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Population
Growth
and
Economic
Development
In discussing the advantages that economic development derives when
human fertility is reduced, the author shows that while some commonly
held beliefs about these are correct, others are out of touch with modern
expert thinking.
George C. Zaidan
TOOK THE WORLD over 18 centuries to inITcrease
its population from a quarter to one billion

persons. Today one billion persons are being added
every 15 years, and the world population is growing
at a rate that is 30 times as high as the average rate
of growth between the first century A.D. and 1650.
In less developed countries that rate is 40 times as
high.

Why are these rates so high? What are their economic implications? What are the prospects of a deceleration? These are large and important questions
which need to be taken one at a time; in this article I
am concerned only with the second.
In attempting to indicate what we know today about
population and economic development, there is one important preliminary point. Many people have been
alarmed by the population explosion and some writers
have made forecasts of impending famine. However,
although the population of the world today is larger
2
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than ever, the standard of living of a large proportion
of mankind is also much higher than at any time in
recorded human history. Equally, looking into the
future, it appears that the potential for economic
growth is far greater than the potential for population
growth. For instance, new strains of wheat, rice, and
other foods have been discovered that could increase
yields by two to five times over short periods of time.
In contrast, the world population would only double
over 35 years or so. Of course to exploit this potential
would require large accompanying social changes, but
the potential is there and it is immense.
But while the potential for economic growth is
larger than the potential for population growth, this is
not strictly relevant to the question that is being considered here. The crux of the matter is not whether
the world can adjust to the present high rates of population growth but rather how much better the prospects
for development would be if these high rates could be

population. In terms of the resources required to
achieve a given increase in living standards, these will
be many times lower if they are used to reduce fertility than in any alternative investment. This is ultimately
the basis of the need for population control. Furthermore, the total costs of such a program are a small
proportion of the total expenditures on development
(3 per cent as a maximum), so that investment in
population control can never hope to replace expenditures on economic development, but is rather a complement to the latter.

The Economic-Demographic Model
Since death rates can be expected to decline further,
and since emigration can rarely be influenced to a
significant extent, economists have looked with particular interest at the effect of reduced fertility on
economic development. More particularly the question
was put: how would a linear reduction of 50 per cent

TABLE 1: PROJECTIONS OF THE POPULATION OF A TYPICAL
LESS DEVELOPED COUNTRY.
Age
Group f Year »•

Projection A
0-14
15-64
65-over

10

434(43.4)
534(53.4)
32(5.2)

Total
Projection B
0-14
15-64
65-over

1,000

Total

1,000

616(44.7)
718(52.1)
43(5.7)
1,377

434 (43.4)
534(55.4)
32(5.2)

567 (42.7)
718(54.7)
43(5.2)
1,328

20
870 (45.1)
996(51.6)
65(3.4)
1,931
637 (37.8)
985(58.4)
65(5.9)
1,687

30

40

50

60

1,261(45.7)
1,406(51.0)
90(3.3)

1,840 (46 .3)
2,003(50.4)
132(3.3)

2,655(46.3)
2,901(50.6)
180(3.1)

3,848(46.4)
4,204(50.7)
245(3.0)

2,757

3,975

5,736

8,297

676 (32.9)
1,287(62.7)
90(4.4)

783 (31.5)
1,573(65.2)
132(5.5)

901 (50.5)
1,869(65.4)
180(6.7)

994 (29.1)
2,181(65.5)
245(7.2)

2,053

2,488

2,950

3,420

Projection A—fertility remains unchanged. Projection B—the birth rate is lowered by 50 per cent over a period of
twenty five years and constant thereafter. In both cases mortality is constantly improving. Figures are in
thousands (initial population=l million). Figures in brackets are percentages.

reduced. Here there are some impressive statistics. A
representative sample of less developed countries1 shows
that over 65 per cent of total investments are devoted
to maintaining the level of per capita income at a constant level, whereas the corresponding figure for a
sample of developed countries 2 was less than 25 per
cent. To reduce this gap, a developing country can
either increase its national income and/or reduce its

in the birth rate over a period of 25 years (and constant thereafter) affect the standard of living in a developing country? The first model of this sort was
applied to India 3 (and Mexico) but several other
studies have been carried out since, and they have all
confirmed the numerical magnitude observed in the first
study. Before discussing the results of this study it may
be instructive to spell out why it is that large benefits
have been observed. Chart I attempts to reproduce in

1
The sample included the following 22 developing countries:
Brazil, Chile, Colombia, Ethiopia, Ghana, India, Indonesia,
Kenya, South Korea, Malaysia, Mexico, Morocco, Nigeria,
Pakistan, Peru, the Philippines, the Sudan, Thailand, Tunisia,
Turkey, Uganda, and the United Arab Republic.
2
The United States, Canada, Australia, and 16 West European countries.

3
The discussion of this whole section, is based on the work
of A.I. Coale and E. Hoover, "Population Growth and Economic Development in Low Income Countries: A Case Study
of India's Prospects" (Princeton, N.J., 1958). See also A.J.
Coale, "Population and Economic Development in the Population Dilemma" (Prentice-Hall, N.J., 1963), edited by P. M.
Hauser. Tables 1, 2, and 3 of this article are taken from
this paper.

3
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simplified form the mechanism through which this
model operates. As can be seen from the Chart, there
are three different paths through which a reduction in
birth rates affect the rate of growth of per capita income. The first occurs because the reduction in fertility leads to a smaller total population. Table 1 shows
differences in the total population (and its age distribution) with and without a reduction in fertility. In both
examples a similar reduction in mortality is assumed,
and the initial population is assumed to be one million.
The result of this smaller population is that the national income is shared by fewer persons. The national
income itself is not reduced and may well be increased
in the short run, since the reduction in fertility does not
damage the productive capacity of the economy; this
depends on the accumulation of capital, the quantity
and quality of the labor force, technology, and the
amount of natural resources. The reduction in fertility
is assumed to have no effect on any of these "factors
of production" except the accumulation of capital and
the quantity of the labor force. The first effect is positive and immediate in the sense that the savings potential of an economy increases with reduced fertility,
whereas the second is negative but occurs with a time
lag of 15 years or so, since the quantity of the labor
force would be smaller than otherwise. These two other
effects, depicted in Chart I, are discussed at some length
below.
The second path is via the accumulation of capital.
Capital is assumed to increase because a reduction in
fertility will lead to a much smaller proportion of children, as can be seen in Table 1. This in turn means
that the ability of a country to save is much greater, as
families have fewer children, and can therefore "divert"
into increasing their savings part of the income that
these children would have consumed had there been
no reduction in fertility. This "diversion" can either
occur voluntarily through private savings, or because
of the ability of the government to raise more taxes,
at a given level of sacrifice. These increased savings
represent a potential source for the faster growth of
total income, but the question arises whether parents
will in fact increase them, or whether instead they will
consume all their increased (per capita) income. Alternatively, if governments raise their revenues the question arises whether this increase will go into government consumption or government savings. This
question needs to be studied, but a recent investigation
suggests that the "burden of dependency" is an important explanation of the high observed differences in
saving ratios among the countries of the world,4 in addi4

N.H. Leflf, "Population Growth and Savings Potential,"
unpublished preliminary report of the Office of Program Coordination, U.S. Agency for International Development.

tion to other variables that are normally considered to
"determine" savings proportions.
The third path is via the growth of the labor force.
Here, it is important to make a distinction between the
short term (defined as the time between birth and the
average age at which persons enter the labor force, or
about 15 years) and the long term. In the short term
a reduction in fertility has no effect on the size of the
labor force, since all the persons who will be entering
the labor force over the next 15 years or so have already been born today. In the long term, however,
there is a negative effect, in that the labor force would
be smaller than otherwise. The impact of this on the
economy will depend on the particular country that is
being studied: in conditions of "surplus labor" or economies where unemployment is high, such a reduction
will not affect the national income of an economy, at
least initially. Elsewhere the negative effect will be
more substantial and immediate.

TABLE 2. INCOME PER EQUIVALENT ADULT
CONSUMER1 WITH FERTILITY REDUCED,
AS A PROPORTION OF INCOME PER
CONSUMER WITH SUSTAINED FERTILITY.
Years =

0

10

20

30

40

50

60

100

103

114

141

163

186

209

By this measure the total population is weighted by
the number of infants in it, and converted to a number of
"equivalent adult consumers." The assumptions made are
that a child's consumption is 0.5 that of a male adult, and
that an adult female consumes 0.9 times the consumption
of an adult male.

Combining these three effects, we can see how
a reduction in fertility affects favorably the standard of living. On the one hand there are fewer people;
on the other, total output is larger in the short run
under conditions of reduced fertility. After a period
of 15 years, there is some doubt as to whether total
income would be larger than otherwise, since this depends on the relative magnitude of the second positive
effect, as compared to the last negative effect.
Such then is the mechanism of the model. The
results derived from it are striking. Table 2 shows
that the standard of living in a country which reduced
its fertility would be 40 per cent higher 5 than otherwise
at the end of 30 years, and over twice as high at the
end of 60 years.
5
It may be important to note that the whole measurement
of these economic benefits is from the standpoint of a country.
At the family level the calculus of benefits and costs of an
additional child may be very different. This is a crucial distinction in considering policies designed to reduce fertility.

4

©International Monetary Fund. Not for Redistribution

Sonic Other I in plications of Population
(,ronth

these reasons, each member of the labor force would
be better nourished and healthier. Total expenditures on education may be larger and, after some time
lag (the time between the start of the reduction in
fertility and the age of entry to schools) the school
age population would be smaller. Eventually, as a
higher proportion of educated persons entered the labor
force, the labor force would be more skilled.

Though the model outlined above shows the major
economic benefits of reduced fertility, it omits some
important effects, most of which would increase the
observed benefits. These effects are omitted because
they pose difficult problems of measurement, 0 but they
may be no less important than the effects that have
already been discussed. Some of these omitted effects
A second set of relationships that have been omitted
which are shown through dotted lines in Chart I are concern the impact of economic development itself on
particularly interesting.
the rate of population growth. The rise in per capita
incomes encompasses vast changes (such as education,
urbanization, and the employment of women) that reinforce the initial decline in fertility. At the same time a
The age structure of a population is deterfaster rate of economic development may accelerate
mined primarily by the birth rate. Thus less
the decline in mortality. But again this decline in mortaldeveloped countries—with birth rates of 40
ity, which is concentrated among young children, someper 1000 or more—typically have a proportion
times leads to a decline in fertility, as parents perceive
of children (aged 15 years or less) of 40—45
that a larger number of their children survive to the
per cent of the total population, whereas in deadult ages.
veloped countries—with birth rates below 20
per 1000—the corresponding proportion is
Characteristics of the J\lod<'l
about 25 per cent. The death rate also has an
effect on the age structure, but the quantitaThe model has several interesting characteristics and
tive effect is small. This can be seen intuitively,
implications. One concerns the effects of delaying this
because a decrease in death rates leads to
decline in fertility, or the "costs of waiting." The argumore people surviving at all ages. If the death
ment is often heard that since every country that has
rate in all ages is reduced by the same perbecome highly developed has experienced a reduction
centage amount, then the age structure remains
in fertility of 50 per cent or more, public policy should
unchanged. Hence it is not the size of the debe directed at accelerating economic development to
cline in the death rate that influences the age
the maximum possible extent, and fertility decline will
structure, but its differential impact in different
take care of itself. While it is true that all countries
age groups. Usually the proportionate decline
that are today highly developed have experienced at
is larger among young infants, so that a decline
least a 50 per cent decline in their fertility, it is not
in the death rate is associated with a younger
clear when such a decline "normally" starts. A leading
age structure. By contrast a decline in birth
authority estimates that for many less developed counj rates always leads to a much more marked and
tries of today with low per capita incomes, it would
older age structure, since it is only the numrequire 30 to 60 years for these countries to reach a
bers of young people that is reduced.
level of industrialization where an "autonomous" decline in fertility would set in. The costs of such a delay
would be large. Table 3 shows the ratio of income per
consumer in a population where the decline starts
A reduction in fertility would, through better nutri- immediately to one in which there is a 30-year delay
tion, health, and education, affect positively the quality (in both, fertility is assumed to be halved over 25 years,
of the labor force. This would in turn lead to a larger and is constant thereafter). It is seen that to wait for
total income than otherwise. There are two reasons an automatic decline in fertility is to forego the relative
why nutrition and health would improve. On the one gains shown in Table 3. These gains rise to 63 per cent
hand the total population would be smaller, while on after 50 years, and then settle to 40 per cent, which is
the other, total income and hence total expenditure on the gain previously noted at the end of 30 years.
food consumption and health may be larger. For both
Another characteristic of the model is that for at
0
In his latest book, Asian Drama, G. Myrdal is critical of
these omissions and of the Coale-Hoover approach in general. least 15 years, and possibly for a much longer period
His criticisms, however, are directed at the accuracy of the of time (especially in those countries that suffer from
model, and in particular the narrow range of its results. But
Myrdal accepts the conclusions that the economic effects of a "surplus labor"), total income would be larger under
fertility reduction are "favorable . . . and that these effects are conditions of reduced fertility. This point is particularly
very considerable and cumulative, gaining momentum over the
relevant with respect to two arguments that are often
years" (Page 1467).
5
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Chart I: The Relationship Between The Birth Rate
and Per Capita Incomes

made for having a larger population. The first argument
is that a larger population is beneficial because it leads
to a larger total consumption. This larger market allows
the economy of a country to exploit to the maximum
the economies of scale of this larger market. There are
at least two reasons why this argument is unconvincing.
First, it holds only in a closed economy that has no
trade. Once trade is possible, then specialization would
permit the exploitation of some of these economies.
Second, the argument confuses demand based on "need"
—which would be larger with a bigger population—
with demand backed by purchasing power. Since total
income would be larger with reduced fertility for at
least 15 years and possibly longer, demand in the
sense of the ability to purchase a larger total amount of
goods would be greater with reduced fertility.
A second argument that is made for a larger population is that of military power—that country A cannot
afford to limit its population while country B, across
the border, is growing at such a rapid pace. The previous discussion suggests several reasons why such an
argument is untenable. First, a program of fertility reduction would not affect the growth of the persons
eligible for military service for a long period of time—
between the onset of the decline in fertility and the
average age of conscription, say 15 years or more. Even
after this period it is worth noting the large absolute

increases that occur under conditions of reduced fertility. Table 1 shows that the 15-64 age bracket would
be 240 per cent higher at the end of 30 years, even if
fertility is halved. Second, military power is not only a
matter of numbers, but especially of the quality of the
people and the armaments at their disposal. A population in which fertility was being reduced would be
healthier, better fed, and better educated. In addition,
because of the larger total income in the short run, it
would be able to afford more military equipment at
the same level of sacrifice (where "sacrifice" is defined
to be a given proportion of the national income going
into defense expenditures).
Benefits Independent of Economic and
Demographic Conditions

A third characteristic of the model is that the magnitude of the benefits is determined by the rapidity of
the decline in fertility and— a striking fact —is not
affected to a significant extent by the initial economic
and demographic conditions prevailing in a given country. Thus the model was worked out with the detailed
data for both India and Mexico and in spite of the
different conditions (Mexico has higher fertility, lower
mortality, and a higher per capita income than India),
the results were essentially the same. Subsequent applications to other countries have tended to confirm this.

6
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TABLE 3. INCOME PER CONSUMER, WITH
IMMEDIATELY REDUCED FERTILITY AS
A PROPORTION OF INCOME PER CONSUMER WITH FERTILITY REDUCTION
STARTING AFTER 30 YEARS.
Years =

0

10

20

30

40

50

60

100

100

103

114

141

158

163

149

141

The fact that these models are applicable to all countries may be a source of some puzzlement in view of
the variety of conditions prevailing in the less developed
world. This feature is best explained because of the
fact that benefits are measured in terms of relative rates
of growth of per capita income, together with the fact
that the main source of benefits in the short run arise
because the production that unborn children would
otherwise have consumed is available for distribution
among the "remaining" population. For instance, assume two countries A and B with per capita incomes
of $100 and $400, respectively. Now assume the reduction in fertility reduces family size from eight to six
persons. Then in both countries the relative gain of
the family in per capita income 7 is'the same—33 per
cent. If the rate of growth of per capita income would
have been zero in the absence of a reduction of fertility, then country A's per capita income would have
been $133 and country B's $533.

fare. Both for this reason and because of the fact that
few would be prepared to accept per capita income as
the only measure to be maximized, a point will be
reached beyond which a further reduction in the birthrate is no longer desirable. However, it seems to me
that as long as the gap between developed and developing countries is increasing, it is legitimate to look at per
capita income as the main measure to be maximized
and to attach only minor importance to other factors.
Translated into policy terms, this means that developing countries might aim at bringing down their birthrates approximately to the level prevailing in developed countries as quickly as possible provided this
remains an economically efficient proposition. Beyond
this point there may be room for arguing over the desirability of further declines, but this is not a question
over which one needs to worry in the near future.
What is a "Population Problem"?
Another implication of the fact that the benefits are
more or less the same for all countries is that it can
be argued that it is equally urgent to start a population
policy in all countries. This would indeed be so if our
criterion for adopting a population policy was based
solely on the relative percentage increases in per capita
income that would result from such policy.
Although this is one possible criterion, several
other alternatives are possible. One possibility would

i Zero Ilirth Rate?
Another characteristic of the model occasionally
prompts nonspecialists to pursue the reductio ad absurdum and to ask whether, since the greater the
reduction in fertility, the larger the benefits this implies,
a zero birth rate would in some sense be economically
"the best"? This question is theoretical for at least the
next decade or two, since the halving of the birthrate
over such a period would represent a considerable
achievement. The answer to it then depends on what
we mean by "economically the best." If we are looking
at the rate of growth of per capita income as our sole
measure of welfare, then the answer would be yes. If
we look at total income then in the short run the answer would still be yes, though a time eventually comes
when this is no longer so. Finally, an important point
to make is that all the argument is in terms of trying
to achieve the largest growth of national income—either
in total or per capita terms. However, the measurement of national income does not include the joy that
parents get from having children. It is difficult to see
how this can be measured, but beyond a point there
is obviously a clash between individual and social wel7
In terms of income "per equivalent adult consumer," the
gain would be smaller since a family of six would have a
smaller proportion of children.

be the extent to which an economy has to invest
(as a proportion of its income) in order to keep
per capita income at a constant level. This would give
a measure of the resources that are "wasted" to absorb
the growth of population. Table 4 gives these figures
for some 33 countries. Something that stands out from
this table is that for all developed countries that are
7
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shown in the table the proportion that is "wasted" is
less than 5 per cent. Another point worth noting is that
this proportion is not related to the density of the
population in a given country. This is especially worth
emphasizing in view of the fact that in the popular
image, density is often associated with the gravity of a
population problem. Columbia, for instance, has large
tracts of vacant and fertile lands but nevertheless it has
to invest 14 per cent of its national income in order
to absorb the increase in its population. Alternatively,
one notes that a country such as Pakistan has less of a
"population problem." This seems to run counter to the
popular image which associates the population problem
with the teeming millions of Asia. It is not that this
image is mistaken but that it does not follow from this
particular criterion.
An alternative criterion might be the absolute size
(and not the proportion) of investments that go into
absorbing population increase. This may be of interest
TABLE 4. PROPORTION OF GNP THAT
HAS TO BE INVESTED IN ORDER TO
KEEP PER CAPITA INCOME AT A
CONSTANT LEVEL IN VARIOUS COUNTRIES.
Over 10%

Colombia, India, Morocco, Brazil, Ghana,
Tunisia

7.5-10%

Malaysia, Peru, the United Arab Republic, Thailand, Mexico, Philippines, Turkey

5-7.5%

The Sudan, Pakistan, Nigeria, Indonesia,
South Korea, Chile, Ethiopia

Less than
5%

United States, Norway, France, Sweden,
Denmark, Finland, West Germany, Italy,
the United Kingdom, Belgium, Austria,
Greece, Portugal

Note: Population growth figures are for 1967. The
incremental capital-output ratio is for the period 196065. Countries included are those which had the necessary data, and they are classified in descending order.

TABLE 5. ABSOLUTE AMOUNT OF RESOURCES
PER YEAR THAT ARE ABSORBED BY
POPULATION GROWTH IN SOME LESS
DEVELOPED COUNTRIES.

(Figures are in million VS$ at 1964 prices)
India
Brazil
Mexico
Colombia
Pakistan
Turkey
Philippines
Peru
Thailand
Malaysia, Morocco
Ghana
Tunisia, the Sudan

5070
2060
1510
720
680
580
380
340
300
250
180
90

Note: The investment proportions required to keep per
capita income at a constant level are those of Table 4.
The GDP estimates are for 1966 at 1964 prices.

to donors of aid, who may be more concerned with this
absolute rather than relative size. Thus countries with
large populations would come on top of the list, as can
be seen in Table 5.
The previous various criteria
of what constitutes
a population problem emphasize that there are different ways of looking at the same phenomenon; depending on the way we look at this phenomenon, a
different classification is obtained. However, more important than the particular classification one chooses
is the point that by historical standards the problem is
urgent in all less developed countries. Furthermore, as
death rates in these countries fall further, the problem
is likely to increase, the more so among countries whose
problem is at present "mild." For these reasons, it may
be more relevant to emphasize the much larger difference between developed and less developed countries,
rather than the differences among the latter group.

George C. Zaidan graduated from the London School of Economics in 1963; in October 1967 he received his Ph.D. in Economics
from Harvard University, specializing in the economic aspects of
population trends. In the same year he joined the Economics Department of the World Bank, where he is currently working on population problems.
8
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Some Aspects of the U.A.R.'s
First Five-Year Plan
The author describes the successes and difficulties of the United Arab
Republic in carrying out its Plan, and stresses some points of general
interest.
Andreas S. Gerakis

B

ETWEEN July 1, 1960 and June 30, 1965 the
United Arab Republic was engaged in attempting
to implement its First Five-Year Plan. This was a period of many difficulties for the country: its already
high rate of population growth ran even higher, there
were hostilities in Yemen, a crop failure in 1961/62,
and inevitable transitional problems associated with the

large-scale nationalization programs which were carried
out in these years. In spite of these troubles, in many
respects the country made good economic progress. Yet
the U.A.R.'s intensive efforts to attain ambitious objectives simultaneously in development, welfare, and
defense overtaxed its resources with resulting strains on
its internal and external equilibrium. How these strains

9
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arose and what they meant for the future progress of
the national economy will be of interest to other developing countries.

utput and Employment
O
The development effort of the United Arab Republic
during the period of the First Five-Year Plan may be
credited with a number of significant achievements.
Output, as measured by the gross domestic product
(GDP) in constant prices (Tables 1 and 2), increased

crease should probably be discounted as representing
an overstaffing of government services and enterprises
dictated by social rather than economic considerations,
nevertheless, it can be surmised that there was an appreciable reduction in the country's unemployment,
open or disguised.
One event with an important actual and potential effect on U.A.R. output was the completion of the first
phase of the High Darn which has enabled the United
Arab Republic to control, at long last, the waters of the
Nile. Already this control has averted what would oth-

Table 1. United Arab Republic: Output and Expenditure, 1954/55-1964/65
(In millions of Egyptian pounds)

Output 4
Demand
Investment
Consumption
Private
Public
Excess demand absorbed

by

Net borrowing from
abroad
Price increases

1954/55

Total,
1955/561959/60

1959/60
IIs

Total,
1960/61
1964/65

I2

1964/65

1,014
1,039
146
893
753
140

5,753
6,141
840
5,301
4,389
912

1,281
1,371
171
1,200
972
228

1,376
1,371
171
1,200
972
228

8,286
9,014
1,513
7,500
5,846
1,654

1,886
2,126
364
1,762
1,331
431

25

388

90

-5

728

241

25
—

117
271

-5
95

-5
—

418
310

76
165

Sources: International Monetary Fund, International Financial Statistics; Ministry of Planning of the U.A.R.;
and Bent Hansen and Girgis A. Marzouk, Development and Economic Policy in the U.A.R. (Egypt) (Amsterdam,
1965).
1
Because of rounding, figures do not add to all totals in this and following tables.
2
With output at constant 1954/55 prices.
3
With output at constant 1959/60 prices.
4
Represents GDP at constant market prices.

by 37 per cent over the years of the Plan, i.e., at a compound rate of 6.5 per cent per annum (Table 2). Although this was a little short of the Plan objective of
about 40 per cent, it represented a considerable improvement over the preceding five years. In per capita
terms also, the growth rate accelerated between
1955/56-1959/60 and 1960/61-1964/65 (the Plan
period) from 2.5 per cent to 3.6 per cent a year. Since
the rate of increase of the population rose from 2.3 per
cent to 2.8 per cent, this was a noteworthy accomplishment.
Employment actually surpassed the Plan's objective
of 7 million, rising from about 6 million in 1959/60 to
about 7.3 million in 1964/65. While some of this in-

erwise have been a flood disaster in 1964 and serious
injury to agricultural output from the low rainfall upstream in 1965. But the country has not even now
reaped the full benefits anticipated from the High Dam.
Eventually, when the entire project is completed, it will
make possible a substantial expansion of the cultivated
area, the conversion of a considerable acreage of cultivated land from basin irrigation to perennial irrigation,
improved navigation along the Nile, a large increase in
output and exports of rice, and a very significant expansion in power production. It has been estimated that the
direct increase in national income as a result of the
High Darn will amount annually to 15 per cent or more
of GDP (in 1964/65).
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Demand
Demand, as measured by expenditure in current
prices, rose by some 55 per cent over the years of the
First Plan. Of the three components of demand, investment expenditure in current prices went up by no less
than 113 per cent between 1959/60 and 1964/65. For
the years 1960/61-1964/65 as a whole, the first Plan
envisaged fixed capital formation totaling LE 1,577
million. In fact, fixed capital formation during these
years amounted to LE 1,513 million in current prices,

Table 2.

rate of 1.7 per cent a year. The relatively modest extent
of this increase should be attributed mainly to government efforts to restrain the growth of private disposable
income, chiefly by increases in taxation and in contributions for social security plans.
The over-all large increase in demand was made
possible and financed by the expansionary monetary
and credit policy pursued by the authorities; domestic
credit outstanding doubled during the Plan years.
Claims of the banking system on the government sector

United Arab Republic: Growth of Output, Expenditure, and
Population, 1955/56-1959/60 and 1960/61-1964/65
(In per cent per annum)

Total growth rate during period
Output
Demand
Investment
Consumption
Private
Public
Annual compound growth rate
Population
Output
Output per capita
Real private consumption per capita1
-Real public consumption per capita2

1955/56-1959/60

1960/61-1964/65

26.3
32.0
17.1
34.4
29.1
62.9

37.1
55.1
112.9
46.8
36.9
89.0

2.3
4.8
2.5
1.7
6.1

2.8
6.5
3.6
1.7
8.8

Sources: Table 1; International Monetary Fund, International Financial Statistics; and United Nations,
Monthly
Bulletin of Statistics.
1
Based on figures for private consumption at current prices deflated by the cost of living index and divided
by 2population.
Based on figures for public consumption at current prices deflated by the cost of living index and divided by
population.

or somewhat less than LE 1,470 million in real terms.
In this important field, then, the Plan came near to fulfillment.
Public consumption expenditure in current prices
rose from LE 228 million in 1959/60 to LE 431 million in 1964/65, or by 89 per cent. Since the aim was
to reduce this expenditure as a proportion of GDP, the
results were disappointing; instead of falling from 17
per cent to 15 per cent of GDP, public consumption
expenditure rose to 21 per cent. This development represented one of the sharpest and most unwelcome deviations from the objectives of the Plan.

rose by more than 130 per cent, reflecting the country's
heavy budget deficits, and credit to the nongovernment
sector increased by somewhat less than 70 per cent. In
part the additional credit created by the banking system
was absorbed by changes in net foreign assets, which
fell from a large positive amount to a negative amount.
Even so, the money supply rose by 64 per cent while
the concurrent increase in GDP in real terms
amounted to 37 per cent.

Excess Demand
Table 1 shows that expenditure exceeded output in
the
period reviewed. Demand totaled LE 9,014 million
Private consumption expenditure rose by more than
in
1960/61-1964/65
and output, LE 8,286 million.
one third between 1959/60 and 1964/65; as a percentThus,
excess
demand
amounted
to LE 728 million. Of
age of GDP, however, it declined from 71 per cent to
65 per cent, the latter figure being the figure provided this excess, LE 310 million (43 per cent) was absorbed
under the Plan. In real terms and on a per capita basis, by price increases and LE 418 million (57 per cent), by
private consumption expenditure rose at a compound current account deficits.
11
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production was not similarly offset, so that business
profits were squeezed and economic incentives were unTable 3 summarizes price changes during the years
dermined. Direct quantitative evidence of this profit
1959/60 to 1964/65; in this period the cost of living
squeeze is not available, since the Ministry of Planning
rose by 10 per cent and the wholesale price index by 8
has not published statistics on profits for any year after
per cent. The fact that price increases were so limited
1960. The Ministry does publish, nevertheless, statistiwas due to determined government efforts to suppress
cal series on "nonwage" and wage income; these series
inflation through rationing, price controls, and subsiindicate a considerable redistribution in favor of the
dies; export taxes were not used primarily for this
wage earners and a corresponding reduction in the
purpose, but they nevertheless had the same effect.
share of nonwage income—particularly so in the agriThese methods of holding down prices had some sericultural sector.
ous disadvantages. A black market developed for controlled or rationed commodities. The budgetary difficulties of the Central Government were aggravated by the IlalaiH-c of I'tn'tiH-iils
extent of the Ministry of Supply's expenditures on cost
The Plan allowed for heavy current account deficits
of living subsidies. Low prices tended to boost private during its first four years, but envisaged that these den-

Prices

Table 3.

United Arab Republic: Price and Wage Indices, 1959/60-1964/65
(1959/60=100)

Gross Average Wages1

Prices

1960/61
1961/62
1962/63
1963/64
1964/65

Output per Worker2

Cost of
living

Wholesale

In all
sectors

In agriculture

In all
sectors

In agriculture

101.0
100.0
98.0
100.0
110.0

100.0
102.0
101.0
102.0
108.0

94.2
100.9
114.2
121.1
131.2

91.1
107.6
115.2
125.5
146.7

97.9
99.1
104.5
110.1
112.3

89.6
83.0
94.1
98.8
101.2

Sources: International Monetary Fund, International Financial Statistics, and U.A.R. Ministry of Planning.
Figures for wages and salaries, including fringe benefits (but not including receipts of wage earners and salary earners under the existing profit-sharing scheme, which applies to employees of the nationalized industries),
divided
by employment figures.
2
Value added at constant prices divided by employment.
1

consumption and to shift the burden of absorbing excess demand onto the balance of payments. Furthermore, the price structure became distorted, and, as a result, economic incentives for a rational allocation of
resources and effort were probably impaired.
The policy of suppressing inflation should also be
evaluated in relation to wage and productivity developments. Table 3 shows, in addition to price indices, indices of average gross wages and of output per worker.
The table reveals that, in the period surveyed and for
all economic sectors combined, average gross wages
rose by 31 per cent, while productivity increased by
only 12 per cent. In the agricultural sector the disparity
was even larger; wages went up by 47 per cent and
productivity, by just 1 per cent.
As indicated above, these wage increases did not result in commensurate increases in disposable incomes,
because they were offset by higher taxes and social security contributions. However, their impact on costs of

cits would be progressively reduced and that, beginning
in the fifth year, surpluses would be achieved in order
to repay foreign indebtedness. In fact, the total deficits
incurred over the Plan period were considerably less
than had been projected, but the hoped-for transformation failed to materialize; in 1964/65 and subsequent
years the current account registered large deficits.
Imports increased during the Plan period not only in
absolute terms (see Table 4) but also in relation to
GDP. Their increase was partly attributable to the fact
that, as indicated earlier, consumption rose and that
there was, in addition, an unwelcome increase in the
import content of consumption (i.e., the fraction of domestic consumption representing imports). Moreover,
the increase in total imports reflected the country's intensified development effort.
These trends in imports did not bear out the
expectations of the authors of the First Plan, who believed that the investment projects they had provided

12
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for would lead to far-reaching import substitution. Indeed, import substitution was expected to be so important that imports of consumer and intermediary
products, and even total imports, would decline in absolute magnitudes. Some replacement of imports by
home production was indeed achieved, notably by expanding output of fertilizers and petroleum. Nevertheless, the results attained fell far short of the Plan
targets. In part this was due to circumstances that could
not have been easily foreseen by the planners, as, for
instance, the acceleration of the country's already rapid
rate of population growth, which necessitated heavy imports of basic foodstuffs over and above those forecast
in the Plan. On the other hand, a number of the technical assumptions of the Plan proved unrealistic. Thus,
according to an Egyptian source, errors were made in
estimating the time needed to complete industrial investments and in planning industries so that they would

Table 4.

Imports
Consumer goods
Intermediary goods
Investment goods1

Total

Over the Plan period as a whole, average annual exports rose by some 8 per cent above their depressed
levels in the preceding five years. Between 1959/60 and
1964/65 they increased by about 12 per cent, i.e., by
considerably less than the 36 per cent increase envisaged in the Plan. These data suggest that, although the
country's export performance improved during the Plan

United Arab Republic: Foreign Trade, 1955/56-1964/65
(Values in millions of U. S. Dollars)

1955/561959/60
Annual Average
Per
Value
cent

Total
Exports
Onions
Rice
Raw cotton
Fuels
Cotton yarn
Cotton fabrics
Other

happened was that imports of such goods were replaced
by increased imports of raw materials or spare parts.
Indeed, it may be argued that the end result was a net
increase in imports, in that if the new industries had not
been created, imports of consumer goods would have
been severely restricted by the authorities in accordance
with existing policy. It proved difficult, however, to
curb imports of intermediate goods needed by these industries, because such action would have meant idling
part of the country's productive capacity and laying off
some of its workers.

Value

Per
cent

1960/611964/65
Annual Average
Per
Value
cent

1959/60

1964/65
Per
Value
cent

176 .9
243 .8
182 .1

29.4
40.5
30.2

197 .0
256 .1
195 .6

30.4
39.5
30.2

249.7
270.0
294.5

30.7
33.2
36.2

291. 9
307. 3
322.,5

31.7
33.3
35.0

602 .7

100.0

648 .7

100.0

814.2

100.0

921.,8

100.0

11 .5
26 .4
334 .2
8 .0
17 .5
12 .6
66 .9

2.4
5.5
70.0
1.7
3.7
2.6
14.0

10 .1
13 .5
385 .7
13 .7
21 .8
20 .4
80 .4

1.8
2.5
70.7
2.5
4.0
3.7
14.7

15.0
41.7
288.9
36.8
37.1
21.3
74.2

2.9
8.1
56.1
7.1
7.2
4.1
14.4

17..5
49,.4
340,.9
49,.0
54,.0
23,.9
75 .2

2.9
8.1
55.9
8.0
8.9
3.9
12.3

477 .3

100.0

545 .3

100.0

515.1

100.0

610 .0

100.0

Source:
Customs data.
1
Including goods classed as "unspecified" that are, in fact, largely investment goods.

complement each other. This source asserts that both
these errors led to larger and longer dependence on imported raw materials and semi-industrialized goods.1
Of special interest is the experience of some industries established in the hope that they would save on
imports of finished consumer products. What actually
1

See National Bank of Egypt, Economic Bulletin, Volume 19 (1960), p. 127.

period, it was somewhat less than satisfactory. There
were three main reasons for this. One was the heavy
damage to agricultural production inflicted by pests in
1961/62.2 A second was that population growth cut
even deeper into the country's exportable surpluses.
2
This is reflected in comparisons of average exports in
1955/56-1959/60 and 1960/61-1964/65 but not, of course, in
comparisons between the years 1959/60 and 1964/65.
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Third, there is considerable evidence of a weakening of
incentives to produce goods for export.
As already mentioned, the policies of permitting extensive increases in wages and of holding the line on
prices led, in all probability, to a squeeze on profit margins, particularly in agriculture—the main sector producing export goods. There are, unfortunately, no comprehensive statistical data on prices, wages, and profits
directly related to export production. There is, however,
a good deal of nonstatistical information confirming the
argument made here. For one thing, toward the end of
the Plan period, farmers were reported to have been
finding cotton cultivation much less attractive than before, with the result that they eventually were not taking up their full acreage allotments. There were also reports that rice farmers were complaining about rising
costs and that, for this reason, many of them were
trying to migrate to the cities. Moreover, it is understood that the textile industry, which contributes the
bulk of the country's industrial exports, was being hampered by the deteriorating cost situation; textile exports,
therefore, were being subsidized on a heavy and increasing scale.
Despite the over-all lag in export growth, some
progress was made in diversifying exports. As indicated
in Table 4, the share of cotton exports in total exports
declined over the period of the Plan, while the shares of
other export products, i.e., onions, rice, fuel, cotton
yarn, and cotton fabrics, increased.
The end result of these changes in imports and exports was that the trade deficit widened substantially
(see Table 4). At the same time the trade deficit vis-avis the Western European countries and the Western
Hemisphere increased while the U.A.R. surplus vis-avis the Eastern European countries rose appreciably.
These developments reflected a shift in exports away
from convertible currency areas, this shift being associated with the United Arab Republic's continued reliance on bilateralism and a deterioration in its competitive position in Western markets.
In the services sector of the balance of payments
there was a marked increase in receipts, mainly those
from Suez Canal dues and—after 1963—tourism.
There were also increases in payments, especially government expenditures in foreign countries and interest
and dividends, owing to the large expansion in U.A.R.
foreign indebtedness. The surplus on invisibles rose
over the period reviewed, thus offsetting to some extent
the trade deficit. Nevertheless, the current account deficit rose considerably.
The Capital Account and Net Foreign
Assets
This current account deficit was partly financed by a
surplus in the capital account, as the inflow of long-
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term and medium-term capital increased substantially.
Some of the inflow represented U.S. assistance under
Public Law 480 and other aid programs repayable in
domestic currency; for the most part, however, it consisted of loans to be repaid in foreign exchange. This
increase in borrowing eventually led to a large increase
in repayments, which placed a heavy burden on the balance of payments in the years following the completion
of the First Plan.
The remainder of the current account deficit was
financed by a decline in net foreign assets, including the
country's IMF position. The decline amounted to about
$280 million and, at the end of the period reviewed, net
foreign assets were negative (equivalent to —$92 million) . A fraction of this decline represented an increase
in U.A.R. debit balances on clearing accounts. Another
part reflected increased short-term borrowing from foreign commercial banks. This latter method of financing
proved helpful for a while, but eventually the problem
of rolling over and further enlarging a substantial volume of foreign banking facilities in the face of
continuing balance of payments deficits and growing
restlessness on the part of creditors proved difficult to
manage. Since the end of the Plan period, the United
Arab Republic has been obliged to reduce considerably
its reliance on such short-term financing.
Conclusions

The experience of the United Arab Republic with its
First Five-Year Plan may be of interest to other countries attempting to speed up their development process.

The first lesson to be gained from this experience is, of
course, the need to hold over-all demand within the
limits of productive capacity. Failure to do so may lead
to price inflation, which, inter alia, tends to undermine
the balance of payments and the exchange rate. Or, if,
as in the United Arab Republic, excess demand is absorbed by current balance of payments deficits financed
by borrowing from abroad, a heavy debt-servicing burden is placed on the economy, and balance of payments
equilibrium becomes difficult to achieve in the future. A
second lesson relates to price policy. If an attempt is
made to prevent inflationary pressure from raising
prices, distortions, which inevitably dampen economic
incentives, are introduced into the structure of relative
prices. A third lesson concerns incomes policy. Excessive increases in wages, particularly in the face of efforts to hold prices down, create problems. Even if the
authorities offset the impact of wage increases on disposable incomes by means of, say, higher taxes, the
effect on costs of production is not so offset; profit margins are squeezed and productive incentives are further
impaired. Finally, efforts to improve the balance of
payments with an investment policy aiming at import
substitution may not be successful, particularly so when
total demand is not kept under effective control. In any
event, there are important slips 'twixt the cup and the
lip insofar as import substitution is concerned; a number of these are illustrated in the U.A.R. experience. In
conclusion, it must be emphasized that there are definite limits to the rate at which a country can accelerate
its economic development; these limits cannot be violated with impunity.

Andreas S. Gerakis, Assistant Division Chief in the Middle Eastern
Department of the Fund, was head of the Productive Services Section
of the Research Department of the Bank of Greece, has taught economics at universities in the United States, and is the author of a
number of articles in economic journals. His last article in Finance
and Development, "Stabilizing an Economy: Greece," appeared in the
September 1966 issue.
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Cost

of

USING

ROADS

The
In a World Bank Staff Occasional Paper published in December 1968,
"The Economics of Road User Charges," Professor Walters applies the principle of marginal cost pricing to roads. He concludes that tolls which limit
the use of empty or uncongested roads have the least justification of any tax,
and he favors instead forms of congestion levy, which are analyzed in some
detail in the paper. If a tax is nonetheless required for revenue, he shows
that a commodity tax commonly does less damage to output than a tonmileage tax (e.g., on gasoline). This article contains his basic arguments
against the thesis that the costs of the road improvement must be covered
by the charges on the road user.
A. A. Walters

W

HAT DOES it cost to run a truckload of farm
produce to the market? To be more specific,
what are the costs of running the loaded truck 20 miles
over a country road, then two miles through suburbs
and into the center of a large town? To the farmer, this
seems a simple enough question: there is the cost of gasoline and oil, the cost of the driver's time, and the cost
of maintaining the truck. Even to the road engineer, the
costs of road use may seem simple: so much for main-

tenance a year, with a simple rule of thumb for
additional costs for the wear and tear of the heavier
traffic in the suburbs and the town center.
When questions arise about widening and regrading,
or of replacing the old road by another, economists and
planners are faced with problems whose intricacy is
equaled only by their interest and importance for economic development. Is the cost of the investment to be
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paid for by the users, or should the community as a
whole pay?
Appropriate Concept of Cost

probably be correct for the first 20 miles but incorrect
for the final 2 miles. And the center of a large market
town is only one example of a place where vehicles do
get in one another's way and there is much congestion.
Under congested conditions an additional journey
will add to the congestion. The vehicle will get in the
way of other vehicles using the road and will cause
their costs to increase as they waste more time in traffic
jams and incur higher maintenance costs per mile in the
dense traffic. Thus the decision by a vehicle owner to
use a congested highway involves all other users in increased operating costs. But these additional costs
appear as spread among all other motorists using the
highway. They are not the responsibility of any particular motorist who decides to use his vehicle on the congested road; they do not appear in his accounts. On the
other hand, these "congestion costs" are clearly attributable to the vehicle journey; if the vehicle journey had
not taken place they would not have been incurred.

The definition and measurement of the appropriate
concept of cost is crucial to any study of road use
charges. Any particular concept of cost is uniquely related to a particular and well-defined decision: the
amount of use made of the roads is determined by individuals deciding whether or not to make a journey.
Each person takes into account the consequences of
making a journey (or perhaps another journey); that is,
the cost of a vehicle journey is measured in terms of the
resources (i.e., the goods and services) foregone in order to undertake that journey.
The costs of the farmer going to market—fuel, wear
and tear, and driver's wages (or his own time)—appear
in his accounts and he is legally obliged to meet them.
They constitute the private cost of the journey.
The government road authority will pay for the wear
To sum up, then, the costs of a vehicle journey conand tear of the surface of the highway. This is called sist of:
the variable maintenance cost and, assuming no user
Private Cost
taxes, will not appear on the books of the motorist. To
(a) operating cost—borne by the motorist himdistinguish it from the private costs borne by the motorself;
ist it will be called a part of the social cost ot the
vehicle journey.
Social Cost
When traffic is so light, in relation to the capacity of
(b) variable maintenance cost—borne by the
the highway, that vehicles in no way impede one anothpublic road authority;
er's speed and progress, the sum of the private costs
(c) congestion cost—borne by all other users of
and the social costs (repairing the damage done to the
the road.
surface) represent in full the costs of the vehicle
journey.1 It is the sum of the private cost and the cost The central problem of a policy for user charges is to
deal with (b) and particularly (c).
of the damage done to the surface of the highway.
It is important to notice that this cost does not include the costs of providing the highway; nor does it in- Reflecting Costs in Motorist's Accounts
clude those costs of maintenance which are unrelated to
Since the sum of these three elements constitutes the
the vehicle journey (the invariate maintenance costs is resources (i.e., the goods and services) foregone due to
the term used to describe them). The resources in- the vehicle journey, it is clear that all three costs should
vested in the highway were committed in the past; they be reflected in the motorist's accounts. If these costs are
were sunk and the costs are bygones. No fraction of not properly exacted from the motorist, he will be inthese resources could be saved if the motorist forbears duced to undertake too many journeys, and thus to add
to take his journey; consequently, they are not part of unduly to the congestion. High traffic congestion is
the journey costs.
typical of large conurbations throughout most of the
Up to this point we have supposed that traffic was so world, but user charges rarely reflect adequately the
light that no vehicle impeded any other; each driver cost of such congestion, and traffic jams and snail-like
could choose whatever speed he liked. This assumption speeds are the consequence. These are the wastes of
is approximately correct for most rural, farm-to-market, user charges that are too low.
and interurban highways. But it is clearly incorrect for
If, on the other hand, user taxes exceed the sum of
urban streets, for most of suburbia, and for some interthe
variable maintenance cost and the congestion cost,
urban highways; in the example given above, it would
then
the vehicle owner will be dissuaded from under1
Many people would want to include other elements of
social costs in this calculation—such as the value of the an- taking certain vehicle journeys although the true cost is
noyance caused by noisy motors, the value of lives and injuries less than the returns. Taking into account the user tax,
in motor accidents (over and above the valuation in the insurance premium), and the costs of pedestrians being further he may find that the sum of the operating cost and user
impeded. Although there is no objection to including these tax exceeds the returns he expects from the trip. The
costs, if they can be measured, it is necessary also to add a list
of social benefits which do not accrue to the motorist himself. journey is actually worthwhile but the unduly high tax
17
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No camel trains wanted: "The decision by a vehicle owner to use a
congested highway involves all other users in increased operating costs."

prevents him from making it. Consequently, potentially
valuable services of the road are wasted. Such conditions are probably typical of most interurban roads and
rural highways. The waste is less obvious than in the
example of the congested cities—but it is there and just
as pervasive.
The importance of linking costs to the decision about
road use can be illustrated by considering what is probably the most common mistake with the cost approach:
surely, one may argue, the additional vehicle journey
causes the road authority to undertake new investment
in the highway, and the costs of the new investment are
therefore part of the costs of the vehicle journey. The
fallacy in this chain of reasoning is the allegation that
the vehicle journey "causes" an increase in road investment. It doesn't. The government decides on the level
and distribution of road investment. Even though traffic
has increased, it might decide to spend the same
amount, it might decide to invest more, or it might even
reduce investment in roads. All these decisions may be
perfectly rational. Decisions about expanding and improving the road are quite different from decisions
about whether or not to use the existing highway. To
confound them merely spreads confusion.
What is worse, the wrong analysis leads to uneconomic user charges and uneconomic use of the available road space. If user charges are fixed according to

the measure of the investment cost "caused" by an additional vehicle, one can easily see that the charges will
be too high on the uncongested interurban and rural
highways, and will probably be too low on the urban
streets. Consequently, the urban highways will be overcongested and the rural and interurban roads will be
underutilized. These wasteful effects of such definitions
of costs, and of the derived system of user charges, are
the really telling indictment against them. User charges
are based on "cost," but the "cost" concepts are wrong;
they do not pertain to the decision of the motorist
whether or not he will use his motor vehicle for a journey along the road. The relevant costs are those that
are incurred due to his particular use of the road.
But, it might also be argued that the additional vehicle journey that the motorist undertakes will play a part
in inducing the authorities to build'bigger and better
roads. An increased investment in the highway is then a
consequence of his vehicle journey, and so the cost of
the investment should be reflected in the user charge.
This line of argument provides a rationalization for
making the user charge equal to the cost of providing
additional road space—in other words, fixing the price
for using the road at the long-run marginal cost of
supplying new road space.
But the long-run marginal cost is useful as a criterion
for user charges only when it is equal to short-run marginal cost. When the long-run cost differs from the
short-run cost, it is the wrong basis for pricing policy
and will cause too much—or too little—use of the road.
The short-run marginal cost is always the appropriate
value at which to fix the user charge.
Since the unit of output may be chosen as large or as
small as one likes, it is often thought that the concept
of marginal cost is arbitrary. This is, however, not correct. The relevant unit is the one that faces the user. It
is both physically possible and administratively efficient
for road users to be permitted to purchase any quantity,
however small, of road service. The user takes into account the price of the little more or the little less in
making his decisions. Thus the cost concept should
measure the cost of the little more or the little less.
Investment
This structure of user charges, along with all others,
has some disadvantages. The most critical is the absence of any simple easy-to-observe guide to the
appropriate amount and distribution of investment in
highways. The common-sense criterion is: "Build a better road if the reductions in vehicle operating costs and
in the annual maintenance costs of the highway are at
least as large as the annual cost of the road." But this
applies only to existing traffic; it cannot be applied to
new traffic generated by the reduction of transport cost.
The development effects of the investment are left out
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of account in using only the common-sense "costreducing" criterion.
Such an omission will not matter if the amount of
generated traffic is small, as it will be if the demand for
transport is very inelastic. The reduction in transport
cost will merely benefit existing traffic; virtually no new
traffic will be induced to use the road. Such a rationalization for the "cost-reducing" criterion is, however, of
limited use for developing countries, for it is clear that,
with many and perhaps most road improvements, one
of the main objectives is to develop new land, new industries, and to open up larger areas to market influence. New development is important. We conclude,
therefore, that the supposition of an inelastic demand is
not a valid excuse for using only the "cost-reducing"
criterion for investment.
Because it is uneconomic and even impossible to undertake road investment a little bit at a time, one must
use the technique of measuring the "consumer surplus."
Essentially this means calculating the amount of money
which people would be willing to pay for the new facility. Part of this value—and often the largest part—is
obviously the cost reduction of existing traffic. But
there is also the amount of money which new traffic
would pay for the facility. Since it is a hypothetical figure, this is difficult to measure. Conjectures about
traffic flows generated by a reduction in transport cost
are not an altogether satisfactory basis on which to
erect investment programs.
But what are the alternatives? Clearly one might "allocate" the investment costs of the new facility to the
traffic that uses the road. So the road authority would
not supply a new road, or improve an old one, unless
its costs would be covered by the additional revenue
collected. But such a policy of charging the users involves large wastes, as we saw above. And it is not at
all clear that such an investment criterion is less hypothetical, ex ante, than the criterion of consumer surplus.
It involves similar judgments about the reaction of users
to different levels of user charges and about the extent
of generated traffic (if any!). Ex post there would be a
"sufficient" condition that the investment was worthwhile (if the increase in revenue covered the cost).
But by then the road is built, the resources are sunk,
and the investment is a bygone; such historical knowledge is interesting and helps improve forecasting—but
all ex post studies do that. Clearly the inefficiencies
introduced by prices based on "investment costs" are
not counterbalanced by any marked sharpening of investment criteria; on the contrary, the errors of pricing
and investment would be compounding rather than
compensating.
Locating Plants and Farms
It is sometimes alleged that, if road users are not required to pay the fixed costs associated with the

provision of the highway, industry and agriculture will
make inefficient decisions about the location of plant
and farm. If the government bears a substantial fraction
of the fixed costs of location, it may be thought that the
plant or farm will be located so that it requires too
much of the (allegedly) subsidized road transport—and
(perhaps?) the government will be induced to overbuild the highway system.
All these conclusions are, however, wrong. If the
road authority levies the economic user charges for the
use of the road and if it employs the consumer surplus
criterion for investment, there will be no inefficient location decisions and the authority will not "overbuild"
the highways. And this will be true whether or not the
government collects the "fixed" charges by a levy on
the rents generated by the building or improvement of
the road.
The authority will build the highway if the amount
which users would be willing to pay for the road exceeds the cost. But the sum of money they would be
willing to pay is simply the increment in their profits
(or rents). Consequently, the road authority will build
the road if the profits (and rents) so generated exceed
the cost.
Clearly, it does not make any difference to the location decision if the authority taxes away almost all of
the additional profits; nor does it affect the location of
business if the additional profits are left in the hands of
the firms that enjoy the benefits of the road. The distri-

"One of the main objectives is to develop new land, new industries, and
to open up larger areas to market influence."

bution of the additional profits (or rents) between government and business will in no way affect the location
of industry.
"Covering the Costs"
One of the main differences between the system of
user charges advocated here and those which are currently accepted by many transport experts is that there
is no guarantee that with the proposed system the total
19
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amount collected in user charges would cover the total
costs of the road network. With the currently accepted
principles of user charges, the costs of the roads would
be covered; the roads should not incur a deficit. And
presumably, although this is rarely explicitly stated,
road taxes should not be so high that the roads earn a
surplus above costs. This is a version of the old public
finance adage: "Each tub must stand on its own
bottom."
The immediate appeal of a self-financing system of
highways is obvious; it is consistent with superficial
ideas of equity, and it is undoubtedly true that the public at large accept and even applaud the principle of the
tub. When it gets down to the definitions to be used in
practice, however, one finds that there is no principle
by which one can define "costs of the road system,"
while even "user charge" is not easy to specify. This is
not surprising because there is no logically consistent
theory on which the "cover the costs" principle is

deficits on the road budget. But the only way to determine this is to calculate and see. Some rough and ready
calculations for Thailand suggest that the introduction
of very modest congestion charges would result in no
substantial "deficit" on the road account. It must be
emphasized, however, that such figures are exceedingly
arbitrary and there are as many (and I suspect more)
rules for making up a road budget as there are transport economists. One should therefore not attribute any
generality to such calculations.
Suppose, however, for the sake of the argument, that
there were a deficit in the road budget as a consequence
of adopting the proposed system of user charges. Would
there be a good case for somehow increasing motor
taxes so that the road budget was balanced? Is the tub
really best standing on its own bottom?
-^No such simple conclusion can be drawn. The approach we suggest should be less doctrinaire and more
pragmatic. Supposing that the system of user charges

based. It is a loose precept of social justice; it is not the
consequence of a tight chain of consistent reasoning.

which we propose here does give rise to a deficit, then
we ask—which would be the best taxes to raise in order
to finance it? There is no presumption, from economic
arguments, that the best taxes are those on motor vehicles or on vehicle-miles. All possible sources of tax revenue should be examined-—and a decision should be
based on a balanced rational evaluation of the consequences. Account must be taken of efficiency, the cost
of administration, the effects on the distribution of income, and the various other considerations that bear on
tax decisions.
Nevertheless, although there are no compelling economic reasons for balancing the road budget by levying
road user taxes, there are good political and
institutional reasons for introducing "earmarking" arrangments for the finance of roads. The main purpose
of "earmarking" and "road-fund" arrangements is to insulate the decisions about road investment and motor

Nor is there any likelihood that the proposed system
of economic user charges would result in a balanced
road budget—however that may be "reasonably" defined. Clearly if a large fraction of the total vehicle mileage is incurred in congested cities then there is a good
chance that the amount of revenue collected in user
taxes will exceed the total costs of the highway system.
If, on the other hand, a substantial proportion of the
vehicle mileage is on uncongested highways it is likely
that the road account will be in the red.

Economic User Charges and Budget
Deficits
There is no overwhelming presumption that the economic user charges would generally give rise to large
20
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Competition, Monopoly, and User Charges
The proposed policy of levying economic user
charges for the use of the road is, of course, derived
from the presumption that other businesses in the economy are selling their goods in a competitive market. Indeed the simplicity of the theory and the sharpness of
the results depend on the assumption of competitive

(and its volume of investment). On the demand side
the main effect would be felt by the complementary industries—trucking and road passenger transport—and
by competitive industries—such as rail and water transport. On the supply side, it seems that the main
beneficiaries of a reduction in road investment would be
those other industries that absorb the scarce factors
used in road construction and maintenance; and it
seems likely that these would not be concentrated in
any particular industry but would be spread widely
throughout the rest of the economy.
Obviously the industry that causes most (political)
heartache is the railway. Usually railway charges are
regulated by government and they may (and usually
do) have only the most tenuous connection with marginal cost (suitably denned). Then the effect of road
pricing on the railroads depends on (a) the amount of
competitive traffic and (b) the relationship of rail rates
to marginal cost for the traffic that would transfer from

conditions. But the competitive conditions which we
have assumed could not conceivably exist in their pure
form; in practice there are always elements of monopoly, "imperfect competition," and strategic behavior.
This does not mean that the "competitive theory" cannot be used in fact because its assumptions are violated;
the assumptions of a theory are always "wrong." What
we must ask is whether the competitive theory predicts
the behavior of the economy better than any alternative
theory.
It is, however, natural to inquire into alternative
models where the assumption of competitive conditions
is dropped. What would be the best pricing policy for
the road authority in a noncompetitive world? It must
be immediately emphasized that there is no general answer to this question. One can only proceed
pragmatically by asking what would be the major industries affected if the road authority varied its price

road to rail (or, conceivably, from rail to road). If
there is little competitive traffic compared with the large
amount that goes by road, then it is probably best to ignore it. If competitive traffic cannot be ignored, however, and if there is little substitution between transport
and other goods, then one must determine the relationship between rail rate and marginal cost. There is no
reason to suppose that the rail rate for this competitive
traffic will be above marginal cost; in fact for much
short-distance and medium-short-distance traffic regulated rates are often found to be much below cost. This
would then suggest that the road authority should levy
rates below the economic user charges.
In those circumstances where the regulating authority
requires that the railway charge prices above marginal
cost for traffic that is competitive with road, there may
be a case for raising road charges above the marginal
costs. The reader may well wonder, however, whether it

taxation from the pressure groups and bargaining processes of politics. It may be hoped that some earmarking or road-fund approach will take most of the decisions about road investment out of the political arena,
so that road investment is less likely to be used as a
pawn or payoff in a political process. Decisions are
more likely to be made rationally by an independent
"public corporation," such as a National Highways
Board, which has an assured and earmarked income
that cannot be used for any purpose other than that of
investment and maintenance.
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would not be wise to concentrate on reforming rail
charges rather than distorting road user charges to fit
into the rail world; a better approach might be to make
the railway pricing policy more efficient.
One might conjecture that, if for some reason the
railways are required to "cover their costs," the road
users should be required to cover theirs. No such conclusion can be drawn from the economic analysis of
road-rail competition. It may, or it may not, be a good
idea to make a profit or loss on the road system as a
whole. The issue is influenced only slightly by the railways being required to break even. What really matters
are the effects of budget constraints on prices when
there are competitive services available; and it will be
in the interests of rational rail management to distort
prices little from cost when there is a close competitor.
No clear-cut conclusions emerge from this analysis.
But theory does give us some guidance; it does provide

a filing system for approaching the real world. We can
estimate the competitive rail traffic and one may make
judgments about the relationship between marginal cost
and price. But there is no simple rule to be followed:
the desirable road price might be above or below the
marginal cost.
The Guidance Offered

by Theory

The general conclusion of this study is that the best
simple policy is to begin with the economic user
charges, or the short-run marginal cost. This should be
the basis of all road charges. Then judgments about departures from the economic user charges must be made
in the light of (a) the administrative and other costs involved; (b) the need for revenue and the alternative
sources; and (c) the competitive structure of the economy. Each departure should be justified by arguments
about the consequences. But the bedrock of road user
charges remains the economic user charge.
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by the World Bank in the Planning Unit of the
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World Bank as of July 1, Id68 and contains
more than 1,250 titles. A source reference key
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,
The list has been reproduced and cppies
can be obtained by libraries and research
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Publications Office
International Bank for Reconstruction
and Development
1818 H Street, N. W.
Washington, D.C. 20433 U.S.A.
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How Useful Are
Econometric Models?
Econometric models—representations of major cause-and-effect relationships in an economy—are a relatively new aid to policymakers. The author
shows how they may be constructed and used and indicates some of their
limitations.
William H. White
T7CONOMISTS have long been trying to provide the
J—/ policymaker with guidance on what kinds of economic policy to adopt; recently they have been attempting to provide more precise guidance on how strong the
policy measures should be. For success in economic
planning in the developing countries and in minimizing
unemployment and maintaining reasonable stability in
the rate of economic growth in developed countries—
and for other purposes as well—this is potentially an
important advance. The means of providing this advice
are based on the derivation of mathematical formulas,
analogous to those expressing the laws of physics.
These formulas, or "models," represent the operation of
the most important economic cause-and-effect relationships—the laws (or rules) of economic behavior—and
show the chains of reactions which are initiated by
changes in particular causal factors. Econometric models are relatively new; they have only recently been developed and are now constantly being refined.
Success in the development of such mathematical
models depends on the ability to measure the strength

of the current influence of the various causal factors.
Because it is patterns of human behavior rather than
mechanical laws of physics that must be measured, the
economic laws will never be known with the accuracy
of the laws of physics. Nevertheless, the prospect now
exists for improving the guidance offered to economic
policymakers beyond the guidance provided by their
own experience or the judgments of premodel era
economists.

What is an Econometric Model?
Although it may help those who have a knowledge of
physics to think of an econometric model as resembling
one of the laws of physics (e.g., Boyle's law), yet econometrics differs from physics in two ways. (1) It is impossible (with some exceptions) to conduct controlled
laboratory experiments in which different amounts of
the causal factors of special interest can be introduced,
while the strength of all other factors is held unchanged, so that the effect of each factor can be directly
measured. (2) The laws of classical physics are known
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with certainty: for given amounts of cause, the same effect will always be produced. This rigidity of physical
laws reflects the mechanical nature of the physical relationships. In contrast, economic "laws" involve the
rather flexible reactions of human behavior to a cause.
Here the relationship between cause and effect cannot
be either rigid or precise: the laws of behavior can be
verified therefore only in an approximate sense; they
are probabilities rather than certainties. They will tend
to be accurate on the average over time (unless the
passage of time has caused a change in the strength of
the human reactions), but they will not be completely
accurate at any single time.1 Where the inaccuracy
found proves to be sufficiently small, the information
derived from the econometric model will be useful; often, however, it will have to be considered merely as a
best guess that carries with it a large margin of error,
and frequently the margin of error will be so large that
the econometrician will not issue any finding at all for
the use of the policymaker or even as guide to further
econometric research.

Discovering the Model Without Benefit
of Laboratory Experiment
The econometrician usually meets the first disadvantage in the discovery of economic laws—the inability to
conduct controlled laboratory experiments—through
the use of series of statistical data on likely candidates
as causal factors which are collected over time.
In a primitive way, this sort of extraction of economic
cause-and-effect relationships was used even before
the development of econometrics. If, for example, it
was observed that after a 20 per cent reduction of the
price of bread, consumers began spending 10 per cent
less for bread, the economist would offer as his bestguess estimate that any change in the price of bread
would affect the amount of money spent for bread in
the same direction (less money spent when the price
was cut, more when the price was raised) and by an
amount which was roughly half the amount of the
change in the price. The confidence with which such a
conclusion could be reached would be improved, of
course, if later on the price returned to its original level
and it was observed that the amount of money spent
also rose to roughly its original level.
1
On a determinist view, this inaccuracy of the laws of human
behavior could be construed simply as a lack of sufficient information on all the causal factors operating on the kind of
human action at issue. The laws derived are imprecise ones
simply because it has not been possible to measure—or even to
identify—the influence of a very large number of very weak
factors which participate in the determination of human action.
Without necessarily accepting the determinist philosophy, econometricians usually do believe that they are likely to be able to
reduce the degree of inaccuracy of laws of behavior they
derive through developing statistics on additional factors which
up to now have been unavailable or of too low quality to be
trustworthy.

Usually, however, even the pre-econometrician had
to try to deal with more complex relationships than
this. For example, the price of bread might fall at a
time when personal incomes were also falling, so that
the economist had to try to distinguish the depressing
effect of the price decline on the amount spent from
that depressing effect which was presumably exerted by
a decline in the consumer's spendable income. If there
was one time at which either the price of bread or the
income level was different from the initial value while
the level of the other factor was not different from its
initial level, then the pre-econometrician still had a
chance to distinguish the influence of the two causal
factors, consumer income level and price, in the amount
of money spent for bread. Ordinarily, however, he could
not count on having measured the influences of these
two factors accurately, because the influence of other
factors which he could not take into account (the price
of alternative food products such as potatoes, change in
the average age of the population or in its concern
about being overweight) would have exerted differing
influences on the total spent between the observations
made at the three different times. In more general
terms, the fact that even the true strengths of causal influences are—as described earlier—only probable relationships, valid on the average but not valid at any particular point of time, had to be allowed for. It meant
that any inference drawn from comparing the sizes of
causes with the sizes of their apparent effects on behavior at only a few points of time was very likely to yield
estimates of the strength of effects which misrepresented
the true (i.e., true on average) strength of effect. With
several sets of three observation periods—each set containing three observations of the two factors (bread
price, consumer income) and of the behavior which
they had influenced (spending for bread)—the economist might have been able to find such an average value
for the influence of each of the two factors on the third;
but these results are likely to be very difficult to obtain,
and run the risk of being distorted by subjective judgment or other influences. Of course, if the several estimates for each of the two factors turned out to be close
to each other, the method could be accepted, but such
good results cannot be routinely expected. Also, as the
number of factors included increases, the procedure is
less feasible and reliable. Moreover, it may then become necessary to allow for "feedbacks"—the elaborate
interconnections among economic events which make
the size of some causal factors in part the result of the
size of other causal factors or even of the size of the
very effect under study. And the problems increase further when it is necessary to compare the results of alternative "models" which use different sets of causal factors to see which gives the best results.
To be able to derive results that are at all worthy of
serious consideration, the economist has had to turn to
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the econometrician, a specialist in applying the mathematical techniques developed by the statistician. With
these techniques he can quickly extract estimates of the
influence of various relevant causal factors which are a
sort of average of the influences which would have been
derived from separate sets of observations. Moreover,
this procedure yields objective measurements of how
closely the estimated effects of the movements of the
several causal factors add up to the actual, observed
movements over time for the behavior under study (the
spending for bread). If, for example, the model succeeds in deriving estimated values for the amount of expenditure on bread which are reasonably close to the
expenditures actually observed during each of the separate months, quarters, or years which constitute the
separate observations, then the achievement of a successful model may be assured.

exports upon the quantity of those exports they buy,
and the comparable effect of changes in the cost of imports on the country's own imports. When expenditure
on goods and services within the country is foreseen to
be larger than the capacity to produce goods and services, the appropriate strength of measures to restrict expenditures—such as raising interest rates (to restrict
expenditures for business investment) or raising taxes
on consumer income (to restrict consumer spending)
—becomes of major concern to the government policymaker. Models which show how and how much interest
rates and taxes affect investment and consumption expenditures therefore are of great importance to the authorities.
In questions of economic development, also, the
effect of increases in taxes on consumers is of great interest. For example, the extent to which taxes cause
them to reduce their savings rather than their consumption
expenditure is important because the savings are
Uses of an Econometric Model
necessary for financing the investment which will lead
If an econometric model can help in forecasting eco- to economic development. Guidance on what export innomic events, its value to policymakers is obvious. For dustries should be established can be found in forecasts
example, in some countries, the government wants to of the growth of world demand for various products
improve farmers' incomes through buying enough of and in the amount that will be bought of particular
each grain harvest until the grain price is pushed up to products when different prices are charged. Similarly,
a level which yields the desired money income. The the amount of addition to total productive capacity
question of how much money the government should which investment expenditures will produce obviously is
plan to spend to purchase grain then becomes an im- important, and knowledge about it too can be obtained
portant one. The change in the price of grain can be from observation of past experience with growth in proconverted into the associated change in the price of duction as affected by the size and the industrial distribread, and knowledge of the effect of the change in bution of total investment spending. Finally, the faster
bread price on the amount the public spends for bread the rate of development, the faster is the growth in in(described earlier) is easily used to show the govern- comes and hence in the portion of incomes which is
ment how much money it must spend in buying up the saved and can finance further investment for developgrain which the public will stop buying when the price ment. Because of this relationship between income
rises. If we consider for simplicity only the bread price, growth and growth in the financeable level of investgovernment attempts to raise the bakers' receipts from ment spending, information on the effect of income
the sale of bread by 20 per cent would require a 20 per growth on savings would also be extremely valuable for
cent rise in the selling price on the pre-existing quanti- development planning.
ties of bread sales. But we know that the public will
raise its spending by only 10 per cent when the price
rises 20 per cent. Hence, to achieve the desired 20 per The Problem of Lags
cent rise in the proceeds to bakers, the government will
The reader will already suspect that information as
itself have to spend the missing 10 per cent for the pur- valuable as this is not easily obtained—-and he is right.
chase of bread. With this kind of information, the gov- One of the major difficulties is that a cause may not exernment can judge better whether aiming at a given im- ert its effects until some time has passed, as when a
provement in the prices that farmers receive will be too reduction in taxes which leaves consumers with more
costly for its budget; alternatively, it can prepare its spendable income leads them at first to spend only a
budgetary requests with a greater degree of accuracy.
small part of the extra resources; the consumer may reIn countries where the necessary statistical data exist, quire some time to adjust his standard of living to meet
the policymaking uses of the econometric models will the new possibilities in full. The pre-econometrician
of course extend far beyond the question of the price of had very little hope of making proper allowance for the
a given product. The amount of a necessary exchange presence of these so-called lags, but the econometrician
devaluation may be better estimated with the use of has been able to test efficiently models which provide a
that part of a model's results which shows the influence variety of alternative lags and select the one which
of a change in the price foreigners pay for the country's yields the best results (the estimated values for the ef25
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Table 1. Combinations of Two Rabdom Factor

Influencing Bread Consumptionn

feet which on average came closest to the observed values of the effect). In this way, very complex lag
patterns have been derived, consumption in the current
quarter of the year being found to be influenced relatively little by spendable income in the current quarter,
with most of the influence being assigned to the spendable income of, e.g., the preceding 12-month period and
the 12 months before that.
The fact that economic causes produce their effects
with such lags gives the econometric model real advantage as a device for forecasting economic developments.
To know how much consumer spending is likely to rise
from the current quarter to the next one, it need not be
very important to know what the spendable income will
be in that next quarter. From what has just been said,
the information on spendable income in the current and
preceding quarters is (almost) completely sufficient for
a good forecast of next-quarter consumption. And since
consumption accounts for the greater part of spending
on the country's production of goods and services, this
information carries us a long way toward having a forecast of the levels of gross national product (GNP), employment, etc., in the near future. With similar lagging
causal factors being important in the determination of
other major segments of the GNP total—e.g., fixed investment and exports—a forecast of most of the total of
near-future GNP can be made without need for
accurate estimates of the strengths of the various fac-

tors that will be found to exist during that future
period.
Government Spending (or the size of the government
budget surplus or deficit)—another important factor in
the GNP—cannot be so readily forecast by use of lags.
However, since the future values of the government factor are (at least ideally) under the control of the
policymakers, no forecast of this factor is necessary.
For example, the combination of the forecast levels of
consumption, investment, and exports plus, e.g., the
same figure for the government budget as the current
one might yield an unsatisfactory level of GNP. But the
combination of the forecast for the private sector and
the assumed value for government expenditure has provided a guide to policy. If the forecast GNP derived under the assumption that the current level of government
spending will continue in the future is too high, the policymakers can adjust the budgeted future expenditure
until the forecast results yield a suitable level.
Validity of Group Behavior Forecasts
Another problem related to econometric models
which may occur to many readers is whether the erratic, "lawless" economic behavior of the individuals making up a society can permit the conduct of the whole
group to conform sufficiently to such a model. The apparently erratic behavior of each individual may be

26

©International Monetary Fund. Not for Redistribution

Table 2. Net Effect of the Combinations in Table 1.

Net Effecyt
Number of Cases

considered a reflection of the influence of many causal ble group behavior in one important respect, namely, its
factors—economic and noneconomic—which cannot be requirement that any given factor yield equal frequenconsidered strong ones for all members of the commu- cies of strong and weak distorting effects. In reality, just
nity taken together and which therefore cannot be as huge distorting influences are not expected at all
easily measured. If these various secondary factors could from secondary factors, so also relatively large inflube considered as more or less self-neutralizing in their ences are expected to occur with relatively low frenet effect on the behavior of an economic group, the quency.
plausibility of stable aggregate behavior despite erratic
To illustrate the operation of the various secondary
individual behavior would be established. And at least a
factors, assume two influences on the rate of bread contendency for such self-cancellation among the secondsumption which may cause the rate to deviate from the
ary factors can in fact be established, provided that one
norm and which seem reasonably likely to be randomly
condition is satisfied: these factors must be more or less
distributed: differing amounts of increase of current
random. Randomness exists when no one strength (inphysical exertion, starting from no increase, which will
cluding zero strength) for a particular factor is more
raise bread consumption by 0 per cent, 1 per cent, 2
likely to be experienced among the individuals in the
per cent, or 3 per cent; different amounts of recent
group than any other; and all strengths of any particutendency for increases in the individual's weight which
lar factor are equally likely to be experienced by an
will again have no effect (zero weight increase) or reindividual, regardless of the strength of the other facduce bread consumption by 1 per cent, 2 per cent, or 3
tors affecting him at the same time. While it is not posper cent. Given our crucial assumption that these
sible to prove that the neglected secondary factors will changes occur randomly—each one having as much
always satisfy the randomness requirement sufficiently chance to be experienced as any other and any combiwell, it is nevertheless reasonable to assume that in nation of changes in the two factors together being as
many instances most of the secondary factors producing likely to be experienced as any other combination—
deviations from a supposed norm will be distributed there are just 16 possible combinations of distorting
among the population in a sufficiently close-to-random factors, all of which are assumed to be equally likely to
way. It will be noted that imposing the above random- affect individuals making up the bread-consuming popness condition will yield stable behavior in spite of the ulation. To simplify, we can, therefore, assume that
fact that it exaggerates the difficulty of establishing sta- there are just 16 individuals in the population, one for
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each possible combination of strengths of the random
factors—see Table 1.
The tables show that from these assumptions it follows that most individuals will be clustered in the
neighborhood of zero deviation from the normal rate of
bread consumption, with relatively few having extreme
deviations. Moreover, the deviations on one side of the
norm will be just counterbalanced by those on the other
side, so that the group as a whole shows a zero deviation from normal behavior.
Why is it that the randomly distorted cases tend to
cluster around the undistorted, normal value? The logical basis for so neat a result from a set of random factors can be seen from Table 2. There is only one possible instance of the two maximum divergences from
norm—those when the 3 per cent effect from one factor
are accompanied by a zero effect from the other, offsetting factor—but there are four possible cases of zero
deviation from norm—the four cases in which the four
possible strengths of one factor are accompanied by
equal opposite strengths of the other factor. Thus, it is
seen that opposing random factors must tend to coincide in a relatively large proportion of cases, thereby
holding a relatively large proportion of individuals close
to the norm.
This demonstration may seem limited because it assumes that the two illustrative random factors are either
neutral or counterbalancing but never reinforce each
other's distorting effects. Reinforcing distortions could
be expected to produce more disruption of the average
result. The interested reader can construct a threedimensional version of Table 1, that is to say a set of
tables like Table 1 but each allowing for a different size
of the influence of another factor affecting food consumption, such as the ages of the population. With the
age factor starting at neutral and then reducing bread
consumption by three successive 1 percentage-point
steps, the three new tables would stand behind Table 1
but would be shifted successively to the right by one
step. When this is done and the totals for each size of
net deviation from norm taken (as in the bottom row of
Table 2), it is found, as expected, that the maximum
deviations from norm are larger than before (41/* per
cent instead of just 3 per cent); the bread consumption
norm itself is also depressed to a somewhat lower figure; but the same clustering of cases around the (new)
norm is found, with again only a single case at the extreme "corners," and the same counterbalancing of
deviations from the norm remains. (Instead of the distribution of cases among the various sizes of net effect
found in Table 2—1, 2, 3, 4, 3, 2, 1—we find the symmetrical "bell-shaped curve" distribution of probability
theory: 1, 3, 6, 10, 12, 12, 10, 6, 3, 1.)

Qualifications
These examples represent ideal cases. The laws of
random chance require that every possible combination
of ignored, random factors tend to be influencing the
average (and making that average conform to the
norm). But they also recognize the existence of a certain probability that on some occasions certain of the
16 combinations of factors will be absent while others
will be overrepresented, so that the observed average
result for the whole population will at times differ from
the underlying norm. It is only when several observations of the population's behavior are used that the results taken together can be counted on to approximate
to the symmetrical distributions described above; only
then will the average result for all the individuals in the
population approximate the norm.
The number of observations does not, on the other
hand, have to be extremely large, for, analogously with
the clustering of individuals around the norm described
above, large deviations of a group's behavior at a given
time from the underlying group norm tend to be relatively infrequent, with small deviations occurring the
greater part of the time. However, a further need for including additional observations before a trustworthy estimate of the norm can be reached is created by the fact
that economic life is subjected from time to time to unpredictable shocks (such as climatic or political
disturbance) which cause a substantial proportion of
the population to depart in the same direction from its
normal behavior pattern. Comparable distortions must
be expected from time to time because of errors in the
statistics themselves. If enough separate observations of
society's behavior are made, either the observations
which include the influence of such shocks or errors
will not have a chance to dominate the results, or else
the distortions created by several such shocks will tend
to be in opposite directions and therefore counterbalancing.
In recent years, the increasing availability of the varieties of economic data necessary for estimating econometric models and the increasing availability of
electronic computers to perform the otherwise almost
impossible task of making the estimates (and making
them for a large variety of lag patterns, of alternative
selections of causal factors, etc., in order to see which
ones yield good results) has led to great optimism
about the possibilities for producing sufficiently reliable
models. Nevertheless, it remains true that the estimates
must be taken at best as merely probabilities—the most
likely value given the information available, but a value
which is correct only in a probabilistic sense: if all goes
well and the patterns of human behavior remain unchanged, the effects estimated through the models will
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be correct on average, although at any given point of
time they will not be correct. By some scale of size,
small errors in the indicated effects will be quite frequent, and large errors quite infrequent. But for the
economist's purposes even the small error may be too
large to permit the model's finding to be relied on, or
the medium-size errors may be so serious that even
their moderate frequency of occurrence will be excessive. In these conditions the model will be of little more
use to the policymaker than the "educated guesses" he
had to rely on before the recent flowering of econometric models. Some use may exist even here because,
even at the worst, models can be used to show the ultimate effects of policy actions under a plausible range of
assumed values for the strengths of factors; and
sometimes the range of results found will exclude certain outcomes which otherwise would have seemed to
be plausible ones.

In spite of the limitations, the results now being derived from econometric models are often an improvement over the other information available to the
policymaker, and refinement of techniques and of
standards of reliability will assure that increasingly the
policymaker will be presented with usable results. For
the present, however, the policymaker should be placed
in position to evaluate correctly the econometrician's
measures of the reliability of the results presented; even
if they are clearly an improvement over those obtainable by educated guessing, these results will commonly
still have sufficient margin of error that the policymaker
may want to adopt a compromise, "safety first" policy
rather than the one for which the model evidence would
call if it could be taken at its face value.
A further article will provide guidance to help the
user of evidence from econometric models to evaluate
and adjust the results.

William H. White, an American, received his undergraduate and
Ph.D. degrees from Harvard University. He joined the staff of the
Fund in 1948 and is now a senior economist in the Fund's Research
Department. He has contributed numerous articles to economic
journals.
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world Bank Atlas
POPULATION AND PER CAPITA
PRODUCT OF THE WORLD
In this issue Finance and Development presents an
atlas of population and per capita product of the countries of the world, based on the expanded and updated
third edition of the Atlas produced by the World Bank.
The country population estimates refer to resident
population in mid-1968 and the figures for gross national
product (GNP) per capita refer to calendar year 1966.
The coverage now extends to 192 countries and territories. For reasons of convenience, only countries with
populations of one million or more are included.
A technical note discussing the methodology employed and the limitation of the estimates is given on
page 42. As that note explains, the estimates should not
be regarded as authoritative figures, but rather as orders
of magnitude.
The figures show that the majority of the world's
population lives in poverty; about two thirds live in countries with gross national product per capita of less than
$300 per year. Only one quarter of the countries listed
have populations of more than ten million; in half of
them there are fewer than three million people. Well
above half the people of the world live in six countries,
each with populations of more than 100 million. Only two
of the "big six" have a GNP per capita of more than $100.
The complete World Bank Atlas may be obtained by
writing to:
Information and Public Affairs Department
World Bank
1818 H Street N.W.
Washington, D.C. 20433, U.S.A.
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Africa
Population and Gross National Product
Per Capita (US Dollars)
NO.

1

2
3
4
5
6
7
8
9
10
11
13
14

17
18
19
20
21
22
23
24
25
26
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56

POPULATION GNPPER
CAPITA

COUNTRY
NIGERIA
UNITED ARAB REPUBLIC
ETHIOPIA
SOUTH AFRICA find. S.W. Africa)
CONGO, DEM. REP. OF

59,700,000
30,147,000
23,000,000
18,882,000
15,986,000

$ 80

SUDAN
MOROCCO
ALGERIA
TANZANIA
KENYA
GHANA
UGANDA
MOZAMBIQUE
MALAGASY REPUBLIC
CAMEROON
ANGOLA
UPPER VOLTA
MALI
TUNISIA
SOUTHERN RHODESIA
MALAWI
IVORY COAST
ZAMBIA
GUINEA
SENEGAL
NIGER
CHAD
BURUNDI
RWANDA
SOMALIA
DAHOMEY
SIERRA LEONE
TOGO
LIBYA
CENTRAL AFRICAN REPUBLIC
LIBERIA
MAURITANIA
LESOTHO
CONGO (Brazzaville)
MAURITIUS
BOTSWANA
PORTUGUESE GUINEA
GABON
REUNION
SWAZILAND
GAMBIA
CAPE VERDE ISLANDS
COMORO ISLANDS
RIO MUNI
CITIES UNDER SPANISH
SOVEREIGNTY
FRENCH SOMALILAND
FERNANDO POO
SAO TOME AND PRINCIPE
IFNI
SEYCHELLES ISLAND
SPANISH SAHARA

13,940,000
13,725,000
12,147,000
11,833,000
9,643,000
7,945,000
7,740,000
7,040,000
6,200,000
5,350,000
5,225,000
4,955,000
4,654,000
4,460,000
4,400,000
4,035,000
3,920,000
3,827,000
3,608,000
3,580,000
3,433,000
3,361,000
3,274,000
3,204,000
2,580,000
2,410,000
2,403,000
1,680,000
1,677,000
1,437,000
1,090,000
1,070,000
865,000
850,000
759,000
575,000
528,000
468,000
408,000
375,000
336,000
228,000
225,000
198,000

100
170
220
80
90

160,000
84,000
74,000
60,000
53,000
48,000
48,000

160
60
550
60

230
100
100
90
110
170
50
60
200
210

50
220
180
80
210
80
70
50
40
50
80
150
100
640
110
210
130
60
120
210
60
—
400
—
290
90
—
110
—
—
570
—
—
—
—
—
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Asia
Per Capita (US Dollars)
NO.

57
58
59
60
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80
81
82
83
84
85
86
87
88
89
90
91
92
93
94
95
96
97

COUNTRY
CHINA (Mainland)
INDIA
PAKISTAN
JAPAN
PHILIPPINES
THAILAND
KOREA, REPUBLIC OF
IRAN
BURMA
VIET-NAM (North)
VIET-NAM, REPUBLIC OF
AFGHANISTAN
CHINA, REPUBLIC OF
KOREA (North)
CEYLON
NEPAL
MALAYSIA
IRAQ ARABIA
SAUDI
CAMBODIA
SYRIA
YEMEN
HONG KONG
LAOS
ISRAEL
LEBANON
JORDAN
SINGAPORE
SOUTHERN YEMEN
MONGOLIA
RYUKYU ISLANDS
BHUTAN AND OMAN
MUSCAT
KUWAIT
MACAO
BAHRAIN
SIKKIM OMAN
TRUCIAL
BRUNEI
QATAR

islands

POPULATION GNPPER
CAPITA
710,000,000
498,680,000
117,000,000
98,865,000
33,477,000
31,698,000
29,086,000
25,550,000
25,246,000
19,500,000
16,543,000
15,960,000
12,810,000
12,400,000
11,491,000
10,294,000
9,725,000
8,380,000
6,870,000
6,277,000
5,400,000
5,218,000
3,732,000
2,700,000
2,629,000
2,460,000
2,059,000
1,914,000
1,146,000
1,140,000
943,000
750,000
565,000
491,000
290,000
193,000
180,000
130,000
104,000
101,000
71,000

$

—

90
90
860
160
130
150
250
60
—

120
70
230
—
150
70
280
270
240
120
180
90
560
70

1,160

480
220
570
—
—
450
—

3,410
—
—
—

1,330
—
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Indonesia and Oceania
Population and Gross National Product
NO.

COUNTRY

9B
99
100
101

INDONESIA
AUSTRALIA
NEW ZEALAND
PAPUA AND NEW GUINEA
WEST IRIAN (Indonesia)
PORTUGUESE TIMOR
FIJI ISLANDS
BRITISH SOLOMON ISLANDS
WESTERN SAMOA

103
104
105
106

M^^H^I^H^

Per Capita (US Dollars)

POPULATION GNP PER
CAPITA
107,000,000
11.541.000
2.676.000
2,183,000
800.000
560,000
478.000
141.000
130.000

S 100
1,840
1,930
140
—
280

NO

107
108

109

110
111
112
113
114

COUNTRY
NEW CALEDONIA
TRUST TERRITORY OF THE
PACIFIC ISLANDS
FRENCH POLYNESIA
GUAM
TONGA
NEW HEBRIDES
GILBERT & ELLICE ISLANDS
AMERICAN SAMOA

©International Monetary Fund. Not for Redistribution

POPULATION GNP PER
CAPITA
95,000

1.480

92,000
90,000
79.000

1,550

76.000
54.000

270
580

North and Central Americas
Population and Gross National Product
Per Capita (US Dollars)
NO.

COUNTRY

POPULATION GNP PER
CAPITA

115
116
117
118
119

UNITED STATES
MEXICO
CANADA
CUBA'
GUATEMALA

120
121
122
723
124

196.920,000
44.145.000
20,050.000
7.800.000
4.575.000

$3,520
470
2,240
320
320

HAITI
DOMINICAN REPUBLIC
EL SALVADOR
PUERTO RICO
HONDURAS

4.485,000
3,754,000
3,037,000
2.668.000
2.363.000

70
250
270
1.090
220

125
126
127
123
129

JAMAICA
NICARAGUA
COSTA RICA
PANAMA
TRINIDAD AND TOBAGO

1.839.000
1.720.000
1.486,000
1.287,000
995,000

460
330
400
500
630

130
131
132
133
134

MARTINIQUE
GUADELOUPE
BARBADOS
NETHERLANDS ANTILLES
BAHAMA ISLANDS

328,000
319,000
245,000
210,000
140.000

520
440
400
1,090

135
136
137
138
139

BRITISH HONDURAS
ST. LUCIA
GRENADA
ST. VINCENT
DOMINICA

109,000
106,000
99.000
89,000
68,000

360
190
230
330
230

140
141
142
143
144

ANTIGUA
ST. KITTS-NEVIS-ANGUILLA
CANAL ZONE
BERMUDA
VIRGIN ISLANDS /US)

60,000
56,000
56,000
50,000
50,000

300
260
2,320

-ing 99ian*n w i^uoa may nave a wiasr margin 01 error oocauso
ot the difficulties in deriving the GNP at factor cost from n&t materiaf product and she selection of Iho most appropriate exchange
rates for converting these estimates into US dollars.
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Distribution of Word
Population

according to
GNP per Capita
Countries wir\th populations of i million of more

(Country areas drawn according to population sizes.

Note: Country numbers refer to the
lists for the Regional Maps.
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South America
Population and Gross National Product
Per Capita (US Dollars)
NO.

COUNTRY

POPULATION GNP PER
CAPITA

145
146
147
148
149

BRAZIL
ARGENTINA
COLOMBIA
PERU
VENEZUELA

83,175.000
22,691,000
18,596,000
12,012,000
6.921,000

S 240
780
280
320
850

150
151
152
153
154

CHILE
ECUADOR
BOLIVIA
URUGUAY
PARAGUAY

8.780,000
5,326,000
3.748,000
2.749,000
2.094,000

510
190
160
570
200

155
156
157

GUYANA
SURINAM
FRENCH GUIANA

662,000
350,000
37,000

300
360
500
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Europe

Population and Gross National Product
Per Capita (US Dollars)
HO.

COUNTRY

158
159
160
161
162

USSRGERMANY. FED. REP. OF
UNITED KINGDOM
ITALY
FRANCE

163
164
165
166
167

POPULATION QNP PER
CAPITA
233,105.000
59.676.000
54,744,000
SI ,962.000
49.400.000

S 890
1,700
1.620
1.030
1.730

TURKEY
SPAIN
POLAND •
YUGOSLAVIA
ROMANIA 1

31.910.000
31.871.000
31,698,000
19.735.000
19.143.000

280
640
730
510
650

168
169
170
171
172

GERMANY (Eastern)'
CZECHOSLOVAKIA*
NETHERLANDS
HUNGARY"
BELGIUM

17.067.000
14.240.000
12.455,000
10.179.000
9.528.000

1.320
1,010
1.420
800
1,630

173
174
175
176
177

PORTUGAL
GREECE
BULGARIA'
SWEDEN
AUSTRIA

9,335.000
8.614.000
8,257.000
7.808.000
7.290.000

380
660
620
2,270
1.1SO

178
179
180
181
IK

SWITZERLAND
DENMARK
FINLAND
NORWAY
IRELAND

5.999.000
4.797,000
4,637,000
3,753000
2.684,000

2.250
1.830
1.600
1.710
850

183
184
185
186
187
188
189
190
191
192

ALBANIA'
CYPRUS
LUXEMBOURG
MALTA
ICELAND

1,914,000
603.000
335.000
317.000
196.000

300
690
1.920
510
1.740

CHANNEL ISLANDS
ISLE OF MAN
GREENLAND
FAEROE ISLANDS
GIBRALTAR

115,000
50.000
41,000
37 000
25.000

•7/iff os(;mafos lor the USSR and Bnstorn Europe have a rridor margin o< error because ol the dlttlcultlas in deriving the GNP at lector
cos! Irom net mater/*/ product and Ino selection of tno most approBi'Sia exchange rales lor conwr-ng ;/ioso estimates into US dollars.
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Technical Note

purposes of inter-country comForparison,
GNP per capita estimates in

US dollar equivalents should be derived,
ideally, from national currency figures on
the basis of purchasing power parities or
through direct real product comparisons.
To date, however, a limited number of
countries only have been covered by such
studies, generally relating to different periods of time. In particular, no framework
exists for systematic estimation along
these lines on a current basis.
In the absence of such a framework, the
present figures of GNP per capita in US
dollars have been converted from the national currency estimates essentially on
the basis of exchange rates. It must be
pointed out, however, that the use of exchange rates for this purpose may result
in a considerable overstatement of product differences among countries, especially as between those in the very high
and very low income categories. A study
carried out for India, for example, indicates that whereas at exchange rates US
per capita product in 1959 exceeded that
in India by a ratio of 30:1, a purchasing
power parity calculation yielded a ratio
approximately 12:1.
The reason for this lies primarily in the
divergent price and product structures of
different countries. Exchange rates, even
when they approximate balance of payments equilibrium rates, equate at best
the prices of internationally traded goods
and services only. They may bear little
relationship to the prices of non-internationally traded goods and services, which
in most countries form the large bulk of
the total national product. Specifically,
the prices of agricultural products and of

42

services in developing countries are in
most cases considerably lower, relative
to industrial prices, than in more developed countries. Moreover, agricultural output generally accounts for the larger part
of the overall national product in developing countries, while the opposite is true
of developed countries. As a result, the
internal purchasing power of the currency of a lower income country will generally be greater than indicated by the
exchange rate.
The use of exchange rates for converting national currency estimates into US
dollar equivalent is further complicated by
the fact that in many cases the official or
par value rates do not themselves constitute equilibrium rates. Countries experiencing substantial inflations frequently
maintain pegged exchange rates over
long periods, so that a straight conversion
on the basis of the over valued rates would
overstate both the absolute level of the
GNP in terms of US dollars and its increase over time.
In order to try to minimize the possible
distorting effect of such rates, the estimates presented here for 1966 have been
computed as extrapolations of the US dollar estimates previously determined for
1964. The 1964 estimates were derived
from the respective national currency figures mainly on the basis of the then prevailing official or par value exchange
rates. In some instances, where the 1964
exchange rate appeared to be significantly
out of line due to the effects of inflation
or other causes, rough adjustments were
made in order to approximate what would
appear to be an equilibrium exchange
rate. The 1964 US dollar estimates, thus

computed, were raised by the index of real
GNP per capita growth in each country
between 1964-1966 in order to obtain estimates for 1966 in 1964 US dollars. These
were then adjusted to current 1966 US
dollars on the basis of the implicit GNP
price deflator for the United States. The
present estimates may thus differ from
those that would be obtained by directly
converting the 1966 domestic currency
estimates on the basis of the current official or par value exchange rates.
Special problems arise with regard to
the estimates for the centrally planned
(socialist) economies. The national accounts for these countries are compiled
originally in terms of "net material product" and adjustments have to be made in
order to derive approximate estimates of
GNP at factor cost. There is also the problem of selecting an appropriate exchange
rate for conversion of the national currency estimate into US dollars, since the
"basic" rates maintained by these countries are frequently far removed from
hypothetical "equilibrium" rates. Finally,
the indications are that, in the absence of
market conditions, the internal cost of
price relationships in these countries are
even more than usually out of line with
international prices. Consequently, more
than usual caution needs to be applied
in using and interpreting the figures for
these countries.
For all countries, the GNP per capita
estimates are given at factor cost rather
than at current market prices. This procedure is followed in order to minimize as far
as possible any distorting effect arising
out of differing national taxation policies.
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Some Thoughts
on a Drama
Gunnar Myrdal's Asian Drama, one of the most ambitious studies of development to be published during the Development Decade, is discussed
by the Director of the Economic Development Institute.
K. S. Krishnaswamy

G

UNNAR MYRDAL'S book, Asian Drama1 has
appeared at a time when the prevailing mood in
rich countries, as in the poor, is one of deep concern at
the growing gap between aspirations and achievements
in the developing world. In many of the less developed
countries, what had been achieved by way of improvement in levels of living was so far below expectations
that the prospects of ever winning the battle against poverty seemed bleak. Equally, the scale and content of
development assistance provided by the richer countries
were nowhere near what the trends in their national in-

1
Gunnar Myrdal, Asian Drama: An Inquiry Into the Poverty
of Nations, Volumes I, II, and III, New York, Pantheon, 1968,
xxx + 2284 pp., $8.50 set (paperbound), $25.00 (hardbound).
All page references in this review are to the three-volume
paperbound edition.

come warranted. There was a sense of mutual disenchantment among aid-giving and aid-receiving countries. From
the viewpoint of donor countries, the causes of failure lay
in the lack of effort and will to develop on the part of
the less developed countries. The latter, on the other
hand, blamed their difficulties on the unhelpful aid and
trade policies of the developed countries. Where the
truth lay nobody knew for sure, and it almost seemed
as if Myrdal's book was just the thing for which everybody was waiting.
Many other factors served to heighten the initial impact of Asian Drama—the reputation of Myrdal and
the Twentieth Century Fund, the brilliance of scholars
who collaborated in this effort, the magnitude of the
countries he surveyed, and the magnificence of his
43
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theme. Even the title and subtitle added to the avidity
with which scholars, men of affairs, journalists, and
others pounced upon it. In the last few months it has
come to be viewed as a document which no serious student of development economics or of South Asia can
afford to ignore. The magnitude of Myrdal's undertaking is breathtaking and if he had succeeded in finding
the answer to the poverty of nations, his work would
indeed have been a turning point in the history of mankind. Asian Drama is replete with new insights, perceptive analyses of policies and relationships, and clarification of facts and concepts; it brings out the inadequacies
of some of the theoretical constructs used in the past for
planning in South Asia. Even so, one is left with the
feeling that it is unlikely to spark a major revolution in
the theory of development.
To say this is not to belittle Myrdal's contribution or
purpose but rather to draw attention to the problems
inherent in finding a total explanation of the poverty of
nations. As will be explained later, Myrdal holds that
development is not a mechanical process of adding to
capital stock, human skills, technological knowledge
and artifices but a matter of institutional change, of attitudes and behavior patterns, of all those intangible elements that distinguish a human society from a field of
particles or a colony of ants. Changes in these intangibles can be brought about by an understanding of the
springs of human action in the less developed countries. And equally with the observable, measurable economic facts, the values governing the behavior and attitudes of individuals as well as groups become the
subjects for analysis and policy. To leave these out for
reasons of exigency or analytical neatness is, according
to Myrdal, tantamount to evading the issue. " . . . the
factors abstracted from in the economic analysis—attitudes, institutions, modes and levels of living, and,
broadly, culture—are so much more difficult to grasp in
systematic analysis than are the so-called economic factors. They undoubtedly are. But if the view propounded
in this book is correct, it simply follows that the problems of underdevelopment, development, and planning
for development in South Asia are themselves exceedingly difficult and that they have yet to be mastered
(p. 28). ... If the present study, by placing the eco-

nomic problems in their wider setting, can stimulate researchers in other disciplines to focus their work more
directly on issues relevant to economic research, planning, and development, it will have made a contribution" (p. 29). It is in this spirit that Myrdal offers a
"theory" or a set of generalizations which are regarded
by the author as highly tentative, even conjectural.
Since every society creates its institutions to suit the
"values" it cherishes, Myrdal's institutional approach to
the problems of underdevelopment and development in
Asian countries necessitates an examination of their
value premises. The set of value premises—which Myrdal has grouped under the title of "modernization
ideals"—includes the quest for rationality, leading directly in the economic field to the desire for planned
development; improvements in modes of production and
levels of living; promotion of equality in status, opportunities, wealth, incomes, and levels of living; improvement or modernization of institutions and attitudes to
increase labor efficiency, effective competition, mobility,
enterprise, and greater social equality; national consolidation and national independence; decentralization and
democratic planning for basing action on popular cooperation and joint responsibility. It is not contended that
these value premises are accepted by all sections of the
community in every one of the South Asian countries,
or that the modernization ideals do not have to compete
with conflicting valuations. The principal reason for selecting them is that since they apparently are the
ideology of the politically alert, articulate, and active
part of the population, much of developmental policy
in the recent past has been based on them.
In the thirty-three, chapters and six long appendices
that constitute Asian Drama, Myrdal applies this total
approach to analyze the cultural background and religious beliefs; political structures and social institutions;
value systems and administrative arrangements; economic trends, educational policies, demographic variations, foreign trade, and capital flows; questions of fact,
concepts, and terminology; analytical models and normative judgments—all this and more, not in respect of
one country but of Pakistan, India, Ceylon, Burma,
Malaysia, Thailand, Indonesia, and the Philippines, and
to some extent South Viet-Nam, Cambodia, and Laos as
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well. Though the coverage is uneven as between topics
and countries—with discussions on India being the
most detailed and most extensive—there is enough said
about each of them to stimulate both the generalists
and the specialists. Despite Myrdal's easy style and the
aids he has provided to the reader, the immense size of
the study compels selectivity in what one probes deeply
and what one glosses over. In consequence, the many
reviews that have appeared have usually concentrated
on one or a few aspects of his work. In this article, the
focus is essentially on the "theory" he propounds; this
is so, not because the rest is unimportant, but because
one cannot possibly say all that one wants to without
writing, if not a whole drama, at least a long one-act
play!

THE THESIS
In basic terms, Myrdal's thesis is that the problem of
development in South Asia is one of inducing major
changes in a social and institutional structure which,
unlike that existing in advanced Western countries,
hinders economic development. He holds further that
this structure does not change spontaneously or to any
large extent in response to policies restricted to the economic sphere. Given these "incontrovertible" facts, he
finds little justification for the use of "Western" development theories of the Keynesian or Marxian type in
the South Asian context, and attributes both the distortions in research and faults in planning to the preoccupations of economists and political leaders with
Western-oriented solutions to questions of poverty, underdevelopment, and development policy. "What is
needed is a different framework of theories and concepts
that is more realistic for these societies" (p. 27), characterized by an institutional approach.

life and work; (5) institutions; and (6) policies. The
causal relationships between these various conditions
are, in the first instance, assumed to be unidirectional
•—that is to say, a change in one condition will be assumed to tend to change the others in the same direction. This assumption carries with it the corollary that
the various conditions in South Asia, as they presently
exist, are "undesirable because a one-way change in
them is deemed desirable for engendering and sustaining development" (p. 1860).
An upward change in any of these conditions is considered as having both an independent and an
instrumental value for development. Thus an increase
in output and incomes is in itself an indicator of development; but it also has the instrumental value of moving the levels of living upward. Likewise, improved attitudes and patterns of social behavior have a value in
themselves and as a means to greater efficiency in production, therefore higher incomes and so on. With such
circular relationships between the conditions, a cumulative upward movement in all of them can in theory be
The traditional pebble-counting game: "He finds little justification for
the use of Western development theories . . . in the South Asian context."

The approach and the framework he recommends
are most clearly set down in the long appendix on the
mechanism of underdevelopment and development
(pp. 1843-1940). The basic concept he uses is that of a
"social system" consisting of a great number of causally
interrelated "conditions" grouped under six broad
categories: (1) output and incomes; (2) conditions of
production; (3) levels of living; (4) attitudes toward
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initiated by an upward movement in any one of them.
It follows therefore that Myrdal's sixth condition, viz.,
policies, covers a gamut of measures, not all of which
need be "economic" in the narrow sense of the word.
Random or spontaneous changes in the first five conditions could conceivably occur and spark off a
cumulative process; but rational inquiry has to focus on
the deliberate steps taken to generate significant alterations in the conditions, individually or jointly. Give'n the
mutual interrelationships between these categories of
conditions, "the movement of the whole social system
upwards is what all of us in fact mean by development.
There is no escape from this, if we want to be 'realistic'" (p. 1868) and by implication, "planning means
coordination of policies in order to attain or speed up
development" (p. 1864).
When development is so comprehensively defined, it
is obviously misleading to use any one index of change
as the measure of development. That the change in per
capita national income is commonly used for this purpose is an indication not so much of its adequacy as of
its relative ease of quantitative assessment. Notwithstanding Myrdal's strictures, there are at present few
economists or planners in South Asia or elsewhere who
consider development to be solely a matter of changes
in the average social product. Even those using such a
measure for designating quantitative targets recognize
the need for assessing the underlying changes in economic relationships while judging actual performance.
That apart, Myrdal's special contribution is to emphasize that people's desire for development covers many
other elements besides the measurable product or income; and the realization of these desires depends on
responses that do not always, or necessarily, emanate
from increases in incomes.
Put differently, while it is true that low output and
incomes, unfavorable conditions of production, and low
levels of living have tended to perpetuate one another
in the social systems of South Asia, concentration on
this set of conditions plus "economic" policy per se will
not evoke the responses necessary for sustaining the development desired by the people.. In Myrdal's view,
economists and planners nurtured in the Western tradition have done a disservice by concentrating unduly on

the economic conditions and assuming that "desirable"
changes in attitudes and institutions automatically occur
with a rise in income per capita. They have failed to recognize the forces of stagnation that exist in the form of
received attitudes and institutions, "which are not easily
or rapidly moved in either direction" (p. 1873). In
South Asia, the crucial factor—even more than a lack
of opportunities—is the lack of will to seize them as
they arise, a tendency to "strive for nothing other than
to preserve their customary low levels of living!"
(p. 1872). He goes on so say: "The very notion of a
supply curve of effort is inappropriate, for it presupposes
a calculation and a weighing of alternatives, which is
alien to a mentality whose aspirations are limited by
custom and tradition, and it presupposes an institutional system in which efforts are matched by rewards"
(p. 1872). There is, in other words, a psychological
barrier to economic change, and this barrier is not
broken by the type of technological—and technocratic
—approaches adopted in the recent past by South Asian
countries. Since the sensitivity of custom-bound attitudes and institutions to income changes is low, and the
spread effects take a long time to permeate all elements
of society even under favorable conditions, it is not surprising that the primary changes in economic conditions
have proved inadequate for pushing the social system
into a cumulative process. If the forces of inertia represented by "undesirable" attitudes and institutions are to
be overcome, there is in reality no escape from a direct
assault on conditions (4) and (5) in his list—attitudes
toward life and work, and institutions; and the biggest
failure of analysts and policymakers is in respect of devising an adequate program for this purpose.
Myrdal returns time and again to this theme in the
analysis of facts and policies in South Asia to show how
planning based on simple economic models has served
as an "opportune rationalization" (p. 1909) of the lack
of willingness and effort to alter the traditional attitudes
and institutions. He does not accept that a rapid and
large change in these conditions is more difficult than a
series of small and gradual changes; if the latter approach has in fact been chosen by the governments of
the developing countries of South Asia, it is because
these states are "soft states." They suffer from a "very
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serious lack of determination and ability to apply compulsion in order to enforce existing laws and regulations
and to enact and enforce new ones" (p. 1909). Gradualism in social reform, adherence to vague concepts of
"voluntariness" in promoting socially beneficial action,
choice of "democratic planning" as the means to development, insistence on the obligation of rich countries to
provide massive aid—all these and more have served to
distract attention from, and indeed strengthen, the
feudal and prefeudal traditions choking social progress.
The intelligentsia and the elite have done little to
change the "soft state"—partly because of their neglect
of noneconomic factors and partly for the reason that
they have no particular desire to change the traditions
which have molded them.
In terms of this theory, Myrdal believes that the key
to development in South Asia lies in a determined attack on the attitudes and institutions which have been
hallowed by tradition and buttressed in the recent past
by the misguided policies of "soft states." The strategy
of such a policy cannot be derived by analogy with existing or past conditions in the advanced societies of the
West. Required for each country is a thorough, objective re-examination of the material and sociological
base of individual or group action; a fashioning of appropriate tools and policies for dealing with the social
system as a whole; and a determination to implement
the policies encompassing economic, social, and political
institutions, no matter where the chips fall. The following excerpt is indicative of Myrdal's assessment ". . .
the prospects of breaking down the barriers to development in the South Asian countries would be quite
different if in a country like India, for example, the
government were really determined to change the prevailing attitudes and institutions and had the courage to
take the necessary steps and accept the consequences.
These would include the effective abolition of caste,
prescribed by the constitution, and measures, accepted
in principle, that would increase mobility and equality,
such as effective land reform and tenancy legislation; a
rational policy for husbandry, even if it required the
killing of many half-starved cows; eradication of corruption at all levels; enforcement of tax laws; effective
taxation on income from land; a forceful attack on

the problem of the "educated unemployed" and their refusal to do manual work—in general, enactment and
enforcement, not only of fiscal, but also of all other obligations on people that are required for development.
It would mean mobilizing the underutilized agricultural
labor for permanent improvements in agricultural production and creation of social capital; a large-scale and
effectively carried out campaign to spread birth control;
and so on" (pp. 1909-10).

THE THESIS EXAMINED
In more senses than one, this passage illustrates both
the strength and weakness of Myrdal's inquiry into the
poverty of South Asian nations. It serves to bring out
the trite but important fact that good intentions and noble objectives are not in themselves capable of moving
a poor society out of its stagnation. Nearly all the
things he lists for India have been the subject of legislation, political exhortations, presidential messages, plan
documents, administrative circulars, and newspaper ediA wiring panel is placed in a computer card processor in Indonesia:
"required for each country is a ...
fashioning of appropriate tools and
policies for dealing with the social system."
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torials. Nearly everybody is agreed that caste should be
abolished, corruption eradicated, birth control popularized, laws enforced, and so on. But on the means of
achieving each of these objectives there is, as could be
expected, no agreement among different sections of society. It then becomes the primary responsibility of the
government both to decide on what needs to be done,
and to get, by persuasion or by compulsion, adequate
support for the chosen course of action. In the past, the
tendency has often been to search for the compromise
solution or the consensus, even when this results in
complete emasculation of the legislative and administrative apparatus. A case in point is the endless debate
that has gone on in India on the articulation and
implementation of a nation-wide food distribution
policy—with the result of inaction showing up inevitably in tension between the central and state governments, a big increase in food prices, large food imports,
and popular dissatisfaction with government. Few who
are conversant with the history of this policy will disagree that the desideratum was a change in attitudes and
institutions much more than mechanical plans for
warehouses and transportation facilities. Plans and programs, in other words, are of no use unless they are
effectively implemented; and there will be no effective
implementation if the human factor remains resistant to
change. Myrdal makes this point forcefully in his diagnosis of the failures of South Asian countries in the last
two decades; and despite the changes in these countries
which have occurred subsequent to the period covered
by him, the point is well taken and deserved emphasis.
This having been said, it is necessary to ask: What
follows from Myrdal's assessment? In spite of his many
insights and acute observations, the positive thesis of
his book is singularly vague. This arises in part from
the composite nature of his study and in part from an
unwillingness to go where his logic seems to take him.
While analyzing the poor developmental achievements
of South Asia, he has addressed himself with equal fervor to matters of history, religion and philosophy,
semantics, political science, and economic dynamics.
Given his postulate that all the conditions in a social
system are interconnected, and nothing can change
without altering in one way or another all the other as-

pects of human thought and action, it was inevitable
that he should wander into all these areas. But having
established the multiplicity of premises of human action
and inaction, what is one required to do for pushing the
social system into a cumulative process upward?
The nearest he comes to answering this question is
when he says that the prevailing attitudes and institutions which are undesirable should be changed in a desirable direction. This is unexceptionable, but not very
illuminating. What, with regard to attitudes and institutions, constitutes change in a desirable direction? Is the
criterion for judgment the "independent" value of such a
change or its "instrumental" value? If it is the latter, how
does one order the proximate and ultimate effects of an
attitudinal change in terms of their desirability? Indeed,
who does this ordering—the government, the elite, the
masses, the urban community, the young, or the old?
These are not rhetorical questions; it needs only a moment of reflection to see that a prescription for India of
"effective abolition of caste" has no more logical or operational clarity than the recommendation that "capital
should be effectively used." Both may in a general sense
be deemed desirable; but the crucial problems in practice are those related to the choice of instruments to be
utilized for achieving these ends. In respect of the former, because of the many ways in which caste consciousness and caste affiliations affect the behavior of
individuals, the policies that can be adopted for reducing their influence include everything from legal prohibition to the removal of illiteracy and of economic inequalities. Again at the level of generality, It is easy to
say that steps should be taken in all these directions;
but the mixture of compulsion and persuasion in the set
of measures chosen will materially affect the nature of
social transformation achieved. The caste system may
disappear from Indian society because of the fear that
severe punishment can and will be imposed by the State
on those who believe in and practice caste differentiations; or it may disappear for the reason that the mass
of the people realize through education, precept, or
propaganda that caste practices serve no moral or social
purpose. Which of these is emphasized as the means to
transformation will inevitably influence people's attitudes to whatever else the government may plan to do.
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Much the same questions arise in respect of tax evasion, corruption, aversion to manual work, and all the
other things which constitute the complex of attitudes
and inhibitions in South Asia. Myrdal is critical of the
"soft" policies of South Asian governments and comes
very near to suggesting recourse to greater compulsion
in dealing with these noneconomic factors. If adequate
compulsion has not been attempted in the name of
democratic planning, peaceful cooperation, nonviolence, voluntary participation, and so forth, it'is these
concepts which ought to be changed to enforce social
discipline. Myrdal is convinced that "there is little hope
in South Asia for rapid development without greater social discipline" (p. 895)—and rapid improvement in social discipline "will not appear without regulations
backed by compulsion" (p. 895). But what kind of
regulations? In his chapters on the practice of democratic planning and operational controls over the private
sector, Myrdal recognizes in the South Asian countries,
"the unsuitability of the market mechanism as an instrument for automatic and non-discretionary controls
of the price-policy type" (p. 913); he also recognizes
the special reasons for adoption of discretionary controls over the organized private sector. But when the
negative and positive discretionary controls multiply
without proper planning and coordination, they become
not just useless but counterproductive. It is, in other
words, a matter of consistency—consistency between
different controls on the one hand, and, on the other,
between the control system as a whole and the rest of
the socio-economic structure. Given the serious lack of
administrative competence and integrity, the proper
thing to do, in Myrdal's view, is to reduce the role of
administrative discretion and provide enough nondiscretionary restraints to achieve the desired objectives. If
this is true in the area of economic "conditions," does it
follow by analogy that for the regulation of noneconomic conditions also, reliance should be placed by and
large on the nondiscretionary type of retraints? And
apart from legislative enactments, what are the nondiscretionary restraints in the area of attitudes and
institutions which can be backed by the compulsive
powers of the State?

There are perhaps no answers to questions of this
type, and it may be unfair to criticize Myrdal for not
providing them. But the reason for raising them is his
insistence that in the planning and development strategy
of poor nations, the direct policies for changing atti-

Transplanting rice in Indonesia: "Development is not a mechanical process
of adding to capital stock, human skills, technological knowledge. . . ."

tudes and institutions should be the centerpiece. If past
efforts have been devoted more to devising economic
instruments, educational policy, and social welfare legislation to change attitudes and institutions, it is not, as
Myrdal holds, because of bias or denial of their importance. The reason for this atitude of economists,
planners, and policymakers was put admirably by Professor W. Arthur Lewis many years ago:
The most difficult problem in consistency is to explain why people hold the beliefs they do. Economic
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about consistency between institutions and economic
growth depends on attitudes to work, to wealth, to
growth, and a fair amount about the relationship bethrift, to having children, to invention, to strangers,
tween attitudes and institutions; but when we come
to adventure, and so on, and all these attitudes flow
to explore the attitudes themselves, how they emerge
from deep springs in the human mind. There have
and why they change, we reach sooner or later to the
been attempts to explain why these attitudes vary
limits of our understanding of human history.2
from one community to another. One can look to difMuch research and experimentation will be required
ferences in religion, but this is merely to restate the
problem, since it raises the question why the particu- to push these limits beyond where they presently are,
lar religion holds these particular tenets, and why it and maybe a new body of knowledge and a new type of
has been accepted in this particular place and not social scientist are required for this purpose. But if
elsewhere. Or one can look to differences in natural these gaps in human knowledge become an excuse for
environment, in climate, in race, or, failing all else, governments and individuals in South Asian countries as
in the accidents of history. The experienced sociolo- well as outside to let things drift, the Asian drama will
gist knows that these questions are unanswerable, cer- truly turn out to be an immense tragedy.
tainly in our present state of knowledge, and
2
W. Arthur Lewis, The Theory of Economic Growth,
probably for all time. . . . We can say a fair amount London, (1955), pp. 14-15.

K. S. Krishnaswamy, an Indian, became Director of the Economic
Development Institute of the Bank in May 1967. He studied at the
University of Mysore and at the University of Bombay, where he
also taught. He received his Ph.D. from the London School of
Economics in 1950 and joined the Indian Planning Commission,
moving in 1952 to the Research Department of the Reserve Bank of
India. After serving on the teaching staff of the EDI from 1956 to
1959, he returned to the Reserve Bank as Deputy Chief Officer of
the Industrial Finance Department. He was seconded to the Planning
Commission in 1961 as Chief of the Economic Policy and Growth
Division, becoming Economic Advisor in 1964.
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Simplifying Taxes in East Africa
A member of the staff of the Fund's Fiscal Affairs Department considers
measures to simplify taxation in East Africa and how these may provide
guidance to other developing countries with the same problems and aims.
William M. Wedderspoon

IMPLIFIED INCOME tax has become one of the
S
most longed-for objectives of administrators and
taxpayers alike in the highly industrialized countries.
High rates of tax, whatever their parentage, induce the
taxpayer to search for avoidance devices—for which
specialist advice from the latest of the professionals, the
tax lawyer, is essential. In turn, the administration
counterattacks by drafting ingeniously obscure provisions aimed at closing the loopholes. Concurrently, the
tax courts are engaged in interpretation of the law in
relation to specific cases, creating in some countries
what may be new law in the form of binding precedent
or, at the least, rulings of persuasive value. The incomprehensible verbiage mounts in volume until the
administrator is drowned in a flood of his own creating.

Complication, in the tax as in other fields, is, of
course, a relative condition; its cure, as well as its prevention, is a function of many variables, the rate of
adaptation to conditions not being the least important.
In the uncomplicated commercial environment of newly
independent countries a less sophisticated tax system
may be both appropriate and effective. For these countries, the difficult tax problems may be confined to a
handful of expatriate corporations engaged in the mining or plantation industries whose tax affairs can be administered by one or two senior officials; the bulk of the
trading community is involved in simple patterns of
trade, and practices only the most obvious form of tax
avoidance—understatement of profits—against which
the safeguard is better administration rather than stricter
law. In such conditions a standard of legal sophistication appropriate to the few troublesome cases would
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not only be irrelevant but excessively complicated—relative to the bulk of the community and to the caliber
of the tax officials. While tax legislation of the complexity found in the western industrial world is out of place
in such conditions, the adaptation to changing environment is still vitally important.
Such prompt adaptation to rapidly changing political
and economic situations is well illustrated by the East
African experience over the past 20 years, and since
one of the functions of the Fund's Fiscal Affairs Department is to conclude from experience in one
situation what may be the practical possibilities in comparable situations, a description of some of the East African developments may have illustrative value.

East African Background
The income tax introduced in Kenya in 1936, and
extended to Uganda and Tanganyika in 1940, was
based on the rudimentary U.K. "Model Ordinance for
Colonies Not Possessing Responsible Government" of
1922; the three laws were administered by a joint income tax department. Following the creation in 1948 of
the East Africa High Commission (the forerunner of
the present East African Community), with legislative
powers over all three countries, a consolidated law was
passed in 1952, incorporating certain refinements which
experience had shown to be necessary. At that time, a
Commission of Enquiry was promised to review the
whole field of income taxation and this was set up and
completed its review in 1956/57; a rewritten law incorporating modern concepts and many of the recommendations of the Commission was passed in 1958; within
the next four years all three countries obtained independence, political control passing from the expatriate
to the indigenous communities; however, a joint tax administration and joint management legislation operate
to this day.
Adaptation to environment took place in two major
phases. The first covered the period of increasing commercial sophistication and industrialization induced by
wartime economic development and its aftermath of
substantial immigration and capital inflow from Europe;
the second period of adaptation witnessed the anticipated and actual effects of independence, principally in
the transfer of the tax administration from expatriate to
local control, but also in the change in the nature and
content of the taxpayer population.

The First Phase
During the first phase, which lasted until 1958, adaptation showed itself principally in a growing legal sophistication, much of which was aimed at countering
avoidance of tax. For example, prior to 1952, the law
had included a general antiavoidance provision related
to transactions which were "artificial of fictitious," and

authorized the administration to disregard their tax effects. The courts having found this phrase inoperable in
practice, the provision was replaced in 1952 by one related to transactions, "the main purpose or one of the
main purposes of which" was the reduction or avoidance of liability to tax. The remedy provided was the
setting aside of the transactions and treatment of the
case as if these had never occurred. Notwithstanding
some startling effects of this in practice, and the subjective element of motive which was involved, this provision has stood the test of time, largely through its judicious use by the administration and because, where it
was applied, the facts spoke for themselves as to motive.
The second of the avoidance areas was the nondistribution of profits in the form of dividends by "one-man"
companies (close corporations), which form the vast
majority of all East African companies. Prior to 1943,
the law included a brief enabling section providing for
such profits to be treated as distributed if they could
have been paid as dividends without detriment to the
operation of the corporation. In 1943, the provisions of
the Indian legislation were introduced, not only for reasons of commercial affinity but because of their
straightforward nature. These specified that with minor
exceptions (past losses and smallness of profits), unless
60 per cent of profits were distributed as dividends the
undistributed portion of the 60 per cent could be
deemed to have been distributed and thus be taxed on
the shareholder. This section was related to corporations in which the public were not "substantially interested" (as defined). By the use of clear definition and
adequate safeguards, the law became specific as compared with its previous generality; inevitably, with
specificity came length, breadth, and depth—or increased complexity. Although administrative resources
had improved substantially during the 1950's, the taxpaying community complained at the inflexibility of the
distribution requirement in relation to the need for encouraging corporate savings, and accordingly the law
was critically reviewed by the Commission of 1956/57.
A modification of its recommendation was enacted in
the 1958 law. This substituted a penal rate of tax on
the shortfall of distributed profits for taxation of the
shareholder, and provided the company with an option
between (1) deduction of 100 per cent of the development expenditure in the year (90 per cent of which was
withdrawn over later years at 10 per cent a year) together with a flat deduction of 27 Vi per cent of profits,
and (2) a single deduction of 32V2 per cent of profits.
Broadly, a company which spent 60 per cent of a year's
profits on development would ultimately be left with the
equivalent of a deduction of 27 Vi per cent plus 6 per
cent, or 33Vi per cent, i.e., would require to pay a dividend equal to 66Vi per cent of the profits; in the
meantime, it would have a diminishing "tax loan" over
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East Africa workers: "Change involved the replacement of fully trained
and highly experienced expatriate personnel hy local staff; it involved an

exodus from the three countries of most of the general civil service, as well
as many of the businessmen and wealthy farmers; it involved the addition of
a new group of income taxpayers of local origin."

the period in which 90 per cent of the development deduction was being withdrawn; under the second option
it would have to pay a 67 ¥2 per cent dividend immediately. On the same basis, a company which spent 40
per cent on development would ultimately be left with a
deduction of 31Vi per cent, though under the second
option its deduction would be 32Vi per cent. Subject to
the value of the tax loan, therefore, the point of equal
treatment occurred where 50 per cent of profits were
plowed back for development. The definitions and other
control provisions were increased in number and complexity in a further attempt to ensure avoidance-proof
legislation.
The third avoidance aspect was a side effect of the
postwar capital accumulation in the hands of individuals and of the high individual tax rates (the maximum
marginal rate was 75 per cent). It involved the creation
of trusts of capital, the income from which would be
paid, typically, to children, grandchildren, or charities.
The East African law having made no provision for
alienation of income per se, it was necessary for the
grantors of trusts to settle capital assets in the names of
trustees for specified beneficiaries. Experience showed
that the trustees normally consisted of the settlor and
his wife, that the trust assets were frequently shares in
the family company, and that the income was not distributed but was accumulated in the trustees' account
maintained in the books of the company. The end effect
was to leave the grantor with all the benefits of ownership of the assets and most of those of utilization of the
income. The 1952 Act confined its attention to a provision against trusts in favor of the settlor's minor
children; the 1958 Act extended the net to all "revocable trusts" with a wide definition of the circumstances
of revocability, including control of the assets or income of the trust by any means; the income of such
trusts, like those for minor children, was to be treated
as that of the settlor. This too involved not only complicated drafting, but also an incursion into the law bf
trusts.
During this first phase the graduation in the burden
of tax on individuals was also highly refined by reference to their personal circumstances. Thus, under the
1952 Act not only were there -the traditional married,
child, dependent relative, and life insurance reliefs common in many developed countries, but a complicated
education allowance based on the amount of tuition
fees and boarding fees paid, an "age" allowance, an
"old age" allowance, a passage deduction in respect of
the cost of travel to countries outside East Africa (relief for the cost to the expatriate of his home leave),
and a sophisticated relief for contributions to pension,
provident, and self-employed retirement schemes.
These, together with a rate schedule in which the rate
of tax increased with each additional monetary unit of
income, reflected the fact that the tax applied in prac53
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tice almost entirely to the expatriate communities, Eu- taxed by means of a graduated personal tax—a develropean and Asian, by granting the tax treatment which opment of the poll tax.) The education, dependent, and
these might have expected in their countries of origin. old age personal allowances were abolished in 1961, toAdaptation, in this phase, was directed to a highly gether with the passage deduction for travel, reflecting
developed expatriate population (supported by tax ad- the egalitarian attitude to local residents and expavisors of international standards) through the use of a triates. Again with a view to eliminating unnecessary
professionally trained and experienced expatriate tax procedures, a move was also made toward eliminating
administration. The sophistication of the taxpaying com- credit to shareholders for company tax deducted from
munity was countered by increasingly sophisticated their dividends. For this purpose company tax was ditaxes.
vided into two parts, only one of which was credited to
the shareholders on payment of a dividend. The intention was to move by annual steps (with the object of
The Second Phase
minimizing the effect upon local stock exchange quotaThe second, or post-1958, phase of adaptation to
tions)
toward complete denial of credit, and this movechanging circumstances in East Africa heralded the
ment
was
completed in 1965. After that, the carefully
approach of independence; the prospect of the adminconstructed
but highly complicated control over close
istration being transferred to an inexperienced and
corporations
was abandoned and reliance is placed on
newly recruited local civil service created a very differthe
general
antiavoidance "main purpose" section,
ent situation.
which,
by
specific
reference, now covers such controlled
Experience in this phase illustrated the not infrequent
companies.
Whether
a safeguard directed at positive
conflict between what is desirable in tax policy and
steps
to
avoid
tax
will
be equally effective against the
what is feasible in tax administration. There had been
developed an equitable progression in the individual negative action of failure to declare dividends remains
taxpayer's burden according to his ability as measured to be seen.
by a delicate and refined instrument, incorporating
many modern concepts; the degree of sophistication in
the taxpayer's endeavors to minimize his burden had
been matched by a necessary but not excessive degree
of complication in the safeguards embodied in the law;
schemes for further refinement were in the air. So also,
however, was the wind of change.
Change involved the replacement of fully trained and
highly experienced expatriate personnel by local staff
(the majority of whom had no previous commercial or
professional experience) and their training by means of
a "crash program"; it involved an exodus from the
three countries of most of the general civil service, as
well as of many businessmen and wealthy farmers; it involved the addition of a new group of income tax payers—civil servants, senior commercial employees, and
new businessmen—of local origin.
Of necessity, adaptation to the new situation took the
form of simplification; this was at the inevitable cost of
rougher justice—or less equity—between taxpayers; it
also involved abandoning certain tenets of fiscal theory.
Thus the principle of taxing resident taxpayers on their
world-wide income was abandoned on the ground that,
with the availability of treaty and unilateral double taxation relief, there was very little net tax revenue from
overseas income and what there was did not justify the
employment of scarce skilled officials which the technical difficulty of this subject required.
Then a radical reduction was made in the variety of
personal reliefs. Coupled with this was an increase in
the married allowance aimed at reducing the number of
income tax payers, and so the administrative work load.
(In all three countries incomes in lower ranges are

Later Developments
In 1961, with the object of assisting both taxpayer
and administrator, depreciation relief was simplified by
reducing to three the categories of machinery admissible for relief, and by introducing the rollover principle
of adding the cost of additions and deducting the proceeds of sales in each category. This involves taxing any
capital gain on such assets, a breach in the policy of not
taxing such gains in East Africa. Here again, by condensing the categories into three.there was some element of overallowance or underallowance in the short
run, i.e., less refinement.
On the purely administrative side, implementation of
the advice received from the IBRD, the 1956/57 Commission, and other sources toward setting up an employee withholding scheme was deferred until the major
exodus of expatriate civil servants and other taxpayers
in the postindependence period was over. However, in
1965 (operative from July 1, 1966), a withholding
scheme was introduced, accompanied by a major
change in rates of tax on individuals and by a change in
the basis of assessment from the previous year to current year income. Previously, employees paid no tax
during the first year or 18 months of employment,
being assessed a year in arrear, the tax being collected
by the employer under instruction from the tax department. With the introduction of "pay as you earn" it was
necessary to provide for deduction of tax from the first
pay day, and for liability to be based on income during
the current year. The introduction of withholding also
made it possible to derive an ancillary administrative
benefit from the simplification of personal reliefs; the

54

©International Monetary Fund. Not for Redistribution

Now, in standard fiscal theory a long low-income
bracket at the high rate of \2l/i per cent offends
against equity in being a proportional tax for a large
section of the community. To have maintained for them
the progression provided by the previous scale of rates,
however, would almost certainly have overburdened the
newly formed local tax administration with just the kind
of difficult adjustments that the authorities sought to
avoid. This would have resulted in arrears of work, dissatisfied taxpayers, and lower revenue. Whether "equity" in terms of a more perfect graduation would have
justified such an effect is hardly debatable.

Lessons from East African Experience

administration could now require the employer to deduct tax according to a claim for reliefs made to him by
his employee; apart from sample-checking these returns, the administration was then able to step out of
the picture.
Concurrently, a flat income tax rate of l2Vz per cent
was introduced and this is the effective rate for taxable
incomes (excess of total income over personal allowances) of up to £1,000, the previous minimum
rate having been 10 per cent on taxable incomes
of up to £400 with a further £400 at 15 per
cent, a third slice at 20 per cent, and thereafter to
75 per cent. To this flat rate of income tax a graduated
super tax was now added for taxable incomes over
£1,000. The practical effect of having such a large
low-income bracket is that approximately 50 per cent
of employees are liable at a single rate of tax, so that
fluctuations of income during the year, which give rise
to complication in more refined tax systems, have no effect. In these cases, because of the single rate, the tax
deducted by employers periodically over the year can
be expected to equal the actual liability of the employee
calculated on his total year's income, with the result
that the administration is not plagued by assessment adjustments at the year end, by minor tax refunds, or by
collection of small underdeductions. To achieve this
objective it was also necessary to restrict the tax base,
for this group of employees only, to cash earnings, by
abolishing the charge on remuneration in kind—the
valuation of which is always a troublesome administrative task.

The East African experience illustrates the fact that
if the current amounts of revenue collection are to be
maintained, simplification involves a reduction in the
level of equity aimed at by the legislation. It is unfortunate that so few governments appreciate that the equity embodied in the law is often purely theoretical; experience in many undertrained and undermanned tax
administrations shows that ideal concepts cannot be
achieved with the resources available and may largely
be ignored in practice. Many developing countries (particularly those attaining independence and bearing the
double burden of sophisticated colonial legislation and
undertrained indigenous personnel) still place excessive
stress upon the trappings of equity in the taxation of
income. Thus, refined reliefs, the perfection of progression, the scope of the tax base, and the safeguards
against its erosion occupy a rather artificially important
position in relation to other factors. The same can be
said for the complex administrative and judicial remedies available and, indeed, for the emphasis laid upon
the economic or social consequences of the tax—as it is
assumed to apply. It is a question whether truer equity
could not be achieved (and the other consequences
more realistically anticipated) by an instrument which
was less zealously aimed at the abstract, which was
more closely oriented to the immediate capacity of
available administrative resources, and which paid
greater attention to the prevention and detection of
fraud—a factor which experience shows can have
greater relevance to equity than tax policy itself.
The development of tax policy and administration in
the East African Community also leads to the question
—whither next in simplification? Elsewhere in recent
years the movement has been toward further transfer of
the administrative burden from the shoulders of the
state to those of the public. This is already illustrated
by employee withholding schemes, which cover the majority of income tax payers. The sheer physical burden
on an inadequate administration of assessing income
and thereafter collecting the tax is obliging governments
to adopt "advance payment" and "self-assessment"
schemes for the trading and professional communities;
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these, though forming a minority in number, collectively account for the greater part of tax receipts. The
extent to which this can be successful in reducing the
administrative load is largely dependent upon the degree of commercial sophistication of the community. If
most traders are incapable of a reasonably accurate calculation of their tax liability, the ultimate burden on the
administration of correcting the inaccurate computations may be greater than it was before this responsibility was laid on the taxpayer. It is thus a matter
of balance—of reaching an equilibrium in which the
legal requirements are within the comprehension and
capacity of those required to perform "do it yourself"
taxation so that supervision by the tax administration is
at a minimum—but at the same time ensuring that the
revenue yield is not prejudiced by the degree of simpli-

fication required for comprehensibility under local conditions.
Here a warning may be needed against uncoordinated experimentation with ideas culled from dissimilar conditions elsewhere, a practice which has
had harmful revenue effects in some member countries.
The proper exercise of judgment in all such issues, especially in the timing of change, in the degree of simplification or adaptation required by developing conditions, and in maximizing compatibility of policy with
administrative resources is of prime concern to the
Fund. The nurture of sound judgment among local personnel is not only an indispensable element in Fund
technical assistance endeavors in the field, but is one
objective of the public finance training programs now
being conducted in Washington.

William M. Wedderspoon is a Division Chief in the Fiscal Affairs
Department of the Fund. A graduate of the Universities of Edinburgh
and St. Andrews, he is an Advocate at the Scottish Bar. Before
joining the staff of the Fund in 1960 he had 33 years' service in the
British Home and Overseas Civil Services, latterly as the London
Representative for Commonwealth Tax Departments.
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A Sectoral Approach to
Balance of Payments Analysis
To understand how the balance of payments mechanism operates in a developing country we may have to look not only at the national aggregates
but also at what happens in the separate economic sectors. The author explores the need for a sectoral analytical approach—examining the effects of a
change in exports upon the income, expenditures, and imports of each sector
sharing in export proceeds and the resulting impact upon the economy as a
whole—and finds it particularly important to the reconciliation of sectoral
and national economic policies.
Jonathan Levin

B

ECAUSE foreign trade and payments are generally
so important in developing countries, balance of
payments considerations are never far in the background in the deliberations that take place in these
countries on national economic policy. Indeed, the
mechanism of balance of payments adjustment is the
stuff of most national economic policy decisions, posing
the problems to be solved and setting the limits to possible solutions. In dealing with sectoral economic
questions, however, government decisions are often
taken with entirely different considerations in mind, and
these may have implications for the balance of payments that are quite inconsistent with the national
objectives.
It is most important, therefore, that each country's
policymakers and foreign advisors should have a full

and accurate understanding of how the balance of payments mechanism works in the country with which they
are concerned, not only in the aggregate but also in the
individual sectors. The broad lines of the adjustment
process, and the outer limits to possible actions, are adequately presented in most circumstances by the general
explanations of balance of payments adjustment now
available. These approaches deal mainly with aggregates for the economy as a whole. They argue, for
example, that increases in total exports, capital inflows,
and domestic credit increase national income and the
money supply, and lead to the generation of import demand and, in some circumstances, capital outflows.
While delineation of the relationships between these national aggregates is essential to an over-all view of balance of payments movements for the economy as a
whole, a full understanding of how the adjustment
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process works in the institutional setting of each coun- the margin between total export proceeds and what may
try may call for something more than this.
be referred to as national export proceeds. Fluctuations
In this area, as in many other areas of modern eco- in this remitted margin cannot be expected to follow the
nomics, we may find that the essence of greater wisdom same course as total exports, since profits, being delies in disaggregation—that is to say, if we want to un- pendent upon the importance of fixed costs and the flexderstand changes in the aggregates for the economy as ibility of returns to labor, usually fluctuate more widely
a whole, we should perhaps be examining what happens than total sales. In present circumstances, however,
to those homogeneous economic groups which, for lack probably the most important single influence upon the
of a better word, we may refer to as sectors of the relationship between fluctuations in total exports and
economy. To explore one possible area open to this ap- the receipts and remittances of foreign factors of proproach, we shall have a look at one kind of balance of duction is the structure of export taxation, affecting the
payments adjustment in developing countries—adjust- share of any change in export proceeds absorbed by
ment to a change in export proceeds in a country government. This influence bears upon the timing of
assumed, for the purpose of simplicity, to be dependent fluctuations in remittances, since the government's
for its exports upon a single crop. Treatment of this ex- exaction may be current—and coincide with variations
ample by a general approach using national aggregates in exports—when collected through an export tax; or
would deal constantly in totals, i.e., with the impact of lagged, when levied through income taxation payable
changes in total exports upon total national income or the following year. Taxation also bears upon the magnimoney supply, the resulting variation in demand, and tude of fluctuations in remittances of export income, as
the proportion devoted to imports. It may be more re- the government's levy may take many forms, each provealing, however, to examine first the behavior of the ducing a different variation in the tax when export proparts or subtotals. To judge the need for such a sectoral ceeds or prices change. Thus the tax may be proporanalytical approach we shall examine successively the tional to total exports, a specific sum per unit regardless
income, expenditures, and direct imports of each major of variations in unit price, a sliding scale moving
group receiving export proceeds. We may then assess, upward more than proportionately with unit price, a
on this basis, what contribution an examination of the proportion of net income calculated after any number
of deductions, some kind of a partnership arrangement
parts may make to an understanding of the whole.
This analysis may be particularly important in bring- between the government and the exporting company, or
ing to light policy decisions made at the sectoral level possibly some combination of these. All these differwith insufficient attention to their implications for na- ences in tax structures—differences in timing and in
tional economic policy. The recognition of these incon- form—play their part in determining the margin of forsistencies may help to reconcile sectoral and national eign factors' remittances separating fluctuations in total
economic policies, either through modification of gov- export receipts from national export receipts.
ernment policies in the sectors concerned or through
National Export Proceeds
offsetting action elsewhere in the economy.
For our purposes, the several sectors participating diExport Proceeds Remitted Abroad
rectly in export proceeds may be listed as follows: the
In a number of developing countries, a considerable growers or producers of the export product; the intershare of export fluctuations is absorbed by foreign- mediary processors or traders; official or semiofficial
owned export enterprises and may not actually reach the marketing boards or grower federations or associations;
national economy. As the first step in an analysis of ex- and the government.
port receipts, therefore, we should distinguish that porIn many countries, particularly before independence
tion of receipts which is received by foreign firms in the or the introduction of new policies adopted since World
export industry and remitted home to their parent War II, a growing dissatisfaction arose over the plight
companies or their countries of origin. Although such of small producers, ignorant of the market and without
remittances have no immediate impact upon income or the wherewithal or storage capacity to hold their crop
demand within the country, they are not necessarily past harvest time against the stronger bargaining posiuseless to it, for they may be very important in promot- tion of intermediary traders or processors. This
ing the future flow of investments from abroad. In times sentiment gave birth in many areas to official or semiofpast, such remittances generally represented a greater ficial producer associations and government marketing
share of exports than they do today, but they remain bodies designed primarily to protect the interests of the
important in countries that export oil, mined products, growers against unfavorable treatment by traders. As a
and plantation crops.
result, the trading profits of intermediaries within such
The amount of such remittances—the earnings of countries have generally come within the legal or effecwhat we call foreign factors of production—represents tive control of some official marketing entity and have
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ceased to be of wider significance. At the same time,
however, the protection of growers' export proceeds
against not only traders' practices but also market
movements has attracted increased concern from marketing boards and governments. As a result, whether
through marketing bodies or tax policy, governments
have come to make important sectoral decisions with
profound implications for the balance of payments adjustment process.
Sectoral Export Receipts
Today the incomes of many producers are affected
not only by the market—that is, by fluctuations in export proceeds—but to an important extent by the
policies of the government and semiofficial entities as
well. The same range of government tax measures
which affects the export earnings of foreign factors of
production remitting profits abroad can affect the timing and magnitude of export fluctuations transmitted to
national producers. In addition, however, a greater government desire to protect national producers from declines in export proceeds may bring deliberate decisions
to reduce or eliminate export taxes (whatever form
these may take), or by any means to reduce deliberately
the export industry revenues the government might otherwise expect. Where semiofficial marketing entities
exist, moreover, their influence on producer incomes can
go even further than a sacrifice of their normal revenues
and may involve the payment of substantial subsidies.
Such bodies have often been able to accumulate large
deficits in order to maintain producer incomes above
those warranted by actual national export receipts—
sometimes quite inconsistently with national economic
objectives.
A number of considerations have influenced official
policies to seek to stabilize export producers' income.
The distress of producers under the impact of fluctuations is determined by the importance of export earnings in their total income, their ability to shift out
of the affected export industry into some other incomeproducing activity, and the existence of debt obligations
or the availability of credit. Probably most significant to
the determination of official policy, however, is the government's market strategy with regard to long-term supply of the export product, and the social and political
importance of the export producers in the country. In
one coffee-exporting country, for example, where the
producers are predominantly small holders, they have
been at least partially insulated from declining export
prices by government and marketing agency deficits
financed through credit from the central bank. In another coffee country, where the producers are mainly
plantation owners, they have borne the full proportional
impact of export price fluctuations, but the government's market strategy has subjected official export

receipts to even more severe variations, as bumper crops
have been added to official buffer stocks to keep them
off the market. Whatever the basis for such decisions,
what is significant for the present discussion is the fact
that the export receipts of many producers' groups
characteristically follow, over a period of time, a pattern very different from total export proceeds.
The export-derived proceeds of marketing bodies and
the government present the obverse of this image. Automatic or deliberate variations in the magnitude or
timing of the tax burden borne by foreign factors or
national export sectors yield equal and opposite variations in the government's export receipts. Similarly, a
marketing body's maintenance of prices paid to the
producers of exports at levels above the prices it receives on the world market produces a decline in the income of the marketing body itself. Viewing the exportsharing sectors as a whole, it is self-evident that the export income of all of these must be equal to the total of
export proceeds. This is true also of changes in export
proceeds. Because the export income of the government
may virtually disappear and that of the marketing entity can be negative, however, the composition of total
export receipts may vary quite widely.
Sectoral Expenditures
The next stage in our analysis of the effects of export
fluctuations is concerned with the impact of the actual
variations in each sector's export income upon the volume of its expenditures. Income variations may bring
more or less parallel movements in the expenditures of
producers, reflecting very little modification through
changes in saving or dissaving. Expenditures by the
government, on the other hand, may be adjustable upward only with some lag and may not be amenable to
downward adjustment except with considerable difficulty. Raising other taxes to compensate for temporary
export shortfalls is seldom found feasible. In the confluence of social, political, and economic forces a
somewhat more complex pattern may emerge. In one
country, for example, the government's investment expenditures are found to fluctuate, with some lag, along
the lines of export changes, while operating expenditures follow an independent (and generally upward)
trend. Whatever the pattern, a single feature permits the
divergence between receipts and expenditures of both
government and marketing entities in -most developing
countries: that is, recourse to credit from the central
bank. In this access to the central bank for politically
or socially determined needs lies the fundamental difference between official and private sectors receiving
export income and the impact of income fluctuations
that each sustains upon imports and the economy as a
whole. Primarily because of such central bank credit,
the total expenditures of national export income recipi-
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ents may sometimes exceed quite substantially their total receipts, a development which may or may not be
consistent with the government's over-all economic
objectives.
Sectoral Imports
Tracing further the impact of export fluctuations
upon the domestic economy, one is led to distinguish
between that part of each export sector's expenditures
which is spent directly for imports and that part which
is spent for domestic goods and services and gives rise
to a whole chain of additions to domestic income which
in turn eventually generate greater import demand. The
proportion of each export sector's additional expenditure which is spent for imports—its "marginal
propensity to import"—will be determined in part by
the extent to which the domestic economy is already
developed and making available a range of goods and
services. This marginal propensity to import may also
vary significantly for different sectors, however, depending upon how they characteristically spend their funds.
At one extreme, wealthy export producers in a relatively undeveloped country may find they have little
additional demand for domestically produced goods
when their export proceeds increase so that they may
have a very high marginal propensity to import; elsewhere, producer sectors may be found to consist primarily of small holders with a wide range of unsatisfied
demands for locally produced goods and a corresponding small marginal propensity to import.
The marginal propensity to import of the government
sector, on the other hand, may combine another set of
influences. A marginal propensity to import of .1 may
characterize a government's operating expenditures, for
example, while a considerably higher figure, perhaps .4,
may hold for its investment expenditures. The total
marginal propensity to import for government, therefore, may depend also upon the composition of government expenditures as between operating and investment
outlays, and this, we have noted, may itself vary in reaction to fluctuations in export income. For all of these
reasons, consequently, the portion of expenditures devoted directly to imports and that adding to domestic
demand may vary considerably between sectors sharing
the national export proceeds.
Impact on Balance of Payments
The effect of these variegated sector developments
—of the shifting distribution of export income between
sectors quite disparate in their behavior-—is to alter
from period to period the amount of domestic income,
demand and imports which a given change in export
proceeds tends to generate. While the principles of demand and import generation employed in aggregative
analyses are basically correct, the relationships between

total exports, domestic credit creation, and imports may
not remain constant under a different sectoral distribution of export income and expenditures. To measure
the impact of export changes upon the economy, therefore, we will have to take the sum of the impact of all
sectors sharing in export proceeds (and this will have
to be the algebraic sum because some may move down
while others move up). At the same time, to discern
more clearly the mechanism by which export fluctuations affect the domestic economy and import demand,
it will also be necessary to view the resulting changes in
imports as the sum of two parts: (1) the direct result,
coming from changes in the export sectors' own imports
(which may be taken as the algebraic sum of each sector's change in expenditures multiplied by its marginal
propensity to import); and (2) the indirect result, coming from changes in imports by the rest of the economy
as a consequence of the export sector's domestic expenditures and savings. These domestic expenditures by
the export sectors, which may give rise to more general
variations in income and demand within the economy,
are the result (or algebraic sum) of each export sector's
change in expenditures multiplied by its marginal propensity to consume domestically.
From a monetary view, too, the total impact will be
the sum of the parts. Since each export sector's expenditures are financed by either the proceeds of exports,
capital inflows, or net borrowing from domestic banks,
the sum of the changes in all the export sectors' domestic expenditures will cause an initial change in the
money supply which will in turn generate changes in
imports by the rest of the economy and perhaps capital
outflows. The principles are those of the aggregative
analysis but the results depend upon the sometimes independent movements of the parts.
Conclusion
While the total impact of export fluctuations upon
the economy and the balance of payments can be calculated from the algebraic sum of the impact of each
export sector, this impact will show up also in movements in the aggregates alone. Movements of the aggregates alone are sometimes inadequate or misleading,
however. As regards description of balance of payments
in some past period, identical results in terms of national
aggregates may conceal important differences in how
the adjustment was carried out, what the distribution of
income and expenditures was among sectors, and what
implications there may be for future behavior. As for
the forecasting of future movements in national aggregates, significant changes in the distribution of income,
expenditures, and imports between export sectors will
undermine any consistency of relationship between aggregate exports and resulting domestic expenditures and
imports, upon which aggregate forecasts must be based.
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So long as the weight of each export sector varies from
period to period, the weighted average of all the sectors
—reflected in the aggregates—cannot be expected to
remain the same.
A sectoral examination of balance of payments developments in a country, therefore, can contribute a
great deal to the policymaker's understanding of how
this adjustment process actually works, and of what
reconciliation may be necessary between sectoral and
national economic policies. Why then is sectoral analysis so rarely used for balance of payments purposes in
developing countries today? The main reasons are
probably an inadequate appreciation of its importance
and a general shortage of trained economists to carry
out the necessary research. The research effort is greatest at the outset, however, and is reduced considerably
once the analytical framework has been established.
The construction of such a sectoral analysis requires
first empirical research on the economic behavior of the
relevant sectors and then the integration of each sector's operations into a framework for operations of the

economy as a whole. Substantially the same kind of
work is already carried out in the analysis of national
income, for example.
Although evidence unearthed in this way might make
interesting contributions to economic theory, it is of
more than theoretical importance today because quite
frequently policy decisions are made about individual
sectors without adequate consideration of their balance
of payments impact upon the economy as a whole. At
the same time, other decisions may be made at those
levels of government concerned with the national aggregate without consideration of the impact upon
particular sectors and possible political difficulties
which may ensue. Governments neglect such sectoral
developments at their peril, for the pursuit of inconsistent policies in some sectors must lead to the sacrifice of
national targets or the intensification of pressures upon
other sectors. A framework integrating national and
sectoral developments, therefore, can be of the highest
importance in permitting policy issues to be decided
with both elements in view.

Jonathan Levin, an American in the Fund's Fiscal Affairs Department, is the author of The Export Economies, Their Pattern of
Development in Historical Perspective, which deals also with the
effects of export fluctuations within primary producing countries. Educated at Columbia University, the Fletcher School of Law and Diplomacy, and the University of Strasbourg, he has held positions at the
International Tax Program of Harvard University, the Federal Reserve Bank of New York, and the U.S. Securities and Exchange
Commission.
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Book Notices
Triffin, Robert, Our International
Monetary System: Yesterday,
Today and Tomorrow, New
York, N.Y., U.S.A., Random House,
1968, xvi + 206 pp., paperback, $2.50; and Young, George
«., Finance and World Power,
London, England, Nelson, 1968,
viii + 221 pp., 45s; Eric Roll, The
World After Keynes, New York,
N.Y., U.S.A., Frederick A. Prager,
1968, xiii + 193 pp., $5.50.
Robert Triffin's book and also
that of George Young deal with
the forces that determine the
structure of the international
monetary system. Sir Eric Roll's
book is wider in concept but
well over half the book deals with
the "international economy."
Their various approaches make
interesting comparative and, to
some extent, complementary
reading.
Professor Triffin views the international monetary system as an
evolutionary organism constantly
changing as a result of the "gradual displacement of 'commodity
money' by man-made 'fiduciary
money.' " International monetary
crises of the past are witness to
the disorderliness of earlier
periods of adjustment away from
"commodity money."
From this starting point Triffin
makes vigorous use of a great
number of facts, conveniently arranged, in his interpretation of
international monetary history and
prognostications for the future. He
concludes that "the gold exchange
standard of today . . . parallels
the early phase of fiduciary money
in national monetary systems, that
is, the uneasy coexistence of commodity money with currency or
deposit liabilities, freely issued
by separate deposit banks but
convertible at any time into commodity money by the issuing insitutions." He argues for the
demonetization of gold and envisages the growth of monetary
unions "within the narrower confines of regional integration."
Above all, Triffin argues "the need

to concentrate into a single depository institution . . . the fiduciary reserves held, alongside
gold, by participating central
banks." Such rigorous determinism is intellectually challenging;
but one cannot help but feel that
the evolution of institutions is not
rigorously logical, but humanly
unpredictable.
Mr. Young argues that the
structure of the international
monetary system is a reflection of
relative changes in the economic
strength of countries and, therefore, in the influence countries
command in international finance
and the power they exert over
international monetary policy.
Countries are not, in general,
altruistic; but neither are they
monolith in their views, ideas, and
aspirations.
The thesis of the book is itself
cynical, yet Young develops it
without cynicism, and with considerable skill. The book makes interesting reading and one can only
be impressed with the large
amount and sometimes abstruse
information that the author
handles with ease and compactness. One can only hope that
charity, along with optimism, will
keep breaking into Young's world
of calculated power.
Sir Eric Roll is an internationalist. In this well written but oddly
old-fashioned survey of
philosophic-economic and economic issues, he analyzes, as a
central theme, the "proper role of
the economist as a theorist in
practical affairs." While no definitive answer is provided, Sir Eric
is clear that one of the new responsibilities of an economist is to
further "the creation of a oneworld economy." In terms of policies to achieve that end, however,
he concludes that it might " . . . be
wiser to accept the verdict of those
who actually operate the
economy rather than of those who
analyze it."

But Sir Eric, long an operating
economist, is also a first-class analytical economist. In this book he
analyzes most perceptively some
of the problems of economic
policy, especially as seen from the
British-American point of view, and
outlines the arduous path which
must be trod in the creation of the
"one-world economy." The
chapter on economic planning
is brilliant. He also carefully traces the emergence and
operations of "the Bretton Woods
world" of the Fund and Bank, the
General Agreement on Tariffs and
Trade, and the Organization for
Economic Cooperation and Development, of the adjustment process and of the problems of the
less developed world. Though he
believes the world to be moving
"toward continuing restriction of
the role of gold" and that it is
"reasonable to suppose that
changes will be of the same general order as those which have
already transformed the international monetary mechanism in the
last thirty years" the main query
remains: "what degree (or purpose) of national sovereignty in
economic matters is likely to be
possible and appropriate when the
end of the century looms near?"
In their different ways all three
books reviewed here come back
to this fundamental noneconomic
problem.
David Williams
Cameron, Rondo, with the collaboration of Olga Crisp, Hugh
T. Patrick, and Richard Tilly,
Banking in the Early Stages of
Industrialization, A Study in
Comparative Economic History,
New York, N.Y., U.S.A., Oxford
University Press, 1967, xv + 349
pp., $6.50.
"One of the clearest lessons
to be derived from this study
of history is that no single model
of a banking system is appropriate
for all economies. It is not to be
expected, therefore, that the historical experience of the industrialized nations of Europe or elsewhere will be directly applicable
in countries that differ widely in
culture, resources, historical traditions, and many other respects."
This is the cautious conclusion
of an interesting and intelligent
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book, in which Professor Cameron
and his collaborators have attempted to distill the lessons of
seven countries' banking experience. Careful studies of the
growth of banks in England from
1750 to 1 844, in Scotland
(1750-1845), in France (18001870), in Belgium (1800-1875), in
Germany (1815-1870), in Russia
(1860-1914), and in Japan
(1868-1914), provide some, but
not conclusive, insight into the
essential question: as between industrialization and banking
growth, which is the hen and
which the egg?
By merely asking the right
questions, however—as it notably
does—this book will help anyone
seeking to know how financial
evolution can assist economic
development. At least it becomes
possible to see the dangers of
extreme courses—of overmuch
official restraint, as in France,
or of overtax supervision, as in
the financial crises in nineteenth
century England. Between these
two dangers many routes to prosperity are shown, in which the
relationship between government
and individual enterprise can
range from useful encouragement (as in Russia and Japan),
through passive permissiveness
(as in Scotland and Belgium) to
benevolent wrongheadedness
(as in Prussia).
One advantage that today's
developing countries enjoy, compared with the conditions that
prevailed when their predecessors
were growing up, is a general acceptance of paper as a medium
for making payments. On the
other hand, the experience distilled from the seven countries
suggests that economic growth
may be better served by local
banks gathered at a late stage
under the wing of a central bank
than by a system which starts
with a single national bank and
attempts to proliferate. In that
respect, present-day developing
countries may suffer a relative
handicap. However, to quote
Professor Cameron again, "Today's developing nations must
work out their own problems with
such assistance as they can obtain
from their wealthier and technically more advanced neighbors.
Conditions are different now from

what they were in the past and
they will be different in the future
from what they are in the present.
But ... a knowledge of history
on the part of the leaders of today is the best guarantee that the
world will benefit from the mistakes of the past as well as from
its triumphs."
It is the value of this book that
it condenses into a coherent story
the causes of these mistakes and
of these triumphs in the significant economic field with which
it deals.
J. K. Horsefield
Scammell, W.M., The London Discount Market, New York, N.Y.,
U.S.A., St. Martin's Press Inc.,
1968, 269 pp., $15.00; Sayers,
Richard S., Gilletts in the London
Money
Market,
1867-1967,
New York, N.Y., U.S.A., Oxford
University Press, 1968, xii + 204
pp., $5.60.
In Professor ScammeM's introduction he suggests that some day
"a good and useful book can be
written from the inside, which records the experiences of a firm [in
the discount market] and which
catches the spirit and activities of
Lombard Street more felicitously
than this one can hope to do." It
is unfortunate for Professor Scammell that such a book has appeared at the same time as his
own: Professor Sayers' Gilletts in
the London Money Market,
1867-1967. With this available,
it is impossible to recommend Professor Scammell's study, since Professor Sayers', besides being much
better written, is based on firsthand information, is permeated
with Professor Sayers' unique
knowledge of the British banking
structure, and is available at
barely one third of the price.
J.K.H.
OTHER BOOKS RECEIVED
The inclusion of a book in
this list does not preclude its
being reviewed at a later date.
Gilbert, Milton, The Cold-Dollar
System: Conditions of Equilibrium and the Price of Cold,
Princeton, New Jersey, U.S.A.,
Princeton University, Department
of Economics, 1968, 60 pp.,
$1.00.

McPherson, W.W. (Editor),
Economic Development of
Tropical Agriculture: Theory,
Policy, Strategy, and Organization, Gainesville, Florida, U.S.A.,
University of Florida Press, 1968,
xvi + 328 pp., $8.50.
Tisdell, Clement Allan, The
Theory of Price Uncertainty,
Production, and Profit, Princeton,
New Jersey, U.S.A., Princeton
University Press, 1968, ix + 197
pp., $6.50.
Eckstein, Alexander, Walter
Galenson, and Ta-Chung Liu
(Editors), Economic Trends in
Communist China, Chicago, Illinois, U.S.A., Aldine Publishing
Company, 1968, 757 pp.,
$17.50.
Shils, Edward (Editor), Criteria
for Scientific Development: Public Policy National Goals; A
Selection of Articles from
Minerva, Cambridge, Mass.,
U.S.A., The M.I.T. Press, 1968,
xvi + 207 pp., $8.95.
Munby, Denys (Editor), Transport:
Selected Readings, Baltimore,
Maryland, U.S.A., Penguin Books,
Inc., 1968, 333 pp., $1.95.
Clarkson, G. P. E. (Editor), Managerial Economics: Selected
Readings, Baltimore, Maryland,
U.S.A., Penguin Books, Inc., 1968,
429pp., $1.95.
Turvey, R. (Editor), Public Enterprise: Selected Readings,
Baltimore, Maryland, U.S.A.,
Penguin Books, Inc., 1968, 395
pp., $1.95.
McCormick, B.J., and E. Owen
Smith (Editors), The Labour
Market: Selected Readings,
Baltimore, Maryland, U.S.A.,
Penguin Books, Inc., 1968, 393
PP., $1.95.
Blaug, M. (Editor), Economics of
Education 1: Selected Readings,
Baltimore, Maryland, U.S.A.,
Penguin Books, Inc., 1968, 441
pp., $1.95.
The Tenth Annual Yearbook of
The Far Eastern Economic Review, published as a supplement
to The Far Eastern Economic Review, The Far Eastern Economic
Review Co., Hong Kong, $5.00.
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views and comments

Excerpts from a speech by
Pierre-Paul Schweitzer, the
Managing Director of the
International Monetary Fund,
at the Annual Meeting of the
Institute of Life Insurance in
New York, on December 10,
1968
"The instruments of economic
policy invariably have limitations."
"National governments have
multiple objectives in the formulation of economic policy: a satisfactory rate of growth, high
employment, a reasonable degree
of price stability, and balance of
payments equilibrium. Furthermore,
economic policy-making during the
later postwar years—especially
in the major industrial countries—
has been markedly affected by the
greater international integration
of national economies. This has
resulted primarily from the easing
of restrictions on trade and from
the movement of European countries some ten years ago to external convertibility of their currencies. The enhanced freedom of
goods and private capital to flow
across national boundaries has

make inadequate use of its capacity for continuous appraisal
and timely adaptation of its economic policies; and the relative
priority that it attaches to its
several policy objectives may become inappropriate to its evolving
situation.

brought new situations and problems, together with a growing
recognition of the indivisibility of
the world economy—of the interdependence of its parts. In the
event, development of a greater
international consciousness during
the 1960's has added a new and
significant dimension to the framing of economic policies in the
main industrial countries.
"In principle, the multiple objectives of national economic
policies are compatible. Experience has demonstrated, however,
that only very seldom are all the
objectives met simultaneously over
any extended period. The instruments of economic policy invariably have limitations, in part reflecting institutional and political
factors. Knowledge concerning
economic processes and the impact of government policies is
partial and uncertain. The system
of economic statistics, though differing markedly among the industrial countries, is less than fully
adequate in any of them. Also,
economic forecasting is rendered
inherently difficult by everchanging developments at home
and abroad. But aside from these
practical difficulties, a country may

"Although the industrial countries have been generally successful in the pursuit of their growth
and employment objectives during
the postwar period, their record
with respect to price stability and
external equilibrium has been
noticeably less satisfactory. In
part, the more effective harmonization of countries' multiple objectives depends on further progress in the areas of policy
instruments and of economic
diagnosis and forecasting. Every
effort should be made to bring
more precision and flexibility into
the instruments of fiscal policy.
This would prevent an undue
burden on monetary policy and, in
general, would contribute materially to the effectiveness of demand management, enabling the
authorities to cope more successfully with rapid changes in domestic conditions or in the balance
of payments. By way of supplementing the instruments of demand
management, greater attention
should be given to the development of incomes policies, and of
programs of labor training and
mobility, in order to promote price
stability under conditions of full
employment. Again, more research
is needed to improve our understanding about the interactions
between employment, productivity,
and costs and prices at high levels
of resource utilization; about the
linkages between financial developments and real developments; and about various other
aspects of the functioning of
national economies and of the
international system.
"•Strengthening of policy instruments and gains in economic
knowledge undoubtedly would
prove valuable, especially over
time. But I want to stress that much
can be done within the existing
framework to improve the performance of the industrial countries. This comment applies not
only to their objectives in respect
of prices and the balance of payments, but also insofar as their
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economic assistance to the developing countries is concerned.
"In this last area the record has
been particularly discouraging.
Preoccupied with their domestic
problems of fostering growth and
full employment, grappling with
inflationary and budgetary pressures, and protecting payments or
reserve positions, the industrial
countries as a group—despite
their growing affluence—have not
lived up to their responsibilities in
the provision of various forms of
assistance to the developing countries."
Excerpts from an interview
with Karl Schiller, Minister of
Economic Affairs of the Federal
Republic of Germany, published in DerlSp/ege/,
November 25, 1968
"We
this."

really

didn't deserve

"Many people claim that at
some point there will have to be a
worldwide realignment, a readjustment of monetary policy. Now
this definitely speaks against a
prior concession on the part of
the Federal Republic and against
our going it alone. We really
didn't deserve this, with full employment, high real growth, and
excellent price stability. Such a
realignment and such a reorientation is not possible at this time,
because the country with the leading currency, the United States,
would be drawn into such a
procedure.
"I certainly do not want to put
us on a very high pedestal, but I
would remind you of our Stabilization Law. The Stabilization Law is
an order, and it says, in effect,
that after all the means of international coordination have been
utilized, the Federal Government
must take measures to safeguard
the economy from harmful external
influences. We have now applied
tax policy measures, and this is
certainly covered by Article 4 of
the Stabilization Law in view of
the order this law gives.
"There are various ways of safeguarding the economy from harmful external influences. Article 4
of the Stabilization Law makes
such safeguarding mandatory. We

consider it necessary, if only because there is a danger that price
rises will spread to us in the future.
And as for revaluation, I say
again that it will not do as a prior
concession on the part of Germany
alone. It will not do unless there is
certainty that all concerned will,
on their part, bring their exchange
rates down or up—whichever is
necessary—and that at the same
time definite steps will be taken
toward a parallel policy consistent
with stability and growth. Without
these two conditions revaluation
just isn't the proper measure here
and now."

Excerpts from the Madon
Memorial Lecture by L.K.
Jha, Governor of the Reserve
Bank of India, at the Indian
Merchants Chamber in
Bombay on November 26,
1968
"The prospects for development assistance have become
none too bright."
"One facet of this problem is
essentially a trading problem.
Most developing countries have
traditionally been exporters of
primary products and importers of
manufactured goods. When they
try to increase their export earnings by increasing their production
of primary products they are confronted with a drop in their prices
which means that while they export more they earn less. This
trend is aggravated by the advance of science and technology
in the developed countries bringing forth synthetic substitutes for
the primary products on which the
economies of developing countries
have depended. When developing
countries set up industries and try
to export their products they are
again confronted with obstacles
and difficulties. If their manufactures are competitive and
cheap they face special trade barriers set up against them on the
ground that they have cheap or
sweated labour. However, more
often than not, the products of
their infant industries are not truly
competitive and if they try to subsidise them, they are accused of
dumping and adopting unfair
practices. If they try to make their
industrial products more competi-

tive by devaluing their currency,
their foreign exchange earnings
from their traditional exports of
primary products or semiprocessed goods are apt to go
down. And if they have recourse
to internal measures to restrain
demand in order to create export
surpluses, their development process gets slowed down.
"Thus, part of the problem of
developing countries, no doubt,
pertains to the field of trade and
I do not propose to discuss this aspect further except to say that one
cannot logically conceive of an
orderly international payments
system without sufficient attention
being paid to trade problems. In
fact, in the first flush of enthusiasm following World War II
the need to have an international
trade charter alongside one for a
new international monetary order
was recognised. The international
trade organisation which was then
thought of did not come into being. An attempt was made to deal
with it in the GATT. This did not
prove adequate and a new organization was set up in the shape of
UNCTAD, which has been focussing attention on trade problems
of developing countries. But progress so far has not been commensurate with expectations.
"The other part of developing
countries' problems, which is much
more germane to their payments
problem, is their need for capital.
As I said at the beginning, the
Fund is concerned primarily with
current payments and only indirectly with long-term capital
movements. It was the World Bank |
that was charged with the re'
sponsibility of directing capital
flows from the developed to developing countries. Yet, it is important to remember that neither
the World Bank nor any other
international agency plays a
comprehensive role in regulating
international capital movements.
By and large they are determined
by national policies. This situation
is, in a way, in marked contrast to
the arrangements symbolised in
the Fund system. The Fund has
introduced in international monetary affairs a measure of discipline
in the sense of getting countries to
observe certain ground rules in the
field of international payments.
The system has, as I have de-
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scribed, worked reasonably well
despite the stresses and strains on
it. With the current attention being given to the problem of providing international liquidity, there
is every hope that it will adapt itself even further to the needs of
the future. Yet, it is, I think, a mistake to segregate the problem of
international monetary order from
that of the orderliness of capital
movements, including flows of
long-term developmental capital.
It is a sad reflection on our times
that just when a major step forward in the deliberate creation of
international liquidity is being
planned, the prospects for development assistance seem to
have become none too bright. It is
perhaps the contrast between the
disciplinary role of the Fund and
the purely volitional character of
development assistance that is responsible for this state of affairs.
The resources of the international
agencies such as the World Bank
and its affiliates are in the last resort dependent on what they can
obtain from the more developed
countries. And here, the shortterm payments problems of some
of the developed countries have
come in the way of their contribution to development assistance.
There is, to my mind, no justification for this.
"The argument for a link between international monetary reform and enlargement of capital
assistance should not occasion
surprise. After all, the Bank and
the Fund have always been regarded as twins. Betwen them and
in co-operation with each other
they constitute the hopes for a
rational international economic
order designed to promote world
economic growth. Just as the
balance of payments can be
balanced at a low enough level of
output and employment, only to
the detriment of the country concerned and the world economy,
so, too, there are dangers of a
shrinkage of the flows of development capital if this latter is regarded as a separate problem for
just discretionary action. Only
when the shorter term and longer
term aspects of the balance of
payments are thus viewed together, could we say that the
Grand Design set out at Bretton
Woods would reach its logical
fulfilment."

Excerpts from a speech by
Robert S. McNamara, President
of the World Bank Group, at
the United Nations, New York,
on December 5, 1968
"But the progress of most of the
poor countries will be handicapped unless they are able to
meet a larger part of their needs
for development finance on better
terms than are available from the
World Bank or than they have
been receiving under most bilateral programs of development
assistance. The terms of that assistance, in fact, have deteriorated
over the past three years. The
burden of debt service laid on the
backs of the poor countries continues to grow heavier.
"The Bank Group's chief approach to this problem, as you
know, is through the International
Development Association (IDA)
and the 50-year, interest-free
credits which IDA extends to the
poorer of the developing countries. The scale of IDA's operations
has never been equal to the need
but, until recently, the Association
represented a growing asset to
the low-income countries. After an
experimental period, its average
annual rate of lending reached a
level of $300 million annually in
the fiscal years 1963-67. The
Governors of IDA then agreed,
subject to necessary legislative
approvals, to further contributions
by member governments that,
taken together with special contributions from members and
transfusions from the Bank itself,
would have enabled IDA to increase its rate of commitments by
more than half.
"This replenishment, however,
is now more than two years overdue. For that length of time, IDA
has been living on considerably
less than half rations. It was able
to lend only a little more than
$100 million last year.
"The essential reason for this
predicament is quite simple. The
participation of the United States
in the replenishment of IDA's resources is required to make the
contributions of other governments
effective, and the United States
Congress has not yet acted.
"The World Bank can cover
some, but far from all, of the
present acute deficiency in IDA's

treasury. In October, out of its net
income for the last fiscal year, the
Bank made a grant to IDA of $75
million. In the case of countries
scheduled to receive a mixture of
Bank loans and IDA credits, some
projects which otherwise would
have been financed by IDA will
now be financed by the Bank, with
lengthened terms of grace and
maturity to ease the obligations as
much as possible. While this will
result in a temporary hardening
of the blend of Bank Group assistance to the countries concerned,
this can be reversed by the extension of additional IDA credits as
and when sufficient funds become
available.
"In the past few weeks, there
have been other encouraging developments. The Governments of
Canada, Denmark, Italy, Norway,
and Sweden are taking action to
make their participation in the
proposed IDA replenishment
effective in advance of action by
the United States. Certain other
governments have indicated that
they may follow suit.
"This keeps IDA alive; but it still
leaves a wide gap in finance for
the developing countries.
"Early action by the incoming
Administration and Congress of
the United States is urgent.
"As we look forward to the
1970's it is clear that one of the
most crucial problems facing the
world is how it will organize to
accelerate progress throughout
the developing countries. The preparations for the Second Development Decade now taking place
within the UN family are of great
significance, and the Bank is glad
to be playing its part in this important work.
"But as we look back over the
First Development Decade which
is now drawing to its close, we
must recognize that its weakest
element was the lack of political
will for development on the part
of all too many nations—both
givers and receivers of aid. Above
all there has been a growing
disillusion with the effectiveness of
the aid-for-development partnership, and a consequent drawing
apart of the rich countries and the
poor.
"It is in this area particularly
that I hope the Pearson Commission's work will help to lay the
foundations for a development
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campaign running through the
decades that remain in this century. I should emphasize that this
Commission, though sponsored by
the Bank, is completely independent of the Bank, and of governments. Its function is to examine
the past aid efforts, and to see
what lessons they teach for the
future on both the political and
economic level. The caliber of men
that Mr. Pearson has chosen for
the Commission ensures, in my
opinion, that proper weight will be
given to the necessity of having
a firm foundation of political acceptance for the world's development efforts.
"Much of mankind, I am convinced, yearns for a new philosophy in the conduct of human
affairs, for a re-ordering of our
time, our skills, and our material
resources to build a more creative
world order.
"A danger of present economic
trends is that they will add both to
internal and global tensions. If
the development of the poor
countries lags, their sense of
frustration will be an element
threatening the stability of society,
exacerbating conflict and hobbling
progress. The growing contrast
between the rich and poor countries in material achievements and
ways of life will make dialogue between the two more and more
difficult."
Excerpts from a speech by
Dinesh Singh, President of the
Second Session of the United
Nations Conference on Trade
and Development (UNCTAD II)
at the United Nations, New
York, on October 28, 1968
"I have given the Assembly the
background to the work of the
second session of UNCTAD.
I have described what happened
in New Delhi. I have spoken of
the hopes that we had, the
frustrations that came our way,
and the gains that we were able
to register. Developments in New
Delhi cannot be evaluated in isolation. They must be viewed in the
context of the politico-economic
situation of the world we live in.
The emerging introspection of
prosperity and the increasing
impatience of poverty create po-

tentially explosive situations. The
old attitudes have to change. Expressions such as "aid" when only
repayable loans are in fact involved do not convince anyone.
They only help to create a sense
of excessive complacency in some
centres. The countries of Asia,
Africa, and Latin America missed
the industrial and technological
revolutions through no fault of
their own. They are now asserting
their right to alter the socioeconomic situation which they inherited from their colonial past.
"How then has their bid to
emerge into a real, and not
merely a formal, freedom been
received by the rich and the
powerful of the world? After fortyfive sessions of the Economic and
Social Council, after two sessions
of the United Nations Conference
on Trade and Development, and
despite all the promises that had
been held out by the United
Nations Development Decade, it is
estimated that the developing
countries will take, according to
projections made, more than a
century and a half to double their
per capita income. After these
hundred and fifty years their income would be no more than fifty
cents per day.
"While matters of interest to
developed countries have been
tackled through multilateral negotiations, measures in support of
the self-reliant efforts of the developing countries have eluded
agreement. Could that be merely
accidental? How long are development problems going to be treated
as residual? While we talk of
international trade as the principal
instrument of development, progress in this field has been least
perceptible. The numerous conditions imposed by donor states on
transfer of financial resources
make it a gesture that begins
abroad, but ends up by bringing
dividends home. The greater the
effort made by the developing
countries to improve their lot, the
more numerous the constraints they
have to encounter.
"Developing countries have received suggestions to alter their
priorities and to concentrate on
areas less complex and less difficult. There can be no easy solution
to basic problems. The temptation
to turn to easier problems, while
leaving out the basic ones, cannot
be realistic."
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Recent Activity
INTERNATIONAL
MONETARY
FUND

Thirty-seven members drew a
record $3,552 million from the
Fund in 1968, a year which also
witnessed severe disturbances in
the flow of international payments
and substantial changes in the
distribution of world reserves. The
first quarter of 1968 was marked
by a surge in private demand for
gold which led in March to the
establishment of a two-tier price
system for central banks and
private transactions. In May, disruption of French economic
activity added strains for the franc
and several other currencies, and
a new speculative wave in
November manifested itself in
demand for German marks. An
upturn in world trade was another
feature of the year. Fund statistics
showed a rise in trade during
1968 of between 10 to 12 per
cent, twice the rate of increase
achieved during 1967. This increase was particularly marked
for the industrial nations, although
the less developed countries were
also able to raise export performances above the levels of
1966 and 1967.
Fund transactions during the
year included Canada's drawing
of $391 million in February, and
a $200 million drawing by the
United States in March. In June,
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the Government of France obtained $885 million from the Fund
by liquidating its creditor and gold
tranche positions and the United
Kingdom drew the equivalent of
$1.4 billion under a stand-by

arrangement approved in November 1967 following the devaluation of the pound. With
repurchases during 1968 totaling
$1,178.5 million, net drawings on
December 31 stood at $5,084

DRAWINGS BY FUND MEMBERS
DURING THE FOURTH QUARTER OF 1968
MEMBER

MONTH

Burma
Ceylon
Chile
Colombia
Ghana
Guatemala
Iceland
Indonesia
Iran
Korea
Liberia
Mali
Morocco
Nicaragua
Pakistan
Peru
Philippines
Sudan
Tunisia
Turkey
Uruguay

October
October, December
November
December
November
December
November
November
November
October
December
December
October
December
December
November
November
December
October
November
November

Total drawings in the fourth quarter of 1968
Total net drawings at the end of the
fourth quarter of 1968

million, after reaching a peak of
$5,653 million on June 30. Fund
membership at the end of 1968
was 111 countries with quotas
totaling $21,198 million in gold
and currency. Four new members
—Botswana, Lesotho, Malta, and
Mauritius—were admitted to
membership during the year.

Drawings
AMOUNT
($ million)
4.50
6.00
9.00
10.00
2.00
3.00
3.75
6.00
15.27
12.50
1.80
1.00
20.00
4.00
40.00
25.00
7.50
5.00
2.00
10.00
5.00
193.32
5,086.20

Nineteen developing countries
of Asia, Latin America, Africa,
and the Middle East, as well as
Turkey and Iceland, drew a total
of $193.3 million from the Fund
during the last quarter of 1968.
Pakistan's purchase of the equivalent of $40 million was the largest
of these and was under a
stand-by arrangement
approved in October. Other
major drawings under
stand-by arrangements during the
quarter were by Peru ($25
million), Morocco ($20 million),
Korea ($12.5 million), Columbia
($10 million), and Turkey ($10
million). Iran made a drawing of
$15.3 million in November.
In November Iceland drew the
equivalent of $3.8 million under
the Fund's compensatory financing
facility to assist it in meeting
payment difficulties caused by a
temporary shortfall in export
earnings during the 12 months
ended September 30, 1968.
Problems in the country's fishing
industry were caused by several
factors including bad weather
conditions, unpredictable movements of herring shoals, and the
weakening trend in world prices
for several fishery products.
Stand-by arrangements

FUND STAND-BY ARRANGEMENTS
APPROVED DURING THE FOURTH QUARTER OF 1968
MEMBER

MONTH

Morocco
Pakistan
Paraguay
Peru
Sudan
Tunisia

October
October
December
November
December
December

AMOUNT
($ million)
27.00
75.00
7.50
75.00
12.00
6.00

Note: Bolivia's stand-by arrangement for one year effective
December 2, 1967 was extended to January 15, 1969 on November
25, 1968.

At the end of 1968, the Fund
had 27 stand-by arrangements in
effect with a total of $339.3
million available under these
arrangements. Twenty-nine such
arrangements were approved
during the year. Six arrangements
were approved in the last quarter
with those for Pakistan and Peru
totaling $75 million each. The
arrangement for Pakistan was in
support of measures by the
national authorities aimed at
sustaining the impressive rate of
growth recorded during the
country's second Five-Year Plan
(1960-65) and at the fuller
utilization of Pakistan's productive
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capacity. The arrangement for
Peru was to provide the national
authorities with a secondary line
of reserves while a program was
carried out to balance the budget
and to restore confidence in the
Peruvian sol.
Morocco received a stand-by
arrangement in October for $27
million which succeeded an
arrangement for $50 million approved in 1967. The new arrangement was to assist stabilization
efforts and the continuance of
Morocco's liberal trade policies
during a period when large debt
service payments fall due for
wheat imports made during the
crop failures of 1966 and 1967.
A stand-by arrangement of $12
million for the Sudan was to help
maintain present exchange and
trade policies while the national
authorities continued their efforts
toward an improved internal
financial situation. Paraguay's
arrangement of $7.5 million in
December was also in support of
a stabilization program, designed
to keep the payments deficits
during 1969 within tolerable limits
through the improvement of
public finances. Tunisia received
a stand-by arrangement for $6
million in December in support of
a financial program aimed at
internal price stability and external equilibrium during 1969,
the first year of its Four-Year
Development Plan.

Repayments
Repayments by repurchase of
currencies during the last quarter
of 1968 totaled $581.31 million.
The United States accounted for
$284.25 million of this, and the
United Kingdom for $100 million.
The United States' indebtedness
to the Fund was $728 million at
the end of the first quarter of
1968, after reaching a peak of
$905 million in December 1966.
Sales of U.S. dollars to other
members and repurchases by the
United States of dollars with
European currencies equivalent to
$125 million in November and
$159.3 million in December,
reduced the Fund's holdings of
dollars to subscription level by the
end of the year, and restored the
U.S. gold tranche position completely. The United Kingdom made
a repurchase of $100 million in
November against its drawing of

$1.4 billion in May 1965. Together with a repurchase of $85
million in August, its net drawings
were reduced to approximately
$2.7 billion by December 31.
Other major repurchases during
the last quarter were by Peru
($42 million), India ($40 million),
Finland ($31.3 million), and New
Zealand ($29.3 million).
Currencies
The Fund sold 1 8 currencies
during 1968, of which the largest
amounts were in Deutsche mark
($841 million), U.S. dollars
($806.2 million), Italian lire ($478
million), Netherlands guilders
($298 million), and Belgian francs
($246.5 million). The Fund also
sold more than $100 million each
in Australian dollars, Canadian
dollars, and Japanese yen. Sales
of Latin American currencies
totaled $120 million, more than
double the 1967 figure, mainly
through the use of Argentine and
Mexican pesos. Fund holdings of
European currencies at the end
of December reflected the largescale drawings which have taken
place over the past 12 months.
Deutsche mark held by the Fund
were at 17 per cent of quota
compared with 26 per cent a year
earlier. Netherlands guilders were
down to 25 per cent from 40 per
cent in December 1967. At the
end of 1967 France was a
creditor currency in Fund transactions with holdings reduced to
24 per cent of quota, while at the
end of 1968 Fund holdings had
risen to almost 100 per cent of
quota. Holdings of pounds sterling
rose during the year from 142 per
cent to 193 per cent of quota.
Acceptance of Article VIII
In November, the Fund noted
the acceptance by Malaysia and
Singapore of obligations of convertibility expressed in Article VIII
of the Fund's Articles of Agreement. Thirty-four members of the
Fund have now assumed
Article VIM status. Members accepting these obligations undertake to avoid imposing restrictions
on payments of current international transactions and to avoid
engaging in multiple exchange
rates or discriminatory currency
practices without first obtaining the
approval of the Fund.

Par value
In November Iceland announced a change in the par
value of the Icelandic kronur to
IKr 88.000.0 per U.S. dollar
from the previous par value of
IKr 57.000.0 per U.S. dollar.

Genera/ Arrangements fo
Borrow
The Fund made a repayment in
November of $100 million in six
currencies previously borrowed
under its General Arrangements
to Borrow (GAB). The repayment
was made after the United
Kingdom repurchased from the
Fund pounds sterling equivalent
to $100 million in the same
month. This repayment by the Fund
was in respect of a borrowing
from eight participants in the GAB
of an amount equivalent to $525
million to help finance a purchase
by the United Kingdom of the
equivalent of $1.4 billion in May
1965. At the end of 1968, the
total of the Fund's outstanding
GAB borrowings was $1,046
million.

SDR acceptances
Acceptances of the Amendment
to the Fund's Articles of Agreement which would establish a
facility in the Fund based on
special drawing rights and effect
certain changes in the Fund's
practices and procedures were
received during the last quarter
of 1968 from ten members:
Australia, Dominican Republic,
The Gambia, Ghana, Guinea,
Guyana, Jordan, New Zealand,
Trinidad and Tobago, and the
United Arab Republic. This raised
the number of acceptances to 27
countries representing 47.22 per
cent of total voting power in the
Fund. The Amendment will become
effective after it has been
accepted by three fifths of the
members having four fifths of the
total voting power. Instruments
setting forth that the member
undertakes all the obligations of
a participant in the Special
Drawing Account had been deposited in the Fund by seven
countries as of December 31,
1968: they were Australia,
the Dominican Republic, New Zealand, Sierra Leone, the United
Arab Republic, the United Kingdom, and the United States.
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and IDA efforts were also directed
toward assisting educational projects designed to improve the
supply of basic skills so necessary
for economic development in the
less developed countries. In calendar 1968, the Bank and IDA provided $45 million for educational
projects. Other purposes assisted
during the year were water supply
and sewerage systems ($23.6 million), telecommunications ($11.4
million), and technical assistance
($2 million).
Technical Assistance

The World Bank and its two
affiliates, the International Development Association (IDA) and
the International Finance Corporation (IFC), committed a total of
$1,273 million for development in
49 countries during the calendar
year 1968. The year's commitments were $575 million higher
than in 1967.

Bank and IDA
The Western Hemisphere was
the principal regional recipient of
loans in 1968. Twelve countries in
the region accounted for $565.45
million. Asia occupied the second
place, with loans totaling $285.80
million. Twenty-one countries in
Africa received a total of $270.17
million. The balance of $103.50
million in Bank loans went to three
countries in Europe—Greece,
Turkey, and Yugoslavia.
Transportation and electric
power projects continued to be the
main recipients of Bank-IDA financing. In calendar 1968 financing
for the development of transportation and electric power amounted
to $904.12 million. While carrying on normal financing of infrastructure, the Bank together
with IDA paid increased attention
to agriculture and related activities, which remained the chief
economic activity in most developing countries. During the year the
Bank and IDA provided $99 million for agricultural development.
Development of industry accounted
for $140 million. Increased Bank

The Bank continued to provide
a wide range of technical assistance to developing member
countries. Most of the Bank's
technical assistance is provided in
the normal course of its lending
operations. On a more formal
basis, the Bank helps countries to
identify and prepare projects and
in organizing and directing sector
feasibility studies. These studies
may be financed by the Bank itself or by the United Nations
Development Programme.
During 1968, the Bank established a Resident Staff in Djakarta
to assist Indonesian authorities in
the economic recovery and
further development of the country. The Bank's advisory activities
in connection with the organization of development planning
continued to expand. The Economic Development Institute, the
Bank's staff college for senior
officials, is striving toward the
long-term goal of helping less
developed countries to have
enough expertise to meet the demands of economic development.
Aid Coordination
As in previous years, the Bank
was active in coordinating development assistance from various
sources to member countries. The
Bank has taken the lead in creating coordinating groups for the
following countries: Ceylon,
Colombia, East Africa, India,
Korea, Malaysia, Morocco,
Nigeria, Pakistan, Peru, the Sudan,
Thailand, and Tunisia. The Bank
has also been a participant in five
coordinating groups organized
under other auspices. The proportion of official development assistance for which coordinating arrangements exist has grown con-

siderably in recent years and now
amounts to about two fifths of the
total net assistance provided by
the main donor countries and multilateral agencies.

Bank Borrowing
In 1968 the World Bank sold a
record $1,237.4 million of its obligations in the international investment market. Included were
public offerings totaling $633
million in the United States,
Germany, Switzerland, Kuwait,
Canada, and the Netherlands. The
Kuwait issue of $42 million was the
first public offering ever to be
made in that market.
Private placements aggregated
$604.4 million. For the first time
the Bank placed U.S. dollar issues
totaling $30 million with the Saudi
Arabian Monetary Authority. A
further broadening of the Bank's
market was effected in Germany
through two placements totaling
$137.5 million with the Rheinische
Girozentrale und Provinzialbank, a
central savings institution and commercial bank.
The net increase in the Bank's
funded debt was about $600 million, after deducting $174 million
in bonds sold under delayed deliveries during the year, and $598
million in refundings, issues matured, and retirements of bonds
for sinking fund purposes. These
deductions were partly offset by
issuance of nearly $135 million of
bonds sold under delayed delivery
contracts of earlier years. At the
end of 1968, the Bank's funded
debt was about $3,803 million.
Replenishment
of IDA's Resources
Eight member countries of IDA
have taken steps to make funds
available in advance of the coming into force of the agreement on
the Second Replenishment of the
Association's resources. Canada,
Denmark, Germany, Norway, and
Sweden have completed the necessary action to make funds available; enabling legislation is pending in Finland, Italy, and the
United Kingdom. Altogether these
funds would amount to the equivalent of $202 million. Several
other countries are also considering making advance contributions.
In addition, Sweden and Denmark
are making special contributions
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amounting to $21.36 million and
$15 million respectively.
The Second Replenishment of
IDA, as agreed in March 1968,
provides for resources amounting
to $1,200 million from 18 member
countries and Switzerland payable
in three yearly installments, the
last of which to be made in
November 1970. To become
effective, formal notification by at
least 12 countries contributing
not less than $950 million is
necessary. To date such notifications have been received from 11
countries contributing $472
million.
Policy
In public addresses since
becoming President of the World
Bank Group on April 1, 1968,
Robert S. McNamara has outlined his plans for the next five
years. He forecasts a greatly increased volume of lending to be
accompanied by an increase in
the Bank's borrowing operations.
New emphasis is to be given to
loans in Africa and Latin America,
while significant aid to Asian
countries will continue. Agriculture
and education will be given
priority, and encouragement and
assistance will be given to countries to stem the growth of
population. The population explosion, in his view, is a serious
deterrent to the economic growth
of many developing countries.
International Finance
Corporation
The International Finance
Corporation made 17 development investments in 10 countries
during the 12 months ended
December 31, 1968. IFC's new
commitments in 1968, totaling
$47.9 million, helped mobilize
approximately $260 million in
new business investments in the
developing countries during the
year.
IFC's commitments in calendar
1968 were in Brazil, Colombia,
Jamaica, Kenya, Korea, Mauritania, Mexico, Nicaragua, Pakistan, and Venezuela. They raised
total investment by the Corporation in its member countries, over
the past 12 years, to $289
million. First commitments were
made by the IFC during the year
in 3 countries—Korea, Mauri-

BANK/IDA LENDING BY PURPOSE AND AREA—CALENDAR
1968
PURPOSE
AFRICA
Cameroon
Chad
Ethiopia
Gabon
Ghana
Guinea
Ivory Coast
Kenya
Malagasy
Republic
Malawi
Morocco
Niger
Nigeria
Sierra Leone
Somalia
Sudan
Tanzania
Togo
Tunisia
Uganda
Zambia
ASIA
Ceylon
China
Indonesia
Iran
Korea
Malaysia

Pakistan

Roads
Roads, Education
Roads
Education
Electric power
Railway and port
Roads
Agriculture, Roads
Roads
Agriculture, Roads
Industry
Roads
Electric Power
Electric Power
Roads
Electric Power, Education,
Agriculture
Agriculture, Roads
Roads
Ports
Agriculture
Afforestation, Roads
Roads, Agriculture
Railways, Electric Power
Agriculture, Technical
Assistance
Industry
Roads, Industry
Land settlement and
development, Water
supply, Telecommunications
Roads, Power, Irrigation,
Fertilizer Production,
Agriculture Credit

(AMOUNT $ MILLIONS)
BANK
IDA
TOTAL

13.50
1.80

64.50
5.80
3.50

15.00
14.50
3.90

29.00

8.50
16.00
176.00
4.90
67.50
25.00
5.00

0.55
5.90
7.70
10.00
16.40
4.50
21.20
6.12
2.30
8.50
4.30
3.70
3.00
94.17

8.00
21.20
15.00
6.12
14.50
3.90
2.30
37.50
4.30
3.70
8.50
3.00
16.00
270.17

6.90

11.80
67.50

7.00

7.00
25.00
8.50

3.50

22.00

22.00
92.00

0.55
5.90
21.20
1.80
10.00
64.50
5.80
16.40

10.00

102.00

27.40

7.00
6.00
29.00
285.80

Papua and
New Guinea
Singapore
Thailand

Telecommunications
Sewerage system
Roads

EUROPE
Greece
Turkey
Yugoslavia

7.00
6.00
29.00
258.40

Industry
Electric Power
Industry, Railways

12.50
25.00
66.00
103.50

12.50
25.00
66.00
103.50

137.00

137.00

96.90
11.60

96.90
11.60

105.60
3.00
5.30
13.30
5.00
7.50

105.60
3.00
10.40
13.30
5.00
11.50

WESTERN HEMISPHERE
Electric Power
Argentina
Electric Power, Roads,
Brazil
Industry
Roads
Chile
Electric Power, Water
Colombia
Supply, Education,
Roads, Railways,
Industry
Costa Rica
Agriculture credit
Ecuador
Agriculture, Education
Electric Power, Education
Guatemala
Agriculture, Sea Defenses
Guyana
Honduras
Electric Power
Irrigation, Roads, Electric
Mexico
power
Nicaragua
Education, Electric Power
Trinidad and
Tobago
Education

5.10
4.00

142.50

142.50
19.25

19.25

9.40

556.35

9.10

9.40
565.45
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tania, and Nicaragua—spreading
the Corporation's investments to
39 countries.
The IFC entered into eight
major new ventures in 1968—five
in Latin America, two in Asia, and
one in Africa. These investments
involved copper mining, fertilizer
production, chemical products,
textiles, steel making, animal feed
production, tourism, and an investment in an industrial financing
institution.
Under a new policy adopted by
IFC in July, the Corporation will
take on a more active role in the
promotion of prospective investments where good projects suitable for IFC financing in accordance with its regular criteria can
be developed, but where they are
not moving forward because of
the absence of an industrial
sponsor committed to the project.
In some cases, IFC is acting, under
the new policy, as a banque
d'affaires, giving both financial
and technical support to feasibility
studies and, in general, helping
to pay the costs of putting together all the elements—industrial, technical, and financial—of
a promising project. IFC is now
engaged in the banque d'affaires
promotional role in Indonesia.
In other cases, IFC will join
other investors in putting equity
funds into pilot companies intended to carry out detailed
negotiations and studies needed
to permit expansion of the pilot
organization into the full-scale
project. IFC has agreed to join a
pilot company of this type in
Honduras as well as in Colombia.

Membership
During the year Mauritius
joined the three institutions,
Botswana and Lesotho joined the
Bank and IDA, Indonesia joined
IDA and IFC, and Yugoslavia,
Uruguay, and Singapore joined
IFC. In addition, Cyprus, Korea,
and Trinidad and Tobago increased their subscriptions to the
Bank's capital. Thus by the end
of the year the Bank had 110
members with a total subscribed
capital of $22,991,700,000. IDA
had 102 members with total
capital of $1,012,502,000, and
IFC had 90 members with total
paid-in share capital of
$102,386,000.

Revised Third Printing Now Out

Development Planning:
Lessons of Experience
by Albert Waterston
A two-part comparative study that assesses the results of
planning experience in more than 100 mixed-economy and
socialist countries in Africa, Asia, Europe, and the Americas.
Part I describes and analyzes the process in the countries
under review, with special emphasis on the problems of implementing development plans. Part II deals with organizational
and admmistrative structures and functions. Theoretical information is included, but the approach is essentially prapatic.
Appendices contain a comprehensive listing of national
development plans, a list of central planning agencies and
their addresses, and a bibliography on development planning.
The author is Adviser on Planning Organization in the Development Services Department of the World Bank. He is also
the author of Planning in Pakistan, Planning b Yugoslavia, and
Planning h Morocco, and coauthor of The Economic Development of Mexico.
The U.S. edition of Development Planning is priced at $10.75,
the English edition at 86s. Od. An edition in Italian is now
available from Casa Editrice Dott. A Giuffre, Via Statute. 2,
20121, Milan, Italy, at 8.000 Lit.
Orders may be sent to:
U.S.A.

The Johns Hopkins Press
Baltimore, Maryland 21218
U.SA
CANADA

The Copp Clark Publishing Co.
517 Wellington Street West
Toronto 2B, Ont, Canada
BRITISH COMMONWEALTH

Oxford University Press
Ely House, 57 Dover Street
London W.I, England
EUROPE, LATIN AMERICA, AND THE NEAR EAST

International Book Export Group
P.O. Box 231
Princeton, New Jersey 08540 U.S.A.
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SURVEYS OF AFRICAN ECONOMIES
Volume 2: Kenya, Tanzania, Uganda,
and Somalia
This volume is second in a series of surveys which have become available. These data are
being published by the International Monetary drawn from published sources and from maFund on the economies of the African countries, terial gathered by the Fund in its regular conLike Volume 1, the opening chapters describe sultations with member countries. Maps of the
arrangements for regional cooperation among region and each country complete the volume,
the countries included in the volume and
Volume 1 covering Cameroon, Central African
compare the monetary systems, trade and pay- RepubMC| Cnadi Congo (Brazzaville), and Gabon
ments relations, and exchange control sys- js avaj,ab|e in both Eng|ish and Frenchterns. The remaining chapters cover each indiVolume 2 in
vidual country's production, economic developEnglish, will be available in
March a French edition is in the
ment plans and progress, treatment of foreign
:
Process °f
investments, national budgets and fiscal poli- Publication.
cies, money and banking arrangements, and
Price: $5.00 a volume; $2.50 to university
foreign trade, aid, and payments.
libraries, faculty members, and students. PayThe text and tables concentrate on data for ment will also be accepted in most other cur1961-6 but include some figures for 1967 rencies.
Address correspondence to
The Secretary
INTERNATIONAL MONETARY FUND
19th and H Streets, N.W.
Washington, D.C. 20431 U.S.A.

REPRINT AVAILABLE

IFC RECRUITS CAPITAL
FOR DEVELOPMENT
This booklet is reprinted from the NovemberDecember 1968 issue of Columbia Journal of
World Business, published by the Columbia
University Graduate School of Business. The
10-page article by Martin M. Rosen, Execu-

tive Vice President of the International Finance
Corporation, discusses IFC's role as a mobilizer
of capital for investments in the private sector
of the less developed countries, as well as
future opportunities for IFC investments.

Copies are available on request from:
Publications Office
Information Department
International Bank for
Reconstruction and Development
1818 H Street, N.W.
Washington, D.C. 20433 U.S.A.
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