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INTRODUCTION

Economic development 1s primarily assoclated with
an increase in capital per head, Capital formation thus
turns out as a significant aspect of problems of economic
advancement., In this thesls, general approaches to problems
processes of caplital formation in economically unde%%eloped
countries are attempted.

Supplementary conditions required for economic pro-
gress are also associated with soclial and financial institu-

tions that give incentive to economic effort; with attitudes

and will of people to devote their talents and energy to theil

progress; with lnternational co-operation in trade and aid;
with technical knowledge and training to improve productivit]
and with endowed human and natural resources which provide
for oppogtunities. Concentration on the problems of capital
formation will be given in this thesis, but the 1lmportance
of these related aspects, even though they are considered as

supplementary conditions to our concern, is also recognized

and

because capital formation can not be carried out without these

conditions., However, conslderations are only limited to

those which are concerned with capltal formation.
Chapter I of this thesis will be devoted to the

study of problems of capltal scarcity in undeg%eloped

countries, the effect of market and financial 1lnstitutions,
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as well as problems of capital absorptive capacity of those
countries. Sources of capital are chiefly two: domestic sa-
vings and foreign investments which are to be discussed in
Chapters II and III respectively. Approaches to human and
natural resources in relation to capital formation are made 1
Chapters IV and V. Finally, a summary of the conclusions
will be drawn after all of the problems in regard to capital
formation are considered.

The term capital in the economic sense 1s always re-
lated to investment. Capltal 1s taken as a stock of assets;
investment is a flow or addition to the capital stock. Capi-
tal formation will be defined in this study as the stock of
goods of all kinds in the hands of producers, housing and
durable physical assets in the hands of people and government
and the net stock of international financlal claims, Saving
is a source of capital., But the most preferable capital is
that which is productive and which takes the form of invest-
ment, Hoarding of cash or forelgn currencies or gold orna-
ments 1s a type of saving but considered as non-productive
capital.

The problem of saving was discussed with contradictor
views by leading economists. From the classical standpoint,
an increase in the supply of saving stimulates capital accu-
mulation by causing the rate of interest to fall. Full emplo

ment being assumed, savings at the expense of consumption may

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES
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however, lead to an effective release of scarce resources
without which the production of capital goods could not take
place. J. M. Keynes argued from a different point of view
that if funds are diverted from consumption they may be
hoarded rather than invested. The logic of Keynes' theory
was ably exposed by J. R. Hicksl, i.e,, that more saving is

wasteful. It causes income to fall, but it leaves interest

rates unaffected. Keynes was criticized because his hypothe
sis is plausible only for the short run and less sapplicable
to secular growth.

This thesis is primarily concerned with the problem

of capital formation in undef%eloped countries. The argu-

ments of both the classical school and Keynes are less appli

cable to those economies., The burning issue confronting under-

developed countries 1s capital scarcity and there 1s neither
danger of excessive saving nor gap between consumption and
income. There may be a "vieious circle of poverty" which
implies a "circular constellation of forces tending to act
and react upon one another in such a way as to keep a poor

country in a state of poverty"z. On the supply side, the low

l william Fellner and B. F. Haley, ed., Readings in
the Theory of Income Distribution, Philadelphia, 1946, pp.
461-476,

2 Ragnar Nurkse, Problems of Capital Formation in
Underdeveloped Countries, New York, Oxford University Press,
1955, p. 6.
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real income results 1n a meagre margin of saving which in
turn provides for little capital for Investment. The income
is again low., On the demand side, there 1s little inducement
to invest because of small purchasing power of the people
which is due to low income. Income is low because of the low
productivity vh ich again i1s due to the low level of invest-
ment, The vicious circle of underdeveloped countries 1s only
breskable by an increase of caplital formation and investment.

What is an underdeveloped country? The concept of it
is sometimes midleading. There is no abrupt distinection to
separate the underdeveloped from the developed areas when cou
tries and regions are placed in an array, as factors are com-
plex and accurate measurement seems very difficult., It is a
comparative rather than absolute 1dea. In so far as natural
resources are concerned, Canada is "underdeveloped" in compa-
rison with England, whereas the latter falls behind Canada 1in|
the field of per capita Income and material welfare. But
both of these two countrles are much advanced in comparison
with Asian countries., At the extremes the contrasts are
dramatically sharp, but in the middle ranges blurring is
unavoidable.

The idea of development and underdevelopment 1s only
concerned with the level of material well-being and economic
satisfaction. Outside the economic sphere an underdeveloped

country may be highly developed in art, philosophy, religion

Lor general civilization.

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES
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The usage of underdeveloped countrles in thils study
refers to those countries which share a common condition:
their production, their income and their living standards are
low. This usage would cover most of Asia and Africsa, the
Near and Middle East, South-eastern Europe, the Caribbean
Islands and Central and South America.

The conditions of those underdeveloped countries are
by no means identical. Some are confronted with population
pressures -- most of Asian countries; some are exposed to
tropical climate -~ Indonesla, Malaya and much of India; some
are chiefly short of natural resources -- Nigeria and Carib-
bean countries, etc.

In this study, examples and sometimes theoretical exp
sitions will be made largely with respect to countries in
South-East Asia and the Far East. First, it is because that
area constitutes a major part of the present underdeveloped
world, and secondly, books and materials are comparatively
available in this fleld. However, since thls study is a
general approach to processes and problems of ceaepital forma-
tion in all underdeveloped countries, it does not limit it-

self to a particular test case.

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES
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CHAPTER I

LEVEL OF CAPITAL

l. Capital Scarcity in Underdeveloped Countries

Professor Ragnar Nurkse once irrelevantly but phillo-
sophically remarked, "A country is poor because it is poor“.l
This statement characterizes the crude fact envisaged by all
undeveloped countries, A country which is economically ad-
vanced or backward 1s usually judged from the standpoint of
the available capital per head; those considered as poor ones
are of necessity faced with an important problem of capital
scarcity. _

With low per capita capltal, economic activity is
carried out without the assistance of large quantities of the
capital assets such as machlnery and equipments which are com
monplace in wealthier and advanced countries.

The general implication of a low level of capital is
a low level of output which in turn results in a low level of
national income., With a low level of income the propensity
to consume 1s so high that little is saved and left over for

investment., Yet wlthout large additions to the stock of

1 Ragnar Nurkse, Problems of Capital Formation in
Underdeveloped Countries, Chapter I.
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capltal available for production, the consumption of the peo-
ple must be low, not only because of the quantity produced 1is
small, but also the quality of output is lower than that of

wealthier societles. In bumper years people in many under-

developed countries may enjoy having sufficient foods in quan
tity, whereas when drought, flood or rainy years come to them,
dreadful famines bring a large number of people to furious
desperation. It 1s because their economic societies are so
poor that there is nothing saved to enable them to improve
their lot. In ordinary times, a large number of peasants are
customarily working on farms barefooted because they can not
afford to buy a pair of shoes. Poor people welcome warm sum-
mers and greatly fear harsh winters, because their shelters aL
well as thelr clothes are not good enough to keep them from
cold. Transport costs are high because technically efficlent
transportation equipment and good roads are lacking. However)
the recent fact that famines have been gradually kept from
large parts of the under-developed world during the last cen-
tury i1s evidence both of 1ncreasling caplital formation and of
more general economic improvement in these countries and
international willingness?provide an aid.

The general effects of a low level of capital in un-
derdeveloped countries tend to be aggravated by factors which
reduce the economic effectiveness of most avallable capital.

Agricultural equipment or transportation facilities which

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES
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are owned by a few "rich" persons may be used in a very limi-
ted extent. Technical improvement or invention made in one
area can not be spread to other areas because of poor communis
cations. The effectiveness of available capital assets may
also be curtailed by the narrowness of markets. The capital
assets available in one area may not be sold and used in other
parts.

It is a commonplace in underdeveloped countries that
labor is relatively cheap and capital expensive canpared to
wealthier countries. The difference between the prices of
labor and capital will have an effect on all economic behavior
and production methods throughout the economies, In countries
where capital 1s abundant relative to labor, capital equip-
ments and machinery will be designed for the économical pur-
pose of labor-saving. In most underdeveloped countries, es-
pecially where populations are densely settled, 1t would be
fantastically uneconomic to equip each worker, in building a
road, for example, with a bulldozer. Much simpler tools and
equipments would be appropriate to the labor-sbundant countrigs,
because labor substituted by machinery would become unemployed
when other sgectors of the economy are not able to absorb them%
and again, more capital would be necessary for trainlng of
operators, purchase of oils and maintenance tools because the
economy 1is not diversified enough to have them avallable,

| "}ﬁ und;rdeveloped countries where capital is scare,

many economic activities are carried out with little or no
UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES




UNIVERSITE DOTTAWA ~ ECOLE DES GRADUES

LEVEL OF CAPITAL 4

capital., There is a massive substltution of labor for capi-
tal. In the vast rural areas of China, Indlia and many other
countries, shipment of goods to local markets which are uspal

held once for each filve days are still carried by means of

manual baskets or carts. In Korea, one hundred or more pounds

of things are very often carried on human shoulders, A study

of South Africa shows that nearly one-third of the women's
time is "taken up in fetching wood and water for household
needs, stamping and grinding meals by hand for cooking, and
in keeping the thatch, walls and floors of their living huts'
It is indeed a feature of backward economies in which cepital
equipment of all kinds is meager that much economic activity
may consist very largely of fetching and carrylng.

It is safe to say that more than ninety percent of
agricultural activities in a2ll underdeveloped countries 1s
st1ll dominated by manual labor. The scarcity of capital
affects agriculture in that it is difficult for peasant culti
vators to replace producing assets by technically superior
varieties which give larger and better quality yilelds., Cepit
1s often lacking to acquire the new stock, Farmers cannot
afford to forego a large part of current income in exchange
for the high deferred income which would be available techni-

celly, Capital scercity makes countrles like Japan, India,

2 p, T. Bauer and B, S, Yamey, The Economics of Unden

ly

.2

al

developed Countries, The University of Chicago Press, 1957,
Pe 119,
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Pakistan, etc., take measures to expand labor-intensive 1indus;
tries which might yield cheaper products compared with those
labor-scarcity countries in the same field. Exports of these
goods may exchange for imported capital goods according to
the theory of comparative advantage.

A common phenomenon in most of the backward countries
in which labor 1s plentiful and capital scarce appears theat
much labor is often spent in prolonging the 1life of capital
equipment of all kinds, and capital equipment is kept in use
after 1t has reached a condition in which it would be scrappe$
in wealthier countries. The exports of second-hand machinery
from advanced to underdeveloped countries afford a general
illustration of this phenomenon, Even if the useful 1life of
capltal assets 1s often extended by repeated repairs, yet the
actual life may nevertheless be shorter than in more advanced
economies because of the low-level technical skill both in
using and in repairing them,

However, few countries are content today to permit thé
continuous existence of poverty in the form of capital scar-
clty. Measures are deliberately and purposefully sought
through domestic and external economic steps taken to that end.
Professor P. A, Baren believes that the only way to prevent a
continuous deterioration of living standards is to assure a
steady increase of total output at least larger than that

necessary for offsetting the rapid expanslon of the

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES
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population.3 Output can be increased mainly by increase of
capltal investment.

2, Effect of Market on Capital Accumulation

The extent of market exerts great influence upon ca-
pitgl formation as well as economic development. The size of
market depends upon the degree of self-sufficiency, upon the
size of population, upon the conditions of communication,
upon money facllities, upon tastes and demand of consumers,
and upon national 1income.

In most of the backward areas, the village economy 14
still dominant, such as China, India, and many South American

countries. In China, for example, many inland villages on a

from towns and cities things they can not secure locally. A
small amount of inter-village trade takes place, but for most
part the village 1s self-sufficient, and the width of the mar
ket 1s limited by the size of the village, Every village has
a number of skilled men, but they supply only a fraction of
the villagers' want. The primitive household is almost com-
pletely self-sufficient., Speclalization is limited. As Pro-

fessor Nurkse argued,4 Say!s lawd® would be valid in under-

3 Paul A. Baren, "National Economic Planning", A Sur-
vey of Contemporsery Economlcs, ed., by Bernard F. Haley, “Vol.I
Homewood, Ill., Richard D. Irwin Inc., 1952, p. 307.

4 Ragnar Nurkse, Problems of Capital Formation in Und

subsistence basis require money only for the purpose of buying

L,

2%

developed Countries, Chapter 1.

© Say's Law; Supply creates its own demagd, is eritici
Cloe
UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES "
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developed countries in the sense that there is no "deflation?ry
gap" between income and consumption, and production creates
its own demand, and the size of market depends on the volume
of production.

The size of market also depends upon the size of pop&-
lation., Mamufacturing industries and public utilities would
enjoy substantial economies of scale as the population in-
creases. Brazil, Australlia and Greenland, for example, can
not afford to have highly specialized industries without forgign
trade, Their transportation facilities, electric power, so-
cial security measures, schools and hospitals, etc. are relas
tively expensive because their populations are not blg enough
to support mass-production in those flelds.

The conditions of communication have a significant
effect upon the size of market and industrialization, becauss
the joining of separate villages and local mérkets requires
communication. The lack of roads prevents movement of goods
and people. Many peasants of older generations of China wers
born and died within very narrow areas as bilg as forty squarg
miles., Their world was so narrow that they did not get in
touch with the rest world. There were ho newspapers, no mall
and little literacy which would enable advantage to be taken
of them. The village i1s remote from large markets. Dr. Sun

Yet-sen assumed the development of highways and railways

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES
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throughout China,6 to be of first importance. He planned a
network of railways and highways running east and west and
north and south to be imposed on China to joink it together
in one interconnecting economy. The far-off internal cities
and villages would be connected to the all important eastern
ports by this communication network. Agricultural products
in inland areas could be sent to those coastad cities where
food products might be exchanged for goods and capital equip-
ment for their agricultural and industrial advancement. Not
only the food surplus can be taken away from the farms and
made it available to the city, but the "disgulsed" unemployed
people can be drawn into the city. But in the city they must
be fed and that is why food must move off the farm through
communication and market processes to the city. The country
could be changed from a subslstence economy to an exchange
economy by means of communication and widening markets.

The wldening market requires an extension of the use
of money which must be brought about by a sound development o
money and banking system. The use of gold and coin as money
may limit the size of market and lack of financial Instltu-
tional facilities will handicap savings and capital formation
This problem will requlre a substantial discussion in next

sectlion.

6 sun Yat-sen, International Development of China,
Ministry of Information of the Republic of China, 1943,
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The size of market also depends upon the tastes and
standardizatlion of demand of consumers. Highly diversified
and unstandardized demand will handicap the industrialization
because 1t causes excessive inventory, 1dle machine time, 1in-
creasing labor cost, and ineffectively diversified capital in-
vestment. In markets where everybody wants to show his supe-

rior status by buylng commodities of individual design or arti

type will be small, Rapid capitalization thus requires a so-
clety in which wealth distribution is relatively equal and thg
middle class dominates the demand for goods. Capital formatig
will be easily directed by profit motives toward more or less
standardized industries. Tastes of consumers must be coording
ted with industrial simplification and standardization. Unne-
cessary diversification of commodities, especially in under-
developed countries, could be a form of waste.v

Low per capita national income is one of the principal
attributes of less developed countrlies. Low personal incomes
are reflected in a pattern of expenditure which is very unfa-
vorable to manufacturing industries. The lower the income the

higher i1s llkely to be the proportion spent on food. The mar-

ket for manufactured goods 1s curtalled.

7 Richard N, Owens, Management of Industrlal Enterpri-
Homewood, Illinois: Richard D. Irwin, Inc., 1954, Chapten

ses
VT,

cles fashiloned specially for his requirements, markets for each

n

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES



UNIVERSITE DOTTAWA .. ECOLE DES GRADUES

LEVEL OF CAPITAL 10

The inadequacy of the extent of the market affects
capital formation in severel ways., First of all it offers no
attraction to industrial capital. The inducement to iInvest 1s
limited by the size of the market. It 1s generally recognized
that in the poor countries the use of capital equipment in the
production of goods and services for the domestic market 1s
prevented by the small size of that market, by the lack of do-
mestic purchasing power. In so far as foreign capital is con-
cerned, the underdeveloped countries are likely to be regarded
as no more than a marginal market, capable of being served
from manufacturing plants located in more favorable sltes,B

The fact that average personal income 1s comparatively
low in underdeveloped countries constitutes an obstacle to the
application of capital by any individual firm and 1ndustry
working for that market. Generally speaking, consumers with
low income care for goods with comparatively lower quality and
price. This may constitute an advantage for establishment of
small factories. However, these are very often the goods for
which mass production methods are most appropriate. In supply
of these types of goods, a newly established small factory may
find itself at a very disadvantageous position in competition

with larger producers in exporting countries., This difficulty

8 Henry G. Aubrey, "Investment decisions in under-
developed countries", published in the book entitled Capital
Formetion and Economic Growth, a report of the National Bureau
of Economic Research, New York, Princeton University Press,
1955, pp. 597-440,
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can exlst even in very large countries with large population
such as China and Indla.

In the event of a limited domestic market in the sense
of insufficient demand, a possibility of expanding production
for sale on foreign markets should be teken into consideratioh.
This may be a significant means of accelerating industrial
development in early stages of backward economies, Great

Britain, Japan, Belgium and Switzerland are good examples.

Mamufactured goods are exported in large quantities in exchan
ge for imported raw materifls and food for their own need. And
again, in competition with these main exporting countries,
the newly established industries in backward countries would
be in & disadvantageous dilemma.

It follows from the above arguments that in making a
final decision on investment, a firm has to consider the size
of the market 1In two directions: the size of total demand for
the product and the share of the total market which will be
the target of the contemplated enterprise. And it is inevita+q
ble that the extent of the market exerts great influence on
investment decislons and capital formatlon.

Nevertheless, the vicious cycle of poverty is not un-
breakable, but it calls for industrious and decided efforts of
their people and governments working towards their goal of

modernized industrialization.
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3. Aspects of Financial Institutions

This section is concerned with effects of financial
institutions on capital formation in underdeveloped countries.
The central banking facilities, the money market and the
capital market in various forms are inadequate in most back-
ward countries. In modern advanced economies financial 1nst}-
tutions have not only spread, but they have developed to
great complexity, while in agrarian socleties the majority
of the population makes little use of money because relativelly
few goods are exchanged. Rents, and sometimes taxes, sare
often paid in kind., Paper currency has become attractive
only after World Wars. It is now, however, used everywhere
in the world, As a result of this situation, central banks
in many underdeveloped countries ceme into being only recent-
ly. In South-East Asia and the Far East, for example, the
central banks of Pakistan, the Phi}ippines, Burma and Ceylon
came into being after the Second World War as the result of
their newly acaiired political independence. Xorea, China
and India founded their central banks after the First World
War. There 1s no central bank as yet in Indochina, Hongkong,
Malaya and Singapore.9 With these newly founded central bankF,
they are getting into position to make a major contribution

of mobilization of domestic savings.

® United Nations, Mobilization of Domestiec Capital in
certain Countries of Asia and the Far Kast, 1951, ST-ECAFE-

4, Ppo 15‘160
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As Arthur I. Bloomfieldl® points out, the grea't
majority of central banks in underdeveloped countries are
fully owned by the government, Many of the central banks are
characterized by usually wide and flexible powers, In the
field of capital formation central banks with sufficient
powers can contribute in several ways., First, they can supen
vise commercial banks and thus encourage the use and improve-
ment of such institutions. Secondly, the central banks may
take steps in issulng government securities. And thirdly,
central banks may advise the government, or directly control
exchange and imports. Of course, they may also promote mone-
tary stability and regulate money supplies so as to conduce
to healthy levels of employment, national and economic deve-
lopment.

A sound money and capital market would offer savers
enough protection to encourage them to lend to investors. The
distinction between money market and capital market is that
the former consists of all sources of short and medium term
credits and the latter covers long-term credit and lnvestment
In the advanced industrial communitlies the investors are to a
very large extent using savings mainly out of undistributed

profits, while in the early stages of industrialization of

10 grthur I. Bloomfield, of Federal Reserve Bank of
New York, wrote on "Some Problems of Central Banking in Under
developed Countries", The Journal of Finance, May 1957, p.
190.
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most underdeveloped countries, capital out of thess resources
is quite limited., The flow of savings from lenders to bor-
rowers depends largely on the channel of banking facilitiles.

In most of the underdeveloped countries the organlzed
money market 1is concentrated only in urban areas. Arthur
Robert Burns 1llustrated that commercial banking entered most
of these countries In the form of foreign banks, often Bri-
tish, German and Americen in India, China (before 1949) and
Latin America, and French in Indochina and the Middle East an@
Chinese Banks in Malaya, Hongkong and Indochina.'l United
Nations! iInvestigations of Asia and the Far East also give
the similer results.}? These foreign banks have an "extremely
influential place", and specialize particularly in foreign
trade finance. However, commercial interest rates appear to
be nearly comparative with such rates in other parts of the
world. It is because of the limited and selective use of the
facilities.,

For the majority of the people, especially in rural
areas and for small-scale industry and trade, the financial
facilities are in the "unorganized market" of the money lenden
Here interest rates are very high. This constitutes a key

problem for cepital investment. The baslc economy of the

11 Arthur Robert Burns, Comparative Economic Organiza-
tions, New York, Prentice-Hall, Inc., 1955, p. 501,

12 gnited Nations, Mobilization of Domestic Capital
in Certain Countries of Asia and the Far East, 1951, pp. 53-38,
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underdeveloped countries 1s agricultural, with small-scale

industries and trade. The possible contribution that might
be secured is restricted by the costly burden of rural finance.
United Nations experts suggest three steps on thils point.

They are: first, further encouragement and speciflic induce-
ment to the extension of commercial banking to rural areas;
secondly, encouragement of consolidation of numerous small
banks and extension of their supervision by the central banks|;
eand thirdly, so far as the usurlous money-lender is concerned),
£, 13

simple laws and regulations may have a salutary effec

In Burma, Ceylon, India and Pakistan, it is found that a co-

opergtive movement may solve many of the fundamental difficul
ties. However, in tralning of cooperative leaders, adminis-
trative guidance is required.

So fer as the advantages of capital market are concer-
ned, an easy flow of savings from lenders to borrowers may be
facilitated because of limited liability and easy marketabi-
lity of assets. In most countries the law usually takes the
view that the whole fortune of a sole-proprietor or partner
of a business 1is liable for the debts of any undertaking in
which he participates, and not merely that part of his fortune
which he invested in the undertaking. With the modern capital
market, limited liability creates a thoroughfare for invest-

ment in the sense that an investor who invests for a shere of

13 Opo Cito’ po 410
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the profits, who delegates hils managerial rights to directors
under control, is liable to creditors of the undertaking only
to the extent of his investment. This limited liebility mekels
it possible for thousands of people to participate in a ven-
ture without committing the whole of their private fortunes.
And again, the lender is able to restore his liquidity easilﬁ
by selling his right to payment or the borrower's assets
when defaulted. This is meinly a function of a capital mer-
ket in which the bonds, shares, mortgages and titles of ex-
changes are marketed., On the contrary, the marketability of
financial securities is by no means an obstacle which can ren-
der difficult operation of the business.

The development of well-organized stock exchanges 1is

not complete in most underdeveloped countries. Public issues

and purchase of securities are quite limited. United Nations
investigations of the South-East Asia and the Far East con-
cluded that stocks exchanges avallable for most part were
confined to India, Hongkong, the Philippines, Pakistan and
Singapore, and only a limited amount of capltal resources hes
been accumulated in the private industrial and business
sector.14

However, financilal 1lnstitutions through which savings

are eccumulated may take many different forms., In practicallly

14 ypited Nations, Mobilization of Domestic Capital
in Certain Countries of Asia and the Far LKast, I951, p. 66.
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every underdeveloped country, postal savings and commercial
banks are most wide spread institutions for moblllzing the
savings of individuals on a voluntary basis, Even so there
are large areas where savings banks and postal facilities are
not available. In India only about 40 percent of the villa-
ges with a population of 2,000 or over are provided with pos-
tal savings banksls. Korea offers a large number of savings
services through the post office which partly explains its
relative success in securing wide spread participation.16
But the interest pald on deposits is frequently low in most
of the underdeveloped countries and the annual amounts of
savings are small.

Because of the magnitude of the rural sector of the
economies of most underdeveloped countries, the mobilizeation
of rural money savings through appropriate institutions was
one aspect of widenling savings for economic development. In-
surance companies are an ilmportent agency for the mobilization
of the savings and meke funds avallable for long-term invest-
ment. But ilnsurance facilities are also confined almost entid
rely to urban areas of many underdeveloped countries. It is
also suggested that compulsory national provident fund scheme#,

and building end loan societies should be promoted.l? The

15 op, cit., p. 136,
16 Op. cit., p. 228,

17 ynited Nations, Mobilization of Domestic Capital,
1952 (E-CN.11-I&T-63), pe 19.
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scarcity of organlzed facilities of industrial financing has
resulted in various experiments by those govermments which

include direct grants of funds by governments, special corpo-
rations financed wholly or in part by govermments, as well as
the use of government guarantees to attract private resourceé

for investment.

4, Capital Absorptive Capacity

It 1s safe to say that all backward countries want to
accelerate their economic progress so as to catch upﬁgghigh
standard of living of advanced economies. Suppose adequate
“sources of capital required for investment in certain indus-
tries are developed., Can a country absorb capital without
1imit and at any rate? The answer might be negative. Each
country has a limited capital absorptive capacity. Capital
1s essential to an economic development, but the problem of
economlc development cannot be solved only by increasing sup-
Ply of capitel. The absorption of capital rests in part upon
the avallabllity of complementary factors with which the
capltal is to cooperate and also in part on the maintenance
of economic stabllity without inducing unnecessary inflationaj
pressure and disequlilibrium of balance of payments., The
practical issue 1s whether haste is better made precipitately
or slowly.

Probably the important limiting factors are the supply
of raw materials, the lack of technslogy, the shortage of
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skilled personnel, deficiency of trained managers and able
entrepreneurs, the general economic organization of the so-
ciety, and the low geographic mobllity of labor. In an ex-
panding economy each industry will depend upon the growth of
others. ,The productivity of each factor of production also
depends upon the adequacy of other factors, and the benefits
of each to the others are augmented by their very interdepen-
dence. The deficiency on the supply of factors other than
capital will result in a sharp decline in the marginal pro-
ductivity of capital, It 1s very often argued that capital
would be more productive in underdeveloped economles than in
advanced economies because of its scarcity. This is true.
But as capital is increased to a certain level, marginal pro-
ductivity would sharply decline because of the bottlenecks in|
the availability of other factors or economic organlzations.
It is believed that the inadequacy of technical knowledge in
underdeveloped countries can be alded by technical assistance
from advanced countries.l8 However, the supply of raw mate-
rials, the economic organizations as well as Immobility of
labor could be improved only with prolonging efforts by domes
tic measures.

Indeed, the rate at which modern equipment can be ins-

talled and therefore the amount of capital funds which can be

18 president Truman's Point Four Program was initiated
in his inaugurael address, January 20, 1949, for this purpose.
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productively employed in economic development during any year
is limited. The main 1limiting factor, as Eugen Staley ar-
gued,19 may not be the capital goods, it may be instead the
soclal resistance of the people to changes in habits, for the
coming of industrialism imposes drastic changes. Sir Sydney
Caine?0 also emphasized this point that industrial develop-
ment is a soclial process, involving much more than the mere
installation of machines. Economlc developments do not take
place in isolation. As more wealth is produced, new problems
in its distributiong and utilization may arise. Fundamental-
ly, it is educational, organizational and political rather
than mechanical. The rate at which new capital can be absor-
bed 1is closely related to the rate at which new ideas can be
absorbed.

Apart from the inadequacy'of complementary factors and
social adjustments, the absorption of capital is also limited
by the reaqiirement of maintaining economic stability without
inflation and disruption of unfavorable balance of payments.
The problem of inflation resulted from insufficiency of capitLl
absorptive capacity 1ln underdeveloped countries engages the

attention of many modern economists.?l There are some reasonp

_ 19 Eugene Staley, World Economic Development, Montreal
International Labor Office, 1944, p. 69.

20 sir Sydney Caine, "Education for Development", The
Advancement of Science, Vol. XIV, No, 55, Dec. 1957, London,
England, pp. 191-200.

2l see "Economic Growth and Inflationary Pressures,
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for believing that the multiplicity in inflationary forces is
more evident in the underdeveloped than in the industrial
countrises. Inflationary pressures in underdeveloped countries
are characterized by the inadequacy of the rate of savings

to finance the growing requirements for investment. A major
inflationary trend in the richer countries is likely to be a
cost-price type of inflation while ®hief influence in under-
developed countries is monetary expansion. Investment in
underdeveloped countries is likely to be financed by budget
deficlits while a great extent of investment 1n industrial
countries is from the retained earnings.

Arguments can be advanced that a constant rate of in-
vestment tends to produce a growing gap between effective de-
mand and productive capacity of the economy. If investment
rlses too rapidly effective demand will grow faster than capa-
city to produce and the economy will be subject to inflatiohany
pressure.22 Economie poliecy must be geared against too rapid
a rise in effective demand because 1t may generate a wage pric
spiral. Savings will be handicapped and capital formation is
likely to be hindered when there 1is an increase in the general

price level. Even if unused resources and unemployment do

eier & R, E. Baldwin, Economic Development, New York, John
illey & Sons, Inc., 1957, p. 3561,

22 gerald M, Meir & Robert E, Baldwin, Fconomic Deve-
flopment, p. 352,
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exist, the market imperfections, ignorance and immobility,

as such as the structure of production mey prevent from
adapting itself rapidly to the pattern of demand. Therefore,
inflation may develop side by side with unemployment and un-
deremployment., United Natlons expertszs warned that severe
inflationary pressures may be generated even in the absence
of budget deficits. Unless an adequate part of the under-
utilized resources and man power 1ls devoted to the expansion
of consumer goods in line with rise in investment, the under-
developed economy 1is "either chocking off its economic growth
or frustrated by unendurable inflationsary pressures".

When the accumulation of capital exceeds the capltal
absorptive capacity, the balance of payments of the country
will fall into disequilibrium difficulties. The process of
economlc development will generate & need for foreign exchang
but the imports surplus, if without adequate control, could
be dissipated on luxury imports to the disadvantage of the
development programs rather than the capital equipments which
are urgently needed., The slignificant effect could be that a
rapid investment stimulates inflatlion and export industries
are confronted with Increasing cost with diminished exports.

And moreover, forelgn investments in such & country could be

25 United Nations, World Economic Survey, 1956, p. S.
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deterred.®4 If this type of balance of payments difficulties ooccyrs,
capital growth must be handicapped because there could be
no foreign exchange available to lmport the necessary raw
materials and capital equipment. This would require a reduct
tion in domestic consumption and investment. Therefore, the
rate of investment must be Influenced by the desi rability of
maintaining a sound relatlonship of imports and exports.
Rapid industrialization with fast capital investment
might be well exemplified by the economlc development of
Japen between the two world wars and Russia after revolution,
But, Japan, as pointed out by Buchanan and Ellises, had a
free hend in the rich Chinese North-East Territory with a
vast area of nine provinces (the so-called Manchuria) and
also had a dominant position in the inner part of China.
The problem of supply of raw materials and other resources
was s lved. Russia's success was mostly regarded as due to
its efficient planning and control. Communist China now is
following the Russian way. But most of the remainder of the
underdeveloped world shows a weakness of government and a
diffusion of purpose which do not make for a maximum tempo

of industrialization.

24 ynited Nations, Processes and Problems of Indus-
triallization in Underdeveloped Countrles, 1955, p. V<.

25 Norman S. Buchanen & Howerd S. Ellis, Approaches
toc Economic Development, New York: The Twentleth CTentury
Yund, 1955, p. 287.
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In general the underdeveloped countrles are anxious-
ly demanding a rapid industrialization. Their ambitions
for speed in economic development may be too high to be met.
We must expect that there may be disappoin‘cment.26 Where
development takes hold, success itself will often create
problems, as long-accustomed social and economic patterns
are broken, and new socleties emerge with the new economies.
The determining fectors in the speed of thelr development
are likely to be the will to save to meet the lnvestment
demand. Their ability to do that will require effective,
strong and competent government. The willingness of the
more advanced countries to cooperate effectively, not only
in lendlng capital and technical assistance, but also in
organizing a sound foundation of interacting security and
steady trade 1is essential.®”? Inflation as wéll as balance
of payments difficulties must be controlled directly or
Indirectly.

26 Economic Development Assistance, Committee for
Economic Development, p. l4.

27 Eugene Staley, World Economic Development, p. 75/
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CHAPTER II

SOURCES OF DOMESTIC CAPITAL

l. The need for saving

Since rapid economic growth is generally unattain-
able without substantial investment, it follows that saving
should occupy a prominent place in the course of economic
development because investment has to be matched by savings.
If the rate of investment has to be a certain minimum, say
10 to 12 percentl of national income in order to bresk the
vicious circle of poverty, then, apart from external aid,
domestic consumption has to be reduced and internal resour-
ces have to be mobilized to & corresponding extent.

The conditions of economically underdeveloped coun-
tries are guch that their production, theilr income and
their living standards are low. They produced in 1955, on
the per capita basls, in all underdeveloped countries of the
Free World, only about $100 worth of goods and services a
year, compared with $2,000 in the United States and with

$1,000 generally in the better developed parts of Europe

1 w. A. Lewis, in his Theory of Economic Growth,
points out that 1lndustrial countries tend to invest between
10 to 15 percent of theilr national incomes, while poor
countrles save 5 percent, P. 202,
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or Australia.? The rate of saving in any economy 1s higher
when total income 1s large. Famllies with annual incomes
of $3,000 a year ordinarily save a higher percentage of thei:
incomes than those with $2,000 a year, and those with $4, 000
save a still higher percentage. The percentage of income
saved tends to rise as income rises. Also, countries with
high average income levels tend to save a larger percentage
of income than those with lower income levels. The per
capita income of all underdeveloped countries 1s so low that
they try their best to keep from starvation. Savings are
very often negative. The higher the productivity and living
standards achieved by a given country, the higher the rate
of savings 1s likely to be. But the productivity and living
standards are universally low in backward countries. The
problem of savings, therefore, 1s urgent but extremely dif-
ficult.

As increasing investment and Industrialization 1s
the first step i1f underdeveloped countries are to lessen
thelr poverty, savings are needed, otherwise lnvestment can-
not be made. Of course, forelgn caepital and assistance

would be helpful, but outslde assistance cannot be relied

upon at all times, therefore the fundamental effort must come

from the people of underdeveloped areas. They must not only

2 Bconomic Development Assistance, Committee for
Eco. Development, pe 8.

LJ

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES



UNIVERSITE DOTTAWA .. ECOLE DES GRADUES

SOURCES OF DOMESTIC CAPITAL 27

desire economic growth, they must also be willing to devote
their energy, talent and resources to it. However, savings
must be done no matter what method 1s used.

Nevertheless, it may still be asked whether voluntary
savings get into investment automatically. Modern economists
insist that savings, on the one hand, and investment or capil-
tal formation, on the other, are made by the decisions of two
quite different groups of people, influenced by quite diffe-
rent motives, Decisions to vary the rate of investment are
made by entrepreneurs in accordance with thelr prospective
expectations, whereas the decislions that determine the rate
of savings are made by the public seeking to accumulate re-
sources for future use or consum.ption.3 Neither of these
decisions 1s made with any consideration or calculation of
what the other decislion may happen to be. 8Savings, even
when they are designed to find their way into investment,
do not reach their goal by any automatic or direct nrocess.

On- the contrary, there 1s a possibllity which most
classic economists overlooked that an increase in saving may
discourage lnvestment rather than lead automatically to in-
creasing investment. An increase in savings, being equivalen

to a decrease in spendling, reduces the expectatlons of all

3 J. M. Keynes first pointﬁaout that savings and in-
vestment are made by different groups of people and they are
not adjusted to each other automatically.

t
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entrepreneurs producing consumption goods. They tend, there-
fore, to reduce their output and employment. It is theore-
tically possible that increasing thrift will discourage invesgt-
ment. However, this possibility that the level of saving may
be so high that investment opportunities may be checked may
happen only to those richest countries. In the less developefl
countries there 1s no such danger, because the level of their
savings is very low.

It is generally recoiiiiig_fgégﬂéeople in those
underdeveloped countries arg( n very few\;;;;;?gzlling to
save to a large extent. There are various reasons. Because
of inflaetionary pressure, liquid assets may cease to be the
safest form of wealth. Thelr incomes may be too low to allow
them to save, or the small marglin of savings are very often
used for non-productive purposes such as for gold ornament,
religious and social festivities or exportation or hoarding
of cg ital surplus. Quite apart from the willingness of pri-
vate persons to invest if they could find the money, govern-
ments are usually overwhelmed with projects for spending on
roads, water supplles, flood control, irrigation, electric

power, schools, hospitals, etc. What restrains this investment

is not lack of demand, but simply the lack of saving to finang

CF

it. In these cases the need for investment 1s so great and
the actual savings out of the public so low that there would

be a gap between investment and savings.
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Then, because of the unavailabllity of 1indigenous
private capital, a strong inclination usually exists in most
of the underdeveloped countries for economic development
through governments. The South-East Asian govermnments for
example, have a capaclty to raise investment capltal from
tariffs, taxes, and govermment monopolies.4

The underdeveloped countries are notable because they
place sconomlic development high among their demands. And
they understand that economic investment could not be carried
out without possessing adequate capital. What processes are
being taken to make capital formation possible? Domestic as
well as foreign sources are to be considered respectively in

the following sections,

2., Domestlc Private Sources

Savings through domestic voluntary sources should be
a basic and natural way 1n financing industrial requirements.
The growth of a sound economy depends to a large extent upon
the willingness of the people to save and to invest. People
must spontaneously dedicate their own effort and resources to
long term Investment. They must sacrifice thelr luxury and
comnfortable 1life of consumption 1n exchange for a future

wealth. However, throughout the economically underdeveloped

4 John Perry King, South-Fast Asla in Perspective,
New York: The Macmillan Company, 1956, p. 212.
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world with only rare exceptions private voluntary savings are
limited. Factors causing the low level of voluntary savings
are numerous.

First of all, very low per capita Incomes make saving
difficult and the scarcity of saving in turn holds incomes at
low levels. In the very low-income countries the ma jority of
people suffer from poverty, illiteracy and poor health; they
are not unwilling to save but cannot afford to save. Actuall
peasants and low-income earners learn to be thrifty chiefly
because they know how near they live to the brink of disas-
ter,5 and that their safest way 1s to put up part of their
present consumption in order to protect tnemselves against
the vicissitudes of 1life. Individual voluntary savings in
this sense may fall to come to fruition in productive invest-
ment. Those peasants who save may seek to transfer their sa-
vings into buying land, or hoarding gold and foreign exchenge
or lending to those less fortunate peasants, and in neither
case 1t results in an increase in capltal formation. Invest-
ment in land may be a wasteful use of savings because the
productivity of the land is hard to increase only by "change
of hand". Hoarding of gold and foreign currencies may also

cause much saving to be lost to the society.6 A favorable

5 W. Arthur Lewls, Theory of Economic Growth, p. 227.

6 Op., cit., p. 229.
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aspect of hoarding may be a general deflationary effect on
prices and incomes. Lending to those less fortunate peasant#
may do nothing to capital formation because the money bor-
rowed by those less fortunate must be used for urgent con-
sumption.

Saving 1s the part of income not consumed, and,
therefore, there i1s a close relationship between consumption
and saﬁihg. Indiv;dual consumption functions are interrela-
ted, first, through the desire for social emulation by means

of conspicuous consumption. This is a point that can explain

consumption and saving habits which prevail in most economically
backward countrles. A second way interrelated consumption
function may exist is that people have a desire of "keeping-up
with”ﬁones“. Wnen people having superior goods, new mate-
rials, new ways of satisfying human wants get in touch with
those having only inferior goods, a lower standard of con-
sumption, the former has what Professor Ragnar Nurkse labo-
riously described as a "demonstration effect"’ on the latter)
never the other way round, Even if their incomes are low but
they are restless in want of getting higher satisfaction,
their propensity to consume is thus shifted umard. And the
interdependence of consumers' preferences may significantly

affect the choice between consumption and savings. The amount

7 Ragnar Nurkse, Problems of Capital Formation in
Underdeveloped Countrles, Chapter III.
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of saving by an individual depends not only upon the level
of his reel income, but also on hils adjustment of consumptioﬁ
to the superior income level of other people with whom he may
come in contact. It is often suggested that progresd ve
taxation may take off thils certain amount of increased income¢
while equalitarian redistribution by taking a part from the
rich to be paid to the poor may have an adverse effect on
aggregate saving because this may stimulate personal con-
sumption demands.

The demonstration effect of consumptlon standard may
exert itself unevenly in different income groups in under-
developed areas. It may be concentrated among the upper
income groups in the cities and 1little on the village area of
peasants. Perhaps the groups affected most are the salaried
middle classes. One after the other would like to show his
peculiarity and social importance., However, it is widely
recognized that the main source of savings in any economy 1s
profits, distributed or undistributed. And the profit makin$
people are more likely to be thrifty and less llkely to be
affected by the attraction of higher consumption standards,
because the mere fact of theilr lndependent status as profit
mekers and as employers of other people, combined with their
known wealth, assures them some social prestige. They are
ambitious for power which 1s built up on the accumulation of

wealth. Therefore, the group of profit-making people would

be most willing to engage in investment and capital formatiop.
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A possible solution to the demonstration effect is
that governments of those underdeveloped countries should tak&
steps to isolate their own countries with the rest world in
the aspect of consumptlon standards. Soclal education as well
as special tariff on imported luxury goods may be effectuse
It is well know that Japan in the early course of her indus-
trialization imitated the Western world in every thing except
consumption patterns.8 This was part of the secret of her
success iIn domestic capital formation and industrial develop-
ment. Russia 1e¢ another example in accumulation of capital
by compulsary policy and preventing her people from being
attracted by higher consumption standards by a strict "iron
curtain",

The willingness of people to accumulate savings depends
also upon the attractiveness of savings in comparison with
spending. The creation of desirable standards of spending
and saving 1s essential to economic development. One impor-
tant deterrent to personal savings is inflation, since most
people have no satisfactory means of protecting their savings
from depreciation due to inflatlion. When prices have risen
steady for years, the will to accumulate savings in the form

of deposits, govermment bonds, or life insurance is undermined

8 Daniel Lloyd Spencer, Japan's Pre-Perry Preparation
for Economic Growth, The American Journal of Economlc and
Sociology, Vol. 17, No, 2, Jamuary 1958, pp. 195-224,
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and eventually destroyed. Once assurance 1s given against
loss from inflation, the will to save can be quickly restoreé
It is also possible to increase saving to some extent by
offering savers the opportunity to acquire more attractive
saving assets., In India, in the Philippines, savings and
development bonds are available in small denominations.9 Iifr
inflation were avolded and more attractive savings assets
provided, people might be induced to hold savings assets
octher than hoarded gold, silver or foreign exchenge, a form
of saving which provides ho resources for development. A hig
rate of interest may also induce the public to increase its
savings. Although the government as well as the private in-
dustries will have to pay a high rate of interest for their
investment, still it 1s reasonable to pay a high rate of
interest to attract savings, for savings have a high value in
an underdeveloped country. In an advanced country, like the
United States, more than flve-sixth of business lnvestments

is supplied by retained profits.lo

In an underdeveloped
country business enterprise should be encouraged to increase
their savings and to finance more of their own investment

needs., It would be desireble to provide more favorable tax

© United Nations, Mobilizatlon of Domestic Capital,
1953 (Sales No. 1953, 11,F.4), p. 52.

10 E. M. Bernsterin, Financial Problems of Underdeve-
loped Countries, The Journal of Finance, May 1957, Pe 170,

h
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provisions for retained than for distributed profits.
According torUnited Natlions investigation,ll the re-

cent capital formation in the private sector of Japan and the

mulation. It is almost 75 percent of gross capital formation
in these two countries. In Japan the poliey of monetary res-
trictions effective since October 1953 1s designed to secure
the required funds for capital formation out of voluntary
savings of the private sector, instead of relying excessively

on credit creation by benking Institutions. Various measures

ment in industries. These include tax exemption for new and
essential industries, protection for domestic industries
through drastic reduction of imports of competing goods, and
exchange facilities for importing the capital goods and raw

materials needed by these industries. In other countries in

tion 1s put on public capltal, while in Thailand there 1s an
Industrial Promotion Bill recently passed by Parliament seekip
to provlde financial and other facllities to private enter-

prise, and in Paklstan, the Pakistan Industrial Development

strumental in promoting private investment in industry. The

11 ynited Nations, Economic Survey of Asia and the
Far East, 1954, p. 49.

Philippines accounts for the bulk of their total capital accut

have been taken in the Philippines to encourage private lnvest

Asia like Ceylan, Burma and India, emphasis for capital formas

Corporation and the Paklstan Finance Corporation have been ing

4
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Republic of China 1s following a pollcy of selling Government
enterprises to private interests on sultable terms. Under the
"Land-to the-Tiller Program", four government corporations
were handed over to landowners who part with thelr land agailnj
payment partly made (30 percent) in the form of stock in thes
enterprises. Landowners who sell their land to the "tillers"
through the Government are obliged to buy in part the stock
of these four corporations with their revenue. This may be
also a way of forcing private capital going into industries.
In order to encourage voluntary domestic sources of
savings, adequate measures generally required are appropriate
fiscal policy as well as the avallability of financial facl-
lities. Actions could be taken to educate and induce the
public to save for the benefit of;ﬁﬁtionalkg material prospe-
rity. A simple type of so-called self-help local work projeci
could be introduced under the sponsorship of government. Thoﬂ
people who share the consumption but congﬂiﬁute little to
production in the rurel areas in the form of disguised unem-
ployment could be induced and directed to constructive work.
The value of thelr added labor is a form of increased nationa]
income. As for finencial institutions, they were discussed
in the Iggt chapter. Inflation and other public measures are

to be considered later.
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3., Deficit Flnancilng

In view of the fact that the normal rate of voluntary
savings 1s not expected to be as high as the requisite figure
of investment, it 1s often suggested that a certain degree oft
deficit financing In the earlier stages of economic develop-
ment may actually be desirable. What is deficit financing?
Professor Gardner Patterson of Princeton University,l2 de-
fined deficit financing '"as a net increase in the amount of
money in circulation, such increase being the result of cons+
cious governmental policy designed to bring about economic
activity that the officieals belleve desirable and that other+
wise could not have taken place". In other words, deficit
financing as a net increase of money is assumed not to be
offset by taxation or tight bank credit. And then one comes
to the questions of whether budget deficits necessarily lead
to inflation. And even 1f they are inflationary, can they
lead to a greater mobilization of capital than 1s otherwise
possible? These questions are discussed in the present sec~-
tion of the theslis and in addition, considerations are also
given to the nature and extent of inflatlonary measures
generally adopted 1n the present underdeveloped countries.

The term budget deficit refers to the excess of cur-

12 Gapdner Patterson, "Impact of Deficit Finencing",
The Journal of Finance, May 1957, pp. 178-189.
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rent expenditure over current receipts from taxation and from
revenues of government enterprises. If the deficit is finan-
ced by borrowing the idle savings of the public, 1t need not
be inflationary. Again, if the deficit is matched by an im-
port surplus, no inflation need result. But in many instan-
ces, budget deficits are financed by the "created" new money
from the banks. It is sometimes contended that deficit fi-
nancing is not particularly harmful even when budget deficitd
lead to an increase in the money supply.15 There are two
reasons in favor of this, First, in underdeveloped countrieg
with poor investment facilities, the propensity to hoard cur-
rency is a very common phenomenon. The impact of additional
money on the economy may merely counteract the hoarding.
Secondly, underdeveloped countries have considerable unem-
ployed or underemployed resources and therefore the extra
purchasing power resulting from deficit financing would 1ndud
an expansion in the output of goods and services.

The use of deficlt financing to offset the private
hoarding of currencies and induce unemployed resources into
production is effective only for exceptlonal circumstances
and within a limited range. In normal cases, it is doubtful
that hoarding of currencies by those poor people can be

large enough to counteract deficit financing for new project§

]

13 United Nations, Mobilization of Domestic Capital,
1952, pp. 35-36.

’
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Again, the extent of transference of unutilized or idle re-
sources in underdeveloped countries into productive industrig
is also limited. As Professor Pattersonl4 indicated, skilled
labor of all kinds 1s almost always scarce and therefore the
most we can hope for from a policy of deficit finanecing is tdg
bid it away from its present occupations into more productivg
ones. Much more serious are the bottlenecks of the shortage
of engineers, managers, entrepreneurs, foremen and operators
of complex equipment. In the absence of them, the output of
unskilled labor transferred to the new jobs may be very small
and the danger of inflation from their employment appears
very large. The unskilled labor can be induced to the new
projects without directly reducing the production of the
rural sector. However, in most underdsveloped countries,
such a change of occupation will be needed for many changes
in areas of residence from rural to urban areas, new trans-
portations, etc. are required. There are direct and indirect
offsets to the increase in production. 'he scarcity of ma-
chinery or tools, no matter how rudimentary and simple they
are, constitutes another serlous bottlenecks for the effec-
tive use of the unskilled labor.

An alternative way of getting capital works done

14 Gardner Patterson, "Impact of Deficit Finsncing",
The Journal of Finance, Mey 1957, p. 180.
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without inflation as suggested by Professor W. Arthur Lew1515

is to persuade people to work on them without payment, It 1
indeed feasible in rural areas if the works 1in gquestion are ¢
strictly local interest, and if they are likely to benefit
nearly everyone in the village. But such activities are not
without cost to the government. It involves necessary admi-
nistrative services, organization of the people, planning and
propaganda on the one hand, preparation of required raw mate-
riels as well as technicel assistance on the other. And most
of all, this type of capital formation is limited by the fact
that people will work only on projects of strictly local
interest,

There 1s another possibility that in all underdeve-
loped countries there is a large non-monetary sector (rural
areas with little requirements for money) which in the nor-

mal course contributes little to savings and investment; and

a mild dose of inflation generally tends to bring thls secton

into the orbit of the money economy and thus make it more
effectively contribute to the process of investment. Once
the economy is monetized, the money income ratio (the ratio o}
money in active circulation to the natumal income is always

much less than one) in underdeveloped countries tends to be

15 w, Arthur Lewls, The Theory of Economie Growth,

Pe. 219,

f
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especially low; that is, the economies are very sensitive to
deficit financing. Continued, even moderate, deficit finan-
cing tends to be inflationary, and so the question becomes:
Is inflation a feasible way of increasing savings in these
areas? The answer to this question lies very much in the
structure and organization of the economy. Its tremendous
social significance arises from the fact that it always doe%
affect people and classes differently.
Inflation takes wealth away from some people and hand
it over to others in a manner which disregards the maxims of
social equality.16 However, it seems to lncrease the profit
of the industrial and mercantile classes and by so doing in-
creases their savings, but it causes hardship to all with
salaries and other fixed incomes. On the other hand, infla-
tion has at least advantages over taxation. It requires no
admini strative skill or machlnery to engineer an inflation.
And the detrimental effects of inflation need not be severe,
As the development projets are completed, production will
begin to rise, and new savings and taxes will be available
to bridge future budget deficits. By redistrlibution of in-

come in favor of the rich, inflation may actually lead to a

more savings and investment. Again, as the development plans

16 pudley Dillard, The Economics_of J. M. Keynes,
London, Crosley Lockwood and Son Ltd., 1954, p. 238,

8
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are completed, some of the bottlenecks to higher production

would be removed, and new investment opportunities would

emerge, These opportunities would in themselves be an 1nducqg-

ment to higher savings. It is why that many economists be-
lieve that if the inflationary effects of deficlt financing
can be kept relatively mild, there may be a significant in-
crease in the useful saving of the econom.y.17

However, the case of capltal formation by inflation
needs to be accepted with great caution. There are numerous
disadvantages of inflation as a source of capitel formation,
in addition to its arbiltrary and anti-social 1incidence. It
will be thought useless to work and save in a society where
large profits are to be earned through market speculation in
an inflationary situation. The pattern of investment and prd
duction could be distorted by inflation. Cost and price rels
tions are distorted, resources are misapplied. It induces
people to make speculative iInvestments 1n trade and ilndustry
which offers prospects gf inflationary profits and to neglect
other fields of investment which are of real and permanent
beneflit to the community.18 There will be no urge to save,

given continuous inflation, in ways which may involve a loss

17 Buchanan and Ellls, Approaches to Economic Deve~-

ad

lopment, p. 309, and United NatIons, MobITIzatlon of Domestig

CaE a- [} 1952, p. 39.
18 Op. Cito, Pe 6.
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of capital. In most underdeveloped countries, the peasants
constitute the largest occupational group. Farmers have show
that they have theilr own ways of meeting an inflationary
squesze: hoarding of their produce. This is a form of saving
but it rarely contributes to increased production. The rise
of the prices of the hoarded produce will push the entire eco
nomy on to & higher inflationary level.

An attempt to force savings from the peasants by in-
flation may have other undesirable and self-defeating conse-
quences. The farmer mey be expected to malntain consumption
by dissaving. These dlssavings may quickly reach large dimen
slons. The farmer may attempt to maintaln consumption by
postponing repairs on their houses and farm buildings or by
skimping in the care of their land and animals .19

Continuous inflation induces a flight of capital
asbroad and repels foreign capital. Imports are subsidized an
exports are penalized. Balance of payments difficulties re-
sult,20

The worst consequences of inflation occur when price
have risen so much or for so long that people lose confidence

in money. What happened in China in the post-war period from

19 w, Arthur Lewis, The Theory of Economic Growth,
pp . 222"223 .

20 Buchanan & Ellis, Approaches to Economic Develop-
ment, pe 511,

L
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1946 to 1950 was hypér-inflation,21 which resulted not only if
dissavings but seriously injured the government.

From the above analysis we come to the conclusion
that if inflation is used for cepital formation great cautior
must be taken. It 1s best done in small doses at a time, rath
than continuously. Although inflationary financing may expe-
dite capital formation in certain circumstances, such a coursg
is full of pitfalls; and the amount of increased net savings
which can be forced by Inflation among the labor or farmer
groups who constitute a very large proportion of the popula-
tion of underdeveloped countries, is likely to be small,

Before we proceed to another toplc, let us take an
example given by the International Monetary Fund agﬁ ggg %oI
what extent some of the underdeveloped countries use deficit

budgets as a source of capiltal formatlon.

Anti-inflatlionary measures should be adopted. First, public
deflcit financing should be controlled. Secondly, governmentg
should try to bridge the gap between public expenditure and
public revenue, Taxation of incomes and of luxuries and semi-

luxuries 1s a posslble source of additional revenue. And

2l It was my memory that iInflation was so wild that
wage-earners always rushed to the markets as soon as they got
their pay envelopes. The general price level was pushed sky-
high.

It is evident that inflationary pressures, if left un-

-

)

ler

checked, may adversely affect the capacity of cg ital formatign,
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thirdly, fiscal as well as monetary measures should be used

to combat a wild inflation.

4, Public Sources of Capital

One of the inexoreable features of economic develop-
ment in almost every country of the world seems to be a rise
in the share of the govermment in the national income. Since
1930's the principle of "laissez-faire'" seems to have been
discarded and the role of government in all economic activi-
tles tended to increase. In so far as capital formation is
concerned, there are three major functions left for the govern-
ment to take. They are: first, taxation, borrowing and other
measures both compulsory and voluntary; second, allocation of
capital 1n the desired direction for economlic development by
direct public investment or by control of private investment]
third, maintenance of financial stability by adjustment of the
balance of revenue and expenditure. Most of these functions
are discussed in this sectlon and part will be left for
Sectlon 5 of this chapter,

“#s @hief sources of the revenue of government are direct
taxation and indirect taxation such as custom dutles and others,
Direct taxes include taxes levied on personal and business
income, profits, capital gains, gifts and so on, Whatever
deficiencies in tax revenue after direct taxes must be made
up by indirect taxes. In the economically underdeveloped

countries there is considerable dependence on export and

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES



UNIVERSITE DOTTAWA . ECOLE DES GRADUES

SOURCES OF DOMESTIC CAPITAL 47

import dutles, sales and other indirect taxes. As shown in
Table II, from 60 to 90 percent of revenue 1s from indirect
taxes.,

Adjustment 1s made to thls Table in the case of Burmg,
Indonesia, the Philippines and Thailand., The Profits of the
State Marketing Board in Burma and of the Rlce Bureau in
Theilahd are another form of export duties, but do not appear
in the statistics of customs returns., Simllarly the profits
arising out of the exchange certificates system 1n Indonesla
and the proceeds of the foreign exchange tax in the Philip-
rines are in reality customs revenue although not shown in
the customs returns.

If comparison is made with industrial countries, go-
vernment revenues in underdeveloped countries depend more upon
customs duties than in advanced countries, Customs duties of
the United Kingdom were 22 percent of total government revenue
in 1950 and in the United States the share of federal and
state tax revenue obtained from the source is 0,9 percent.24

The United Nations Economic Commission for Asla and
the Far East indlcates that the total government tax revenue
in those underdeveloped countries varies from about 10 percent

of gross national product (e.g. in the case of India and the

24 Buchanan. and Ellis, Approaches to Economic Deve-
lopment, p. 326,
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TABLE II

DIRECT AND INDIRECT TAXES AS PERCENTAGES OF
TOTAL REVENUE IN THE SOUTH-EAST ASIA
AND THE FAR EAST COUNTRIES

Year Indirect Taxes
Countries of girect Custom Other
Reference axes Duties Indirect

Burma 1950-51 13 33 54
Cambodia 1951 13 71 16
Ceylon 1950-51 19 71 10
China: Taiwan 1951 33 24 43
Hongkong 1949-50 36 .o 64
India 1951-52 28 52 20
Indonesia 1951 15 18 67
Japan 1951 59 1l 40
Korea 1951-52 32 10 58
Laos 1951 17 80 3
Malaya 1951 14 80 5
Pakistan 1951-52 14 64 22
Philippines 1950-51 22 6 72
Singapore 1951 42 oe o8
Thailand 1951 5 35 60

Sources: Unlted Natlons, Mobilization of Domestic
Capital, 19563 (E-CN.1I-I&T-81), p. 39.
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Philippines), to about 15 percent in the cese of Malaya, and
over 20 percent in the case of Ceylongs. In contrast, publig
revenues are about 40 percent of national income in the United
Kingdom, 28 percent in Australia, 31 percent in Canada, and
25 percent in the United States.Z6

Another form of government revenue occurring from
foreign trade comes from fiscal monopolies which represent a
combination of domestic excise and export taxation. For exan-
ple, Burma's State Agricultural Marketing Board and the Statq
Timber Board monopolize the export of rice and timber respecs
tively. It is also true for the Thailand rice monopoly by
Thal Rice Bureau.27 Taxes can also be levied upon domestic
consumption and capital and property. However, revenue from
these sources is relatively small in most of backward areas.

The financial resources raised by govermments through
borrowing are rather limlted in most underdeveloped countries.
Goverrnment borrowing includes additions to the permanent debt,
floating debt and unfunded debt. The floating debt includes
treasury bills and ways and means advances. The unfunded deht
includes post office savings deposits and certificates. Theré

are special causes for the low volume of borrowing, because

25 United Nations, Mobilization of Domestic Capital,
1951, p. 69.

26 0p. cit., ps. 70.

27 United Nations, Mobilization of Domestic Capital,
1953, pp. 40-41,
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in underdeveloped countries the habit of saving is insuffi-
cient, the organized markets for government securities as wel
as commercisl banks and insurance companies are inadequate,
and most of all there are public fears of inflationary pres-
sures.,

The second function of public finance in capital fort
mation is the economic development by govermment investment
or by control of private investment. In most countries of

a ndicates
the underdevelopedsw%%&é?A£££eiophent ekpenditures of the pus

blic authorities have been concentrated on public services
such as transport and electric power; on lrrigation and flood
control measures designed to increase the output of agricul-
ture; and on expanding the capacity of export and other
industries.

The initiation of development programs in most of the

underdeveloped countries has resulted in an increasing impor]

tance of public investment relative to private investment.
One important factor which has contributed to the increased
importance of public investment 1s the fact that post-war
foreign investments and aid have come mostly through publilc
channels such as loans from the International Bank for Re-
constructlion and Development and Unlted States Government

grants and loans,
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In the maintenance of financial stabillity by adjust-
ment of revenue and expenditure, many governments are now
faced with the choice between deficlt financing to maintain

expenditure, with the risk of inflation, or the reduction of

expenditure to maintain stability. To avoid the inflatlonary

dangers goverrnments may be compelled to increase revenues by

taxatioq and borrowing. In addition to the public sector, the

following Teble provides the data of relative proportion of
gross capital formation, saving and development including
both public and private sources of countries in Asla and the
Far East.

In view of the public source of capital, there might
be conflicts between taxation revenue and investment. For
the purpose of capital formation, tax concessions might be 1ii
many cases desired to influence the direction of investment,
for example, to discourage speculative investments in unpro-
ductive activities and to increase the productivity of varioy
sectors of significant industries. Industrial development

may be stimulated by means of tax concessions on reinvested

profits in the form of elther an exemption from income tax on

the amount ploughed back, or reduction in the tax rate or the

tax base. While tax concessions may be granted in order to
promote fevored activities, penalty taxes may be imposed on
courses of action which are contrary to the government's

industrialization policy. Tax incentives may sometimes be

directed at influencing potential investors, workers,
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landowners or any group that is likely to be involved in the
process of industrial development. For example, low income
tex on manufacturing industries and heavy income tax on agri-
culture would make landowners change their investment direc-
tion and workers transfer from agriculture into industries.
The importance of other role of government 1s straighlt-
forward increasing in the mobilizatlion of capital for economipe
advancement in every country. Because of the difficulty of
capital accumulation from private voluntary sources, a strong
inclination exists in many of underdeveloped countries for
economic development through government initiative, financing,
management, and ownership. In the present underdeveloped
world where socialist theories have made little imprint, the

tendency toward nationalized industry and government planniwg

and regulation of the national economy rests on practical con
slderations. The reasoning is that the governments are the
major source of capltal accumulation, that they monopolize the
gervices of the limited number of people who possess technicall,
financial and edministretive experience, that, as a result,

the process of economic development 1s speeded up by economic
planning and government regulation and that time and resourcejs
are thereby saved.?? 1In the underdeveloped world view, the

tasks of development are too urgent and the economic needs tolo

29 John Perry King, South-East Asia in Perspective,
pp . 212"2140

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES



UNIVERSITE DOTTAWA - ECOLE DES GRADUES

SOURCES OF DOMESTIC CAPITAL 55

great to leave economic growth to trial and error or to the
caprice of individual initlative or to the free operation of

the laws of supply and demand,

5. Social Overhead Capitael and Investment Criterla

The rate of industrialization and capital formation
in any country depends heavily upon the adequacy of certain
basic economic facilities such as public utilities, education
etc., In the absence of these basic facilities the yleld of
any initial capital may turn out disappointingly small., And
this situation happens chiefly because the basic economic fag
lities are short or inadequate. It is, therefore, a mistake
to assume that the return on a unit of industrial capltal in-
vested in an underdeveloped country 1s likely to be greater

than thet Invested in an advanced country. Nor is it general

true that the early investment of cepital in an underdevelop#d

country 1s more productive than the later investment. In man|
cases the initial investment of capital 1n many underdevelopsg
countries may produce no immediate tangible return at 811,30
And 1t is very plausible having regard to the fact that publl
utilities make very heavy demands on new capital in the 1niti
stages of economic development, whereas in the later stages

their demand 1s more for maintenance expenditure and less fon

new extension due to the economies of scale., That is why

30 United Nations, World Economic Survey, 1955,

p. 11l.
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investment in an economically backward country 1s likely to
be much more productive at a later stage, when the economic
environment has been made more favorably by previous invest-
ment in the building up of basic facilities. The capital
which needed to provide for these basic facllities to make
additional investment in industry profitable is called "social
overhead capital'.

Of the overhead capital, classical school has given
two examples: educational facilities and means of transporta-
tion and communication. Education they felt, would serve to
slow down the rate of population increase but would at the
same time, lead to increased efficiency. Thus Senior referred

to good education as "a king of mental raw material".

J. 8. Mill saw a connection between education and entrepreney
rial ability and spoke of intellectual speculation as "the
most influential part of the productive labor of socilety".
0f transport facilities, J. S. Mill held that "good roads
are equivalent to good tools". And similarly Senior saw

in good transport facilities the means of counteracting the
principle of diminishing returns. 1In practice, the inade-
quacy of education facilities as well as a transport system
in many underdeveloped countries are a major force tending
to inhibit investment either from foreigners or domestic

investors,
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In other cases absence or insufficiency of electric
power may constitute a serious obstacle to capital formation,
The disparity of electric power between advanced and backwan
countries is tremendous and evident. In recent years it 1s
this disadvantage from which most of the underdeveloped cound
tries have suffered in varying degrees. That is why the indy
alization in underdeveloped countries is extremely slow in

comparison with advanced countries.

The absence or the high cost of essentiasl services,
commonly known as social overhead cost, quite frequently com-
pels industrialists to provide thelir own power facilitiles,
sometimes even their own transportation facllities, and such
other services as those for repalr. Large inventories are ra
quired because a network of industrial supplies is still lac-s
king, raw materials have to be stored in the absence of effio
cient forward markets. These shortcomings raise the require-
ments for working capital in addition to fixed capital.

Of importance to investment in public works and uti-

litlies 1s the growlng importance of public Investment in relé-

tion to private Investment. Since private capital in under-
developed countries is far from capable of taking up such vag
areas as public facillties and since governments have the
advantages in these fields, the proportion of govermnment
investments thus rises abruptly almost in every country. Manjy

governments of the less developed countries have resolved to

5
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TABLE V

ELECTRIC POWER: INSTALLED CAPACITY
AND PRODUCTION, 1952

Tnstalled Capacity . 2oduction

Area (Millions of
(1000 Kilowatts) Kilowatt Hour)

World total 270,751 1.139,013
Industrial Countries 247,731 1,061,523
North America (a) 107,453 524,842
Western Europe (b) 85, 026 504, 348
Eastern Europe (¢) 12,620 50, 600
USSR 28, 000 116,400
Japan 11,270 51,647
Australla & New Zesaland 5,362 13,686
Underdeveloped Countriles 23,020 77,490
Africa 4,069 17,463
Asia (excluding Japan) 3,734 11,862
Latin America 11,796 36,435
EastemEurope (d4) 1,904 7,000
Others 567 2,002

Percent 1n underdeveloped
Countries 8.5 6.8

—— ——— s ——— — s

Source: United Nations, Monthly Bulletin of Statis-
tics, November 1955.

(a) Canada and the United States.

(b) Europe, excluding the two groups of Eastern
Europe Countries.

(¢) Czechoslovakiae, Hungary and Poland.

(d) Bulgaria, Romania and Yugoslavia.
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take over responsibllity for these investments, but they havp
discovered that the sums involved would mean an enormous ex-
pansion of government expenditure beyond what they are in a
position to finance,

In an underdeveloped country, the enormous investment
in irrigation, power and similar projects 1s intended to pro-
vide the basis for additional investment in agriculture and
industry. But when allocation of resources for investment 1s
taken into consideration it is particularly important that thle
limited resources should be invested in those fields in which
they will make the greatest contribution to production because
underdeveloped countries are invariably short of resources
even for the most important projects they are capable of undepr-
taking profitably. In a sense, much of the investment in
supply of the basic utility resources may be wasted unless
there are complementary investments in agricultural and indus-
trial production that use these services.31

The government has great advantages in acquiring whay-
ever resources are avallable for public lnvestment. It has
direct access to these resources through the taxing power,
the profits of public enterprises, and the proceeds of varioys
special funds. It has indirect access to these resources
through borrowing from the publle and the banks, Government

securities can be sold whenever desirable. When a large

51 United Nations, World Economic Survey, 1955, p.12}
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proportion of the total resources avellable for development
is used for public Investment, 1t 1s evident that too little
of the available resources is left for private investment or
for agriculture and industry., This 1s a very common phenomend
in most of underdeveloped countries. Shortage of resources

will fall upon private investment. The consequence may be to
retard development for lack of complementary investment in

agriculture and industrial production.

When one proceeds from the general requirements of cas¢

pital accumulation to the more specific regqilrements of allo-
cating the additional expenditure, it becomes necessary to
estaeblish some investment criteria.5? It is economical to
employ available capital in each use to the point at which
the marginal return to the capital in 1t is equal to that in
all elternative uses competing for the limited capital. The
optimum distribution of capital will not, however, result in
identical ratios of capital to output in all economic activi-

ties. Alternstive criteria will affect total output diffe-

rently. Labor or other resources are not equally good substit

tutes for capital in all lines of activity or in 8ll circums-
tances. There are differences in the capltal intensity of
techniques of production available in different sectors of an

economy, and there are also differences in the techniques

52 Henry G. Aubey, "Investment Decisions in Under-
developed Countries", in Capital Formation and Economic

pI)

Growth, pp. 379-440,
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available to different producers. A certeln investment crite
rion may also maximlze total output at different periods.
The most general criterion of investment should be
that of productivity. The general rule of productivity 1is
that investments should be made in those industries where the
social marginal productivity is the highest (i.e. one addi-
tional dollar invested in a particular industry would contri-
bute more to the soclety as a whole rather than a similar in-
vestment in other industries). And then several aspects of
the problem come up. Should & given volume of investment be
allocated in a manner that maximizes the ratio of current out
put to investment? Should that investment be selected thsat
would maximize the ratio of labor to capital? Or, should the
investment be allocated in a manner that will maximize the rg
of export goods to investment?9% In the first place, we may
think that the most productive investment is in agricultural
projects that require a large amount of labor. This raises
income 1is agriculture. But the Increased incom will not
assure higher savings and capital formation if the population
in thils sector grows fast or 1f consumption of farmers in-

creases. Investment decisions will differ according to the

1

tio

33 These questions have been emphasized in the follo&ing

articles: a) Walter Galenson and Harvey Leibenstien, Invest-
ment Criteria Productivity and Economic Development, The
Guarterly Jourhal of Economics, LXIX, August, 1955, pp. 543-
703 b) Hollls B. Chenery, 'The Application of Investment
Criteria", The Quarterly Journal of Economics, LXVII, Feb.
1953, pp. 76-96,
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L]

future shape of economic development which 1s desired. Second
ly, if the ratio of labor to investment 1s considered, heavy
machinery will not be economicel in most of overpopulated
countries. That is sound if the wages of labor relatively to
the price of capital is so low that it can compensate for the
greatly inferior physical productivity of the manual methods,
But it has sometimes been found that the choice of methods
of production may also be influenced by the scarcity of tech-
nical and supervisory personnel. Thirdly, srguments may be
favored that investment should be allocated according to a
balance of payments criterlion as well as a productivity cri-
terion. If the poor country is particularly prone to balance
of payments difficulties, one may favor investments that re-
duce Imports or lncrease exports.

And again a concept of "productive" investment should
be worth distinguishing from unproductive investment.?4 The
building of luxury housing is a favorable target of criticism
while the construction of housing per se 1s accepted as essern-
tial. It is agreed that in the absence of luxury expenditurd,
the unconsumed surplus would be used in a better manner --
that i1s one which furthers future development. This kind
of thinking, however, does not conform with the investment
criteria for solely profit purposes of entrepreneurs. Hence

some unproductive and "speculative" investment may be entirely

54 Gerald M. Meier & Robert E. Baldwin, Economic

ent, pp, 402-403,
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logical and desirable for the individual investor while
appearing undesirable from the stand point of a policy aiming
at rapid development of the economy as a whole. Moreover, the
time preference and priority of the entrepreneurs may differ
from the socially determined time schedule .95

One should take an over-all view of the pattern of
investment and realize that the various sectors of the economy
are interdependent. This requires what is called "balanced
growth" which in the language of G. M. Meier and R. E. Bald-
win36 indicates that soclal rather than industrial or private
productivity is the relevant investment criterion, and that
attention be given to the creation of external economies. It
is apparent that investment should be made in such a manner
that the various parts of the economy can move forward in ba-
lance. An increase of non-agricultural production will also
require an expansion in agricultural production, unless the
country can expand its non-agricultural exports and import
more foodstuffs and raw materials such?%ngland and Japan do.
A balance is also necessary between domestic demand and fo-
reign trade. Export revenue 1s an important source for fi-

nancing development and the domestic market itself requires

increasing imports of necessary materials and equipment. The

55 Norman S. Buchanan & Howard S. Ellis, Approaches
to Economic Development, p. 393.

56 @, M. Meier & R. E. Baldwin, Economic Development,
1957, p. 547.
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domestic sector must grow in balance with the foreign

sector.
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CHAPTER III

SOURCES OF FOREIGN CAPITAL

l. International trade and capital formation

To help flnance their economic development, most of
the underdeveloped countries are anxious to utilize the chant
nels of international trade to expand their export earnings
so as to exchange for capital goods they need.

Potentially foreign trade is one of the chief instrut

=

ments of industrialization in the hands of the underdeveloped
countries, Its value for this purpose depends directly on
the nature of the commodities lmported and the terms of trad
and indirectly on the inflow of capital and the degree of
internal economic stability. In general, economlc activi-
ties in underdeveloped countries are low chiefly because
their own domestic markets are limited. If they are able to
export and to cepture foreign demand for their goods in ex-

change for foreign capital, this is usually the upward tur-

L)

ning point which sets a country on the road of economic deve
lopment.
In general, the main exports of underdeveloped coun-

tries are largely primary products which contribute to indus

trielization in the sense that they lead to the establishmenft

of processing factorles. India and Pakistan, for example,
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have made considerable lnvestment in mills and processing fa-
cilities for theilr raw products of jute.1 In Chile, domestid
smelters have been substantially established for refining

their mined copper.2 The availability of local raw materials

g

is an important advantage in the development of manufacturing
industry. However, the overwhelming buk of exports from the
less developed areas still consists of primary products and
the expansion of secondary industry is dependent upon export
earnings in exchange for imports of capital equipments.
There is a possibility that as export earnings in-
crease, imports of consumption goods may increase more than
capital goods., And there is also a possibility that econo-
mically desirable capital equipment which is designed by fo-

reigners, if imported, may not be sultable for local specifi

\7

domestlc purpose and not very productive because of shortage
of engineers, technicians, spare parts or other complementary
factors which so often constitute a bottle-neck in the eco-
nomic development of underdeveloped countries. The purpose
of increasing domestic capital by means of foreign trade
becomes a difficult task to an underdeveloped country. How-
ever, every country 1s trying its best to increase its

foreign trade and Improve 1ts terms of trade whenever possibfle,

1 India Progress & Plan, The Economist, Jan. 22,
1955, pp- 2"20.

2 United Nations, Processes and Problems of Indus-
trialization in Underdeveloped (ountries, 1955, p. '75.
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Improvement of the terms of trade in favor of under-
developed countries could be equivalent to an international
income transferred from the industrial to the primary produci
countries. A rise in the prices of exports of these countrie
increases their export proceeds and makes it possible for
them to import larger quantities of capital goods needep for
their economic advance. But it 1s often argueds that this
advantage of potential source of capital formation may not be
achieved automatically. This depends upon whether the coun-
try has the raw materials available to supply the increasing
demand from the industrial countries. During the boom of
Korean War, for example, Japan obtained a considerable extra
of foreign capital by supplying technical services, ammuni-
tion or providing recreation facilities for the "rest and rec
peration"4 of United Nations Forces from Korea. The price
of such strategic materials as tin and rubber, during the
early months of the Korean War, increased so rapidly that
the price of tin at one point rose 300 per cent over pre-
Korean War levels, and during the years 1950 and 1951 Indo-
nesia, Malaya and Thailand experienced unprecedental prospe-

rity. By 1952, however, they faced drastic drop in the

S Ragner Burkse, Problems of Capital Formation in
Underdeveloped Countries, pp. 97-98, and United Natlons, Pro-
cesses and roblems of Industrialization in Underdevelope
Countrlies, pp. 75-178.

4 "Rest and Recuperation” 1s a military term used to
be abbreviated as R&R which 1s designed for officers and men
of U.N, Forces to be air-shipped from Korea to Japan for

o

-

Lholidays,
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International markets prices of tin and rubber. The price of
rubber fell 35 percent between mid-1952 and mid-1954, the
price of tin dropped 35 percent in the first half of 1953
alone.5 This was a disillusioning experience which drove ho?e
the reality of théir economic vulneraebility. But, on the
contrary, India derived no net improvement for her terms of
trade during the Korean War because the foreign market for
her supplies was unfavorable.

The arguments may be advanced that the 1lncrease in a
countrﬁ's exports proceeds ca;not be assumed to increase do-
mestic capital formation, because part of all of the proceeds
may be used for 1ncreasing imported luxufy goods or local
consumers's goods which are llkely to push prices upward.
The favorable terms of trade are, therefore, not an automatijc
source of capital formation. In order to exploit this s urde
of capital and prevent inflation, adequate fiscal policy in
the form of taxation or tariffs must be exercised to take
the extra proceeds away from consumption. This 1s a form of
compulsory saving which might be invested for desirable in-
dustries.

Apart from the problems of terms of trade the balancg
of payments difficulties 1s unique with underdeveloped areaf.

Causes of this unfavorable balance of payments are many.

5 John Kerry King, South-East Asia in Perspective,

p. 237,
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First, underdeveloped regions are usually primary producers
and as such are exposed to large fluctuations in their mar-
kets and to consequent disequilibrating effects on their
balance of payments, because the more remote stages of pro-
duction from the consumer are more subject to annual and
cyclical variations.6 Secondly, underdeveloped countries
generally have low incomes, and low incomes constitute to
the balance of pa;ments difficulties, because the demonstri-
tion effect,7 may increase consumption expenditures which
In turn induce foreign deficits. A universal technologica%
lag in underdeveloped countries tends to cause home consu-
mers to substitute imports for domestic products. It is
also because poorer countries usually hold meager reserves
as a buffer against variations in export yields. Thirdly,

developing economies are usually borrowers. Borrowed fundp

are very often the source of capital which may cause exces
sive imports, and the capital utilized locally may cause
excessive effective demand. In this case, adequate policy
must be employed to prevent inflation and to steer the ba-
lance of payments difficulties.

Another problem which may also come from the unfavorp-

ble balance of payments 1ls capital outflow, For the purpoge

6 F. A, Hayek divided the structure of production
into stages, the remote the stage from the consumer, the
more 1s it subject to fluctlon. See James Arthur Estey,
Businegs Cycles, Englewood Cliffs, N.J., Prentice-Hall, Ing.,
1956, p. 268,

ahaptez Demonstration effect was discussed in Section 2,
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of preventing the unfavorable balance of payments and capltal
outflow, exchange control is very often introduced so as to
obtain protection from forelgn competitlion, to encourage sa-
vings, to obtain favorable terms of trade, to protect from
foreign depression. The effectiveness and procedures of adopt
ting foreign exchange manipulation are not considered here,
but this type of beggar-thy-nelghbor policy could result in
declining international trade and retaliation from other
countries.

The problems of balance of payments difficulties can
also be solved externally by internationsl flow of capital
to finance a stéady rate of economic development of those un-
derdeveloped countries in the forms of private direct invest-

ment, public loans and grants as well as technlcal assistancej

2. Foreign Private Capital

Foreign private capital includes amounts placed by
foreign private investor, whether as loans or equity invest-
ment. Relnvestment by foreign-owned or foreign-controlled
companies of undistributed earnings is usually a principal
source of additions to exlsting investment. Before World War
II, Britain made considerable foreign investment which has
largely private and spontaneous international capital flow,
After World War II, inter-governmental loans and grants have
increased greatly in importance, 1n many cases they have re-

duced the need of the receiving countries to ralse capital in
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foreign markets and in some cases have restricted the possi-
bility of investing private capital abroad. But the interna-
tion;l flow of private capital came to a position of secondar]
importance chiefly because of obstacles on the level of poli-
tics and international understanding.

Obstacles to the decline of private foreign investme
result partly from inadequate rates of return, but also from
the wide differences in profit transfersnce, exchange manipu-

lation, taxation, etc, exlisting in the view of the investor

and the country in which the lnvestment takes place. The reaf

sons in causing this shift are discussed at length by United
Nations experts.8 Private investment, based upon profit ex-
pectations, goes to areas where ylelds look most attractive
end rights of ownership are guaranteed. In general, under-
developed countries in Latin America derive most of their
inflow of foreign private capital from the United States, de-
pendent territories suchi%ountries in South Africa and Borneog
and Hongkong in Asia from their respective metropolitan coun-
tries in Western Europe. Relatively little private capital
flows to the independent countries in South-East Asia. To
this point of declining private investment in those newly in-

dependent underdeveloped countries, Professor Kindleberger9

8 United Nations, The International Flow of Private
Capital, 1946-1952, Chapter 1-11.

9 Charles P. Kindleberger, International Economics,
Homewood, Illinois, Richard D, Irwin, Inc., 1953, De 906

nt
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gives partial answer to the decline in investment from those
metropolitan countries in Western Europe. In nineteenth cen-
tury of a world of political dependency, mining concessions,
for example, were usually rather one-sided affairs. "Conces-
sions were signed with a navy gunboat anchored off the under-
developed country's capital". When the underdeveloped areag
become independent or strong enough to protect their own
rights, "this sort of dealing is no longer practiced".

There are numerous deterrents to increased foreign

private investment in underdeveloped countries. The tendencﬁ

towards planned economies and nationalization may operate
against private capital. Private capital is also not attracs

ted by the type of basic economlic needs such as transportatid

irrigation, power, communications and public utilitles, which

are vital to the economlc growth of backward economles,
According to United Nations estimate of the period

of 1946 to 195210 there was a net outflow of private long-

term capital from the industrialized countries known as capl-

tal exportation of some $11 billion (or an average of $l.5

billion annuelly). The great bulk of the capital coming from

the United States was absorbed by economically developed cou
tries, such as Canada and Australia. A great portlon of the
part left went to underdeveloped countries, however, the petr

leum industry accounts for a lion's share of it. There was

n,

i~

10 United Nations, The International Flow of Privateé

Capital, 1946‘1952, P. 50 J
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hardly any left for other purposes. Most of the foreign in-
vestment in manufacturing industries has been made, not in
underdeveloped, but 1n economically advanced countries. How=-
ever, private foreign investment in publlic utilities have
been more than offset by the liquidation of such investments,
Of the extractive industries and public utilities, the United
Kingdom made considerable investment in these field before
World War I. Now very few countrles permlt foreign capital
to go into tﬁese industries. This is also an sxplanation
for the decline of private capital foreign capltal, since
outlets for investment have been narrowed.

There is no way of circumventing the fact that pri-
vate investors and banks are interested in secure and profi-
table use of their capital. It is conceivable for the govern-
ments of underdeveloped countries to make an intensl fied
effort to muster and employ avallable domestic capital. Foreign
investors are not likely to venture capltal where domestlc
investors fear to do so as profit looks unattractive or
political security 1s absent. It 1s also possible for the
underdeveloped governments to attempt to eliminate hostility
and discrimination against private foreign capital by strengthen-
ing the legal status of foreign capltal, giving assurences
against expropriation or default of loans, and reducing res-
trictions against business enterprise and releasing exchange

control. Nevertheless, they also very much fear and want a
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complete change in Western attitudes with respect to colo-

nialism and 1mperia1ism.11

5. Forelign Public Capital

Apart from the general insufficiency of private
funds, there are other specific reasons for assigning to pu-
blic sources of foreign capital a crucial role. Since the
Second World War the United States government took lead in
making tremendous loans and grants to other countries for botl
their economic improvement and military bulld-up as well., An
actual expeﬁditure on foreign aid by the United States have
run at a remarkable consistent rate of over $4 billion a year
ever since 1947.l12 What reasons prompted the American Govern
ment to embark on such a gigantic and costly enterprise? The
answer lies partly in the fact that the progressive reduction
of certain domestic mineral resources in the United States
caused Americans to invest in forelgn countries so as to get
the raw materials they wanted. Behind the political scens,
there 1is actually a strong desire to strengthen their own de~
fenses within the framework of a collective securlity system.
American foreign ald became a fixed "part of a national insu-

rance poliey" to use Secretary Dulles' words, "which we take

11l The eclipse of Western imperialism and the rise
of modern Communist imperialism is clearly illustrated by R.A
MacKay & S.A. Saunders in The Modern World (The Ryerson Press
Toronto, 1951), pp. 367-390.

12 The Economist, March 1, 1956, Foreign Aid in a
New Con‘bext. Pe 1190

p
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out against a serious and evident threat from the Soviet Com-

nl3  The attaimment of "sound economic conditions and

munists
stable international economic relations" is at the eore of
American economic and technicael aid,l4

Before the end of World War II the United States tog
the initlative in developing such internafional organizationg
as UNRRA (United Nations Relief and Rehabilitation Adminis-
tration), the International Bank for Reconstruction and
Development, and the International llonetary Fund., The 9.5
billions which went into these efforts represented 75, 38 and
35 percent respectively of the quotas of these organizations1
Since the end of Second World War the United States have ex-
pended from mid-1945 to mid-1956 nearly $57 billion in grantJ

and loans in support of foreign aid program.16 Of the b7

billion of U. S. foreign aid in the past 11 years $39 billion

was spent for economic assistance and $18 billion for militan

aid. Europe received two-thirds or about $26 blllion of the

total spent for economical aid mainly under the Marshsall Plan.

A further 2.4 blllion went to another industrialized area --
Japan. The remaining $10.6 billion -- less than one fifth of]

13 giarence C. Walton, A Basic Revliew of Qur Forelgn

Aid Program, Review of Social Economy, Sept. 1957, Vol. XV,
PP- .

14 john Perry King, South-East Asia in Perspective,

p. 2180

15 clarence C. Walton, A Basic Review of Qur Foreign

k

J

Aid Program, p. 119.

16 Economic Development Assistance, Committee for
Economie Development, April, 195%, p. 16,
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the total aid --went entirely to underdeveloped countries.t”
Under e theory "Europe First", the direction of the larger

part of the United States post-war foreign aild went to Europé
end the relatively small sum shown in the followlng table
have been made available to real economlic investment in undey-

developed areas.

In addition to the figures of Table VI, for the
fiscal year of 1957, the Unlited States foreign appropriationg
were $2,018 million for direct military aid, $1.162 million
for defense support and 625 million for economic development,
technical aid and all other forelgn assistance.18

Out of the total United States government forelgn
aid only about less than one tenth had been extended 1in the
form of loans by the Export-Import Bank. This fact is ex-
plained primarily by the large amount of outright grants of

loans made directly by Congress.

Despite their small share in the total of United
States foreign aid, Export-Import Bank loans to underdeveloped
areas were more than double those of the International Bank

during the period from mid-1945 to March 31, 1953; the former

17 Op. cit., p. 16.

18 International Stability and Progress, The Ameri-
cag Assemﬁ%y, Graduate School of Business, Columbia Univer-
sl Ts Pe .
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TABLE VI

DISTRIBUTION CF UNITED STATES GOVERNMENT
FOREIGN GRANTS & CREDITS

(in $§ millions)

.,

Before After

Post-war July 1,1955-
Korean Korean ! T s
Ferlod 1 osion Invasion JW0e30,1956
Total 56919 26347 30571 5081
ﬁilitary 1780¢ 1438 16371 3044
on-military 39108 24909 14199 2077
Europe 26115 18996 7119 441
Japan 2588 1973 615 -11(a)
Canadsa - 10(a) 1 =11 (a) -12(a)
Main Defense
Support Countries 6273 2657 3616 897
China:Taiwan 1321 819 502 113
Greece 1362 776 586 66
Indo-China 563 .o 563 256
Korea 1483 367 1116 254
Pakistan 258 oo 258 123
Philippines 846 620 226 26
Turkey 440 75 365 59
All others 4140 1281 2857 669
India 444 12 432 101
Other Near East
S.E. Asla 1137 - 3(a) 1140 164
Other Far East 372 184 187 145
American Republics 1154 356 798 188
International and
unspecified 1033 732 300 71

Source: International Stability and Progress (The Ameri
can Assembly, Graduate School of Business,
Columble University, New York, N.Y., June,
1957), p. 62.

(a) Net repayments.
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were $4,439.7 million and the latter were only $1,557 mil-
lion.1®

The primary purpose of the Export-Import Bank 1s to
encourage American exports. It 1s usually required that.its
loans be used for purchasing American products. As shown in
Table VII, more than one half of the total sum went to Europe
and relatively a small share was made to underdeveloped coun-
tries.

The International Bank for Reconstruction and Develop1

menf has made a special contribution to uﬁgéveloped countries
by requiring loan applicants to present sound development pro+t
jects and by 1ts policy of providing financial and economic
experts to assist and advise governments of underdeveloped
areas, As shown in Table VIII, almost two-thirds of the grand
total of loans made by the International Bank went to under-
developed countries including Africa, Asla, Austral-Asia and
the Western Hemisphere. Development loans for electric deve-
lopment and transportation constitute a major part of the total
loans.

The limitations of the Export-Import Bank and the
IBRD as sources of development capital for underdeveloped
countries stem both from their limited capltal and from thelr

generally conservative outlook, Both consider risk factors

19 Buchanan & Ellis, Approaches to Economic Develop-
ment, p. 368,
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TABLE VIII

LOANS CLASSIFIED BY PURPOSE AND AREA FROM INTERNATIONAL BANK
FOR RECONSTRUCTION AND DEVELOPMENT, June 30, 1957

($ million)

~ Area Austral- Western

Purpose Total Africa Asla Asia Europe Hemisphere
Grand total 3,025 267 575 317 1,088 678
Development loans:

total 2,528 367 575 317 591 678

Electric power 869 178 145 29 186 331

Transportation 715 145 137 127 59 247

Communications 24 2 oo . .o 22

Agriculture &

Forestry 2786 co 46 104 71 55
Industry 439 2 172 57 185 23
General Development 205 40 75 cos 90 oo

Reconstruction loans:
total 497 . .o . 497 coe

Source: International Bank for Reconstruction and Development,
Twelfth Annual Report, Sept. 24, 1957.

TYLIdYD NDIHYOA 40 SHOUNOS

08

~ VMYLLOQ FLISYIAINN

S3NAVYD $34a 37003



UNIVERSITE DOTTAWA - ECOLE DES GRADUES

SOURCES OF FOREIGN CAPITAL 81

and extend loans on & basis of conventional banking practice.
A special important need or a soundly conceived development
project justifies a loan only if prospects for repayment of
principle and interest on schedule appear certain.

There ere also United Nations progrems and organiza-
tions with resources to assist the economic development of
underdeveloped countries. The expanded program of Technical
Assistance financing of students and fellows from underdeve-
loped countries to more advanced countries 1s an example. Its
budget has been between $25 million and $30 million in 1957,4
The newly established International Finance Corporation helps
private capital flow into enterprises in underdeveloped coun-
tries. Technical as well as flnancial aids to underdeveloped
countries were also provided by Commonwealth countries,Zl
participating in the Colombo Plan and by the metropolitan
governments to thelr colonies. Besides, USSR, Red China,
Czechoslovakia also made loans to Indla, Egypt, Afghanistan
and North Korea, etc. A figure of 31,900 million for total

Communist aid was made to uncommitted natlons since 1955 up

20 pepartment of External Affairs, Canada, Canada and
the United Natlons, 1956-1957, p. 46.

21 Colombo Plan was esteblished in January 1950, but
member countries are not limited to Commonwealth countries,
they are: Australia, Burma, Cambodla, Canada, Ceylon, India,
Indonesia, Japan, Laos, Nepel, New Zealand, Paklstan, the
Philippines, Thalland, the Unlted Kingdom with its dependent
territories, the United States and Viet-Nam. See Depart. of
External Affairs, Canada, The Colombo Conference, Jan. 1955,
Vol. 7, No. 1.
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to the end of 195722. Russla and her allles have also of-
fered help to Burma, Indonesia, Ceylon, Pakistan, Thailand,
Cambodia, Syria, Lebanon, Iran, Liberia, Ethipia and the
Sud&m.z3 In the year of 1955, Russla and her allies conclu-
ded 29 new trade agreements with non-Communist countries, 23
of them in the underdeveloped world.g4

The problem of public foreign capital made avallable
directly to underdeveloped countrles induced serious discus-
sions among economists as well as politicians. In order to
avoid the economic rivalry of the powers in those areas=® a
philosophy of joint ald program through the United Nations
was introduced for several years. The proposed Special
United Nations Fund for Economic Development (Sunfed) was

subject to a detailed study by a Committee of nine experts

appointed in 1952 and by another group headed by Mr. Slheyverq

of Belgium appointed in 1954.26 The less developed countrie#,

22 This figure was given by the State Department of
United States Government. See "Escape from the Aid Maze",
The Economist, March 1, 1958, p. 731l.

23 Economic Development Assistance, Committee for Ecq
nomic Development, April, 1957, p. 1l.

24 oOp. cit., p. 12,

25 "Escape from the Aid Msaze", The Economist,
March 1, 1958, p. 731,

26 See Department of External Affaits, Cenada, Canad
end the United Nations, 1956-57, p. 47; also see United
Nations, Report on Special United Nations Fund for Economic
Development, 1953,

1}
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especially those "uncommitted" ones, have strongly favored
the establishment of Sunfed, but 1ts establishment was sus-

pended because of lack of enthusiasm of those advanced

countries,
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CHAPTER IV
HUMAN RESOURCES AND CAPITAL FORMATION

From the point of view of both economic development
in general and capital formation in particular, the relationt
ship of the size of population to real national income may
differ very much among communities and nations. In this
chapter consideration will be given first to the general popy-
lation problem in underdeveloped countries; secondly, to the
so-called "disguised" unemployment or underfemplopment in
the rural areas by which the capital formation is seriously
affected; and finally, the importance of a social class of
entrepreneurs and capitalists which usually contributes most

to capital formatlion.

1. The Population Pressures on Capital Formation

Economic disadvantages are generally faced by econo-
mies of both underpopulation and over-population; the latter
is more serious than the former. An under-populated country
would be unable to take advantage of the economies of large-
scale production. Industries of public utilitles cannot be
well developed by a small number of people, specialization
of production would be difficult and market for products als¢

limited. On the contrary, the dangers of fast growing-
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population pressures spring from the fact that the increase
in population involves an increase of the wants which have
to be satisfied; the extra workers have to be fed and clothed
and housed, so that the capacity of capital formation is re-
duced because the average income falls too low to bear a
saving.

Then, what should be an optimum population of a cound
try so far as economic development is concerned? Perhaps thig
question seldom results in an agreeable answer. Many of the
countries that have experienced a falrly rapid rate of indust
trial expansion in recent years -- Australia, Canada, Union
of South Africa, for example, have been those 1n which popu-
lation growth has contributed to a better use of natural re-
sources. On the other hand, in many of the countries, like
China, India and Japan, the problem of rapid growth of popu-
lations formulates a big obstacle to their economic better-
ment,

Given the state of technology and other factors, an
optimum population would be one that maximizes per capita out-
put. So long as there are increasing returns to scale in the
economy, population may be less than optimum. But, after a
point, as population increases, the rate of increase of out-
put per head slows down according to the law of diminlshing
returns, population would exceed 1lts optimum size., For when

the supply of factors and technology are changing over time,
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the concept of an optimum population becomes elusive in a
dynamic economy.

An economy would, however, benefit only when its po-
pulation growth 1s accompanied by a more than proportionate
increase in output so as that the per capita level of income
could be improved. In this respect, United Nations expertsl
made a very clear illustration in showing that a "population
increase of one percent a year requires an annuasl gross inves
ment of the order of 4 or 5 percent of the national income
merely to provide the increased population with a constant
per capita endowment of capltal assets. With a population
growth of 2 percent a year -- the baslc pre-expansion invest-
ment would be about 8 to 10 percent of the national income.
With a population growth of 3 percent a year -- a rate approx
mated in Ceylon, Mexico... the required investment would be
as high as 12 to 15 percent of the national income..." But

statical materials show®

that very few underdeveloped countri
have a caplital formation as high as 12 to 15 percent of theln
national income, thus the difficulty of 1ncreasing the rate
of capital growth as well as economic development i1s obvlious

to them.

What are the major factors affecting the growth of a

1 United Nations, Processes and Problems of Industrig

i

es

lization in Underdeveloped Countries, 1955, p. 15.

2 United Nations, Determinants and Consequences of
Population Trends, 1953, p, 21.
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population? It 1s agreed that the rate of growth of popula~
tion in any country 1s a direct function of three elements:
changes in the birth rate, changes in the death rate, and
changes in the volume of migration (immigration into, and eml
gration out of, the country). The birth rate is measured in
terms of the number of children born for every 1,000 women in
the various groups of the population. It depends in turn on
how many women marry, on the age at which they marry and on
the number of children they have. The death rate is the num-
ber per 1,000 of the population who dle each year in the va-
rious age groups. Medical improvement and sanitation will
have much influence on the mortality rate. The net immigra-
tion changes may be influenced by comparative levels of econg
mic activity between the country in question and the rest of
the world. It is also affected by political events, by the
risks of wer, and by the migration policles of the governmenﬂ
concerned.

It is estimated that two thlrds of the world's people
live in the underdeveloped areas and the population of these
areas have increased substantially during the past century.

The population of India in 1850 was less than 190 million;5

in 1950 this area including Pakistan, held more than 400 mill

3 Norman S. Buchanan & Howard S. Ellis, Approaches
to Economic Development, p. 92.

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES

8

ion



UNIVERSITE DOTTAWA .. ECOLE DES GRADUES

HUMAN RESOURCES AND CAPITAL FORMATION 88

people. The fast growing population in South-Asia may be
examplified by another case of the population of Taiwan.4 The
Government gave for 1954 a crude birth rate of 43.84 per thoy-
sand and a crude death rate of 8.02 per thousand, or a rate
of naturel increase of 35.82 per thousand. United Nations
experts attribute this type of high rate of natural increase
to the persistance of the family system with two or three
generations living together and the prevalence of the rice
economy requiring large manpower during seasons of peak actil-
vity. It seems, however, that the last remarks are debatablsg
because rice crops are three times & year in Talwan and farmgrs
are tusy all year around since there is no winter in that
island. It is hard to distinguish the seasons of peak acti-
vity.

Of the problem of specially high rate of natural popﬁ—
lation increase in underdeveloped countries like India and
Pakistan, Bauer and Yamey expressed quite a dlfferent view.2
They insisted that the most densely populated countries are
not necessary those with the most rapid rate of population
growth; the rate of populatlion growth in India and Peskistan
since 1800 has not been very different from that in several

countries 1n Western Europe in the same pericd. The present

rate of population growth in India and Pakistan is not

>

4 ynited Nations, Economic Survey of Asia and the Faz
East, 1955, Section of China: Talwan.

5 p., T. Bauer and B, 8. Yamey, The Economics of Under-

developed Countries, p. 59.
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significantly greater than that in the United States and
Canada. The point of contrast is that in the Far East end in
South Asia there is a heavy rellance on a comparatively back-
ward agriculture, so that large areas are over-populated in
a sense in which the West is not. Statistical figures of
birth and death rates of selected countries are given in
Table IX{

The United Nations statistics indicate that the natu-
ral population growth in India is lower theh that of Canada,
but a little higher than that of the United States. If the

total population growth (net natural growth plus immigration)

is taken, the Indian population growth must be much lower than

that of the North America. And again, if a comparison is made

between the population growth of North America and those den-
sely populated areas over the same period, the fact 1s that
the population growth in North American Continent is much
faster than all other countries. For example, in 1900,
American population was only 76 million® which is much less
than one half of its present population. Probably no country
in other continents doubled 1ts population in only 50 years.
That is why Arthur R. Burns also stated that in China the
population has probably been stationary for the past century.

The populatibn of Africa and South America, as shown in Table

6 This figure is given by Bloom and Northrup, Econo-
mics of Labor Relations, Homewood, Illinois, Richard D. Irwin
Imc., 1955, Pe 70

10,

)
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TABLE IX

CRUDE BIRTH AND DEATH RATES IN
SELECTED COUNTRIES, 1955

(Per 1000 population ) of Growih
Rich Countries
Canada 28.3 8.1 20.2
France 18.4 12,0 6.4
United Kingdom 15.4 11.7 3.4
United States 24,6 9.3 15.3
0 t s
Ceylon 37.9 11,0 26,0
Chile 35,0 12.0 23,0
Guatemala 51.0 18,5 32.5
Indis 30.9 12,7 18.2
Taiwen :China 43,84 8.02 35.82

Source: United Nations, Monthly Bulletin of
Statistics, X, No. 7, July 1956, 6-10.
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TABLE X
WORLD POPULATION, 1650 to 1950
(Millions)

Continent 1650 1750 1850 1200 1950
Europe 100 140 266 401 557
N. America 1l 1 26 8l 190
C & S America 12 11 33 63 137
Oceania 2 2 2 6 13
Africa 100 95 o5 120 198
Asia 330 479 749 937 1,305
World Total 545 728 1,171 1,608 2,400

Source:

A, K. Burns, Comparative %conomic Orga-
nization, p. 521, quoted from Foreign
Egriculture, Feb., 1953.
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were stationary or declining over long perlod before the
19th century.

Nevertheless, the serious population pressures which
appear in those underdeveloped countries are evident, chieflﬁ
because their populations have already surpassed the optimum
limit and their cultivated land and capital are short. They
are poor because their per capita income is very low in comps)
rison with richer countries.

Recent records show that there has been an apparent
decline in mortality rates in underdeveloped countries, espe-
cially among infants, because new public health techniliques of]

7

disease control have been introduced. The rate of natural

growth is likely to be intensifled by the widening gap between

the birth and death rate. In those underdeveloped countries
land resources are meagre in relation to population, the in-
creasing populations are likely to impede the process of indu

trialization. According to the law of diminishing returns,

the result of per capita production on the same extent of land

tends to decline. However, a blg population has the advantag
of specialization in manufacturing industries and a large
market for expansion of public utilities. But a low average

income with a relatively higher demand for consumption goods

7 United Nations, Statistical Year Books, 1953, 1954,
and Population and Vital Statistics Reports, October, 1955.

s-

e
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will result in a smaller margin of savings belng available
for capital goods. Thus, the 1ncreasing population turns oup
to be an unfavorable effect on the rate of capital formation
in underdeveloped countries.

Rapid population growth in low-income countries im-
pedes industrialization not only by reducing the volume of

capital available but because unless income rises more rapid

ly the demand pattern in such a situation is likely to preseht

little inducement to entrepreneurs of other products. Hence

in the absence of a substantial increase in agricultural pro
ductivity, high birth rate and rapid population increase are
likely to remain a handicap to the capital formation in hea-
vily populated countries. However, some of them have taken

necessary steps to counteract tne problem.8

2. Unemployment and Underemployment

Human resources are clearly a most valuable and the
most versatile resources to a country. No matter how high a
country is endowed with capital per capita, its full developr
ment is impeded without a considerable population. On the

other hand, no matter how big a population a country has, it

cannot afford to have a large volume of unemployment and under-

employment in any form. Human resources are characterized

8 Birth control and other measures are conducted in
Japan, see Robert H. Amundson, Japan's population problem:
A positive approach; Review of Social Economy, XV, Sept.,
1957, pp. 104-117,
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by & nature of perishability. With most natural resources,
stocking or conservation as a source of capital formation is
not difficult. The lumber that is not used today will be
available for use at any time in the near future. So are thL
0il, coal, etc. But humen resources must be utilized day by
day as they become available, Each hour of human service that

is lost is irretrievably gone. Unemployment and underemploy

ment are a form of economic waste which is running the oppo-
site way with capital formation. A running water faucet,
steam escaping from a locomotive or heating system, a street
light left on in daytime-- all immediately attract people's
attention and comment,9 but an unemployed man is taken for
granted, especially in the form of so-called "disguised" un-
employment in the rural areas, which is a very common pheno-
menon in most of the underdeveloped countries. And more than
this, those unemployed men cannot consume less than those
who are working. A considerable portion of savings from thope
working people must be consumed by those idlers. The diffi-
culty for capital formation and investment is evident.

In underdeveloped countries many people are unemployed
or underemployed not because they prefer ldleness to work,
but because there is an insufficiency of complementary fac-

tors of production. The factor in insufficient supply may be

© Thanks to Prof. Dale Yoder's Manpower Economics
and Labor Relations, New York, McGraw-Hill Book Co., Inc.,
1950, part of this 1dea is obtained from his eloquent argu-
ments in that book, Chapter I.
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either land, capital, technical, administrative or entrepeur
ial skills, or a combination of all or some of these. Farmer
and their families have too little land or insufficient equi
ment at their dis osal to keep them fully occupied, while at
the same time there are obvious obstacles in the way of thei
securing employment outside agriculture.

The degree of this disproportion between the popula-
tion and the complementary production factors of land and
capital equipment differs, of course, among various under-
developed countries. For our purpose, two groups are worth
distinguishing: First, those underdeveloped areas in which
the marginal physical product of labor is still greater than
zero, so that if labor were withdrawn from agriculture total
farm output would decline; second, those others in which the
marginal physical product of labor has already fallen to
zero, so that some labor could be withdrawn without reducing
total output. Most countries in Latin America and Africa
fall in the first groups, while the South-East Aslan and
some Arab countries belong the second one .10

There is perhaps little or no evidence to show that
South America has much disgulsed unemployment in the sense

that large masses of human resources could be drawn away far:

agriculture without affecting the volume of output there.

10 ynitea Nations, Measures for the Economic Develo

L 4

ment of Underdeveloped Countries, pp. 9-10.
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There may be disgulsed unemployment in a different sense.
There may be some occupations with little capital that are
relatively unproductive, while other capital-intensive ones
are relatively productive. Agriculture may be inherently
less productive than industry. A transfer of labor from the
former to the latter would increase total output and so the
people in the relatively unproductlive sectors might be consit
dered unemployed.

The chief reason causing labor relatively productive
in one sector and relatively unproductive in another is pro-
bably the disproportion of capital equipment used. The Ame-
rican economy has the highest productivity in the present
world because American capital-intensive proportion is also
the highest. An increase in agricultural productivity in
those underdeveloped countries must be accompanied by a priof
rity of capital utilization in it, because the great majority
of the population, even in underpopulated areas like South
America, is in agriculture. It is argued that since food
absorbs the greater part of a poor people's income and since
agriculture absorbs the bulk of their labor force, a given
percentage increase in agricultural productivity will releas¢
more for capital formation than that in other flelds., In unt
derpopulated areas, capital lmprovement required in agricul-

ture will be small and will easlly result in a higher produc:;

tivity.

UNIVERSITY OF OTTAWA .. SCHOOL OF GRADUATE STUDIES



UNIVERSITE DOTTAWA .. ECOLE DES GRADUES

HUMAN RESOURCES AND CAPITAL FORMATION o7

As for the problem of rural overpopulation, South-Ea
Asia and the Far East are perhaps the best examples. There
1s tremendous waste of human resources in those countries.
What this implies in regard to capital formation is deeply
related to the fact of crude disguised unemployment.

In most countries of South-East Asia and the Far
East, the same farm output could be obtained with a smaller
labor force in their agricultural sectors. The term "disgui-
sed unemployment" implies a condition of family employment in
peasant communities, A number of people are contributing vir
tually nothing to output but living on a share of their fami-~
ly's real income. A Unlted Nations report states that for
many reglions of India and Pakistan, parts of the Philippines
and Indonesia the surplus agricultural population is between
20 percent and 25 percent.11 And Ragnar Nurksel? also gives
a rough estimate, namely, that 15 percent, 20 percent or as
much as 30 percent constitutes disguised unemployment in coun
tries of South-East Asia., The specific feature of rural un-
employment is that you cannot distinguish from each other
those who are employed and those who are unemployed, because
everybody is busy at the seasonal agricultural peak and pro-

bably most of the villagers are idle during off seasons. The

1l United Nations, Measures for Economic Development

Ft

of Underdeveloped Countries, 1951, p. 9.

12 Ragnar Nurkse, Problems of Capital Formation in
Underdeveloped Countries, Chapter I1l.
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only thing is that a potential number of people can be taken
off the land without reducing the total output. This type of]
unemployment differs from open industrial unemployment in
that 1t cannot be absorbed by means of an expansion of mone-
tary demand. When monetary expansion occurs, the result is
merely an inflation because of the inelasticity of agricul-
tural production.

In a sense, underemployment in rural areas denotes no
only labor force but also capital equipment. Carts, cattle,
hoes, shovels, and so on, could be more productively employed
if plots were not so small and widely scattled and if farms
could be more consolidated than they are. There is a pheno-
menon that farmers who have a large number of dependents
usually cannot afford to feed a necessary number of cattle
because they want to save sufficient food for men rather than
for the consumption of animals. That is why all dogs were
killed as soon as the "economical® Communists took over the
China Mainland, because dogs were considered as one of the
big sources of waste.

The ways to escape from the disgulsed unemployment in
the overpopulated underdeveloped areas are basically three.
First, technical improvement will bring about a considerable
increasing amount of output by which their per capita income
would be improved. It is believed that the Chinese agricul-
tural productive methods, for example, were little changed

during the past two thousand years. Agricultural products
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CJ

were only increased by increasing farming areas, These bette:
techniques need to be imported from those advanced countries.
President Truman's Point Four of technical assistance programs
are essentially of this nature. Secondly, a s&hift of the
structure of production in favor of those industries using
relatively more labor in countries where labor is abundant.
It is the only way to reduce the rural surplus by expanding
non-agricultural employments. But not many of those under-
developed countries have succeeded in industrializing rapidly
enough to reduce their agricultural populations. However,
Japan was the one which succeeded by going through free enter|
prise system whereas USSR was the amother which obtained
rapid industrializatlon by going through a totalitarian way.
Generally all those countries which are overpopulated relati-
vely to their agricultural resources must manage to look for
export markets for their manufacturing products in exchange
for food and raw materials for their own needs. It is but
often argued that such a type of economy 1s not the safest.
A highly foreign dependent economy 1s in a hazardous position
in case International trade restrictions are increased or risks
of war exist., And finally, improvements in the relationshipsg
among the productive factors, through increasing the quanti-
ties of the relatively scarce land and cepital factors or

13

reducing the superabundance of the labor force, may lessen

15 of this point, Buchanan & Ellis éave a very clear
idea in their book "Approaches to Economic Development',pp.44-48
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disguised unemployment. Internal and external migration as
well as birth control may reduce the labor supply on the one
hand; expansion of new land, improvement of seeds, irrigation,
fertilizer, and so on, and importatlion of capital goods by

means of foreign trade or foreign aid may change the dlspro-
portion of the factors of production. Thus the problem of

unemployment and underemployment in backward countries could
be partly cured. And the opportunities for capital formatiofh

and investment must be improved accordingly.

3. Entrepreneurship and Technology

The rapid industriaslization of modern economies is
often attributed to the appesasrance of a class of businessmen|
commonly called entrepreneurs. Americans are often especially
proud of saying that quite a number of great entrepreneurs
have arisen in America, such as Frederick W. Taylor and
Frank B. Gilbreth and his wife, Lillian M. Gilbrethl4 who
introduced what they called scientific management to the mo-
dern business, Henry Ford and Frank W. Woolworth are also
famed as innovators bornl® with the knowledge of innovation
and also willing to bear the risks. Professor John H. Sheeman,
of the University of Notre Dame, defined entrepreneurship as

the basic decision-making regarding the combination and use

14 Richard N. Owen, Management of Industrlial Enter-
prises, Chapter I,

15 W, Arthur Lewis argued that the great entrepreneurs
are born, not made. See his book The Theory of Fconomic Growth,

e
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of human lebor, natural resources and cgpital instruments,
for producing goods and services that men need and want for
living.16 In the contrast, Professor Schumpeter restricts
the term entrepreneur to the innovator in his early work and
admitted later that entrepreneur was representative of all
those activities that run in terms of invention, innovation
and technological changes.l7

An acceptable concept of the entrepreneur must not
neglect the specific feature of non-insurable risk, and knowst
ledge of prices and costs and the ability and desire to use
this knowledge. Entrepreneurs improve the productivity of
given resources. Innovation and the exercise of entrepreneur-
ship in the sense of creating or taking advantage of unsus-
pected opportunities for profitable economic activity are
often more dramatic in their impact. The economy is fortunate
when there are a considerable number of individual entrepre-
neurs who are resourceful, thrifty and industrious have techst
nical or administrative skills and are willing to take a long

view,

b
I

In many economically backward countries there are dif

ficulties in the way of developing and using the entrepreneurial

®
1

16 John H. Sheeman, What 1s the Function of the Entr:
reneur? Review of Social Economy, Merch 1950, p. 30.
pronovl Yy

17 Joseph Schempeter, The Theory of Economic Develop
ment, 1934, Business Cycles, 1939. The term entrepreneur
denotes differently in these two books.
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qualities, The force of custom, the rigidity of status, and
the distrust of new ideas, combine to e¢reate an atmosphere
inimical to experiment and innovation. The system of family,
the village, the clan or the tribe also inhibits innovations
because the rewards have to be shared widely. The innovator
disrupts the established order of things in promoting new
activities and is therefore often an object of suspicion. Ths
low level of capital also hampers innovation. Most important
of all people in underdeveloped countries must give up their
traditional way of thinking and accept a new philosophy of
change. A recent British visitor summarized his impressions
of American business in one word--dynamic. He said, "The
dynamic nature is nowhere more clearly illustrated than in
your obsolence policy. This, 1t seems to me, is not merely
a policy but also a philosophy. This is a driving force in
your system which makes it imperative that the 1947 model--
whether it be an automobile, a radio, a razor, or a fountain
pen~-shall immediately render the 1946 version out-of-datéﬁlg
From this illustration we can say that it is the entrepreneun
who contributes most to the dynamie nature of innovation whidg
in turn encourages saving and Investment most. Underdevelope

countries are often short of this type of entrepreneurship.

18 Malcolm P. McNair & Harry L. Hansen, Problems in
Marketing, New York, McGraw-Hill Book Co., Inc., 1949, p. 3.

»

d
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Some of this knowledge can be learned from school or
immitated from advanced industrial countries. Japanese are
reputed by their fast imiltation from the Western World in
innovation as well as in scientific inventions. As soon as

a new type of goods or invention appeared in the United State

p 3

or Germany, similar products would immediately appear on Japa-

nese markets which may be more cheap and smart than the ori-
ginal, such as lighters, electric razors or even commercial
and naval ships., But it is argued that an important part of
this knowledge can be learned only by experience of the job.

Because you may learn the tricks of keepling records, handlinj

of machines, designing layout of plants from business schools

but you cannot learn how to get on with your staff or in
maintaining the integrity. That is why many backward or co-
lonial countries take steps to compel foreign firms to open
up managerial positions to local people.

In underdeveloped countries a massive scale of inno-

vation in firms or industries seems impossible, and local

2

entrepreneurship can only begin in a small way because techni-

cal and administrative skills as well as capital are at a low

level. Transition from a subslstence to a market economy in
volves many small changes which may involve introduction of
new crops to an area, cultivation of new land, development

of trading connections and routes, adoptation of new equlp-

ment and improvement in transportation., All of these require

those individuals adapting new ideas to take risks with or
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without government assistance.

It is a fact generally acknowledged that apart from
cases where farmers are forced to provide for capital forma-
tion, the main source of savings in any economy is profits,
distributed or undistributed. Entrepreneurs are the most
thrifty, economical and profit-meking people. The profit-
maker knows that the most profitable investments are those
which exploit new techniques or open up new resources. They
not only have the ingenuity end administrative abilities, but
also a peculiar talent for seeing how productive resources may
be used in unfamiliar ways to produce a better result. They
form up a dynamic factor of particular importance for materiafl
progress year after year. Therefore, entrepreneurship and
technical innovations are the main driving forces causing an
economy moving upward cumulatively. In the absence of them
capital formation in any free enterprise economy must be
slowed down.

The importance of foreign entrepreneurship in some of
underdeveloped countries was discussed by Bauer and Yamey.19
Economic developments in these countries were accelerated by
foreign entrepreneurs because they have been mostly responsibfle

for bringing meny of these countries closely in contact with

the network of international commerce. They introduced some

19 P, T. Bauer & B. S. Yamey, The Economics of Under-
developed Countries, Chapter VIII.
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fruits of modern organization, capital, sclence and techno-
logy. The work of the British in India and Pakistan, of
Dutch in Indonesia, of Chinese in South-East Asia and in West
Indies, of Indians in Africa, and of Arabs in East Africa has
done much to promote their economic growth generally. They
have accumulated capital, provided skills and aptitudes and
have pioneered in the development of trade, transport and in-
dustries,
The Chinese immigrants and settlers in South-East Asi
have been numerous. According to recent estimates,zo the
total number of Chinese in South-East Asia (excluding in
China Mainland and Taiwan) amounts to 13,374,716 in 1955.
They constitute roughly one-fourth of total population of
Thailand, more than one-third in Malaya and Singapore, 99 per
cent of Hongkong and Macao, and 10 to 20 percent of the Phi-
lippines, Vietnam and Indonesia. Theilr contribution to eco-
nomic development has been striking and they play a prominent
part in economic life in those areas, Bauer and Yamey attri-
buted their economic superiority over the indigenous people
as due to their greater industry, ingenuity, thrift, ambition
and resourcefulness. It 1s a rather interesting question
that Chinese are not so successful 1n their homeland as they

do in the above-mentioned areas. Their accumulation of

. 20 china Handbook 1955-1956, Published in Taipei,
Taiwan, Chapter XXI.

a
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wealth in Malaya, for example, 1s more obvious than that of
Jews in the Continent of America. Perhaps the similar result
are made by those other foreign entrepreneurs in many of thos
underdeveloped countries.
The reason why the foreign entrepreneurs are economi-
cally successful in those backward countries is primarily
because they have a longer commercial tradition than the na-
tive people. They, as immigrants, tend to stick together,
and to help each other, and thus promote the prosperity of
the group as a whole. And most of all, they possess technics
knowledge or aptitude, perception of economic opportunity,
administrative skill, industry, frugality or endurance.
Even though the local capital formation is accelerate
by the foreign entrepreneurs, indigenous people are trained
by their experience on the jobs in those business organiza-
tions, yet questions are ralsed in those underdeveloped aread
It is felt that the growth of the natwve small business class
is menaced by the competition of immigrants in similar trade.
In the Philippines a special Act was passed to regulate foreil
business, in Vietnam all Chinese were forced to change their

names to be naturalized, and in Indonesia most Dutch business

firms are nationalized and Dutch people repatriated. British

capital invested in Suez Canal was also natlonalized by Egypt
It seems that most of the underdeveloped countries consider

economic development as their own responsibility and under

|_their own management,

1

a

gn
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It is worth mentioning here a rather unusual type of
entrepreneurship in India known as the managing agency sys-
tem. According to Andrew F. Brimmer, the managing agency
system 1s a type of industrial orgenization unique to India
in which the promotion, finance and administration of one or
more independent companies are controlled by a single firm,
The businessmen through the managing agency are the real
entrepreneurs in India. They have been the ones primarily
responsible for the introduction of new products, new method$
of production and new sources of raw materials. They have
discovered and exploited new markets and have usually under-
taken whatever reorganization Indian industry has experien-
ced.?l

It is concluded that the factors of entrepreneurship
and technical improvements are indispensable to any economy
in its capital formation as well as economic development.
Importation of foreign skills in the form of technical assist
tance or foreign investors may play a dominant role. However
underdeveloped countries are anxious to take up thils respon-
sibility by themselves, because of securing desirable prestige
and because they fear foreign encroachment upon thelr own

economies.

2l Andrew F. Brimmer, The Setting of Entrepreneur-
ship in India, The Quarterly Journal of Economics, LXIX,
NOV. 1955’ pp. 553-576.
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CHAPTER V

NATURAL RESOURCES AND CAPITAL FORMATION

l. The Relation of Natural Resources
to Capital Formatlion

That a country is rich or poor depends much upon the
range, quality and availability of 1ts natural resources.
Land, regarded as an economic resource, constitutes the basis
of the people's livelihood and prosperity. It sets certain
limits on people's occupations, through location, size, typo-
graphy, soil, vegetation and prevalling climates, but offers
in return untold opportunities through the same factors. As
resource endowment depends in part on the size of the country,
it is a major consideration distinguishing the course of in-
dustrialization in small countries from that in large ones.
In many of the smaller underdeveloped countries, lack of na-
tural resources is likely to be an effective barrier to inten
sive industrialization. In some--Jordan, Libya, for example
lack of water 1g lilkely to be decisive obstacle., In others--
Gambla, Jamaica and Carlbbean Islands, for example--lack of
fuel is more significant.l Economic development is unlikely

in North Canada, the polar reglons of Russia, the deserts of

1 ynited Nations, Processes and Problems of Indus-
trialization in Underdeveloped Countries, 1955, p. 43.
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South Africa or the North West of China, because of the very
unfavorable natural conditions impede their growth.

The value of an economic resource depends upon the
terms on which the red?site complementary factors of produc-
tion are available and on the strength of the market demand
for its products. The value of a resource does not depend
upon its physical qualities or technical efficiency alone.

A complex nature of present and future market influences forn
part of the enviromment in which value is conferred in resourn
ces. Dr. Sun Yat-sen, father of the Republic of China, gave
a very illustrative example of the formation of the value of
land in his "The Principle of Livelihood".? He said that
there was a place in Australisa, for instance, where land was
very cheap before the building up of a trade center. A drund
ken fellow acquired a piece of land from a government auctio-
neer with $300 of which he was biltterly regretful after he
became awakened.Decades latter the land was worth tens of
millions, the o0ld drunkard who did not a bit to improve the
land became the wealthlest man in Australia. 1In his opinion
these millions should belong to the public because the people
in the community chose this section as an lndustrial and com-

mercial center and made improvements upon its environmments.

2 Sun Yat-sen set up two methods in the solution of
the problem of social unequality--the first 1s equalization
of land ownership, and the second is regulation of capital.
See h%z The Principle of Livelihood, Lecture Two, published
in 1924.
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For our purpose here, we do not care much who should get the
benefit, but we come to know that the value of one resource
is dependent on the value of other resources. The distinc-
tion between natural resources and capital formation is
generally blurred, since human skills and efforts as well as
capital are commonly used to improve or increase the economi&
productivity of natural resources such as city land, farm
land and rivers. The value of mining production in the
Northwest Territory or Yukon of Canada depends on the condi-
tions of transportation as well as a market of other parts
of Canada,

Knowledge, techniques and capital investments are
powerful weapons in the utilization and improvement of natu-
ral resources. Judicious investment of labor and capital
irrigation works, transport facilities, harbor developments,
fertilizer and so on, can often greatly increase the output
even from poor land. Similarly, technical advances in agri-
cultural science may convert barren wastes into fruitful
fields. However, men are not able yet to change the winds
of Patagonia (a reglon in Southern Argentina and Chile known
by its terrible winds), the heavy rains 1n parts of tropics,
the monsoons 1in Indla, the long austere winters in Siberia
and Canada. But the proportion of cultivable land, useful
minerals, timber, water power, fuel and so on can be exploited

by human knowledge of explorations and investigations. Ac-

cordingly, the value of a resource depends upon what human
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beings are able to make use of it or not. The usefulness of
a resource is changling all the time through changes in taste,
changes in technical knowledge, new discovery or 1ts environt
ments. Coal, steam and steel were developed as important re+4
sources until men learned to use them since the first indus-
trial revolution. 01il, electricity and water became dominant
resources of production since the second period of industrial
revolution at the beginning of the present century. Now, in
the third period of industrial revolution, atomic energy
plays the dominant role in the course of industrialization.®
Again, the availability of naturally-occurring material re-
sources do not immutably determine the economic development
of a country. The vast natural resources of the United

States existed for many centuries, but that d4id not enable

the Indians to pass beyond a most primitive level of achieve
ment, And countries which had once been in the forefront
subsequently lost their economic supremacy and came to joln
the ranks of the present underdeveloped countries; parts of
Southern Europe, of the Mediterranean basin and of China in
the Middle Age are examples. And moreover the changing for-
tunes of many countries have not been chiefly connected with

the discovery or exhaustion of natural fesources, but lack

3 Professor M. Lamontagne made striking analysis of
the industrial and technical evolution by dividing it into
three periods in his lectures on Govermment & Business in the
University of Ottawa, Canada. Reference can also be made to
his The Role of Government, publlshed in the book entitled

! Gimo and published
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of complementary factors of production such as technology,
capital as well as economlc and social developments.
Because of the scarcities of capital and skill, it ig
rarely possible for an underdeveloped country to make a tho-
rough survey of natural resources before any exploitation.
In some fields, governments have a special responsibility.
Surveys generally need to be carried out under public sponsor-
ship, whether the resource is mineral, timber, water-power oz
soil., Discovery of a new resource will increase the opportus
nity of investment. Improvements in the quality of a country's
domestic raw materials or in the efficlency of the other pro-
ductive factors tend to raise their development potential
irrespective of whether they are exported or absorbed by local
manufacturers.
Actually the economic gquantity of resources availablé
to a society is subject to change by many factors. New disc&-
veries and improvements will add to resources. Trade of one
society with other societles can also obtain the resources
they want. Some resources can be increased in supply. Labor
and capital can be increased, and land can be prevented from
declining in productivity. Where resources are exhaustible,
the supply at any time depends partly on the extent to which

they have been exhausted. Most resources are iln fact exhaus;

tible. Mineral resources can be reduced in quantity and quallty

but water is usually renewed by nature.
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The contribution of minerals depends on the way thei]

M ]

utilization is distributed over time, and allowance for de-
preciation is impossible because there 1s no way of offset-
ting the exhaustion of supplies. Physical measurements of

minerals in the ground suggest that minerals are very diffe-
rently distributed among countries. However, these measure-
ments are approximate and the knowledge of deposits is impefp-

fect.

The estimated distribution of nine important mines
is shown in Table XI. The rich North America is in posses-
sion of almost half of the world coal and iron, and 36 per
cent to 40 percent of the world lead, petroleum and zinc of
estimated resources. One important mine of tin which does
not exist in North America is located in Asia. However, there
are only 9 percent of coal, 10 percent of iron, and less than
5 percent of copper, lead and zinc in Asia, while Africa and
South America are even in a worse position. Underdeveloped
countries are poorer 1n underground wealth compared with
industrial countries, especially the North America.

With respect to the gquantity of cultivated land, the
method of measurement is a problem because the same size of
land may have substantial difference in agricultural production.

Whether it should be measured by its capacity of production

or 1ts market value is debatable. Land productivity is asso

ciated with soil, weather, labor, fertilizer, irrigation, ete.,
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while the market value of land is also connected with improvs
ments to the land and other complementary factors.

As shown in Table XII, the cultivated land area as
percentage of total land is largest in Italy and smallest in
Australia. In so far as the cultivated land area per head of
total population 1s concerned, Canadians enjoy more land per
head while Chinese are at the bottom.

In view of the figures of minerals and cultivated

land, most underdeveloped and overpopulated areas unfortunaté-

1y have a low percentage of the world wealth. However, dif-

ferentials of these estimated figures may exist because accus

rate surveys have never been conducted in underdeveloped

countries as it has in most advanced countries. Undiscovered

potential resources could possibly exist. Anyhow capital
formation in areas with low level of natural resources must

be more difficult than that of richly endowed areas.

2, Utilization of Natural Resources

Capital formation of a country is influenced by the
utilization and not the mere avallability of resources. This
utilization is wholly a matter of human action. It depends
upon the arrangements which permit and induce the use of re-
sources. Since most resources are capable of use in more
than one way, they must be allocated among different uses.
Some allocation would yield more to national income than

others. Consequently, the best allocation is necessary to
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TABLE XII

CULTIVATED LAND AS A PERCENTAGE OF TOTAL
LAND AREA OF PER HEAD OF POPULATION
IN SELECTED COUNTRIES, 1949

Cultivated Land Area Cultivated Land Area

as percentage of per Head of Total

Total Land Population (Acres)
Canade 2.9 5.29
Australia 1.7 4,71
Argentina 9.3 4.56
U.S.A. 22.8 3.13
USSR 7.9 2.43
Poland 35.6 1.65
FPrance 36.5 1.22
India 37.9 .98
Italy 47.9 7
Germany 42.8 .72
China: (Manchuria 11.9 .89
(a) (rin Part 13.8 29

(Sikang,Sinkiang and Tibet (No available figures)

Source: A Graphic Survey of World Agriculture of
U.8., Department of Agriculture, 1949.

(a) Here the figures about China are given separately.
Accurate materials are not available, but these three parts
are roughly equal in size, An approximate proportion of
85 percent of total population is concentrated in the Main
Part of China so the cultivated land per head is very low;
Manchuria which includes nine provinces 1s the most indus-
trielized and richest part of China but 1s possessed of abou
10 to 15 percent of the total population; and finally, the
provinces of Sikang, Sinkiang and Tibet, which are a vast
wild area like Ceanada's Northwest Territory and Yukon, have
only less than 5 percent of the total population.
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secure full utilization. Decisions concerning utilization
may be derived from the mechanism of market, or from the de-
cisions of socialist governments. This section is only inte-
rested in the utilization of natural resources under the free
enterprise system.of most underdeveloped countries of the
world today. The utilization of human resources has been
touched in Chapter IV and is ignored here.

The idleness of natural resources such as minerals,
land, water power, o0il and other raw materials contributes
little to national income. The right to utilize unmined ming
rals can be sold before they are utilized. Sales to foreigng
make foreigners' purchasing power available. DBefore the
Second World War, China, for example, was made to recognize
(not sold) some special privileges to foreign Powers to the
rights of mining in certain districts of Chinese territory
which usually were within 20 or 50 miles along both sides of
certain railways. However, this type of so-called "unequal
treaties" with China were abolished sl nce November 1943 aften
the Cairo Conf’erence.4

The ownership of minerals is different in different

countries. The ownership of mineral rights in some countries

rs

is associated with private rights over the surface of the land.

4 Cairo Conference was participated by President
Chiang Kai-shek of China, President Franklin D. Roosevelt of
the United States and 8ir Winston Churchill of Great Britain|
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The United States and the United Kingdom, for example, grant
most minerals to surface owners. Some Latin American govern-
ment reserves petroleum or other important minerals, while
USSR, Japan and the Chinese Communist governments declared
all minerals the properties of the state.5

It is argued that the use of domestic raw materials
in local factories has to be stressed, because it is in the

interest of industrialization to have the raw materials sup-

plied to local factories priced as low as possible, and it 14

also desirable that primary products exported from the country

should be locally processed as far as possible. For the
price of domestic raw materials to be low, productivity in

the primary activities of mining and farming should be high.

This is also the basic prerequisite for the release of factors

for the development of secondary industry. Where the manufag
turing industry is using a domestic primary product that is
otherwise exported, the distribution of those raw materials

is likely to be fairly efficient. This is the situation in

the jute industry of India and the silk industry of China and

Japan, Given efficient manufacturing, such industries are in

a strong position compared with foreign factorles using the
same raw materials., It 1s thus preferable for an industry

to use domestic raw materials rather than rely on imports,

5 Of this point, Arthur R. Burns gives a detalled deg
cription in his Comparative Economic Organization, 1955,
Chapter 15.
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for not only does the importing of raw materials place a bur-
den upon the country's foreign exchange resources but part of
the development potential of a new industry gives stimulus tq
the local production of raw materials it requires. The coun-
try stands to gain most from an economic development that ind
volves the mutual dependence of primary and secondary indust
which must depend upon each other, and in many cases local
raw materials may be unsuitable for the local market.

The extent of the utilization of cultivated land hasg

been mentioned in last section. Non=-agricultural uses take 4

relatively small portion in comparison with that for agriculd
ture. An accurate measurement seems imposslble, because the
extent of the utilization of land depends not only on the
amount of usable land in use but also on the effectiveness of]
its use. Physical output varies, because of different weathd
conditions, actual capital investment, as well as methods of
cultivatlon.

Conditions of land tenure may have effect on the
productivity of the land. Under some circumstances, the
feudal landholders have regarded themselves as revenue oOr rer
collectors with no concern for the use of the land. Even
semi-feudal relations are often established in areas where
governments fail to protect them and thelr crops, for examplq
from invasion by nomads. PFPrivate property in land may also

produce different results in different countries because of

]
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differences in the behavior of governments and owners, The
conditions of leases have an effect on the use of land too,
The phenomenon of inequeality of land ownership is still very
common in most underdeveloped countries. Thils is mainly a
result of the absence of a proper state policyof equality in
land ownership. Many Chinese as well as foreigners considerea
that part of the Chinese Nationalist Governments failure in
China Mainland was due to its failure to carry out Dr. Sun
Yat-sen's doctrine of equality of landownership.6 Landlords
continued to collect rents which ranged as high as 50 to 70
percent of total crops. Communists presented themselves to
the peasants as agrarian reformers, which was a false masque-
rade.

As soon as the Chinese Nationalist Government moved
from the Mainland to Taiwan, the policy of equalization of
land ownership was enforced on that island which was consi-
dered very successful by United Natlons experts.7 The so-called
"land-te-the-tiller program" allowed each landlord to retain
the equivalent of no more than three hectres of medium acreags
paddy field and all private tenanted lands in excess of this
retentlon acreage were compulsorily purchased by the government

and resold to tenants who were tilling those lands on lease of

6 Equalization of Land Ownership was one of Dr. Sun
Yat-sen's doctrines; see his Principle of Livelihood, Lecture
two.

7 X .
United Nations, Economic Survey of Asia and the
, 28 .
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contractual terms. The resale price were 2,5 times the value
of the annual main crops payable by tenant purchases in 20
instd ments within ten years. Seventy percent of the govern-
ment purchase price was paid in commodity bonds to be redeemed
in rice and sweet potatoes iIn 20 instalments over ten years,
and 30 percent in stock issued by the four government-owned
enterprises.8 The performance of the land reform was sponsors

by Sino-American Joint Commission on Rural Reconstruction,9

10

and its effects have been envisaged by lncreased products

and improved living conditions in rural areas., It was learned

that some governments of underdeveloped countries such as

Turkey, Iraq, Gordan and South Korea sent specialists to Taman

to study the case of land reform so as to be used in their own

countries.

The effective utilization of water for agriculture,

for power and for other multi-purposes is also very important,

Where rain is unreliable and poorly distributed over time (as

in India and Pakistan) irrigation can greatly increase agricul-

tural output. The extent to which water is used depends on
the arrangements controlling its use, knowledge of available

methods, the cost of capital, and the intenslity of concern of

economic development. In the Middle East, water irrigation is

8 China Handbook, 1955-1956, pp. 507-512.

© Han Lih-Wu, Taiwen Today, English edition, Chapter

IV, Taiwan:Huo Kuo Co,

10 _Unlted Natj > gla & the Far |

East, 1954, p. BYERSITY OF OTTAWA .. SCHOO
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most extensive. The urgent need for Aswan Dam in Egypt brough
forth the Suez Canal problem in 1956, because it was estimated
that approximately one third of Egyptian peasants would be
benefitted upon completion of that dam. Surface water may be
stored for later use in the dry season by collecting in tanks
in rainy season and subsequent release through canals and
ditches. Water can also be stored for later use by building
dams to create reservoirs. The utilization of water power hasg
much economic significance to the industrialization of an eco-
nomy. Most backward countrles cannot make intensive use of
water because the availability of technical knowledge, capa-
city of capital investment and the extent of market are usuall
insufficient. The most strilking increase in knowledge of me~-
thods of using water resources lies in the development of
water works serving more than one purpose, sometimes using the
same water successively in several ways. An illustration of
multiple benefits of a very big water investment in "The Shih-
men Project" in Taiwan is given here.

The Shihmen Reservoir Project is located 40 kilometn
south of Taipel city on a tributary Tanshul River. A dam abou
129 metres high will create a reservolr which will store and
detain floods for the protection of Taipel city and the low
land along the Tanshul hiver, supply water to irrigate 54,000
hectres of land, generate 122 million kilowatt-hours of power

and supply water for the needs of 340,000 town people and of

v
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industry.l1 A same volume of capital invested in a multi-
purpose project in many cases would contribute more to the
national income than that for a single purpose.

There is no certain evidence that natural resources
are specially abundant in underdeveloped countries. EffectiV
utilization of their resources or keeping them idle would
make significant differences in the increase of their natio-
nal income which in turn affect capital formation and economi
development. Sufficient research and accurate planning as
well as technology and skills must play a dominant part in
this respect. Governments are required in most of the under-
developed countries to take initiative in the guidance of
effective utilization of natural resources and keep from mis-

allocation and misdirection of their natural resources.

11 Unlted Nations, Economlc Development and Planning

in Asia and Far East, Nov. 1957, p. 54.
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CONCLUSIONS

Throughout the foregoing discussions, principles and
rules used in the context with regard to the processes and
problems of capital formation in underdeveloped countries,
apply primarily to those with a free enterprise system. Human
beings are treated as individual units who decide what they
think will benefit them most. Governments as well as social
institutions play only roles of maintaining economic stabili-
ty, providing social welfare and assisting the individuals to
enable them to carry out their own desires.

Free enterprise 1s, however, no longer a system like

it was in the nineteenth century. Government interference wap

W

strongly sponsored by Keynesian economists since 1930's in th
Western World. And moreover, since the beginning of this
century, Moscow, with Marx as its prophet, proclaimed Commu-
nism as the ideal of social justice and as the basis for
making masses of people unified in purpose and in action.
Accordingly, the centrally planned economy came out &as a new
brand to be a country's policy. The economic architects dete#-
mine what use 1s to be made of limited resources., Their tar-
gets are set according to an objective determined by the statT,
either producing for war or ralsing the mass standard of 1i-

ving, and thus do not allow price and income movements to
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regulate the productive process. The important roles of
entrepreneurs are substituted by a few economic architects.
Not only newcomers to the ranks of socialist coun-
tries such as Red China and Eastern European countries are
closely following the steps of Russian methods, but many

countries of the free world are trying to set their compass

of economic development by catching up the efficient planning

P

way. This thesis does not go into the problems of capital
formation in centrally planned economies, but we must remind
ourselves that there is such a prevailing system besides the

one we are concerned.

Because of tremendous difficulties of raising capital

from private sources, economic advancement through central
planning is overwhelmingly favored in many of the under-
developed countries. According to a United Nations economic
survey of Asia and the Far East,l Cambodia, Hongkong, Indones
Nepel and Thailand have at present no overall coordinated
economic development plans. The development programs of
India, Pakistan, Ceylon, Malaya were outlined in five-year
development plans. Burma, the Republic of Chine, the Philip-
pines and the Republic of Korea have also completed the for-
mulation of development plans. Mainland China is in a class

by itself, having a centralized Five-year plan vwhich started

1 Economic Burvey of Asia and the Far East, 1954,
p. 480
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in 1953. The tendency shows that the more these countries
are frustrated by going through the free enterprise system,
the more they set their courses of industrialization towards
a collectively central-planning direction.

In reality, the private enterprise system may not
conflict with national plans and policies with respect to
economic development. The successful marshalling of national
resources for this purpose carries with it an acknowledgemenﬁ
of responsibility of the part of both the people and the
government for tne country's future. People must be willing
to change their traditional habits and customs and devote
themselves to their economic improvement. Government fiscal
and tax policles must be geared to induce domestic savings
and channel them into investment, for such policies are a
major instrument for creating an inviromnment favorable to the
expansion of capital growth. Maximum participation of local
private enter-rise in economic development must be stimulated.
In addition, the stability of a country's economy is essential
because instability is the enemy of economic growth.

Government and private institutions can educate the
general public in the importance and virtue of savings, and
an idea of holding wealth in the form of deposits should be
promoted and stressed. A well-organized monetary as well as
capital market would contribute most in this respect. Banking

facilities and savings institutions are desirable to drain
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T
of f part of income and siphon‘into development investment.
Conditions can be established which are conducive to the

exlstence of an orderly securities market in which the publiq

would have confidence.

The fast-growing populations in countries of Asia may

impede their economic improvement because an increased incom
is off'set by an increasing number of consumers. Social edu-
cation as well as birth control may be necessary so as to
harmonize the space of economic and population growth. Fro-
blems of disguised unemployment should be solved by an over-
all national planning of balanced growth by transferring the
unemployed into productive industries. Knowledge of modern
technology could be taught through education and a class of
entrepreneurs should be cultivated to take care of the proces-
ses of industrialization.

A complete survey of natural resources in underdeve-
loped countries needs to be conducted so as to make a wise
allocation and utllization of the limited wealth. Improvemer
such as irrigation and fertilization will yield increasing
productivity which in turn offers a bigger income. The most
important and perhaps quickest way through which they may
keep themselves from falling far behind the industrial coun-
tries is to have thelr countries industrialized by all means

available.
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