (a) the stagnation of exports; (b) the decline in the
share of imports in gross domestic product; (c) the reduction in the fiscal income obtained
by purchasing foreign exchange from the large mining companies at highly overvalued rates
and selling it to importers at more normal rates, because the margin between purchasing and
selling rates narrowed; (d) the change in the structure of imports in favour of essential goods
subject to relatively lower duties.

12 This problem has been carefully studied in an unpublished work of Juan F. Noyola. See also ECLA, “Some aspects
of the acceleration of the inflationary process in Chile”, Economic Bulletin for Latin America, Vol. 1, No. 1, Santiago,
Chile, 1956.

13 Including an estimate of the tax on copper mining that was implicit in the overvalued exchange rate applied to
copper-mining export proceeds. See Instituto de Economia, op. cit., p. 180, table 153.
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B Table6

GROSS DOMESTIC PRODUCT PER ACTIVE PERSON, TOTAL AND BY SECTOR
(Thousands of 1950 pesos)

1950 69 77 60 40
1951 70 826 60 40
1952 7 853 63 40
1953 67 692 66 43
1954 67 837 — —

Source: ECLA, “Some aspects of the acceleration of the inflationary process in Chile”, Economic Bulletin for Latin America,
Vol. 1, No. 1, table 1.

The long-term stagnation of tax revenue from the external sector is aggravated by the
instability of this revenue, which fluctuates violently with the vicissitudes of foreign trade and,
more particularly, of copper mining.

The structural contraction of external tax revenue has not been counterbalanced
—either on a long-term or a short-term basis— by an increase in internal tax revenue. The
chief elements responsible for the inefficiency of the tax system are: (a) its inflexibility, which
precludes an increase in tax revenue commensurate with the increase in nominal national
income; (b) its regressivity, which, owing to the large proportion of indirect taxes, leads to
two consequences: a direct impact on prices as indirect taxes are shifted to the consumer,
and inability of the Government to benefit from potentially higher revenues as a result of the
regressive redistribution of income; (c) its legal and administrative complexity which has
transformed it into “a tax system virtually impossible to operate”.*

2. Exogenous inflationary pressures

(a) General increase in salaries and wages. In 1939 the Popular Front Government decreed a
general wage increase of 20 per cent. This is not mentioned here in order to imply that it was
a chief cause of inflation. In the years immediately preceding that decision prices had risen
substantially and therefore the 1939 wage increase was merely intended to bring wages into line
with higher prices. However, it has to be mentioned because it marked the beginning of a new
stage in Chilean inflation: official acceptance of the policy of wage and salary readjustments.’

(b) National calamities. The violent earthquake which devastated two major provinces in the central
zone in 1939 led to the establishment of two semi- governmental institutions —the Corporacion
de Fomento de la Produccion and the Corporacion de Reconstruccion y Auxilio— financed by
loans from the Central Bank representing about 20 per cent of the total money supply.'®

(c) Increases in import prices. The index of the unit value of imports rose year after year between
1940 and 1949, during which period it virtually tripled. There was another substantial increase
later, between 1951 and 1953. The extraordinary parallelism between the relative annual

14 Herrick K. Lidstone, Legislacion y administracion de impuestos en Chile, Technical Assistance Administration, United
Nations, New York, 1956, p. 3. Two excellent accounts of Chile’s tax problems are: Instituto de Economia, op. cit.,
chapter XI, and A. Pinto S.C., C. Matus R. and G. Martner G., Politica fiscal y desarrollo econémico, Santiago, 1958 (paper
presented at the First Seminar on Economic Development). See also various studies published by the Departamento de
Estudios Financieros and the Oficina de Estudios Tributarios of the Ministerio de Hacienda.

15 An explanation of the political and social background of this fact of major importance may be found in A. Pinto S.C.,
“Perspectivas del proceso inflacionario en Chile”, Comercio Exterior, Vol. VI, Nos. 11 and 12, Mexico City, 1956.

16 Banco Central de Chile, Memoria Anual de 1955, Santiago, 1956, p. 48.
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variations of import prices and the wholesale price index clearly indicates the strategic role
played by this exogenous factor in the Chilean inflationary process (see figure 2).

(d) The war period. This period was characterized in the monetary sphere by a considerable
expansion corresponding to the accumulation of substantial international monetary reserves.
While national income (in current values) expanded, the supply of imported goods was severely
limited and the shortage of fuel, raw materials and capital goods aggravated the problems
arising out of the existing bottlenecks in the flow of production."”

(e) International instability. Once the problems arising out of the second World War had been
overcome, the external sector of the Chilean economy was faced with three foreign trade crises
within a single decade (1949,1953 and 1957) which created severe pressure for the extremely
sensitive mechanism of financing both government expenditure and imports.'8

M Figure 2

ANNUAL CHANGES IN THE WHOLESALE PRICE INDEX AND THE UNIT VALUE INDEX OF IMPORTS
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Source: ECLA, Economic Survey of Latin America, 1949 and 1954, and Banco Central de Chile, Boletin Mensual, No. 356.

3. Cumulative inflationary pressures

(a) The orientation of investment. The prolonged inflationary process has by and by produced
marked abnormalities in the price system, particularly as regards some price-controlled items,
certain subsidized imports, the rates for some essential public services, rents and real estate
prices. The resulting distortions in the system of investment incentives have had two kinds of
result: on the one hand, investment funds have often found their way into financial transactions,
and, on the other hand, real capital formation was often diverted from the production of basic
goods and the expansion of many essential services —whose prices and rates were controlled—

17 Ibid., pp. 50-54.

18 The effects of the 1949 and 1953 crises, particularly of the latter, are fully analysed in ECLA, Economic Survey of Latin
America, 1957, op. cit.
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to activities which make hardly any contribution to the country’s productive capacity, such as
residential buildings.'® As a result, by distorting entrepreneurial incentives, inflation itself has
tended to reduce real capital accumulation and the productivity of investment. Both trends
have contributed to a restriction in the supply of essential goods and services —particularly
where net investment has been negative— thus strengthening structural inflationary pressures.

H Table7
LEGAL AND ILLEGAL STRIKES

Annual average  Number of strikes  Workers affected Man-days lost

1947-1950 121 44603 1194 885
1951-1954 231 109 539 1427726
1955 274 127 626 a

Source: Instituto de Economia de la Universidad de Chile, El desarrollo econémico de Chile, 1940-1956, Santiago, 1956, table 4.
2Not available.

(b) Expectations. As a result of persistent inflation, the expectation of higher prices and increased
incomes is something which the different economic units have come to include in their forecasts
and plans. This has created a tendency among consumers to spend as much money as possible
as quickly as they can, thus incurring huge debts. These conditions tend to reduce savings,
increase the liquidity of the financial system and expand non-banking credit margins.

In the public sector, the expectations of wage and price increases are reflected in the
expansion of the expenditure budget, if only for the purpose of maintaining the relative share
of the public sector in gross national expenditure. Since fiscal revenue does not increase
correspondingly, for the reasons mentioned above, and public investment is the least rigid part
of public expenditure, there is a strong pressure to cut public capital expenditure. The effect of
such a cut —as in the case of reduced private investment— is to help to aggravate the bottlenecks
in the basic social capital sectors, and thus to accentuate structural inflationary pressures.

(c) Productivity. Inflation had negative effects on productivity, including the following:

(i)  The continuing struggle to maintain the real income of the different sectors caused in
the wage-earning sector a growing number of strikes and work stoppages (see table 7);
in the entrepreneurial sector much loss of executive and technical ability through time
absorbed by administrative and financial red tape, and, in the public sector, the distortion
of the remuneration and incentive systems of the civil service and the continuous
postponement of basic long-term decisions, because attention was concentrated on
day-to-day problems requiring immediate solution. All this resulted in widespread
disorganization of public and private economic activity.

(ii)  Inflation made it possible for numerous economically objectionable and inefficient
enterprises and activities to exist and to multiply.

(iii) Inflation gave rise to various schemes for the direct control of its monetary manifestations.
Price control produced a series of distortions in the price system, as previously
indicated, and, by its very mechanism, protected marginal enterprises on the one hand
and perpetuated idle capacity in efficient enterprises of the same branch of industrial
activity on the other. Moreover, it led to the circumvention of price control by means
of a deterioration in the quality of goods produced.

19 In 1954 and 1955 buildings constituted 45 per cent of gross investment. See ECLA, Economic Survey of Latin America,
1957, op. cit.
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(iv) Inflation seriously disorganized the operation of the social security system, leading to
the inefficient use of the capital (including human capital) invested in this sector and
to inadequate social care of the members of the community.

(b) Lack of export incentives (excluding the large-scale copper and nitrate mining industry).
The continuing increase in domestic production costs as a result of rigid export exchange
rates made it necessary from time to time to readjust such rates. To obtain privileged export
exchange rates gradually became the main concern of many exporters who, instead of furthering
their export markets, started to concentrate on importing profitable luxury items thanks to
the favourable conditions in which exports proceeds were made available to them.2? Under
the circumstances the level of exports could hardly be increased or even maintained; thus,
diversification of the export sector was even more difficult.

4. The propagation mechanisms of inflationary pressures

(a) Public sector deficit. One of the chief means by which inflationary pressures of all kinds are
propagated is a budget deficit, as it inevitably leads to the issuing of money. The problem arises
essentially as a result of the downward rigidity of public expenditure in the face of the afore-
mentioned structural deficiencies of the revenue system, namely its inflexibility, regressivity
and major instability.

Downward rigidity of public expenditure is determined chiefly by the following factors:
(a) inadequate creation of new job opportunities in the goods production sector; this compels
the public sector and other service sectors to absorb the excess labour supply arising out of
growth and sectoral shifts of the active population (see table 5 again); (b) since 1939 public
expenditure policy has had to be expansionist because it has constituted the main stimulus for
the economic development of the country; (c) the increasing insufficiency of the public sector to
cope with the basic needs of general administration, education, health, public works, housing,
etc., which the community expects the Government to provide; (d) the inability of the public
sector, for reasons of employment, politics or tradition, to limit the heavy outlay represented
by transfer payments, subsidies and the armed forces (see table 8).

In view of the downward rigidity of public expenditure and the structural problems
previously mentioned, which prevent a corresponding readjustment of tax revenue, the public
sector shows a structural trend towards deficit, aggravated whenever government financing
is disrupted by foreign trade contractions.

Hence, the public sector deficit reflects the existence of a number of structural problems
which preclude the realization of a balanced-budget policy. The propagation mechanism of
the inflationary pressures to which the public sector is subjected consists, on the one hand,
of the financing of the deficit by loans from the banking system, issuing bonds to the social
security institutions, revaluation of monetary reserves and other measures related to the
money supply and, on the other hand, increases in the rates charged by public enterprises,
tax-rate increases, higher social security contributions and other measures to increase fiscal
revenue —all of them directly affecting prices.

20 In the new exchange system introduced in 1956 the pressures to import luxury items found expression in the granting
of “free port status” to Arica and other Chilean ports.
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B Table 8

PUBLIC EXPENDITURE ON TRANSFER PAYMENTS AND NATIONAL DEFENCE
(Percentages of total public expenditure)

Transfer payments National Defence 2
1940 34.3 141
1947 27.8 19.7
1954 30.2 15.9

Source: Instituto de Economia, Universidad de Chile, Desarrollo econémico de Chile, 1940-1956, Santiago, Chile, 1956,
table 158.

aExcluding expenditure in foreign currency.

(b) Salary and wage readjustments. As stated earlier, the real income of the wage-earning
sector suffers from various downward pressures. Mention should be made chiefly of the
limited food supply which generates a corresponding rise in prices. But higher food prices
necessarily entail a reduction in the real income of wage-earners, who usually spend a large
share of their income on food supplies.

Exchange rate devaluations also contributed to the pressure to which real labour income
was subjected, not only because of their direct effect on the price of imported foodstuffs,
but also because of the subsequent readjustment in the cost structure of industry and of
transportation, sectors that are very sensitive to changes in import prices.

The tax system worked in the same direction. Regressivity of the tax structure is
another form of pressure exercised on the real income of wage- earners. In fact, much of the
fiscal revenue is produced by indirect taxes, which, as is well known, are largely paid by the
consumer. Moreover, under the prevailing inflationary conditions, this also applies to a good
portion of the direct taxes.

In order to compensate its losses in real income arising out of these and other inflationary
pressures, the wage-earning sector makes effective use of its bargaining power and, by
means of the automatic wage readjustments which it receives or of special readjustments
and indemnities, manages to maintain its relative income position or at least to protect it from
deteriorating seriously.

(c) Price readjustments. The business sector feels the impact of inflationary pressure in the
form of higher costs. These may be caused by: (a) higher salaries and wages; (b) higher prices
for raw materials, energy, fuel and capital goods; (c) higher taxes; (d) higher interest rates; (e)
lower productivity.

The business sector is compelled to readjust the sales price of its products in order to
counteract the effect of higher costs on its net income. However, cost increases materialize
immediately whereas the increased income deriving from higher prices is not received for some
time. This produces a drain on the working capital which enterprises need for their normal
operations, and they are therefore compelled to resort to bank credit. Hence, price increases
supported by passive reaction of the monetary and credit system constitute the propagation
mechanism of the inflationary pressures to which the business sector is subjected.

(d) The import subsidy system. The import subsidy system is a major propagation mechanism
of inflationary pressures and very characteristic of the Chilean economy. The system was
established, among other reasons, for the purpose of subsidizing —and thus keeping low and
stable— the prices of imported foodstuffs, capital goods, fuel and a few strategic raw materials.
In fact, it did alleviate the effects of inflationary pressures as long as foreign trade expanded,
the Government increased its share of the foreign exchange brought in by the large-scale
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mining industry, and the rate of domestic inflation did not become too fast. However, the public
sector’s dollar commitments increased (i.e., less foreign exchange was left over for import
subsidies), the volume of subsidized imports expanded (as in the case of foodstuffs), external
import prices rose and the purchasing power of exports became stagnant; as a result, the
funds available for exchange subsidies were gradually curtailed and a continuing process of
devaluation became necessary. The situation came to a crisis in 1953 when, after a very good
export year during which subsidies were substantially increased, a critical year followed which
led to so sharp a devaluation as to constitute the chief cause of the acceleration of the rate of
inflation that has taken place after 1953.2"

In short, the system of import subsidies, while it lasted, made it possible to absorb
inflationary pressures on the exchange rate as long as basic foreign trade conditions were
satisfactory. But when conditions worsened, these pressures —which had been accumulated
over time by the import subsidy policy— showed their full force in sharp devaluations. The
sensitivity of price levels and domestic costs to this influence has already been mentioned. It
is clear that these cost and price increases seriously affected in various ways and at different
times the real income of the wage-earning sector, the real expenditure of the business sector
and even of the public sector. The import subsidy system therefore actively contributed to
stimulating the reaction of these sectors, which try to use the readjustment mechanism in
order to maintain their relative real incomes.

B. The economic stabilization experiment of 1956 and 1957

1. Main stabilization measures

The Chilean inflationary process became so acute from the second half of 1953 onward that the
Government thought it necessary to introduce a drastic stabilization policy. In 1956 and 1957
a number of economic measures were adopted to check the rise in the overall level of prices.
Of these the following were the most important: (a) a restrictive monetary policy; (b) wage and
salary readjustment in smaller proportion than the rise in the cost of living; (c) some check on
the increase in public expenditure, particularly government investment; (d) a reform of the
foreign exchange system involving heavy devaluation and a new system of import control; (e)
a big increase in public utility rates in order to eliminate State-enterprise deficits, and (f) the
granting of rather favourable prices for agricultural commodities.?2

2. Results of the stabilization measures (see table 9)

If the measures specified in the previous paragraph are classified in accordance with the
scheme of analysis outlined in this paper, it may be seen that the stabilization policy adopted
was inadequate to deal with the Chilean inflation. While credit controls were intended to reduce
the propagation of the inflationary pressures which are transmitted through higher prices, the
partial readjustment of wages and salaries was intended to reduce the pressure of increases in
factor remunerations on production costs. Moreover, the brake applied to increases in public
expenditure and the measures designed to avoid State enterprise deficits were intended to
eliminate or reduce the fiscal deficit and thereby to impede the propagation of inflationary
pressures through this sector. As may be seen, it was a direct attack on what has been termed

2! This case is fully analysed in ECLA, Economic Bulletin for Latin America, op. cit.
22 ECLA, Economic Survey for Latin America, 1957, op. cit.
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the mechanisms of propagation, the partial readjustment of wages and salaries being particularly
effective in dealing with higher living costs.

As a result of the application of measures to limit the ability of the different sectors to
defend themselves, particularly of the wage-earning sector, there was a severe contraction
in the latter’s real income (table 9, items 2 and 3). As was only to be expected, the monetary
manifestations of inflation also became less marked. But the structural, exogenous and cumulative
inflationary pressures remained latent, since the other stabilization measures —devaluation
and exchange reform, improvement of agricultural prices and the rise in utility rates— did not
actually counteract these pressures but rather allowed them free influence on the price system.

As the stabilization programme did not eliminate the various inflationary pressures,
inflation continued. The only difference was that under the new conditions, deprived of the free
action of the propagation mechanisms, inflation brought along a substantial regressive shift
in income distribution (table 9, items 2, 3 and 14) and a limitation of real public expenditure,
on top of a general rise in prices.Z® It might be argued that these effects are not too high a
price to pay for stability. But whoever thinks along those lines will be falling into an error of
logic because those are not the real alternatives. In an underdeveloped country, the objective
is, almost by definition, to achieve economic development, and the methods that are being
used to stabilize the Chilean economy are jeopardizing the country’s possibilities of long-term
economic progress.

Bl Table9

THE ECONOMIC SITUATION IN 1957 IN RELATION TO THE AVERAGE OF THE PERIOD 1953-1955
(Percentage variations, original values at constant prices)

1. Gross product per capita -8.8
2. Real income per wage-earner -19.8
3. Share of wage-earning sector in total consumer expenditure -10.5
4. Gross investment? -24.2
5. Building® -55.2
6. Production index for clothing manufacture® -9.4
7. Production index for refined sugar® -23.8
8. Production index for “various” industries® -41
9. Freight transported by rail -13.5
10. Coastal shipping (freight)? -8.1
11. Number of unemployment benefits authorized by social insurance +427.9
12. Protested cheques +169.1
13. Protested promissory notes +5.8
14. Share of entrepreneurial sector in consumer expenditure +10.0

Source: Banco Central de Chile, Boletin Mensual, No. 362, Santiago, Chile, April 1958; United Nations, Monthly Bulletin
of Statistics, Vol. XlI, No. 8, New York, 1958; ECLA, Economic Survey of Latin America, 1957, mimeo, Santiago, Chile, 1958.

2The base for comparison is the annual average 1954-1955.
b These four partial indices represent two-thirds of the general index of manufacturing production.

In fact, given the dynamic role which the public sector plays in the development process
and the inability of underdeveloped countries to redirect their incipient industrial production
towards the external market, the policy of regressive income redistribution and reduced public
expenditure necessarily leads to a contraction of economic activity (see again table 9). So
much so thatin 1956, when external conditions were extremely favourable, domestic economic

28 The cost-of-living index still rose 56 per cent in 1956 and 33 per cent in 1957; the increments in the foodstuffs sub-index
were 56 and 41 per cent, respectively. See Banco Central de Chile, Boletin Mensual, No. 362, Santiago, Chile, April 1958.
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activity declined more than 2 per cent; an “achievement” as spectacular and unprecedented
as it would be to obtain an increase in gross domestic product (in real terms) during a foreign
trade crisis.

There was no question, as might be imagined, of a period of “consolidation” after which
the development process would once more be reinitiated, this time with monetary stability.
Naturally enough, no such “consolidation” took place, since the various types of inflationary
pressures remained alive.

Quite to the contrary, the redistribution of income has considerably aggravated the
maladjustments between the structure of production and the composition of demand. It is true
that a regressive redistribution of income, if sufficiently intensive, will succeed in adapting the
demand for foodstuffs to available supplies, but it will simultaneously lead to a disequilibrium
between demand and productive capacity in other sectors —industry, transport, energy,
construction, trade and services— in accordance with the respective income elasticities of
demand. This situation leads to the creation of a structural labour surplus, which would increase
with the growth of the active population and with the fall in the rate of capital formation
brought about by the recession and by the policy of restricting public expenditure (table 9,
items 11 and 14). Furthermore, the contraction in public investment is particularly serious in
the circumstances. The deterioration of the community’s basic social capital in some sectors
is leading to the creation of bottlenecks which, in the future, will hamper the implementation
of any programme for economic development with stability, while the cumulative deficits in
educational and housing requirements will make it increasingly difficult to find a solution.?*

3. The main policy choices

In the last few years, Chile has followed two of the three possible courses that can be adopted by
a country which is not prepared to eliminate the structural problems that hamper its economic
development and give rise to basic inflationary pressures. From 1953, or even as far back
as 1947, up to 1955, Chile experienced one of those possibilities: inflation without economic
development. The continuation of the policy introduced in 1956 may bring the country to the
second possibility: relative monetary stability, depressed economic activity and stagnation.

Under present structural conditions, there is a third possibility: an abundant and steady
flow of long-term foreign capital.?® Only in this case would “economic development with
stability” be feasible, although future problems might become overwhelming. But there is no
need to ask whether this possibility merely implies postponement of existing problems and
what it entails in the way of debts for the country. The external resources required would be
so big and would have to be made available for so long that it would be absurd to consider
this alternative as feasible in any way.

Hence, if the large majority of the community demands more and better food, more
and better clothes, longer life expectancy and better health, decent housing, a good education,
opportunities for the coming generations and leisure for cultural and spiritual development, and
all this as well as monetary stability, it should be self-evident that only one choice remains: the
removal of the structural obstacles to economic development or, what amounts to the same,
the elimination of basic inflationary pressures.

24 |nstituto de Economia, op. cit., p. 193 (educational deficit) and p. 196 (housing deficit).

25 This refers to a growing inflow of capital which would have to be substantially more abundant, more continuous and
of longer duration than that which accompanied the stabilization experiment of 1956-1957. The latter involved a large
increase in the external debt without helping to solve any basic or structural problem of the Chilean economy.
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C. Outline of a stahilization programme

If the approach suggested in this paper is correct and if the inflationary phenomenon and the
stabilization experiment are adequately interpreted, the same approach might be used as a
basis for outlining a more appropriate stabilization programme. This is clearly not the most
suitable place for a task of such scope. On the other hand, it might be useful, at this juncture,
to give a very general picture of the main objectives and strategy of a stabilization programme.
This might serve to assess the usefulness of the approach for the formulation and orientation
of an anti-inflationary policy.

1. The structural problems

According to the analysis of the factors that generate basic inflationary pressures, a realistic
stabilization programme should concentrate on two main fronts: the rigidity of the supply of
goods and the inflexibility and regressive nature of the tax system. The other two structural
problems —the negative pressure on average economic productivity and the low rate of capital
formation— will be included in the discussion of the aspects mentioned above.

(a) The rigidity of the supply of goods. The fundamental problem of a stabilization programme
is how to obtain in a short time a substantial increment in the supply of foodstuffs, domestic
and imported. In order to do this, it would be necessary to draw up emergency programmes
for increasing the output of foodstuffs for the home market and for an overall expansion of
exports. The programmes would obviously require an increase and rechanneling of public
investment together with monetary, fiscal, institutional and other measures pursuing similar
aims in the private sector.

The higher level of employment created by expanded investment would in itself produce
additional demand for food —adding to the existing deficit— and would also mean an increase
in the demand for imports. That is why the initial investment effort should be concentrated in
the agricultural and export sectors. This would not only help to solve the basic problems of
supply rigidity but would make it possible to cope with most of the demand generated by the
additional investment itself.

An increase in exports is of particular importance for still other reasons: (a) because it
helps to overcome some current bottlenecks as well as some of those that will arise as economic
activity recovers; (b) it will help to alleviate the problems caused by the instability and external
vulnerability of the public sector, the balance of payments and the industrial sector, because
an increase in exports will mean more diversified exports.

The average productivity of the Chilean economy will tend to increase as investment
grows and is reorientated, especially if the effort to increase agricultural production is
accompanied —as it must be— by a substantial increase in agricultural productivity. This
would lead, furthermore, to an extensive shift of rural manpower to the export and industrial
sectors, which would become the most dynamic. Hence, in addition to an increase in agricultural
productivity itself, there would be a shift of labour from a low-productivity sector to others
of higher productivity. This would tend to counteract the adverse pressure on productivity
caused by the shifting of manpower from the country’s most productive sector (large-scale
copper mining) to the rest of the economy.

(b) Problems of the tax system. A drastic reform, which would do away with the inflexibility and
regressivity of the tax system and cause it to be applied and administered expeditiously and
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firmly, is a prerequisite of the stabilization programme. The reform should take into account the
need for reorientation of private investment by reducing the incentives to invest in real estate
and luxury buildings, for example, and channelling capital formation into agriculture, export
and other sectors essential to the programme. Obviously the system of exchange controls will
also have to be used to achieve these objectives.

2. Cumulative problems

At the same time as measures are applied to eliminate the structural pressures of inflation,
action must be taken with respect to cumulative pressures, particularly those which aggravate
the basic problems of inflation and development.

(a) Distortions of the price system. The abnormalities of relative prices are one of the most
harmful cumulative consequences of inflation, because they affect the orientation of investment.
Itis often a matter of the effects of price controls and of other systems of direct control over the
monetary symptoms of inflation. A stabilization programme which attacks basic inflationary
pressures and, at the same time, purports to establish a policy of economic development must
do away with direct controls as problems of supply rigidity are gradually eliminated. Direct
controls are admissible only as part of a positive policy of reorientation of productive resources.
Even so, preference should be given to indirect methods of incentives and disincentives, such
as tax, foreign exchange, monetary and credit measures, specific subsidies or direct public
investment.

The policy of eliminating direct controls should be accompanied by strict supervision
of the competitive operation of the market. An attempt should be made to solve forthwith the
problems of supply rigidity created by the variability and seasonal character of agricultural
production and by transport and market conditions, as well as to exercise close control over
monopolistic situations.

(b) Productivity. Elimination of direct controls under the above-mentioned conditions should
help to restore the price system to normal. This should help to bring about a better allocation
of private productive resources —obviously within the framework of the objectives of the
development programme— and also help to do away with marginal activities, poor quality of
products and other results of inflation and direct controls. This aspect of the question should
be borne in mind in view of a possible Latin American common market.

The greater confidence created in the community by a stabilization programme of this
kind and the increase in employment and per capita real income would probably reduce strikes
and work stoppages among wage-earners to a minimum.

At the same time measures should be taken to stimulate the reorganization of private
firms on a more rational and efficient basis and, above all, to effect a drastic reorganization
and modernization of the public sector. The basic objective would be to convert the State
administration into an efficient servant of the public by facilitating rather than hampering its
activities. A civil service should be built up in which the only criteria for appointment, tenure
and promotion would be ability, merit and seniority. Lastly, the entire activity of the public
sector should be geared to a vigorous programme for the economic, social and political
development of the country, in accordance with the aspirations of the community and its
available productive resources.
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(c) Other cumulative problems. Of particular importance here are price expectations and the
lack of export incentives. The feeling that prices will inevitably go up will disappear gradually
if the stabilization programme produces results. Thus, its negative effects on saving, excessive
indebtedness, etc., would be eliminated. Much the same would happen to the lack of export
incentives caused by inflation and a defective system of exchange control, primarily because
exports would be one of the sectors on which development efforts would be concentrated.

3. The propagation mechanism

(a) Budget deficit. This problem would be virtually eliminated if the tax reform included a
flexible, progressive revenue system. On the other hand, public expenditure rigidity would be
eased by the greater absorption of labour into the goods production sector and a firm attitude
with respect to superfluous expenditure. This would also make it possible for the State to
increase its investment.

The problem of external instability would still remain and this can only be solved if the
domestic tax base is widened, if exports are diversified, if a more adequate taxation system is
negotiated with the large mining companies and if the policy of the underdeveloped countries in
general to bring about an expansion and stabilization of the raw materials market has some effect.

(b) Salary and wage readjustments. The increases of prices and utility rates resulting from the
abolition of controls and from the self-financing policy of certain public enterprises would not
seriously affect the real income of the wage-earning sector if these pressures on real income
are compensated by an adequate increase in the availability of food and other essential goods
and services. This should be the case particularly if the tax reform proves to be effective and
if the economic development process is stepped up and is accompanied by a substantial
increase in productivity.

In any case, since the price system can never achieve absolute stability in an economy as
vulnerable as that of Chile and, moreover, in view of the fact that this economy is characterized
by a tendency towards concentration of income, the system of automatic salary and wage
readjustments must continue to exist even though its application may be modified in order to
alleviate its effect as a propagation mechanism. The best course might be to effect readjustments
only when the price level rises above certain limits which will gradually decrease as inflation
is controlled. Moreover, when a readjustment becomes necessary it should not be granted
all at once but should be spread out over a period of several months in order to allow some
adjustment of supply to take place.

(c) Price readjustments. As stated earlier, inflation produces a plethora of inefficient enterprises,
particularly in the trade and services sectors. As a result of the present restrictive policy,
these enterprises are disappearing and their resources remain idle, while the more efficient
enterprises are having serious trouble in readjusting their financial structure. Something similar
will happen under the stabilization programme described here, but since the economy will not
be stagnant but expanding, the resources used in the inefficient enterprises will be reabsorbed
into the country’s economic activity. The monetary and banking system will play an important
part in the reorientation of domestic activity, by encouraging saving and the development of
a capital market, mobilizing idle financial resources and controlling the real estate market and
luxury building.
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4. Exogenous pressures

The only defence the country has against exogenous inflationary pressures is the knowledge
that such phenomena may occur at any time. In other words, defence against these pressures
consists basically of the existence, at the highest level, of an economic policy agency which
closely follows the stabilization and development programmes and analyses current domestic
and international economic conditions which might affect the country. Only thus will it be
possible to reduce the creation of exogenous domestic inflationary pressures to a minimum
and to provide a cushion against the effects of those created by external forces. In any case,
control of propagation mechanisms will lessen the possibility of exogenous inflationary pressure
becoming a cumulative phenomenon.

5. Requirements of a stahilization and economic development policy

The author is fully aware to the fact that a programme of the kind set out above will require
various types of conditions in order to be applied in practice. These conditions may be summed
up as follows:

(a) The existence of a political basis for the implementation of the programme (in the same
way as the recent stabilization policy was based on a specific government coalition);

(b) The existence of a large group of experts to undertake research leading to the diagnosis
of the concrete problems to be faced and to the immediate formulation of a programme of
specific measures to deal with them;

(c) The willingness of large sectors of the community to make a positive contribution to the
reorganization of the economy;

(d) The existence of more or less normal external conditions or, failing that, an external
contribution within the framework of the objectives and requirements of the programme.
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THE LATIN AMERICAN COMMON MARKET AND THE MULTILATERAL PAYMENTS SYSTEM
REPORT BY THE SECRETARIAT

Significance of the common market for the economic development of Latin America

1. Dynamic concept of the common market

The object of the following pages is to approach the question of the common market from
the standpoint of the economic development of Latin America. The urgency of the need for
progressive forms of economic integration began to claim attention from the time of the
secretariat’s very earliest studies,’ subsequently reasserting itself? until it was given definite
expression in the recommendations on the structure of the common market and the bases
for its operation which were prepared by the Working Group on the Latin American Regional
Market, in close co-operation with the secretariat.3

The Working Group has made every effort to devise realistic proposals. The common
market must emerge from a policy rather than a formula. It is, of course, possible to visualize
a comprehensive and far-reaching formula according to which goods and services, human
beings and capital circulate freely, without hindrances of any kind, in one huge Latin American
common market. This final objective must be constantly borne in mind, even though it can be
reached only by gradual stages. In the first of these, aspirations would have to be confined to
partial but attainable targets; and would necessarily have to be the patiently-nurtured issue
of a policy conceived on realistic lines and implemented with firmness of purpose.

Such a policy must inevitably go through an experimental phase. This is the keynote of
the recommendations formulated. There would be a preliminary ten-year period by the end of
which the average level of inter-Latin American customs duties would have to be substantially
lowered. And the decision as to how this policy might best be pursued in a future second stage
would be left for later negotiation.

The reductions whereby duties would be brought down to the desired average level
would not be uniform, but would be differentially established for specific groups of countries
and categories of goods, not so much for the mere purpose of classification, as in obedience
to the fundamental concept that allowance should be made for the varying stages of economic
development reached by the Latin American countries, and for the practical difficulties attendant
upon application of the reductions.

The common market should offer each and all of the Latin American countries equal
opportunities of expediting their economic growth. But the disparities in their relative situations
consequent upon the varying stages of development referred to necessitate differential
treatment if such equality of opportunity in respect of the common market is to be ensured
so far as possible.

1 See Economic Survey of Latin America, 1949 (E/CN.12/164/Rev.l). United Nations publication, Sales No. 1951.11.G.1.

2 See the report “ Payments and the regional market in inter-Latin American trade. Analysis and recommendations” (E/
CN.12/C.1/4), prepared by the consultants Mr. Eusebio Campos and Mr. José Garrido Torres, in collaboration with the
secretariat. (This document was afterwards incorporated in Inter-Latin American trade: current problems (E/CN.12/423)).
United Nations publication, Sales No. 1957.11.G.5, pp. 93 et seq.

3 The text of the reports of the first and second sessions of the Group is given in Part Two, pp. 28 et seq.
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However great the pains taken to devise suitable formulae, only when these are put
into practice can their true efficacy be assessed. Hence, too, the desirability of adopting highly
flexible procedures and establishing far-sighted escape clauses during this experimental phase.
Once the first ten years are over, the lessons of experience will enable a truer course to be
steered towards the final goal.

All this is a matter of understandable caution. The idea of the common market has been
gaining a great deal of ground in Latin America. But it is easy to see why concern still exists as
to the safeguarding of existing production —whether primary or industrial — against competition
that might bring in its train serious distortions which are not inherent in the common market.
The market is based upon an essentially dynamic concept, and looks towards the future —not
just the immediate future, but also that of a Latin America whose 193 million inhabitants will
have grown to nearly 300 million by 1975, and will probably exceed 450 million by the turn of
the century.

For countries handicapped by a shortage of capital and with a growth capacity that
has proved to be insufficient as yet for the efficient absorption of large volumes of manpower,
a great deal of whose effort is wasted in rudimentary forms of production, no solution
entailing persistent unemployment of the factors of production would be acceptable. Similar
considerations underlie the anxiety frequently felt as to the possible consequences of too abrupt
a discontinuance of protectionism among the Latin American countries. A major proportion
of the region’s existing activities is carried on under the aegis of the present protectionist
policy. But a common market on the lines conceived would not affect these activities so much
as the industries which will henceforth have to be developed in response to the demands of
economic growth.

The magnitude of these demands will be considerable. To take only a relatively short
period into account, if Latin America re-establishes and up to 1975 steadily maintains the
annual rate of growth of the average per capita product registered during 1945-55, which
was then 2.7 per cent, but since that period has declined, demand for industrial products will
be quadrupled. About 90 per cent of this industrial demand will have to be satisfied with the
region’s own production, and only the remaining 10 per cent with imports.

Such an expansion of industrial production will afford ample opportunity for specialization
and reciprocal trade, particularly in connexion with the new industries that are bound to be
promoted in the field of capital goods, motor vehicles and other durable consumer goods, as
well as in that of intermediate products. As progress is made in this direction, increasingly
complex activities, in which the size of the market is a supremely important factor of productivity,
will in fact have to be undertaken. Thus, the continued development of production in twenty
watertight compartments, as under the present system, will steadily widen the gap between
the yield of the new capital investment necessitated by the march of industrialization, and the
results obtained in the great industrial centres with broader markets at their disposal.

The more complex industries in question have not yet been established, or are still in
the early stages of development, and it is in their case that the reduction or abolition of customs
duties implied by the common market can be effected with relative ease. With respect to existing
industries, on the contrary, great care will have to be taken to prevent the distortions referred
to above. But even there the growth of demand may gradually create conditions favourable to
specialization and reciprocal trade, as over-all economic development gains enough momentum
to enable readjustments to be made in activities which might be adversely affected.

Consequently, the more thriving the development of the region, the more smoothly and
efficiently can the common market be brought into being. But the vigorous growth required
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cannot be achieved without that intensification of inter-Latin American trade which is one of
the aims of the common market. Thus there is dose interdependence between this latter and
the acceleration of economic development.

In reality, the common market is an expression of the effort to create a new pattern for
an intra-regional trade capable of meeting two exacting demands, namely, the requirements of
industrialization and the need to lessen the external vulnerability of the Latin American countries.
So long as these countries’ economies were principally directed towards supplying the large
industrial centres with primary commodities, they had no major incentives to reciprocal trade.
Except as regards some degree of primary complementarity, they were linked by no close
economic relations, nor was there any reason why such relations should exist. The trouble is
that this same economic regime still persists at the present stage of industrial development.
The progressive establishment of the common market would mean that it could undergo a
gradual transformation, with the great ensuing benefits that might be derived from a more
rationally organized system of production, under which the potentialities of the land would be
more efficiently utilized, and industry, thrusting beyond the narrow bounds of each country’s
individual market, would acquire more economic dimensions and, by virtue of improved
productivity, would be able to increase its already considerable contribution to the standard
of living in Latin America.

Moreover, the common market could play a leading part in mitigating the Latin American
countries’ vulnerability to external contingencies and fluctuations, which, notwithstanding
their industrialization, is still acute, precisely because of the arbitrary fragmentation of the
latter process.

2. The common market and the acceleration of development

These preliminary concepts must now give way to discussion of the main topic of this section.
The contention here is that Latin America’s basic economic problem consists in the achievement
of a rate of economic growth satisfactory enough for the gap between its income levels and
those of the great industrial centres to be progressively narrowed. Attention has just been called
to the interdependence of the common market and the acceleration of development. During
the post-war years, Latin America’s economic growth seemed to gain new momentum; but
the impetus did not last, because its most important generating factors were of an exceptional
nature. The cumulative average annual rates of increase of the per capita product and of per
capita income reached 2.7 per cent and 3.3 per cent, respectively, in 1945-1955.4 Such rates
were relatively high for Latin America, but they could not be maintained, and in 1955-1958 the
corresponding figures fell to 1.1 and 0.5 per cent, respectively.

The terms of trade played a very important part in determining this movement; their
improvement in the earlier period was conducive to the higher rate, and their subsequent
deterioration was largely responsible for the latter decline.

So long as they show no unmistakable signs of a recovery —and none is in sight for
the moment— the task of re-establishing the former rate of growth of the per capita product
(2.7 per cent) will be more difficult than in the past; nor will this be due to the above-mentioned
factor alone.

What is more, a rate of 2.7 per cent does not fully meet the social demands of
development, nor is it comparable with the recent experience of other countries in process
of rapid industrialization. Yet to regain and maintain it will mean overcoming considerable

4 The difference between the two rates is given by the terms- of-trade effect.
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obstacles. Among these, there are two of external origin which are highly important and
closely inter-related. These are (a) the relatively slow growth trend of exports of goods and
services and (b) the limitations imposed by this very circumstance on the capacity to absorb
foreign capital. The question of exports may conveniently be dealt with first, and the problem
of foreign capital discussed later.

A rate of increase of 2.7 per cent for the per capita product would imply an annual
increment of approximately 5.4 per cent in the aggregate product, given the rate of growth of
the population of Latin America. Everything suggests that a less intensive upward trend will
be shown by primary exports than by the product. On the basis of existing prospects, it would
be over-optimistic to estimate that they will expand at an average annual rate of more than 3
per cent, as against 2 per cent in 1945-1955.5

A marked disparity is observable between this situation and the probable expansion of
demand for imports. While the tendency of exports is to lag behind the growth of the product,
that of imports, of course, is to outstrip it. Unquestionably, therefore, Latin America will be
compelled to pursue its import substitution policy as intensively as possible in order to achieve
the rate of aggregate growth just mentioned.

Consideration must also be given to the possibility that exports might develop more
intensively. Would this lessen the need for import substitution? Herein might lie one of the
alternative solutions. The other might be to take advantage of this more intensive expansion of
exports to raise the rate of increase of the per capita product above 2.7 per cent. There would
be no reason why this should make any perceptible difference to the conclusions reached or
to the magnitudes involved.

3. Excessive decline in the import coefficient

How far would the foregoing suggestion be practicable, given the present pattern of trade? This
question springs to mind when the decrease that would necessarily take place in the import
coefficient is estimated. If the substitution policy referred to is adequately implemented, imports,
which at present constitute 16 per cent of Latin America’s aggregate product, will correspond
to barely 7.7 per cent by 1975, a figure consistent with the purchasing power deriving from
the region’s traditional exports.

This coefficient represents an average for Latin America as a whole. For the countries of
Western Europe, the corresponding average coefficient is at present 18.5 per cent; a considerable
proportion is attributable to their reciprocal trade, which, in fact, accounts for approximately
9 per cent of the aggregate gross income of the countries in question, while trade with the rest
of the world is responsible for the other 9.5 per cent that brings the aggregate coefficient up
to the figure mentioned (18.5 per cent).

In the case of Latin America, on the other hand, out of the projected average coefficient
of 7.7 per cent barely 1.2 per cent would be represented by intra-regional trade, unless radical
changes were introduced in trade policy. The contrast between the two situations is patent.
In Western Europe, the relatively low income-elasticity of demand for imports of primary
commodities and the protectionist policy adopted in respect of agriculture have played a
noteworthy part in reducing the coefficient of imports from the rest of the world. But, on the
other hand, the development of trade among the countries forming this economic group has
fostered the process of industrial specialization which is sure to be considerably encouraged
by the common market.

5 These and other projections mentioned here are formulated in the study “Influence of the common market on Latin
American economic development” (E/CN.12/C.1/13), included in part B of the present volume, pp. 53 et seq.
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The United States, by virtue of the same factors that have operated in Western Europe,
registers a still lower coefficient with respect to the rest of the world, but its internal trade
coefficient is far higher in every way than that of Western Europe, since a true common market
exists among the fifty States forming this vast area of economic integration. The same is true
of the USSR, whose external coefficient would seem to be barely 2 per cent and which also
has at its disposal an extremely broad common market and is developing with great vigour.

At this juncture it is worth while pausing a moment to consider the coefficient for
Latin America. The intensity of the downward movement postulated in the projections cited
is a measure of the ever greater difficulties that would be encountered by import substitution
policy in its inevitable advance towards types of industry which require a broad market if
they are to be run on economically sound lines. Some of the consumer industries in those
of the Latin American countries which have the largest populations have been successfully
built up to an economically satisfactory size, but in many cases the internal market is still too
narrow to allow of rational specialization whereby costs can be reduced. And as progress is
made in the industries producing capital goods, motor vehicles and certain durable consumer
goods, the need to expand the domestic market becomes increasingly evident. If the common
market is not organized, however, each individual country will find itself compelled by the
imperative necessity for import substitution to carry the development of these industries
farther and farther, and will have to do so at exceedingly high costs. This is a point of vital
importance, since industrialization is not an end in itself, but an efficient means of increasing
average productivity and consequently raising the standard of living of the population. And if
the heavy investment required for the industries under discussion yields an average product
much smaller than in the industrial centres with broad markets, the beneficial effects of this
new phase of industrialization in the more advanced Latin American countries will have been
largely thrown away.

The countries in question —Argentina, Brazil, Chile and Mexico— currently account for
about 70 per cent of the industrial output of Latin America as a whole, while their share in its
population is 65.1 per cent. The other countries are still in the initial stages of industrialization.
Will they follow in the footsteps of the former group and try to produce within their own
frontiers all the current consumer manufactures they require? Will they also undertake the
more complex type of production in which progress is being made by the countries at a more
advanced stage of development?

If so, the attendant circumstances will not be the same, but, in general, less advantageous,
owing to the smaller population of the countries concerned, their lower income levels and,
consequently, the more limited volume of demand. These countries’ need for industrialization
admits of no discussion, but it is equally unquestionable that an attempt to carry out the
process within the confines of each watertight compartment will deprive them —and to a
much greater extent than has been the case with the bigger countries— of the opportunities for
specialization and low costs which can materialize only within a common market so organized
as to provide positive incentives for the industrial expansion of Latin American countries in
the initial stages of development.

The gradual establishment of the common market would mean that the decrease in
the coefficient of imports from the rest of the world which resulted from the relatively slow
growth of primary exports could be offset little by little, at least in part, by an increase in the
coefficient of intra-regional imports. It is, of course, impossible to make a reliable estimate of
what this coefficient might be by 1975, but it can be approximately computed. If the figure at
presentis 1.5 per cent, it would be idle to suppose that it could rise to 9.5 per cent, and totally
compensate the fall in the coefficient of imports from the rest of the world. The implication
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of such a development would be that inter-Latin American trade, the figure for which is at
present 765 million dollars,® would increase more than seventeen times over. If it were to be
multiplied eleven times, the coefficient would be 5.9 per cent and the approximate amount
of trade 8,300 million dollars. This could perhaps constitute a reasonable common market
target, so that the proposed task of regaining and steadily keeping up the aforementioned
annual average rate of growth of the per capita product —2.7 per cent— might not be rendered
extremely difficult, if not impossible, to accomplish.

4. Expansion of exports to the rest of the world

This, however, is not the only possible way of offsetting the decline in the coefficient with the
rest of the world. There are two other alternatives, dependent mainly upon the trade policy of
the great industrial’ centres vis-a-vis Latin America. These are (a) lower tariff protection for
primary commodities and (b) encouragement of the region’s industrial export trade.

As regards the first, very clear recommendations were formulated by the group of
experts which the General Agreement on Tariffs and Trade (GATT) convened a short time ago
to pronounce upon this and other allied problems.” In so far as the Latin American countries
are able to expand their primary exports, their industrial imports will also increase. It has
already been pointed out in other reports that in all this an element of reciprocity is implicit;
and experience demonstrates conclusively that in Latin America an increment in exports is
followed very shortly afterwards by an upswing in imports. But these imports will not be of
the same nature as before. A concomitant of economic development is the imperative need for
their composition to be brought into line with the changes introduced in the internal structure
of the economy.

This is a significant consideration from the standpoint of trade policy. The demands of
economic development would not permit the customs tariff as between the Latin American
countries and the rest of the world to be set in a specific and rigid mould. As progress is made
in import substitution, modifications will have to be gradually introduced, because of the
need to give protection to new substitution industries, although this will not affect whatever
reductions of duties it may be possible to establish in respect of industries already in existence.

The other possible way of checking the downward movement of the import coefficient
would be by exporting manufactures from Latin American countries to other parts of the
world. It would seem somewhat paradoxical that these countries, which still need customs
protection, should be able to compete industrially on the great centres’ home ground. But this
is exactly what is happening with respect to the countries of Western Europe in the United
States market. What is more, there are even some Asian countries which are now developing
their exports of textiles to countries in Europe. The development of this type of industrial trade
depends upon the following two factors: on the one hand, Latin America’s capacity to export,
and, on the other, the willingness of the large centres to facilitate the corresponding imports
by means of suitable tariff treatment.

As regards the first of these factors, the common market, by helping to lower costs,
might boost certain lines of industrial exports. It must be acknowledged that hitherto the
domestic market facilities created by import substitution policy have not given rise to any very
impressive undertakings in the field of industrial exports to the rest of the world. Moreover,

6 Average for 1954-1956, in terms of dollars at 1950 prices. In this report monetary values are invariably expressed in dollars
at 1950 prices; aggregate production and income figures can be converted into dollars at 1959 prices by raising them
about 20 per cent. Figures for foreign trade, on the other hand, and for individual goods, have their own special deflators.

7 See GATT, Trends in International Trade. A Report by a Panel of Experts, Geneva, October 1958.
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since in many cases protectionist policy, in the shape of very severe import restrictions, if not
bans, has been carried too far, the atmosphere of competition in the internal market has become
appreciably less intense. The return to the customs tariff as an instrument of protection, the
lowering of intra-regional duties in some cases and their abolition in others would do much to
restore the spirit of competition, greatly to the benefit of industrialization policy. In this new
environment, the gradual development of a flow of industrial exports to the rest of the world
might be one of the objectives of Latin American trade policy.

Clearly, the success of this policy would also depend upon a receptive attitude on the
part of other countries, especially to advanced industrial centres. In some of these there are
already signs of a trend towards employment of manpower in industries characterized by their
high technical quality and relatively rapid growth, at the expense of others which could not stand
up to competition on equal terms from similar industries in countries that have comparatively
recently entered the field of industry. If the more advanced industrial centres in the rest of the
world were to succeed in steadily maintaining a satisfactory rate of economic growth, and the
momentum of technical progress continued carrying them on to increasingly complex and
elaborate types of industry which would absorb manpower displaced from other activities,
hitherto unsuspected prospects might be opened up for Latin America’s industrial export trade.

It is thus possible to imagine reciprocally advantageous patterns of industrial trade
which would have a significance very different from that of the traditional exchange of raw
materials for manufactured products.

Clearly, then, Latin America common market policy, in the form in which it is conceived,
far from inhibiting international trade, might actively promote it. It has been repeatedly shown
that the tendency of industrialization in the past has been to increase trade among the countries
that become industrialized rather than to restrict it, except when the process has developed
in watertight compartments, as in the case of Latin America. But such encouragement of
international trade is dependent not only upon the common market patterns contemplated here,
and upon their favourable influence on production costs, but also upon a receptive attitude
on the part of the industrial centres and upon the degree of efficacy with which commercial
policy exploits these new trade possibilities as between the two groups.

In other words, trade policy would have to be readjusted in keeping with the new state
of affairs. Otherwise, the Latin American common market would not suffice in itself to foster
trade with the great industrial centres. If Latin America’s exports to these were still to consist
mainly of traditional commodities, and these were to remain subject to the same restrictions
that exist at present, the volume of imports from the great centres in question would be the
same with or without a common market, and only their composition would be altered. But
if a readjustment of trade policy were to improve the trend registered by these exports of
primary commodities and at the same time open up the new prospects for industrial exports
alluded to above, the trade expansion potentialities of the Latin American common market
could materialize.

5.  Import substitution and industrial growth

Given a specific rate of economic growth in Latin America, the development of such industrial
exports would reduce the scale on which import substitution had to be promoted. Latin America
would be using its own manufactures to pay for industrial imports which in other circumstances
it would have to replace by domestic production in order to attain the rate of development in
question. The possibility under discussion would in no way imply a slackening of the rate of
industrial growth that would otherwise have to be attained.
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This is an important point upon which it is worth while dwelling for a moment. First
and foremost, it should be recalled that, from the standpoint of the labour force, industry, like
other urban activities, has the dynamic function of absorbing the manpower which technical
progress releases from agriculture and other primary activities, from artisan industries and
from precapitalistic occupations with very low productivity. The more intensive is the technical
progress achieved, the higher will have to be the rate of growth of employment in industry,
if the effects of improved techniques are not to be frittered away through unemployment, or
through under-employment, of such manpower as primary production and the other activities
mentioned no longer require.

Consequently, the scale on which industry must fulfil this dynamic role of absorbing
manpower is by no means an arbitrary matter, if a given rate of development of primary exports
is assumed. Should trade continue to follow its traditional patterns and industrial exports fail
to develop, a larger proportion of manpower would have to be employed in import substitution
industries than would be the case if exports of this other type were promoted.

The proportions concerned are of decisive importance for the rate of increase of
a country’s availabilities of industrial goods for consumption and capital formation. The
employment of a very high proportion of the labour force in substitution activities —that is, a
low import coefficient— implies that a country is setting up all sorts of industries regardless
of the advantages of specialization; so that the productivity of its manpower will be lower
than might be the case if industry were rationally organized and could depend upon broader
markets. For this reason, industrial employment itself may result in a larger or smaller output
of goods, according to the degree of industrial specialization achieved.

6. The essential principle of reciprocity in inter-Latin American trade

The development of industrial exports to the rest of the world might be one of the derived
consequences of the common market, although not its primary, direct and immediate objective,
which is twofold, embracing: (a) the intensive development of industrial exports from each
of the Latin American countries to all the rest, and (b) the provision of powerful incentives
to traditional trade in primary commodities, so that national import substitution policy may
be kept within reasonably economic bounds. If a country aspires to a rate of development
more rapid than the slow pace imposed by the expansion of its exports, it has at present no
choice but to substitute domestic production for everything that it cannot feasibly import. The
common market would offer it another alternative: i.e., that of developing industrial exports
to the other countries of the region so as to obtain from them goods which otherwise it would
have been compelled to produce at home. Thus, instead of trying to establish all kinds of
substitution industries, each country could specialize in those it deemed best suited to its
natural resources, the aptitudes of its population and the possibilities of its own market; and
it would resort to imports of industrial goods from the rest of the Latin American countries in
order to meet other requirements which could not have been satisfied on the basis of purchases
from outside the region.

All this raises problems of great importance for the operation of the common market.
As has just been pointed out, the market offers an alternative to import substitution policy
—that of buying from other Latin American countries industrial products which were formerly
imported from the rest of the world, and increasing its exports to pay for them. This last point
is of supreme significance. Substitution policy is not arbitrary, although in practice it may be
arbitrarily applied; imports are replaced by domestic production for want of sufficient exports
to finance them. The advantage of the common market lies in the opportunity that it would
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afford for sales to other Latin American countries, from which the imports that could no longer
be obtained from the rest of the world could then be purchased without difficulty.

If a country were unable to effect such exports to other Latin American countries on a
sufficiently large scale, it would not reap the benefit of the alternative offered by the common
market; and its situation might prove less favourable than would have been the case had
the market not existed. A concrete example may be given as an illustration, to facilitate later
discussion of the corrective measures that would have to be applied in order to ensure the
satisfactory operation of the common market.

Let it be assumed that a particular country, given a certain trend in its export trade,
needs to achieve import substitution to a value of 200 million dollars within a specific period.
In default of a common market, the country in question would be compelled to establish all the
industries necessary for the attainment of this purpose, whatever their degree of productivity.
The common market would offer it an opportunity of diverting some of the import trade
concerned towards other Latin American countries, and so limiting the amount it had to replace
by domestic production. It may be further assumed that the figure for the import trade thus
diverted would reach 150 million dollars, and that domestic production would be substituted
for the remaining 50 million dollars’ worth. This does not mean that the country in question
would develop only the new substitution industries needed to produce those 50 million dollars’
worth of goods; it would also have to be in a position to expand existing production, or establish
other industries manufacturing exportable products to a value of 150 million dollars. In other
words, apart from the growth of its current activities, the country’s additional production would
amount to 200 million dollars, with the consequent increase in employment of the factors of
production. The economy would thus achieve a higher rate of growth than would have been
the case had this alternative not existed owing to the greater productivity consequent upon
industrial specialization.

What would happen if, instead, the country merely switched its import trade with the
rest of the world to other Latin American countries? Simply this: its imports from within the
region would total 150 million dollars more, and those from outside it 150 million dollars less,
and the new industries established would be confined to those required for achievement of the
import substitution figure (50 million dollars) mentioned above. No export industries would
have been developed, nor would existing production have been expanded with a view to
external sales, and consequently the economy would not have attained the rate of development
at which it was aiming.

The reasons why a country might find itself in such a position will not be analysed here.
If the result were that factors of production remained idle, import substitution amounting to the
whole 200 million dollars would have been preferable to the unilateral diversion of its import
trade towards other Latin American countries.

Thus there is an essential element of reciprocity in the common market, the absence
of which might place some countries in a difficult situation; this topic will be reverted to later,
since at the moment another aspect of the problem claims attention. The common market
would permit the diversification not only of exports —inasmuch as exports of manufactured
goods would be added to those of primary commodities— but also of imports. All this would
help to lessen the external vulnerability of the Latin American countries.
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1. External vulnerability

One of the paradoxes of Latin America’s economic development is that countries that tried to
reduce their vulnerability by means of industrialization have once again found themselvesin a
highly vulnerable position. This is attributable precisely to the fact that substitution policy has
been implemented in sealed compartments. In the most advanced countries of Latin America
the substitution process has been carried so far that imports have been cut down to such goods
as are essential for the maintenance of economic activity. Thus, when the vicissitudes of the
export trade lead to a contraction of the capacity to import, as there are no longer current
consumer goods to which restrictions can be applied, these latter must inevitably be imposed
on essential items themselves.

Hence the reduction of the import coefficient to very small proportions has involved a
new kind of external vulnerability, formerly unknown. In the past, when exports and, therefore,
imports accounted for a high proportion of income, there was always a wide reducible margin
of imports when unfavourable foreign trade movements made this necessary; but, on the other
hand, export fluctuations exerted a considerable influence on internal demand, which has been
greatly weakened by the decline of the coefficient in question. In other words, the economy
used to be vulnerable mainly on the demand side; now the principal source of its vulnerability
is to be found at the other extreme, in the supply of essential imports, the curtailment of which
is prejudicial to employment levels.

Comparison of this situation with that of the countries of Western Europe, whose
import coefficient is higher, will reveal a very significant contrast. There, too, a change has
taken place in the composition of imports, but, apart from their trade with the rest of the world,
their intra-regional trade covers a very wide range of consumer goods, as well as essential raw
materials and capital goods. The countries concerned have not been compelled to resort to
arbitrary selection as have those of Latin America; and while it is true that in certain periods
dollar shortages have necessitated severe restrictions, successful efforts have been made to
prevent the group’s reciprocal trade from being affected, at any rate to an equal extent, and
this has enabled the same wide range of imports to be maintained. Thus, a country whose
payments situation is persistently critical has a freedom of movement that the more advanced
countries of Latin America have lost or are tending to lose.

The establishment of the common market would mean that the trade distortion described
could gradually be remedied, and prevented from occurring in countries where it had not
taken place. By virtue of progressive specialization, the common market would enable the
member countries to supply one another’s needs in respect of an increasing proportion of
those goods which they had been obliged to refrain from importing, and this would allow them
once again to diversify their external purchases from outside the region. No backward step is
involved; technical progress and changes in habits and tastes are continually introducing new
consumer goods, or new varieties or features in those which already exist, and, as inter-Latin
American trade developed, room could gradually be made for these new imports. In addition,
the promotion of industrial export to the rest of the world would give an increasing impetus
to this salutary process of rediversification of imports.

Furthermore, intra-regional trade in consumer manufactures could be developed within
the common market. It is true that stress has been laid here on those goods in respect of
which import substitution would have to be promoted in the more advanced countries —raw
and intermediate materials, capital goods, motor vehicles and other durable goods— but this
would not preclude the additional undertaking of a specialization effort in certain consumer
industries which already exist, particularly in cases where the growth of demand facilitated
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this course. Moreover, it would often be through the development of consumer industries that
the industrial exports of countries in the initial stages of development could participate in the
common market.

In this way the composition of imports would gradually acquire the element of flexibility
which it has been losing little by little as a result of the special form assumed by substitution
policy in Latin America. External vulnerability would then be considerably lessened, since a
judicious margin for import restriction would have been re-established.

However, so far as their intra-regional trade is concerned, it may be hoped that, if a
satisfactory payments and credits system were instituted along with the common market,
the Latin American countries would be able to withstand trade fluctuations without having to
make use of the margin for restriction in any but extreme cases.

8.  Absolute necessity for the intensive development of capital goods industries

There are two closely interrelated factors that hinder the acceleration of Latin America’s economic
development: the relatively slow growth of exports of goods and services and the limitations
of the capacity to absorb foreign capital. The organization of the common market would offer
a means of tackling the serious problem created by this state of affairs. As was shown in the
preceding section, the existence of the market would mean that import substitution policy, in
respect of goods from the rest of the world, could be rationally implemented through suitable
forms of inter-Latin American specialization, with a view to countering the effects of the slow
development of primary exports. But, in addition, thanks to the common market, it would be
possible to combat the serious difficulties deriving from the above-mentioned limitation in
the capacity to absorb foreign capital.

In reality, this limitation is one of the effects of which the slow growth of exports is the
cause. As the stock of foreign capital increases, the burden of financial services also becomes
heavier, and gradually claims an increasing proportion of export earnings; and the larger the
share of these services, the narrower will be the margin for utilizing such resources to import
capital goods. At the present time, about 15 per cent of the total value of Latin America’s
exports to the rest of the world is absorbed by services payments, including amortization.
Experience would seem to suggest that 30 per cent of exports ought to be the maximum for
financial services.

The next step is to estimate the quantity of capital goods that might be imported by 1975
if this maximum were reached, on the basis of reasonable assumptions as to the possible change
in the composition of imports by major categories of goods, as indicated by the following data:

M Table 1
PROJECTION OF RELATIVE COMPOSITION OF IMPORTS?
(Percentages)
1955 1975
Consumer goods 25.0
58.5
Intermediate goods 40.0
Capital goods 35.0 1.5
100.0 100.0

2These data refer to imports from outside the region.

The assumption here is that the proportion jointly absorbed by consumer and intermediate
goods would contract in order to leave more room for imports of capital goods, which would thus
increase from 35 to 42 per cent of the total. This would mean that the figure forimports of machinery
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and equipment could rise from 2,000 million to 3,700 million dollars. But as the expansion of demand
for such goods would be much greater, these lines of production would have to develop in Latin
America at a very rapid rate, as can be seen from the following supplementary table:

M Table 2
PROJECTIONS AND SATISFACTION OF DEMAND FOR MACHINERY AND EQUIPMENT
(Millions of dollars)
1955 1975
Imports 2000 3700
Production in Latin America 200 5400
Demand 2200 9100

The region’s output of machinery and equipment is at present relatively small. According
to approximate estimates, its value amounts to some 200 million dollars for the whole of Latin
America, excluding the manufacture of spare parts and repair work, which attain considerable
figures. To satisfy the increment in demand, production would have to expand at an annual rate
of 18 per cent and reach about 5,400 million dollars by 1975, which would mean its increasing
27 times over, whereas aggregate industrial output would be quadrupled.

If these projections were fulfilled, production of such capital goods in Latin America,
which at present satisfies about 10 per cent of demand, would cover some 60 per cent by 1975.

These estimates are not, of course, forecasts, but are formulated merely for illustrative
purposes, and give an approximate idea of the magnitude of the production effort required in
the field of machinery and equipment, on the hypothesis that up to 1975 the region’s capacity
for absorption of foreign capital will be utilized to the maximum.

In any event, even if the assumption adopted is the most moderate as regards absorption
of foreign capital and the most optimistic as to the possibilities of importing machinery and
equipment, it is obvious that the substantial development of Latin America’s production of
these goods is an indispensable prerequisite for the attainment of an economic growth target
such as is postulated in this report.

Machinery and equipment industries, therefore, will have to be given high priority as regards
foreign capital investment, so that the region’s own resources may suffice for the maintenance
of a high rate of capital formation. Thus, the supremely important role incumbent upon foreign
capital during the next few years will be that of helping to create such conditions as will permit
the intensive growth of the Latin American economy on the basis of its own resources.

From another point of view, the fact that the structural changes which must be introduced
into industrial production open up a promising field for foreign investment does not imply that
Latin American enterprise and capital will cease to be keenly interested in the promotion of
such industries. On the contrary, one of the essential points in common market policy ought
to be the provision of both technical and financial assistance whereby the Latin American
entrepreneur may be encouraged to forge resolutely ahead in these new lines of production. In
this and other connexions a statement made some years ago in a report presented to the Rio de
Janeiro conference is still of topical interest.? It was said at that time that the situation of Latin
American entrepreneurs “is unquestionably inferior to that of their foreign counterparts, and
any effort to decrease this difference will have marked effects upon economic development,
and the functioning of the free enterprise system”.?

8 Meeting of Ministers of Finance or Economy, at the IVth Extraordinary Meeting of the Inter-American Economic and
Social Council of the Organization of American States, held in November 1954. See International co-operation in a Latin
American development policy (E/CN.12/359), United Nations publication, Sales No. 1954.11.G.2.

9 Ibid,, p. 31.
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9.  Special situation of agriculture

Attention has already been called to the dynamic role incumbent upon industry from the
standpoint of the distribution of manpower: that of absorbing the manpower which the
progressive introduction of improved techniques releases from primary production, as well as
from artisan industry and other pre-capitalistic activities where productivity is unsatisfactory.

If industrial production were to be quadrupled by 1975, in accordance with the projection
postulating an annual increment of 2.7 per cent in per capita income, the proportion of the
active population employed in agriculture, which is at present about 50 per cent, would fall to
approximately 36 per cent. (This figure relates to Latin America as a whole. There are countries
in which the corresponding proportion is and will continue to be very high.)

This leads to the consideration of another very important aspect of the question. The
agricultural population falls into two broad categories: (a) those working in agriculture for
export; and (b) those engaged in supplying the needs of the domestic market. In agriculture
for domestic consumption, out-of-date methods of farming and a very low level of productivity
usually prevail, while in addition the soil is often impoverished by long periods of unremitting
cultivation during which nothing is done to review its productive potential. These are some,
though not all, of the reasons why in certain cases protectionist measures have to be adopted
to enable agriculture for domestic consumption to withstand foreign competition.

The sudden impact of such competition as a result of the creation of the common market
would unquestionably have a far-reaching effect upon these protected activities. Where would
the manpower displaced from them turn for employment? What would be done with the land
that would thus be left unused?

The above-mentioned estimate of the percentage decrease in the manpower employed
in agriculture is based on existing activities and on the assumption that production will continue
to expand by virtue of the progressive introduction of improved techniques. The development
of industry would have to be on a still larger scale than in the projections formulated, with the
consequent increase in the rate of growth of the per capita product, if manufacturing activities
had also to absorb a substantial volume of manpower displaced from agriculture by external
competition.

Industrial development on such a scale, however, would imply a very considerable effort,
and it would be unwise to base common market policy on the assumption that higher rates
of growth will be achieved, although the existence of such a possibility should be recognized.
Hence a special criterion must be adopted in tackling the problem of agricultural production, as
in the case of the Western European common market and the Scandinavian project. It would be
ill-advised to contemplate the reduction or abolition of existing customs protection, without a
readjustment of production in accordance with a carefully devised programme for agricultural
development and the improvement of farm techniques. This does not imply that the common
market would not influence the situation as it stands at all. Certainly it might. In fact, it would
open up a possibility which is almost non-existent at present —that of importing an agricultural
commodity at a cost lower than that of the domestically produced item— in exchange for
exports either of other primary commodities or of industrial products. In other words, the
common market would afford an opportunity, in the first place, of gradually readjusting current
production with a view to more efficient land use in combination with imports; and, secondly,
of at least controlling the advance of customs protection in the face of competition from other
Latin American countries, when the problem of internal supplies could be more satisfactorily
solved by means of intra-regional trade.
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The caution alluded to earlier is notin reality incompatible with the extensive development
of inter-Latin American trade in agricultural commodities. Such trade at present amounts to
about 400 million dollars, of which 300 million are accounted for by eleven specific items. In the
projections presented in the report mentioned above, it is estimated that trade in these eleven
items might increase to about 1,100 million dollars by 1975, without detriment to those lines of
production which currently enjoy customs protection; it would be enough if the future growth
of consumption allowed a sufficient margin for expansion of imports from other countries, in
accordance with the alternative just referred to.

From another point of view, as progress is made in the introduction of more advanced
techniques and the productivity of land and labour increases, substantial changes may take
place in present cost relationships, and certain lines of production now requiring protection
may thereby be placed in a position to compete.

10 See footnote 5.
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. PRIMARY COMMODITY EXPORTS

A. The question of price

1. The redistribution of income in international trade

There are at present three major problems relating to international trade in primary commodities:
the question of prices; access to the markets of the industrial countries; and agricultural
surpluses and their utilization in development policy.

The phenomenon of the deterioration in the terms of trade affecting primary commodity
exports is understood better today than it was a few years ago. The difficulties of other countries
are usually better appreciated when they arise in one’s own country.

As explained in part One, primary production tends to increase beyond the limits of what
is required by the relatively slow increase in demand. As a result, there is a tendency towards
deterioration in the terms of trade; this tendency is aggravated by the effects of technological
progress on the volume of production.

The industrial countries have been able to observe that, if market forces were allowed
free play, shifts in the terms of trade between agriculture and industry would have distinctly
regressive effects on the internal distribution of income. The primary producers would be
deprived of part of their real income because of the drop in relative prices and this loss of
income would, in general, be all the greater as productivity increased as a result of technological
progress. In order to avoid that situation, steps have been taken to support prices of, orincome
from, agricultural products. Such measures of support are also necessary at the international
level with respect to primary commodity exports.

This better understanding out of the problem is no doubt one reason for the recent
more favourable attitude of great industrial nations towards commodity agreements. The
conclusion of the International Coffee Agreement is an example of this, even though it is
still early to pass judgement on its implementation. Similarly, whatever may be thought of
particular features of the French plan for the organization of markets,! the plan seems to be
based on the conviction that it is necessary to intervene at the international level in order to
avoid, or at least attenuate, the consequences of the regressive redistribution of income which
has been taking place between developed and developing countries. These new attitudes are
not, however, established as yet on a completely firm basis. To create such a basis is one of
the primary objectives of the Conference.

The achievement of this objective requires that the industrial countries which import
primary commodities should be prepared to consider an extremely important policy decision,
namely, to take such measures as would prevent this regressive redistribution of income in
the international field. It is to a consideration of the factors on which such measures must be
based that we now turn.

1 See document E/CONF.46/P/5.
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2. Prices, market forces and demand

It is necessary, in the first place, to face up squarely to the fact that the international prices
of primary commodities would, in general, have to be supported at levels higher than those
which would prevail in the absence of international regulation.

The price mechanism cannot fulfil its traditional functions when most transactions
in particular commodities are subject to government regulation at the national level, so that
world prices are determined in a very narrow residual market that cannot be regarded as
representative of the real market forces. Speaking generally, the smaller the share of the total
supply of a particular commodity that is exported, the larger the spread that is apt to develop
between prices in the various national markets subject to regulation and the greater the
difference that arises between national prices and world market price. The small proportion
traded is not, of course, in itself a cause of these disparities: rather it reflects the protection
and mutual isolation of national markets which make it impossible for international trade and
competition to perform their normal equilibrating functions.

Thus the prices realized on the world market reflect the existence of temporary
imbalances between supply and demand outside the main regulated markets: such prices
cannot therefore offer a sound basis for determining the level of commodity prices to be
included in inter-governmental agreements.

This situation prevails particularly in the case of temperate-zone agricultural products
grown by the industrial countries largely for their own consumption and insulated from the
world market by various types of price-support measures. In 1959-61, less than 20 per cent
of world production of these goods was traded internationally. This proportion stands in
contrast with ratios characteristic of tropical products, where the proportion of production
traded internationally is high.

Although world market prices are more meaningful for the tropical and mineral exports of
developing countries than temperate products, they none the less do not provide valid guidance
for decisions by producers or by the Governments concerned, though for a different reason
from that mentioned in connexion with temperate-zone products. For instance, in situations
in which resources devoted to agriculture or mining have little or no alternative employment
and in which the response of producers to a decline in prices may, in some circumstances,
be an expansion rather than a contraction of output, the price mechanism is as incapable of
operating in the normal manner as it is in the case of the residual markets discussed above.

It is for these reasons that it is no longer possible to take the view that commodity
agreements should not interfere with the long-term operation of underlying market forces
through the price mechanism. Where prices are determined in the context of abnormal
restrictions on trade, in fact they no longer reflect the operation of market forces. Under such
conditions, it becomes necessary to bring about, on a permanent basis, a confrontation of the
production policy and the trade policies of the various countries in order to arrive at solutions
satisfactory to all.

Itis recognized, of course, that prices cannot be set at any level in a completely arbitrary
manner. A number of considerations have to be taken into account, notably the effect on
consumption. When domestic prices in the importing countries are higher than world market
prices, it would be possible to raise the latter through international agreements without affecting
the prices paid by the consumer. It is clear that, where import taxes or internal levies exist with
respect to imported primary products, the reduction or elimination of such charges would be
necessary if prices to the consumer were not to be raised.
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In the case of some tropical products, prices to consumers could be increased reasonably,
without appreciable reductions in the quantities consumed. Moreover, in most cases in which
such products are subject to heavy domestic taxes, world prices could be raised without any
increase in the price to the consumer, provided that the internal taxes were reduced accordingly.
Indeed, in some cases, these internal taxes are so high that, if they were eliminated, it would
be possible not only to raise export prices but also to effect a significant reduction in prices
paid by consumers, which would naturally have a very beneficial effect on consumption.

In particular, where commodities exported by developing countries compete with
output of the same commodities in developed countries, or with similar natural, synthetic or
substitute products, it will be evident that the ability to raise or maintain prices depends on the
co-operation of the developed countries. Even where developing countries are sole producers
of a given commodity, lack of agreement among these countries themselves, or differences
of interest between members of various preferential systems —as well as between them and
non-members— may make concerted action to raise or maintain prices difficult to achieve.

Particularly difficult problems arise in relation to synthetics. It has been estimated
that more than one third of the increase in the consumption of industrial raw materials in the
developed countries between 1953 and 1961 consisted of synthetics and aluminium,? and the
relative displacement of exports of developing countries was almost certainly even greater
than this would imply.

How is that competition to be faced? In no circumstances could we seriously entertain
the thought of restraining technological advances. That does not mean, however, that it is
advisable to encourage certain types of research which should not, for the time being, enjoy
any priority whatsoever, as, for instance, research into substitutes for coffee. Moreover, in some
cases, the transition might be made easier for the producing countries if minimum proportions
were established in the use of the natural product, just as minimums are fixed in some cases
in the use of certain national primary products in relation to imported commodities.

On the other hand, it is argued that the competition of synthetics or substitutes should be
countered by technological improvement in the production of the natural product. For example,
there appear to be encouraging prospects for developing certain properties of wool which,
in addition to the natural qualities of the product, might enable it to compete favourably with
artificial fibres. It is also pointed out that there are possibilities of increasing productivity and
reducing prices in order to come out ahead in competition, and natural rubber is mentioned as
one of the products in which that objective could be attained. It is evident that we should then
be confronted by a case in which the benefits of technological progress would be transferred
abroad in the form of lower prices corresponding to lower costs, which would only be acceptable
if it was accompanied by a substantial increase in export volume.

Problems also arise when natural products exported from developing countries compete
with identical or similar commodities produced in the industrial countries. Efforts to raise the
prices of cane sugar and of tropical oils and fats, for example, would be faced with the difficulty
that these products compete with beet sugar and oils and fats produced by industrial countries.

Each particular case will need special consideration. Here we may note, however, that
wherever it is found impossible or inadvisable to raise or maintain prices to the extent required
to avoid deterioration in the terms of trade, as in the case just mentioned of competition
between certain natural products and synthetics, it will be necessary to resort to compensatory
financing, as will be explained in the relevant chapter below. In other words, it will be necessary
to achieve indirectly whatever cannot be secured through direct action on prices.

2 Based on data communicated by Mr. A. Maizels, National Institute of Eco-nomic and Social Research, London.
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The means employed for maintaining or raising prices will generally have to include
the regulation of supply, involving export quotas and possibly import quotas as well.

This would appear to be inevitable, if the measures for raising prices restricted consumption
to any appreciable extent. This could happen if the countries importing a primary commodity
imposed import duties in order to transfer the corresponding income to the producing countries,
so as to compensate them for losses resulting from the deterioration in the terms of trade. If
consumption were to fall because of the rise in internal prices and exports were not regulated,
international prices would decline; and thus the exporting countries themselves, instead of
benefiting, would pay the duty in whole or in part. The same would happen if, instead of import
duties, export taxes were levied in the producer countries.

Lastly, it should be recognized that an international commodity agreement that sets
reasonable prices for primary exporters should also contain provisions involving appropriate
action to be taken when and as shortages occur by setting ceiling prices in the latter eventuality.
This would not only provide protection to consumers but would also be of long-run benefit
to producers since unreasonably high prices would stimulate excessive production which, in
turn, could lead to low prices for producers.

3. The effect of higher prices on production

One of the most cogent arguments against raising the prices of primary commodities is that
such increases would stimulate production. If a deterioration in the terms of trade results
from the difficulty of adjusting the volume of production to the slow expansion in demand,
the difficulty would be even greater if the rise in prices provided additional incentives for
increasing production.

Developing countries have acquired sufficient experience in fixing prices to producers
at levels different from those prevailing on the world market. Where government trading
agencies have been employed, prices received by producers have generally been different
from those in force in the international market. In addition, wide-spread use has been made
of export taxes and multiple exchange-rate systems. The motives for such policies have been
various and have included such goals as the stabilization of producer prices; the protection of
consumers from sharp changes in the cost of living; the expansion of government revenue;
and the containment of inflationary forces.

If, therefore, it were decided in a particular case that the international price of some
commodity might be raised above the current level through intergovernmental agreement,
and that the additional proceeds should not accrue to individual agricultural producers, there
is abundant experience for implementing such a decision.

The idea of not allowing price incentives to encourage over-production ought also to be
applied to importing countries. As explained elsewhere, the policy of agricultural protectionism
in many western European countries has resulted in very high prices, making it profitable to
farm high-cost marginal land, to the detriment of imports. There is a danger that this process
may be intensified during the negotiations pending within EEC. It has been estimated? that,
on alternative income assumptions, EEC grain imports would average between 8.4 million and
10 million tons by the end of the present decade, at unchanged producer prices. If, however,
French grain prices rose by 20 per cent in the movement towards a common price level, EEC
imports would fall, on the same income assumptions, to between 2.9 million and 4.5 million
tons by that time.

8 Agricultural Commodities and the European Economic Community, prepared by the FAO secretariat (E/CONF.46/45, pp. 6-7).
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Every country is entitled to redistribute its income internally as it deems most fitting from
the economic and social point of view. That cannot be a subject of international discussion. But
itis possible to discuss the means employed to that end. There are some methods which have
purely internal effects and are unobjectionable, but there are others which resolve domestic
difficulties by aggravating the problems of other countries. If instead of resorting to high
prices, additional revenue were to be paid to the producer without being linked to the volume
of his output, it might be possible to attain the social objective sought, namely, to effect a
redistribution of income without stimulating production. EEC has itself been considering the
idea of utilizing subsidies instead of high prices in supporting the agricultural economy.4

Domestic price policy, as pointed out above, is closely related to the demand for imports.
Any commodity agreement or other international measure agreed upon in connexion with trade
in primary products would have to prescribe minimum import quotas or commitments by the
industrial countries. There would be no point in agreeing on higher prices for internationally
traded primary commodities only to find that the volume of commodities demanded was
declining and perhaps tending to disappear altogether owing to the growth of domestic
production in the industrial countries.

This problem is reflected in the French plan for the organization of markets in the
recognition that the development of agricultural production in EEC might tend to generate
agricultural surpluses; and the plan recommends the sale of such surpluses on concessional
terms as a form of aid to developing countries. A number of problems would arise as regards
the financing of such sales. But, in any event, it should be understood that there would be a
need for firm commitments guaranteeing access to imports from the developing countries,
even if such imports had the effect of increasing the volume of surplus supplies to be disposed
of on concessional terms. The whole matter should, moreover, be dealt with through concerted
action at the international level.

B. Acces to markets

1. The restriction of imports

As stated earlier, the establishment of prices higher than world market prices, as well as measures
for compensatory financing, must be linked with access to markets. The reason for this is not
merely that imports might fall when prices rise, but the fact that this rise in prices would be
borne mainly by countries that pursue a liberal import policy and which would therefore have
to shoulder a heavier financial burden than countries applying a restrictive import policy.

The problem of access to markets must be viewed broadly; it is not merely a matter of
the policies being pursued by members of EEC or of EFTA but of long-term trends which may be
traced back to the inter-war period. Likewise, it is not merely a matter of the tendency of supported
agriculture in western Europe to become more and more self-sufficient, but also of the tendency
of supported agriculture in the United States to develop larger and larger excess supplies.

If we go back to the period preceding the great world depression, it will be seen that
the subsequent increase in the imports of primary products by western Europe has been
extraordinarily small. Between 1927-1929 and 1958-1961 imports (excluding petroleum) of
the most important commodities increased by barely 13 per cent during the entire period,
whereas consumption® rose much more sharply: per capita imports of these products actually
dropped by 2 per cent.

4 See European Economic Community, Commission document VI/COM(60) 105 (provisional edition), part II, para. 11.

5 Full data on meat consumption do not exist for the early years. Excluding meat and petroleum, consumption of the other
primary commodities rose by 52 per cent and imports by 16 per cent during the period mentioned.
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These developments can be explained mainly by the import trend in cereals, meat, fibres
and sugar. Imports of cereals in 1958-61 amounted to 21 per cent less, and imports of meat to
24 per cent less, than in the years preceding the great depression. The falling-off in imports
of those two groups of commodities is attributable to a combination of protectionism and the
technological revolution. Imports of fibres dropped by 12 per cent as a result of competition
from synthetics. Imports of sugar were 30 per cent higher, but consumption rose by 87 per
cent in the western European countries taken as a whole.

The contrast between agricultural products, on the one hand, and minerals which
western Europe does not produce for itself, on the other, is very striking and indicates the
possibilities for increases in imports where protectionism is less significant. Western European
imports of metals and ores rose by over 160 per cent from 1927-1929 to 1958-1961 and imports
of petroleum have risen twenty-two-fold, as shown in the following table.

The same table shows the figures for the United States. Gross imports there increased
much more than in western Europe, and also more rapidly than consumption. The table does
not, however, provide a valid basis for overall comparison with western Europe because the
United States is a major exporter of primary products and its exports have increased as well
as its imports, and also because of differences in population growth.

2. Possibilities for effective action

Consideration should now be given to the action that might be taken regarding the facts outlined
above. In view of the legitimate interests of both industrial and developing countries, the first
minimum policy objective regarding grains might be a standstill agreement: importing countries
might, under a contract similar to the International Wheat Agreement, undertake to maintain
existing access to markets, and exporting countries might undertake not to increase pressure
on world markets through surplus disposals and to reduce export subsidies.

In the case of western Europe, total grain production now represents about 90 per cent
of consumption; it would therefore be desirable to ensure at least that the proportion of 10 per
cent currently imported is maintained for cereals as a whole. This could not apply to wheat
alone since, as income increases, per capita consumption of wheat tends to decrease. In the
case of forage cereals used for feeding livestock, however, there could be a large increase in
consumption, since meat consumption rises considerably as per capita income advances. It
is clear the attainment of this objective of maintaining the ratio of imports to consumption
depends, as we said earlier, on domestic policy regarding prices and surpluses.

For other products, the objective should be greater access to markets wherever possible.
There are cases in which agricultural production in both western Europe and North America
is high-cost and ought to be readjusted gradually so as to provide greater opportunities for
exports from developing countries. Prominent among such commodities is sugar but there are
many others, including fats and oils. New taxes or duties affecting imports of primary products
from developing countries, such as that now put forward in EEC with respect to margarine,
should certainly be avoided. At the same time, improved access should be provided for tropical
products in western Europe and for minerals in the United States, involving the gradual removal
of existing restrictions, including import or domestic levies of one kind or another.

It would scarcely be possible for the Conference to consider individual commodities in
detail. It might, however, consider the advisability of:
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B Table3

UNITED STATES AND WESTERN EUROPE: RELATIVE GROWTH OF CONSUMPTION AND IMPORT
(Indices, 1927-29=100)

United States Western Europe

Gommodity or commodity Total consumption Gross imports Total consumption Gross imports

groupings * 1953-37  1938-61 1933-37  1938-61 1933-37  1938-61 1933-37  1938-61
|

Cereals 96 120 89 138 151 74 79

Meats 217 136 1,077 —_ —_ 78 76

Fibres 133 131 171 173 103 99 91 88

Copra and coconut oil 98 91 97 122 96 122 99
|

Tobacco 181 204 166 216 131 162 99 108

Coffee, cocoa and tea 163 176 170 179 125 153 121 143

Sugar 133 149 100 113 159 187 142 130

Bananas 114 140 114 141 194 266 194 236

Metals and ores 222 220 172 156 214 260 208 263

Rubber, natural 139 114 126 106 356 255 343 264

Petroleum, crude 863 872 526 576 1,600 2,402 1,500 2,277
il

S;g{;gﬁgglgluding 167 172 167 176 167’ 179* 126 141

Average (excluding 131 136 145 151 149+ 152 108 113

petroleum) ®

Source: United Nations, World Economic Survey, 1958, updated.

a2The commodity groupings contain the following commodities: cereals (wheat, rice, barley and maize); meals (beef and veal,
mutton and lamb); fibres (cotton, wool and jute); metals and ores (aluminium, copper, lead, tin and zinc).

b Weighted throughout by 1962 average export unit values.
¢ Excluding meats.

(a) Taking action to provide greater access to markets in industrialized countries, partly by
means of import targets that increase as consumption rises, and partly by the removal of
various barriers to trade in primary commodities, including consumption taxes, tariffs and
import quotas;

(b) Setting certain quantitative import targets in the form of commitments to purchase entered
into by importing countries and specifying quantities or prices. This provision could be tied
to a guarantee given by exporting countries to provide the importing countries with adequate
quantities, thus ensuring supplies of essential foodstuffs and raw materials for the latter
countries in times of shortage.

All this would constitute one of the most important and urgent functions to be discharged
within the new organizational scheme which is suggested later in this report. Once this policy
of setting targets was approved in principle, it would be necessary to make specific proposals
concerning these targets and the ways in which they could be put into effect.
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The adequacy of such targets in relation to the export needs of developing countries
depends, of course, on the willingness of the industrial countries to make significant modifications
in their domestic policies. The case of Sweden provides a striking illustration of a country that
has been able to raise the productivity and incomes of its agricultural population without being
forced into a policy of self-sufficiency thereby. The Government has adopted as a deliberate
objective of its policy the reduction of agricultural output to a level corresponding to 90 per
cent of domestic consumption requirements. Swedish agricultural prices, though above world
market levels, reflect changes in the pattern of world prices, and are set on the basis of the
calculated revenues of well-managed farms. Small farmers receive additional cash payments,
but the payments are limited to the current farmers’ period of occupancy and do not devolve
upon their successors.

A variety of other measures could be introduced to facilitate a scaling down of inefficient
agricultural operations in the industrial countries, ranging from the withdrawal of high-cost
marginal land from cultivation, to the retraining of agricultural manpower for new occupations.
These matters have been the subject of recommendations by FAO and the Organization for
European Economic Co-operation (OEEC).®

C. International commodity agreements

1. Recent experience

So far as commodity agreements are concerned, experience since the end of the Second World
War reveals many positive elements and a progressive evolution towards a more favourable
framework for international commodity trade. But even more vigorous action is required.

Itis not so much a question of creating new machinery, as of adapting the existing machinery
to the needs of a policy in which the objectives pursued are more clearly and more fully defined.

The Havana Charter recognizes that international commodity trade is subject to difficulties
resulting from persistent disequilibrium between production and consumption. The Charter
also refers to measures designed gradually to reduce any unwarranted disparity between
world prices of primary commodities and those of manufactured products.

Nevertheless, the Charter gives a rather narrow definition of the circumstances in which
commodity agreements may be applied. But nowadays these problems exist on a greater
scale and, generally speaking, the view is held that commodity agreements should include
suitable measures relating to the various aspects of international trade, especially the fixing
of minimum prices, access to markets, and surplus disposal. Notwithstanding this progress,
it has so far proved possible to establish international commodity agreements for only five
products: wheat, tin, sugar, coffee and olive oil.

Among the difficulties facing countries seeking to formulate these agreements has been
the fact that, when export prices are high, many of the exporting countries are less interested
in reaching agreement and importers consider that their bargaining position would be better
at another time. And, when prices are low, the opposite applies.

From another standpoint, the Havana Charter provides for equal representation of
importing and exporting countries. This does not take into account the fact that, under normal

6 See, for example, FAO, An Inquiry into the Problems of Agricultural Price Stabilization and Support Policies (Rome, 1960), and

“Agricultural Policies in Europe in the 1960s”, Monthly Bulletin of Agricultural Economics and Statistics (Rome, January and
February 1963); and OEEC, Trends in Agricultural Policies since 1955, Report by the Ministerial Committee for Agriculture
and Food (Paris, 1961), chapter V.
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conditions, exporting countries have a much larger stake than importing countries in the
operation of an agreement because their total export incomes are usually largely dependent
on trade in the commodity concerned.

The effort to conclude commodity agreements can hardly succeed so long as such
agreements are regarded simply as a compromise between the interests of exporting and importing
countries and if they are based mainly on the idea of dealing with market fluctuations. Apart
from the understandable interest in having lower prices for the commodities they import, there
are at least two aspects to be taken into account by the importing countries. The first involves
recognition of the fact that, as the export incomes of the developing countries fall because of
the drop in prices, their demand for exports from the industrial countries also declines. The
second aspect to be taken into account is the unfavourable impact of low commodity prices
upon the growth of the developing countries, and hence upon the general outlook for political
and economic well-being throughout the world.

Part of the difficulty surrounding the negotiation of commodity agreements lies in the
fact that these aspects of the problem are not always given the consideration they deserve.
More of these agreements —and more comprehensive ones— could possibly be concluded
if these aspects carried greater weight during the negotiations. But this obviously requires a
clear statement of the policy to be followed in respect of primary commodities.

The sort of problem that is apt to arise may be illustrated from experience with attempts
to negotiate commodity agreements for coffee and cocoa. It appears that for several years it
was impossible to negotiate a commodity agreement for coffee because the point of view of
the importing countries was largely influenced by commercial interests. However, as a result
of the sharp declines in coffee prices during the latter part of the 1950’s and the serious impact
of these declines upon a large number of Latin American countries, the importing countries
began to take a broader view of the problems relating to the regulation of world trade in coffee.
This recognition of the issues made it possible for an agreement to be reached embodying the
concept of supporting the price of coffee at the 1962 level.

The precedent set in the coffee negotiations aroused expectations that a similar outcome
might be reached for cocoa. However, this favourable attitude towards commodity agreements
does not appear to have extended to the case of cocoa. Fewer countries were seriously affected
by the outlook for this product, and the cocoa problem therefore did not have the same impact
in the higher governmental echelons of the importing countries as had the coffee problem.
The result was that considerable difficulty was experienced in reaching a meeting of minds
on prices. Under these conditions it was, perhaps, inevitable that the negotiations should fail.
This breakdown is a great disappointment, and it is to be hoped that the outlook will improve
in the future.

2. The broadening of commodity agreements

What is required is that Governments should formulate their policies in this matter and thus
provide a frame of reference within which negotiations can be carried out; in other words,
there must be a political will to reach these agreements and a desire to carry them out. There
can be no doubt that the obstacle here is primarily political rather than technical.

In the first place, a major effort should be made to increase considerably the number
of commodities regulated by inter-governmental agreements.

Itis important, moreover, that the preparatory work for the formulation of new commodity
agreements and the negotiation of such agreements should be vigorously pursued irrespective
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of current market conditions. In the case of a number of commodities, steps are already under
way. The United Nations Cocoa Conference will, it is hoped, be reconvened as soon as there is
an indication of better prospects for agreement. Draft agreements on cotton and rubber were
discussed some time ago. The International Lead and Zinc Study Group is also considering the
drafting of an agreement. A study group on copper has been suggested and tungsten problems
are now receiving inter-governmental consideration in a United Nations committee. Certain
agricultural commodities are being considered by FAO groups.

From the technical point of view, considerable importance attaches to the study of the
problem of standardisation and the development of a mechanism for setting up price differentials
between various commodity grades, as has been done successfully in the case of wheat.

As was stated earlier, commodity agreements should also be more comprehensive
and cover the various aspects of international trade in the commodities concerned. There is
already a trend towards this broader approach. For example, the International Coffee Agreement
contains an article concerning the removal of obstacles to trade; the International Tin Council
has been undertaking negotiations regarding the disposal of non-commercial stockpiles; and
the International Wheat Agreement provides for an annual review of international trade in
wheat which could influence the determination and implementation of domestic production
and price policies.

The latter development is particularly important since one of the main shortcomings
of commodity agreements so far is that they have only dealt with international trade in the
commodity concerned and, in some cases, with only part of this trade; thus other very important
aspects, e.g., the policy of support prices, have been neglected and the consequences have
not always been compatible with the interests of other exporting countries.

Under the Havana Charter, no agreement is to remain in force for longer than five years,
and the principal objective has been to deal with short-term difficulties or special temporary
problems rather than to create conditions for the long-term expansion of commodity trade at
stable prices.

In short, there needs to be greater recognition of the role of commodity agreements
in the production and trade policies of both exporting and importing countries; the possibility
of increasing consumption of primary products and of thus improving long-term prospects
should also be further explored. A movement in this direction has already begun with the
setting up of a publicity fund under the Olive Oil Agreement, and with the various provisions
for promoting consumption contained in the International Coffee Agreement. Reference was
made earlier to the possibilities that research may open up new uses for wool; and similar
research might well be undertaken for other commodities. This is a field in which international
resources might well play an important role.

Some thought might also be given to those commodities for which no agreements are
at present envisaged, particularly in cases where they are subject to regulatory measures at
the national level. Inter-governmental consultations should be held on these measures, with
a view to arriving at solutions in the common interest.

Much of the machinery necessary for a broader and more vigorous commodity policy
already exists in embryo, in the form of study groups and similar bodies and commodity
commissions of the United Nations and FAQ, what is needed is a clearer sense of the objectives
to be achieved and of the policy to be followed, and a simplification and unification of structure.

All this would have to be the subject of further study in the event that the Conference
agreed in principle on the need for such a policy.
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D. The question of preferences

1. Meaning of the problem

In order to stimulate exports of industrial products from developing countries, two types of
measures are required. In the first place, channels to the markets of the great industrial centres
should be opened through the elimination of obstacles to the flow of exports. Secondly, the
active promotion of exports should be undertaken both in the developing countries themselves
and on the international plane.

The existing obstacles to exports have just been examined. But it is necessary to go
further and introduce a system of preferences.

The case for preferential treatment for exports of developing countries is that it would
help the industries of developing countries to overcome the difficulties that they encounter in
export markets because of their high initial costs. It is a temporary measure which, by opening
up larger markets to the industries of developing countries, would enable them to lower their
costs and thus compete on world markets without the need for continuing preference.

The case is thus a logical extension of the infant industry argument. It is not a matter
of controversy among economists that national protection of infant industries is justifiable
wherever such industries have a long-run prospect of reaching a high level of efficiency.

In order to be efficient, those industries must have access to wider markets; otherwise
they may not be able to break out of the vicious circle of low output and high costs. Such
markets must be sought in the developed countries as well as in other developing countries.
But if infant industries need protection in the domestic market because of high costs, they
obviously need even more protection in foreign markets, whether developed or developing, in
the form of preferential treatment. It is for this reason that the following two suggestions have
been made: (a) developing countries should give preference to imports from other developing
countries in their own markets; (b) developed countries should give preference to imports from
developing countries in their own markets.

The two suggestions raise somewhat different issues. The main features of the first
have already been outlined, and the following discussion will concentrate on the second.

As was said earlier in this report, GATT sanctioned the continuation of preferential
arrangements in force at the time the Agreement was signed, but prohibited new arrangements
of this sort except where they represented a stage in the setting up of customs unions or free-
trade areas.

The reason for the prohibition was, and still is, the belief that countries ought to treat
one another equally in their foreign trade and not grant advantages to some countries that they
are not prepared to extend to others. But however valid the most-favoured-nation principle may
be in regulating trade relations among equals, it is not a suitable concept for trade involving
countries of vastly unequal economic strength. The acceptance by the Meeting of Ministers of
GATT in May 1963 of non-reciprocal tariff concessions to developing countries was a valuable
first step in recognizing the need for special encouragement to the trade of these countries.
Adoption of the principle of preferential treatment for the trade of developing countries is the
logical next step.

It should be emphasized that the granting of preferences to developing countries would
not conflict with the objective of the Kennedy round of tariff negotiations or indeed with any
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other effort to bring down or remove the barriers to trade. Even if the Kennedy round were
completely successful, it would mean the reduction but not the elimination of tariffs by the
negotiating countries. The issue that arises, therefore, is whether the industrial countries would
be ready to grant free entry at least to the developing countries if not to one another. The
idea is not to create permanent margins of preference that could be maintained only through
retention of existing tariffs by the developed countries. The suggestion is, rather, that pending
the elimination of obstacles to trade by the developed countries, free access should be granted
to the developing countries.

The introduction of a new system of preferences would involve the mutual adjustment of
various conflicting interests among the developing countries on the one hand, and between the
developing and the industrial countries, on the other. There may be a temptation to try and take
account of any difficulties that arise in reaching such adjustment by introducing complicating
devices and refinements into the scheme so as to cater to particular preoccupations. Certain
of these devices and refinements could indeed prove to be indispensable, but the general
proposition should be borne in mind that the greater the complication of the scheme, the less
chance it has of being accepted or found workable.

The first question for consideration is: which countries should grant preferences? The
hope and expectation, as already noted, is that all developed countries would agree to grant
preferences to all developing countries. While it may be doubted whether the scheme could be
effectively implemented unless all major developed countries agreed to participate, unanimity
would not be essential. The scheme might enter into force when an important group of countries
indicated their willingness to participate.

So far as the participation of the socialist countries in the concession of preferences is
concerned, as indicated elsewhere, tariffs do not have the same meaning in these countries as
in private-enterprise economies. Nevertheless, whenever tariffs are imposed, free entry should
be assured to imports from developing countries. At the same time, the socialist countries
should favour imports from developing countries in their foreign trade plans, and their State
trading agencies should give effect to such preferences in their purchasing arrangements.

The implementation of all such measures could be evaluated in the light of actual
performance, and would be one of the subjects for review within the new organizational scheme
of trade and development that might be suggested by the Conference.

The selection of countries to benefit from preferences is somewhat more difficult. No
single criterion has been found satisfactory in identifying those countries which should be
regarded as qualifying for preferential treatment. Such factors as per capita income, the size
of the country, the share of agriculture and industry in total employment and output, and the
impact of the primary export sector on the growth of the economy should be considered. If these
factors are taken into account, it is relatively easy to decide which are and which have ceased
to be developing countries in most cases. There is, nevertheless, a small group of borderline
cases at the top of the per capita income range and it is not an easy matter to establish the
cut-off point among them.

The problem is, perhaps, not too important from the standpoint of the industrial countries,
because imports of manufactures from the developing countries are not likely to be a matter
of overwhelming consequence for them in any case, as we have seen. But they are for some
developing countries which may fear that they will not be able to benefit from preferences
if they have to compete with other more advanced members of the developing group. The
problem of which developing countries should be included in the scheme is thus closely linked
to the problem of gradation or differentiation of preferences which will be examined below.
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2. Selection of general preferences and their duration

Most of the discussion of preferences thus far has proceeded on the assumption that they should
be granted on a selective basis for particular products. The main consideration underlying this
approach appears to be the desire to exclude products which would raise domestic problems
for the developed countries, notably those produced in relatively weak or stagnant sectors of
the economy of these countries. There may also be a desire to direct the efforts of developing
countries towards industries offering substantial growth potential and the prospect of viability
within a reasonable number of years, making it possible to discontinue the preferences.

These two considerations appear reasonable enough, but if they are examined more
closely, serious disadvantages may be observed.

First and foremost, the experience of GATT and of other bodies has shown that a system
of selective negotiations, product by product, raises great difficulties. Naturally enough, each
industry which considers itself threatened by foreign competition is liable to adopt a severely
defensive attitude and seek to maintain the status quo. This very understandable attitude
does not find its logical counterbalance in the industries which may increase their exports to
the developing countries as the foreign-exchange earnings of the latter advance, since these
advantages are still problematical and therefore do not provide a tangible incentive for the
adoption of preferences. Nor is it to be expected that an industry that felt itself affected by
imports would examine this matter from the viewpoint of the economy as a whole and not for
its own particular situation.

If, moreover, the preferences to be granted by all developed countries are to be standard
in terms of commodity coverage, the ultimate list of products qualifying for preference is
likely to be the lowest common denominator of all national lists; since any industry regarded
as vulnerable in any one country is likely to have its way with the general list of all countries.

From the standpoint of the developing countries, moreover, it is difficult to imagine how
a suitable selection of industries for preferential treatment could be made. It would surely be
better to leave scope for the initiative of enterprises to seek out the best opportunities, subject,
of course, to measures of guidance and assistance, in which Governments should have a very
important role, as will be seen later. One wonders what degree of success might have attended
efforts, in any of the countries that are now industrialized, to draw up a precise pattern of
possible industrial exports in advance when they were at the earliest stage of development. It
is hardly likely that an effective selection could now be made, from the whole range of industry,
of all those particular branches which might prove to be successful in particular developing
countries in the long run.

Thus, the danger is that a selective list of products qualifying for preference may turn
out to be unduly restricted and drawn up much more with an eye to static considerations
than to the dynamic possibilities of a new international division of labour. For this reason, a
better and simpler approach would be for preferential treatment to be granted in principle to
all imports from the developing countries, subject only to certain specified exclusions, as well
as certain safeguards, as indicated below.

Much of the discussion that has taken place so far has been related to preferential
treatment for semi-finished and finished manufactures only. Acceptance of this limitation would
raise a number of difficulties in defining the scope of these products, calling for expert study and
recommendation. Expert study would also be required of the problem of defining the origin of
products manufactured or semi-manufactured from imported materials or components. Neither
these nor any other difficulties seem to be of major consequence, and they should not prevent the
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Conference from adopting a decision in principle in favour of preferences. Indeed, this decision
in principle is necessary in order to provide, through common agreement of Governments, a
framework within which the technicians will be required to work out practical details.

A small margin of preference is not likely to provide adequate incentives for establishing
new exportindustries in developing countries. If a new system of preferences is worth introducing
at all, the margins of preference should provide incentives that are clearly adequate in relation
to the magnitude of the problem.

Since many or most of the tariffs applied to manufactures by the industrial countries
are relatively low, and are expected to fall even further as a result of the Kennedy round, the
optimum solution would be to grant free entry to imports from developing countries. For
the members of EEC and EFTA this would simply mean granting to the developing countries
treatment not less favourable than they are prepared to give one another.

Since the new preferential system is intended as an encouragement to infant industries,
it will be evident that some provision must be made for the elimination of preferences once
the industries are firmly established. In general, preferences should be introduced for a period
of no less than ten years with respect to any given industry in any developing country. At the
end of the ten-year period, preferences would be withdrawn unless it could be shown, to the
satisfaction of an appropriate international authority, that special circumstances warranted
their continuation. The ten-year period would be reckoned from the time of the initial granting
of preferences to exports of a particular industry in a given country, even though this would
mean that plants established subsequently in the same country would not benefit from the
full period of preference.

The fact that preferential treatment for any one industry in a developing country would
normally come to an end after ten years would have two advantages. For one thing, it would
compel the entrepreneurs concerned to concentrate on making the industry fully competitive by
the time the shelter of preferences was withdrawn, A second advantage would result from the
fact that infant industries, established shortly after the inception of the scheme in countries that
are still at an early stage of development, would count their ten-year period of preference from
the time such preference was first applied to any industry subject to this regime. This means
that such industries would enjoy preferential treatment not merely in relation to the industries
of developed countries but also in relation to those of the more advanced developing countries,
once the respective industries of the latter countries were no longer entitled to preferences.

The duration of preferences should probably not be fixed at less than ten years. Sufficient
time must be allowed for their incentives to take effect and for significant results to be achieved
in export markets. In the conditions pertaining in developing countries, a short-term scheme
of preferences would scarcely be better than no scheme at all.

Thus the duration of preferences raises an issue similar to that involved in the margin
of preference, namely, that there is a minimum scale and duration below which the incentive
provided would be inadequate. It would not be worth facing all the political and other difficulties
entailed in a new departure from the most-favoured-nation principle simply for the sake of
token margins of preference on a few selected products for a very limited period, amounting
to little more in toto than a gesture in the face of the immense problems of the trade gap.

3. Safeguards for developed countries

It would not be difficult to understand an initial hesitation on the part of the industrial countries
in accepting a scheme that appears to promote competition from developing countries with the
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output of certain of their own industries. In time, they would undoubtedly see the advantages
of the scheme, since it would provide a means of increasing their sales to developing countries
by the amount of the additional purchasing power accruing to the latter countries from the
expansion of their own exports with the aid of preference. Thus, the industrial countries may
see advantages in expanding rather than in contracting the volume of their preferential imports.
Nevertheless, particularly at the outset of a programme of preferences, the developed countries
would no doubt wish to have assurance as regards both the total volume of preferential imports
and the volume of imports in any one category.

As we have seen, an expansion of exports of manufactures that would be very large
in relation to the existing shipments by developing countries, would still be extremely
small in relation to the actual and potential consumption of manufactures by the developed
countries. If, therefore, the developed countries wished to set an overall limit to the volume
of goods imported preferentially, that limit could be fixed at a level very high in relation to
existing exports of developing countries, but still very small in relation to the size of their
own domestic markets.

The question now arises as to how the aggregate quota of manufactures from the
developing countries would be divided between the various industrial countries. One
way of doing this would be to divide the total quota in proportion to the consumption of
manufactures by each importing country. But this approach would make no allowance for the
fact that large countries with highly diversified resources and productive facilities naturally
tend to import less in relation to consumption than small countries whose economies are
more highly specialized.

An alternative method would be to divide the import quota in proportion to each
developed country’s imports of manufactures. In this way imports from developing countries
would increase, from year to year, in line with total world imports of manufactures. However,
the disadvantage of this method is that the developed countries whose import coefficient is
very low would have a relatively small quota of preferential imports. It may be possible to
combine these two methods in order to find a formula acceptable to all developed countries.

As regards the impact of preferential imports on particular industries, it is necessary to
keep in mind the fact that preferences are designed to help in offsetting the high costs of infant
industries in developing countries. If, however, as a result of the preference, a country exerts
undue pressure on the prices prevailing in the industrial countries, it thereby demonstrates
either that it does not need the preference or that the preference is excessive.

Developed countries could hardly be expected to offer encouragement through
preferences to those industries in developing countries that are already able to stand on their
own feet in world markets, and still less to those industries whose costs are much lower than
those of similar industries in developed countries.

In view of this, it may be considered desirable that, at the time the new preferential
system is introduced, each developed country should be able to reserve its right to withhold
preferential treatment from products accounting in toto for a reasonable percentage of its
aggregate imports or consumption of manufactures. This percentage could include some
articles, which it might be considered advisable to exclude from the preferences so as not
to affect certain imports from other supplying countries, and certain articles that would be
specially reserved for the less advanced developing countries, as will be seen below.

Once the system is in effect, developed countries might add new exceptions to the
preferential regime, in accordance with clearly established criteria.
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Another possible safeguard might be to provide that imports of particular products
could cease to qualify for preferential treatment when they exceed a certain percentage, to be
fixed in advance, of the domestic consumption of a particular importing country.

It should be emphasized that the withholding of preference from particular products,
under provisions such as those discussed above, would simply imply that normal most-favoured-
nation treatment would be applied. The withholding of preference could not in any case justify
action to restrict normal imports of the products in question outride the provisions of GATT.

4. Differences between developing countries in relation to preferences

Itis now necessary to examine the possibility that some of the more advanced of the developing
countries might quickly pre-empt so large a proportion of the total preferential quota allocated
by the industrial countries as to leave insufficient scope for countries at a much earlier stage of
development. In general, the extent of any danger that the total quota might be used up would
obviously depend on the size of the latter. As already noted, in the course of time, developed
countries may see enough advantages in the preferential scheme to be prepared to enlarge
the total quota.

If the quota were large in relation to existing exports from developing countries, there
would be adequate room for all, and it would probably not be necessary to take any stepsin the
immediate future. Action would be required only if it became apparent, in the course of such
an annual review, that there was an obvious danger that some countries might be excluded
from the quota and that no possibility existed of enlarging it.

However, the total quota is established at a relatively low level, the case for exporting
country quotas becomes stronger. The difficulty here is that such an approach is so complicated
as to be, in all probability, unworkable. It is not simply that a dozen or so industrial countries
would have to establish a quota for each of one hundred or more developing countries —or
well over a thousand quotas in all. Difficult as such a sharing out of a small total quota might
be, it would be simplicity itself compared with the problem of policing such quotas for each and
every item on the import list.

Instead of establishing individual exporting country quotas, it might be better to set
some limit to the share which any one country might take of the available total quota. Countries
would be permitted to exceed this limit only where it could be shown that the unutilized portion
of the total quota was so large in relation to the exports of other developing countries as to
leave ample margin for the latter. At the same time, special measures should be adopted to
encourage exports from the least developed countries, along the lines discussed below.

Among the most difficult of all problems connected with the introduction of a new
system of preferences is whether to give different degrees or kinds of preference to countries
according to their per capita income or stage of development.

The rationale for such a gradation of preferences is quite a simple one. The productivity
differential between the least and most advanced of the developing countries is far greater
than the corresponding differential between the latter and the industrially developed countries.
Consequently, the very same considerations that would justify the granting of preferences
to developing countries in general would call for substantially larger preferences to the least
developed than to the most developed among them.

Differentiation of this sort among developing countries has already found a place in the
Treaty of Montevideo establishing the LAFTA. Under the Treaty, the relatively less developed
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of the Latin American members of LAFTA receive particularly favourable treatment as regards
the mutual reduction of tariffs and in other respects.

There is no doubt that not all developing countries would be equally able to benefit from
a preferential scheme drawn on a uniform basis. As already noted, the group of developing
countries currently exporting manufactures on a significant scale to the industrial countries is
relatively small, and the short-term gains from preferences would be limited to this small group.
On the other hand, the objective of the preferences would be to provide incentives leading to a
broader distribution of manufactured exports in terms of supplier countries as well as of types
of products. The danger is that, if these incentives were uniform, the increment in exports
might tend to be concentrated in those countries that have already taken the lead in this field.

Unfortunately, the scope for a gradation of preferences may not be very great, especially
if the Kennedy round of tariff negotiations achieves significant successes.

When tariffs are relatively low, for example, of the order of 10 to 15 per cent, the
gradation of preferences could be detrimental to the incentive to export in the most advanced
developing countries without the less advanced having a meaningful advantage; indeed, this
advantage could be smaller than would be necessary to overcome cost differences with the
most advanced developing countries.

At the same time, it has to be stressed once again that, however well founded may
be the reasons for introducing refinements into the scheme, the greater the administrative
complications, the smaller the chances that anyone at all will benefit, since the scheme may
prove unworkable.

It should also be noted that itis in the nature of the case that not all countries will benefit
equally from any one proposal before the Conference, taken by itself. Thus the only countries
in a position to benefit from the elimination of domestic charges on tropical commodities in
certain industrial countries are those that can or do produce those commodities; and no gains
from long-term compensatory financing will accrue to those whose terms of trade do not decline.

At the same time it should be recognized that the problem of the least developed
countries as regards preferential arrangements is a very real one and that the issue must be
faced squarely. These countries may not now be in a position in which they are likely to benefit
to any great extent from preferences on industrial products, and may not be ready to do so
spontaneously for some years. Immediate steps must be taken for the ultimate attainment of
this objective.

It has already been suggested, as a partial response to the problems of these countries,
that preferences should be terminated for any given industry in any given country at the end
of ten years, so while the benefits accruing to the least developed countries will begin later,
they will also end later. In this way they will enjoy preferences which no longer apply to other
developing countries.

Furthermore, the possibility of granting preferences on a series of articles to the less
advanced developing countries without extending them to the more advanced, can well be
envisaged. For this purpose use could be made of the list of products with regard to which the
industrial countries had reserved the right not to grant general preferences.

But this is not sufficient. It will be necessary to set special targets for national and
international policy in relation to the least developed countries as well as the adoption of special
measures to achieve these targets. Such measures should include exceptional efforts to analyse
export market opportunities for such countries, to promote their exports accordingly, and to
provide aid at a higher per capita level commensurate with the gap to be bridged between them
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and the most advanced developing countries. In other words, it may be that the provision of
a larger volume of per capita aid and of higher promotional effort is a better way of handling
the problems of countries at the earliest stage of economic development.

This is not, however, a matter on which a dogmatic position can be taken; it is par
excellence, one of the most important questions calling for further analysis and discussion.

b. The alternatives of subsidies or devaluation

As was said before, preferences are justified as a means of protecting infant industries in their
attempt to gain export markets. The question may be raised whether this could not be achieved
by readjustment of the exchange rate rather than by a preferential system.

It is a well-known fact that, generally speaking, the exchange rate appropriate for the
traditional trade of developing countries tends to discourage the development of new types
of exports. While, in the case of an industrially developed country, a single rate of exchange
is sufficient to secure equilibrium between domestic costs of production and the prices in
foreign markets, in the case of a developing country there may be no single rate of exchange
capable of securing this result. It has to be borne in mind that the exchange rate of a developing
country reflects the level of money costs of production in the primary sectors of the economy
and not in the manufacturing sector. On the other hand, the less developed a country is, the
higher are its manufacturing costs, in general, relative to money costs in the primary sectors
of the economy. Thus, the exchange rate equating domestic costs and prices in the primary
sector with those of the world market will cause manufacturing costs to be excessively high in
terms of foreign currencies. It is therefore an overvalued exchange rate from the standpoint of
exports of manufactures. On the other hand, the particular rate of exchange which would make
it possible for a developing country to gain export markets for its manufacturing industries
would mean a considerable undervaluation of the currency in terms of the primary commodities
which form the great bulk of its exports.

Devaluation would be a possible solution in such cases, provided that it did not lead to
further increases in costs. This might be difficult to ensure in countries where arise in the price
of imports has a direct and marked impact on the cost of living, thereby generating demands
for higher wages. Moreover, devaluation would probably lead either to a fall in the external
prices of traditional exports or to excess profits for primary producers.

It has been suggested that, in order to avoid these drawbacks, devaluation should be
accompanied by two other measures: first, a tax on traditional exports equivalent to the amount
of the devaluation; and, secondly, a cut in tariffs, also in proportion to the devaluation. Exports
of new products would not, therefore, be subject to the export tax, but would benefit from the
incentive provided by the lower exchange rate, while the rise in the cost of foreign exchange
for imports would be offset in its effects on internal consumption by the cut in tariffs.

If, for political or other reasons, it proved impracticable to devalue, some method of
subsidizing industrial exports could be studied. In this case it would be necessary to secure
the agreement of the developed countries not to apply countervailing duties. Such agreement
would no doubt be conditional on the construction of an acceptable framework providing for
safeguards against abuse.

It goes without saying that, in so far as the above solutions require that the cost of
promoting exports of manufactures would have to be borne by the developing countries
themselves, neither of the solutions would be as satisfactory for these countries as preferential
treatment for their exports.
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IIl.  THE PROVISION OF INTERNATIONAL RESOURCES FOR THE DEVELOPING COUNTRIES

A. Compensatory financing to counter the effects of deterioration in the terms of trade

1. The policy of financial co-operation

The great defects discernible in present financial co-operation policy towards the developing
countries must not blind us to the substantial progress that has been made both in the scale
and the results of financial co-operation since its beginning soon after the Second World War.

The funds supplied by the private enterprise economies in various forms (loans,
private investment and assistance proper), which amounted to US$ 1.8 billion in 1950,
reached a total of US$ 6.6 billion in 1962. Although the average rate of increase has been
around 11 per cent per annum, a great deal remains to be done. In 1962, the funds supplied
amounted to only 0.7 per cent of the combined income of these developed countries. On
the other hand, although this is a great deal less than the 1 per cent approved by the United
Nations General Assembly, it compares favourably with the figure of scarcely 0.3 per cent
recorded in 1950.

There have been very positive advances in the conception of financial co-operation.
While the importance of external private investment in the developing countries is recognized,
the need for the provision of considerable amounts of public resources is no longer questioned.
The liberalization of the terms on which these are made available, with respect to maturity,
interest charges, and type of projects, is in itself a considerable advance. Regional institutions
have been set up which usefully supplement the world finance agency, while the recent
evolution in the policy of the latter has given a strong impetus to a process that had been
developing over the years as a result of experience. Quantitative targets for the provision of
international resources were established in the Punta del Este Charter and the amounts and
allocation of those resources were linked not only to the viability of specific projects but also to
development plans in which modifications in the economic and social structure are recognized
as an indispensable requirement for development.

However, this progress in financial co-operation policy is not without its negative
aspects. There are two which are of major concern to us here. First, the deterioration in the
terms of trade has seriously impaired the developing countries’ capacity to import capital
goods, thereby offsetting the positive effects of the international resources made available.
Secondly, the relatively early maturity dates for repayment of a considerable proportion of
these resources, together with the kind of servicing some of the loans require, are a heavy
burden on many developing countries and will become so for others if things continue as at
present. These are matters which are obviously important and we shall proceed to examine
them in view of their close connexion with the purposes of the Conference.

2. The need for compensatory financing

If the developing countries are to reach and surpass the goals of the Development Decade,
they must be able to plan the necessary mobilization of internal and external resources to this
end. Any acceleration in the rate of growth implies a stepping up of the rate of investment;
and in so far as this in turn involves imported equipment, it can be programmed only on the
assumption that the required volume of disposable foreign exchange will be available.
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Most of the developing countries have little or nothing in the way of a safety margin for
absorbing declines in foreign exchange availabilities. Their external reserves are low, and in many cases
theirimports of non-essential goods have already been cut to the minimum. Thus, any deterioration
in the terms of trade seriously impairs their capacity to import the capital equipment required for
growth. Such a deterioration thereby undermines the achievement of the very objectives for which
international resources are supplied to them. Economic development is or should be a coherent
process in which particular elements and projects mutually support and reinforce one another. The
effectiveness of any project financed under a programme of co-operation is therefore bound to
be diminished if other foreign exchange resources, which were counted upon for complementary
investments, cease to be available because of an unforeseen decline in commodity export prices.
In seeking reasons for the shortcomings in existing programmes of financial co-operation one
cannot afford to overlook the damage caused by the deterioration in terms of trade.

The solution to this problem should be approached from two sides. We have already
examined the case for commodity agreements. But such agreements cannot offer a complete
solution for all commodities or for all situations. It is therefore important to provide supplementary
resources to compensate developing countries for losses from declining terms of trade.

The fundamental aim of a compensatory scheme should be to maintain the total purchasing
power of the external resources accruing to developing countries through their exports.

Much thought has been given to the short-term aspects of this problem. Proposals have
been made for a development insurance fund designed to give full or partial compensation for a
shortfall in export proceeds compared with some base period. While action on these proposals
has been deferred, the International Monetary Fund has begun to apply a new scheme of lesser
scope which provides certain accommodations to tide countries over a period of temporary
balance-of-payments disequilibrium resulting from export shortfalls.

Useful as holding operations of this kind may be, they do not go to the heart of the
longer-term problems associated with a downward trend in the terms of trade. As in the case
of commodity agreements, a basic policy decision is required —a decision in principle that
developing countries experiencing a deterioration in their terms of trade should have easy
access to additional international resources in order to achieve the objective of maintaining their
purchasing power. As will be explained, the satisfaction of such requirements must depend on
certain conditions. Subject, however, to the fulfilment of acceptable criteria, the international
community should recognize that it has a clear responsibility towards developing countries
that have suffered a deterioration in their terms of trade in the same way as Governments
recognize a similar responsibility towards their domestic primary producers.

However, the additional resources that would thus be provided are different from the
usual resources made available in the form of loans. Loans represent resources which the
countries making them take from the income they themselves generate, whereas the operations
under discussion constitute transfers of resources derived from the income which accrues
from countries exporting primary commodities as a result of the deterioration in the terms of
trade in respect of those products.

What, then, should be the point of departure for measures of compensation? In relation
to what point in time should losses be calculated? Would it suffice to assure the developing
countries that they will not be subject to new losses in relation to present prices? Or should losses
be calculated in relation to some past year, when the terms of trade were less unfavourable to
developing countries than they have recently been? To compensate for new losses is important
but it is not enough; something needs to be done to restore the purchasing power of the
developing countries, and not simply prevent it from weakening further.
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So far as the first aspect is concerned, the point of departure presents no major difficulty,
since it would be possible to take the terms of trade prevailing in the last year and, in the light
of any new decline that may have occurred, to calculate the resources to be transferred.

The second aspect, however, raises the problem of deciding from what year or years
the deterioration ought to be calculated, since the results will obviously be very different
depending upon the year chosen and there is no objective or automatic way of solving this
problem. It will therefore be necessary to adopt a pragmatic approach to a solution.

Such an approach would have to be based on a study of the potential investment resources
lost by each country as a result of actual past deterioration in the terms of trade, the impact of
this deterioration on the balance of payments, the effects of both these phenomena on the rate
of growth, and any other factors that it might be advisable to consider in each particular case.
This study would be necessary in order to determine what additional international resources
would have to be provided in order to compensate developing countries for the adverse effects
of the terms of trade.

It is not for this report —and much less for the Conference— to deal with such
questions of methodology nor with the statistical procedures that might be developed to
determine what further deterioration there may be in the terms of trade or, as has just been
explained, to compute the amount of additional resources that would have to be furnished
in order to deal with the consequences of past deterioration. All this should be studied
by experts, whose recommendations will have to be submitted to the Governments for
consideration. However, in order to prevent the experts from proceeding along the wrong
track, there must be a prior political decision regarding the transfer of resources and
the two aspects that the transfer will involve. In other words, a clear distinction must be
made between a political decision adopted in principle and the most appropriate technical
methods of implementing it.

3. Compensatory financing and development plans

The pragmatic approach to which reference has just been made would be easier if the countries
concerned had a development plan. A development plan is generally based on the assumption
that the export and import prices currently prevailing will be maintained during the period
of the plan. It is on this assumption that the possibilities of mobilizing domestic capital are
quantified. If, however, the terms of trade subsequently worsen, not only will it be impossible
to finance imports on the scale envisaged in the plan, but domestic resources may also fall
short of the target because of the adverse effect on real income.

Nor is it usually possible, in such a situation, to have recourse to external borrowing to
replace the lost resources, since the institutions providing long-term credit are apt to regard
the deterioration in terms of trade as a factor which, because of the impairment of ability to
repay, reduces a country’s credit-worthiness. This reduction in borrowing capacity aggravates
still further the consequences of the deterioration in terms of trade.

The need for compensatory financing to maintain the integrity of development programmes
will therefore be apparent. Nevertheless, such financing cannot be purely mechanical. The
mere transfer of compensatory funds will not suffice to restore the plan to its original course.
It will be necessary —as was said before— to examine the new situation that has been created
and to determine the impact of the deterioration in the terms of trade, the adjustments that
should be made in the plan, and the manner in which the funds given in compensation should
be applied. The important point is that the country should know in advance that, subject to the
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fulfilment of certain conditions, it can count on the necessary funds to offset the consequences
of the deterioration.

It should also know in advance that, if the plan has been based on a serious effort to
mobilize domestic capital, a country will not be required to intensify that effort at a time when
its ability to do so is clearly reduced. Any such additional effort would in any event reinforce,
but not be a substitute for, compensatory financing, assuming there was sufficient margin for
that purpose. Finally, the availability of compensatory funds would afford the international
credit agencies the assurance they would need that the country’s ability to pay would not suffer
from the effect of the adverse terms of trade.

Any significant review of the development plan will obviously take time, and if a country
had to wait until such a review was carried out, the deterioration of the situation might make
the plan, as originally conceived, unworkable. It is in such conditions that the experiment in
short-term compensation initiated by the International Monetary Fund might come into play:
such compensation would provide a means of tiding a country over the period during which
the necessary adjustments in the plan could be made, and a claim established for long-term
compensatory financing.

In the light of this explanation of the close link between compensatory financing and
development plans, it will be understood that the resources in question should not normally be
allocated directly to individual producers. If that were done, not only would the basic objectives
of the development programme be adversely affected, but the problem of deterioration in the
terms of trade might be aggravated in the future as a result of the incentive which the higher
return would offer to producers.

The relationship between compensatory financing and developing programming is
linked to still another consideration. To ensure that such financing achieves its purpose, the
additional resources mobilized should not be obtained at the expense of financial resources
already being supplied to the developing countries. The percentage of national income which
such resources now represent should not decrease but should go on increasing towards the
accepted target of 1 per cent. Compensatory funds should constitute a net addition to that
target, the amount of the addition depending, of course, on the terms of trade. Moreover, in
view of the outright loss that a deterioration in terms of trade represents, the compensatory
resources should not take the form of loans subject to amortization and interest payments.

4. Receipt and dishursement of resources

While the obvious differences between compensatory and other forms of financing would
necessitate separate treatment of the former, including perhap