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THZ BALANCE BETWERN AGRICILTURE AND INDUSTRY IN ECONOiIC DEVELOPIGENT

By E. deVries

SUMIARY

The paper discusses some of the rslationships between agricultural and
non-agricultural expansion under conditions of "balanced" economic cevelop-

ment. The latter is assumed when the rise in per capita income in agriculture
is equal to the rise in the non-acricultural sectors of the econony.

when areas or counbtries with different levels of income are compared,
the consumption of agricultural products decreases gradually when incones rise.
Similarly, when countries develop economically, a greater proportion of the
additional income will be spent on incdustrial precducts and services,

The peper calculates the effecy o these well known sitructural changes
on the magnitude of the necessary transfer of population to non-agricultural
professions anc on the increasing amount of agzricultural procucts Lo be
marketeds If these conditions are not fulfilled, developaent is not "balanced"
or is frustrated. The particular importance of the develomient of transporta-
tion and marketing facilities for incrsesing agricultural production is shown,

On the basis of an estimated rsliation between new investments and annual
additional output of about 4:1, the magnitude of investments for an annual
per capita increase of income by 25, alternatively an annual increase in
food consumption by 1ii, is calculated. A1l calculations are made for the
five aggregrate economically "uncerdeveloped" areas, desiinated by a committee
of experts in a report to the United Mations.

Comparisons are made between the present study and this report. The
following main conclusions are reached:

a) The macnitude of necessary strucbtural chen;cs and capital investments
seem to preclude - in the long run and for large arzas - a rate of develop-
ment far beyond a 2} per capita rise in income.

b) For a balanced development, in all underdeveloped areas together, about
40,5 of net investments should be in arriculture.

¢) Comparing botin reports, . the U.N. Committee report under-estimated the
total capital neels of Latin Americe (cn the basis of a 2% per capita rise in
income) by about 40%, and particularly the need for investuent in the non-
agricultural secuor, It grossly over-estimatecd the needs of Asia.

d) For one and a half billion people in "underdeveloped countries" a balanced
development at a rate of 2% per canita rise in income anmually will require
about $12 - 14 billion annmual investuent, out of which ab present &5 - $6
billion is generated within the area, For Latin Anerica these firures are
$3¢5 = $4 billion and £i2 billion respectively. The "gap" is about equally
large in agriculture and non-agriculture.
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INTRODUCT ION

1/

The "Preparatory Commission on Werld Food Proposals", having stressed
the need for expansion of apriculture, ceclares that "this dewands a parallel
expansion in industry, transportation and in other parts of the economic sys-
ter, Otherwise the increased agricultural output will begin to pile up unsold
or drive prices down to crisis levels."

Similar statements have since been made on various occasions When prob=
lens of economic Cevelopment were discussed. Rarely has this discussion been
carried on in guantitative tems. Yet, for national or international planning
and allocation of resources, it is important to have yardsticks for measure-
ment of desired degrees of agricultural and industrial development and the

nounts of investment needed to reach the respective goals., One approach to
these problems was made by the United MNations five-man export committee
cdesigned to advise on measures against underemployment.g This committee
stated that the most serious of four types of underemployment concerns lack
of opportunities for labor in overcrowcec rural areas, and it advocates econ—
omic development as the best remedy for undereuployment. Stress is laid not
so much on markets for agricultural 7rocuce but rather on employment for
peasants and rural labor. This resort distinguishes itself from many other
statements by estimeting the anmnuvel amounts of investments nseded to develop
tire underdevelopecd areas of the world at a certain rate, in the agricultural
anc non-agricultural sectors of the economy.

The preseni study approacies the problem from a different angle. The
anount of capital needed for non-agricultural developmsnt is based upon an
assumed inpubsoutpub ratic rether than upon a fixed amount per worker., At
the same time an attempt is made to establish some basic relationships between
agricultural and non-agriculuoural development. A certain expansion of agri-
culture recuires to a certain degree a simultaneous transfer of population
to industry in order to safeguarc a market for agricultural procduce. These
relationships are calculated under the assumption that in both sectors of
the economy the same rate of per capita increase in incoze occurs. This
Cetermines the "balauce!" between agricultural and industrial development.

l/ Report of the FAQ Preparatory Commission on i:orld Food Proposals, Washing=-
ton, U.S.A. Feb. 1947, pe 11,

2/ deasures for the Dconomic Development of Underdeveloped Countries, United
Nations, lay 1951, Document E/1986.
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A. THE TMPORTANCE OF AGRICULTURAL DEVELOPMEINT

There is general agreement on the need to expand agriculture in the
torld as a whole, and especially food production in uncerdeveloped countries,
in order to maintain and improve standards of nutrition. Sometimes it is
argued that, expansion is not expensive beczuse technigques can be easily
improved@E/ This may be true in isolatec cases if new crops are introcuced
(rubber in ialaya, Sumatra and Bornzo after 1910) or new varieties developed
(high-yielding, disease-resistant sugar canes after 1925, or hybrid corn
after 1935), but this thesis does not hold in general. There are no longer
great fertile plains with natural grasses waiting for the plow as were avail-
able a century ago in the four cormers of the earth (North America, South
America, Siberia and Australia). Any large and long-term increase in food
procuction has to come from increased yields on the existing area of farmland,
from clearing of land, or from irrigation. All these require large invest-
ments in research, extension services, soil conservation, lancd improvement
and public vorks.

It, therefore, is importan® to consider very carefully the implications
of any particular target of increased apricultural production. The Sixth
Conference of FAO (Hoverber 1951) unanimoucly adopted a resolution requesting
all member govermments to reach an annual increase in food production of ab
least 1-2% zbove population increase 2 Estimating the latter at 1.,25% annually,
the target for agriculture then woulc be 2,25 - 3.25%. The UN Report put the
target at 2.5%02

LR

In the followin, stucdy the target has been adapted tc the different
levels of population increase in th2 nain underdevelopec arcas, and put at
0.75% over increase of population, a modest figure in comparison to FAO and
UN targets.

Iet us now consider uhat amounts of investment would be needed to bring
about such a degree of improvement in the ciet. It seems rsasoneble to expect
that the need for capital is proportionate to the annual increase in produc-
tion established as the target. This would not be true in the casz of a very
lerse anc sudden increase, but for our study it seess an adegquate aporoxima=
tion. Conversely, the annual increase can be expected to be proporvionate
to the amount of net investments. et us call this rate of increase g/.

How great an increase in production will be caused by one unit of addi=
tional investnents depends very nuch on the type of investment. The number
of units of capital needed to raise uture output by one unit is to be called
c/s This capital coefficient may be 2.5 to 4 or more under (ifferent economic
Circumstances and for cifferent projecis. Includin: current expeniitures for

1/ U.M. Documens T/1986, p. 78,

z/ Report of Sixth Conference of FAO, Rome, 1952. Resolution lio. &,
Pp. 17-18.

3/ l.c. page 78.
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research and extension services, the UN expert reportl/ puts this coefficient
at 4, and for simplification this assumption can be accepted.

In the third place, the job of increasing oroduction may be assumed,
ot:er things being equal, proportionate to the magnitude of the present agri-~
cultural aggregate. ILet p/ be the percentage of income derived from agricul-
ture and d/ the pércentage available for new investuents. If r/ is the rate
of agricultural investment in totcl investuent, the following equations can
be established,

a=dxr
cCXp
f we call d x r, the amount of investment in agriculture expressed as percent-
age of national income = n/, Wwe find:

nzdXr=z=axpxec
100
The absolute amount (to be called N/ in this study) can easily be derived by
meltiplying n/ by the total national income of the country or area. This
calculation Is still further simplified, if ¢/ is uniformly set at 4. In
that case, -
n=00baxp oras=s=2n
p

The UHN expert comuittee goes even further by using a uniformlg/ of 2.5%

anc B/ of 40% in all areas, ineredy reducing the formula to

n = 0,1 p = 4% of national income
At this point, however, we have to depart from the reasoning of the comnittee.
In reality, the percentage of nationsl inco:e derived from agriculture is not
uniformly 403 but differs widely even a.on: underdeveloped countries. Let
at

us first look at present conditions before esbaricing upon calculating capital
requirencnts.

The amount of comestic savings or of total available investaent funds
obviously is not the same in all uncerdevelopec countries. The variation
ranges from 3 to &%, according to the UN Report., That part of savings which
is devoted to agricuiture also varies, altiiough this ratio has seldom been
studied thoroughly. Therefore, it is understandable that the annual increase
of agricultural procuction is widely variable, For the Tive mein regions of
underceveloped countries, the following estimete is the best available:

l/ l.c. para. 240, in conjunction with other data in the report.
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Income Investment
Increase in Net derived from devoted to Rate of
Popula~ population National Income domestic Domestic agriculture agriculture agricultural
Region tion 1940/50 income per capita savings savines 4 est. p est, r development a
(mill,) ( billion dollars ) ( percentages )
Latin America 160 1.89 25 156 2.00 8.0 40 30 1.50
Africa (excl.

Beypt) 180 1.20 13 72 0,72 5.5 52 L5 1.18
Middle East 95 1.25 10 105 0.55 5.5 L5 35 1.06
E.Central

Asia 4o 1.02 25 57 1.20 4.8 55 L5 1.00
Far Bast (excl.

Japan) 660 0,48 27 _bo 0.80 3.0 60 50 0.62

Total 1535 0.91 100 67 5.27 5.3 51.2 38 0.97
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Although many of these figures are out of necessity rouch estimates,
there is a remarkaeble similarity between the Tigures for increased food
precuction and population., The data assenbled by the ILeague of {ations
between the two wars, as well as those by FAO in the postwar period, point
also t0 a close relationshins. In Java and iadura (Indonesia), food procduc=-
tion and population data are recasonably well known after 1880. Between that
year anc 1940, both population and food production increased by 140%.

Although it is understandeble that especially in underdeveloped countries
fooc supplies tend to incrcase at the same rate as population, the phemomenon
is important enouzh to be comsented upon. The basic reason obviously is the
low degree of elasticity (both price and income) of demand for basic food-
stuffs. If food supplies ¢icd not keep up with population increzse in a
narket economy, high prices for fooc would Zollow, and vice-versa. 1In a
seli-sufficient, closed econoiy, the same economic rule worlks. Frocuction
snortages here are even nore shorply felt becsuse imports from abroad are
very difficult to obtain and, at the stme vime, it is virvually impossible
to export foodstufis., Under thess circuustences, the cdesire to produce food,

abion, anc looor devoted to land and crops

L occur anc vice versa., It would pot "pay!
vo prodluce more than the staundare ¢ rasption of the local community.z’
These conditions will change when better transport anc marketing facilities
create a market capable of absorbin; local surpluses., The above-menvioned
restrictive facltors then will no longer interfere with the ef.orts to produce
ané - waen prices are attraciive - the rev amarizeting outlets will even boost
sroduction consideravly.

The overriding factor currantly determining food srocuction, both
coauntry-sise and Jor the underdsveloped areas as a whole, apparently still
is the desire to satisfy existing standards ol nutrition, rather than produce
to the limit,

This is shown in the following csiimate for a2 nmumber of couniries where
the impertance of agriculture p/ end the rate o’ net-investment d/ is feirly
well kiown,

The fizure for r/, the percentage of the investment funds devoted to
agricvlture, is estimated and takss into account the fact that in all count-
ries there seens to be a tenfency to devote less funds to the development of
acriculture then agriculture's share in national income. The next columns,

3/ and i/’ are derived from the following calculetions: nwdx r, and a =25 n

p

1/ In certain closed comuunities it was the custom to accwmlate 2 or 3

T years! fool supply or large herds of catile. Anthropologists have generally
explaincd this custom as display oi csocial importance or economic waste,
but it can also be explained as a social defense against rapidly declining
private efforts in case of abundant food procuction. It is the primitive
prototype of the "ever noruel granary".
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Dstimate of Investment in Agriculture and Increased Production

Investment in Agriculture

Income

derived

from svelop~-

agricul- Net Percentage Percentage ment of

tural inves of total of nation- agricul-

Sectoi ment =4 investment al income ture
country (Y @ ) () ()
Thailand 61.3 5.0 50 2,50 1.02 ) Agriculture
Incia 4745 565 30 1.65 0.88 ) underdeveloped
Colombia 40,0 8.0 25 2,00 1.25 )
Italy 35.0 12,0 20 2.40 1.71 ) Agriculture
Japan 23, 10.0 20 2.00 1.72 ) semi=-
Chile 1C. 40 13 1.04 l.44 ) ceveloped
Metherlands 12,0 1%.0 10 1.50 3.02 ) Agriculiure
UeKo 5l 18.0 4 0.72 3.33 ) developed

1/ United Jations Document E-2041
2/ Bstimates based upon general informiation about countrics.

1though bared unon rough estiaiates, this table clearly shews why in
arohly-developec countries asyriculbural development is more rapic than in
underceveloped countries. Rven vhere the percenta ¢ of investucnts and of
national income devoted to agriculture is hish (Thailand), the rate of increase
is low, The proportion of agriculiureal dinvestuent in woctal investinead
increases greatly as tne proportion of national income derived frow asricul-
ture rises, but this is not swliiclent to aliow a large increase in asricul-
tural production. The obvious rsasen is that net investuent is low in
undgerdeveloned countrics,

There 1is also a general tendency for a smaller ner canita income in
agriculture than in other parss of the econouy. This is i1llustrated by data,
vublished by the Statistical Gf7ice of the Unmited Hations. The ravio in
favor of non-acriculture is derived from the formulas

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



-8 -

colum 1 x column 2
colunn 3 X column 4

Hon- Income per
Agrarian agrerian  Non- capita in non=-
population income as agrarian agrarian activity
as percentage percentége popula- Agrarian (agrarian per
of total 1/ of total tion income capite income
Country L~ (2) (3) (4) _ =100)
7. Rhocesia 83.1 57.7 2/ 16,9 2.3 2/ 670
Union of South Africa 4561 5741 50.9 12,97 648
Canada 2547 €3.6 Thed 16.4 175
Puerto Rico 3942 75 60.8 24,2 202
U.S.A, 1443 92,0 85.7 8.0 205
Argentina 2549 76,0 7441 2440 109
Chile 3344 G247 6546 17.3 238
Colombia )l o0 39 -6 39 0 40 . / 153
Peru 62.5 6744 3765 32.6 343
India 5542 52.5 31.8 465 226
Japan 5443 71,6 45,7 254 257
Dermark 2901 '{,L:oc) '7009 21 ol 150
France 36:5 79'8 b3:5 20 .2 226
Germany 2443 88643 757 11.7 242
Greece 00e9 592 9. 205 224
Ttaly L. 64.1 5240 3549 170
Netherlands 19.3 83.0 la7 12,0 170
Norway 3245 8544 6742 14.6 284
Polanc 5L eR 62.3 31.8 37.7 343
U.K. 5el ST 9445 54 100

E/ In fact, tinz percentage of persons actively engaged in agriculture, as
given in the U.M. Document B/2041, has been used., The percentaze of
people living from agricultural income is somewhat higher in Latin America,
and somewhat lower in tha Eastern Hemisvhere. This does not materially
affect the comzarison.

E/ Adjustecd by B 5 willion for subsistence agriculiure.

Source: U.li. Document E/2041, Tables 5 and 7.
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For the five regions under consideration, the ratio works out as followss

Income of

Agricultural Agricultural non-agricultural
Region population incone nopulation a/f
Iatin America 60 40 2425
Africa 75 52 3400
Near Fast 60 45 1.84
South Central Asia 70 55 1.01
Far Fast 70 GO 225
Total oY 5142 2el
U.l. Report 1/ 70 40 350

a/ Incone ser head of agricultural population is unit.

Conseguentiy, the agriculturel sector will generally have a propensity to
save even less then the alresady low averase in underdevelopel areas, and will

<

not be/able to accumulate enouzh cepital for the desired degree of develop-
rert o2 This, however, ¢enerally <oes nob lead toward a flow of drivate

capitel to the counmtryside. On the contrary, in meuy countries savings by
lanc owners are oy reference invested in the cities.

Unless special sovsrmazutcl Tunds b
sector, population increase way easil: rsach a point vwhere net investuents
in agricultuie are ilnacequaie to ralse oot procuction at the saae rate,
whiere agriculture produces & large part of national income, even a large
aroporvion of availsble domestic investment funds may not be enougn to allow
any improveaent in the amount of food consumation per Aead,

cone available for the agricultural

Our siuple formula now 21lovs a cougariscn between estimated present
investments in agriculture and the amounts requirec %o reach an increase in
procuction of 0,75% above population increase.

v

1/ The U.N. Raport mekes this estimate implicitly.

2/ .here land is availsble, the rural community however is able to expand

T production by investing off-season labor. The prerequisite is a rapidly
expanding market suca as has occurred many times in the cdevelopment of
export crops, but may also occur in the domestic market. Investments can
most readily be made in tree crops, which is the reason for mushrooming
production of cocoanuts, rubber, cocoa and similar products, whenever the
prices are favorable, The very rapid development of food vproduction by
the Arab communities in Israel and in the neighborhood of the cities in
Brazil in recent years are examples cof the effect of market conditions
on agricultural production for doasstic markets.
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Target Percentage  Percentage
increase of national of national
Percentage of agri-- income de~  income to Amount in
population cultural rived from be billions
increase oroduction agriculture invested of dollars
Regions 1950-1960 (a) (p) (n) (M)
Iatin Anerica 2425 3.00. 40 4,480 1.20
Africa 1.25 2,00 52 4416 0.54
Widdie Fast 150 2425 45 4405 0.40
S«Central Asia 1.50 2.25 55 4095 1026
Far Jast 0.75 1.50 60 3.60 0.97
Total 1.23 2.10 51.2 o 37 437

Formula useds n = 0.04 a xp
N = target of investments in billion cdollars

The percentzges of national income derived from agriculture in Iatin
Americ: and the Middle Fast are azbout equal to the assumptions in the U.Ne.
Report; elsevhere they are hicher and, there’ore, on the whole a net invest-
ment of 4.4% of national income induces only a 2% increase in agriculbural
production.

An overall target of ¢ 2,5¢ increase in agriculturzl production for the
underceveloped countries as a group would absorb 5.5% of national income, If
in each region an increase of 2.5% were to be achieved, capital requirements
wouls be 4% of national income in Iatin America and as high as 6% in the Far
Basb. The regional differences in projected population increase add to the
differences in capital requirements for agricultural development. An equal
percentage increase over and above growth of nopulation of 0.75% means an
overall increase of agriculturazl production of 2.1% rather than an overall
increase of R2.5%.

The compensating effects oi these differences in assumptions, compared
with those of the U.l. Report, are such that both calculations arrive at a
need for roughly $4 billion net investment in arriculture buv with a signifi-
cant cdifference in the distribution of this amount over the recions., Prart of
this capital is locally accumulated at present. The exact amounts are unknown
but I consider tihe sstimate in ths following table reasonable:

(A1l fizurss in billion Collars anmally)

Estimeted

present

agricultural Terget Target set in
Region investment situation Deficit  U.l. Report
Iatin Awerica C.c0 1.20 0.60 0.9
Africa 032 0e54 0.22 0.53
Middle East 0.19 0440 0.21 0.36
S.Central Asia 0454 1,26 0.72 0.9
Far Fast 0,40 0.97 0.57 1.06

Total 2405 237 2432 306
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Present net investment in agriculture in underdeveloped countries will
have to be more than cdoublec to reach the moderate aim of a 2,1% anmal ine-
crease in agricultural production, In absolute amounts, this means that for
a period of time $2.3 billion newr financing will be required anmually. On
the basis of our estimates, Africa needs roughly a 70% increase, South Central
Asia an increase of 130%, and the other regions, including Latin America,
will require double the amount of present investment.

The U.N. Report does not allocate enough to latin America and South
Asia, and too much to the Far Bast, This is the consequence of differences
in population increase, wiilch were not taken into account in the U.N, ueoort.

Hot all of this additionel capital need to come from foreizn sources,
l’'easures to increase comestic investments will have to be encouraged, although
under oresent conditions not much can be expected from the majority of small
peasants in underdeveloped countries.l/ Increased capital formation within
the countries can eventually be achieved through commercialization of agri-
culture and through incustrialiszation, but temporarily at least, investments
of foreign capital, together with measures to incresase knowledge and skill
of peasants, will be necessary.

here is great civersity of opinion on how zreater agricultural produc-
tion can be achieved, Basically, it can be done along two lines: through more
produce per unit of existing ferxianc or through expansion of farmland.
Double cropping or avoidance of fallow has some of the characteristics of
hoth methods.

Achieving higner yields is cependent upon the availability of farm
requisites (workingz capital) and skill. Ixtension services and vocaiional
training have as their wain effect an acceleration ol applying better methodss
their efrect is greatest with better seed, souetimes fertilizers, These
services are essential to sustalued long-~term developments, and are a good
"investment", which should be part of any agricultural development program.

1/ E.C.A. F.E, Mobilization of domestic capital: Report and documents of
T the first working party of experts, 1951; id. second working party, 1953.
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B. CHANGES IN CONSUMPTION PATTERN

The foregoing calculations assume that industry and social over-
head services are expanded along with agricultural development. Without
adequate investments in transportation, comrmnications, power, education,
health and similar basic services an agricultural program of any magni-
tude could not be carried out. If it were attempted, the return from
capital invested in agriculture would decrease., And the goal should be
to get the most out of each invested dollar for development.

Agriculture cannot be developed quickly unless the non-agricultural
part of the economy is expanded likewise. The reverse is equally valid,
at least if we continue to assume that the food supply of the area remains
adequate to fill the needs.

The problem therefore is: how much non-agricultural development is
in balance with the agricultural crowrth just described. We will look at
this problem first from the market aspect. Obviously markets must be
found for the aggregate expanded production and - if the composition of
the goods and services offered is equivalent to the expanding needs =
the increased production will create the necessary markets, as the old
adage of J. Be Say runs. It is a well-imown fact that with increasing
per capita income the proportion of agricultural products in the budget
decreases., For our problem, we want to lmow how rapidly the agricultural
percentage does decline., Locking at the vercentages agricultural income
in the five main areas, we find a clear correlation tetween average in-
cone and the agricultural part of it. On a semi-logarithmic basis, the
trend line is straight (fige 1). The decline in the agricultural part of
the economy is about equivalent to 1l.5% for every 10, increase in national
income (Table I). It would follow that it is the relative increase in
national income, rather than the absolute increase, which results in a
certain quantitative change in the composition of the demand basket.

The chart gives the percentage of agriculture in national income
rather than consumption, For large areas, both percentages will nearly
coincide. For individual countries:. obviously there is a wide variation.

For some countries this can be readily explained because food is -
imported on a large scale (many mining countries!). In other countries
pricing policies for agricultural products explain the deparvure from
the trend line, For our purpose we may content ourselvas with the result,
that over a wide range a one percent increase in per capita consumption
of agricultural products is in balance with about two percent increase
in conswiption of non~agricultural products and services (Table I). As
we may expect, the relative change in non-agricultural consumption is
greater when average income levels rise, However, this change is very
gradual and slow within the range of income levels in underdeveloped
countries,
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TABLE I
Effect of 10% increase
Percentage Dollars per capita in income
Dollars Percentage increase in
per Non-~ Non- Non~agri-
capita Agri- agri- Agri- agri- Agri- cultural
income cultural cultural cultural cultural cultural income
Lo 60 Lo 24400 +16.00 Tl 1.1
Ll 5845 1.5 25.7h 13,26 Te3 14,0
5342 55.5 Lh.5 29453 23.67 Tel 13.8
5845 5L L6 31.6L 26486 740 13.6
6hoL 5245 75 33.85 30455 6.9 13,5
7709 bfl}OS Soo'; 38061 390&9 607 1-303
85.7 148 52 11415 Lhe 55 546 13.3
9L.3 Lée5 53.5 113,80 50.30 6.5 1342
10347 L5 55 h6.67 57.03 bl 13.1
11kl L3.5 5645 19463 6L L7 663 13,0
125.5 L2 58 52,70 72.80 62 12,9
13800 11005 5905 5';-9’ 82035 601 1208
16700 3705 6205 62060 lOt’-hLlD 507 1206
183.7 36 6l 6Ge10 117.60 Seb 12.6
202.1 3heS 65.5 69480 132,30 S.h 12,5
2Lh.6 31.5 6545 7710 167450 5.0 12,4
269,40 30 70 80,70 188,30 a7 12.h

Applying this trend line, it now becomes possible to calculate which
increase in per capita consumpition of non-agriculitural products and servi-
ces would be in equilibrium with 0.75% increase in per capita food con-

sumption,

Per
capita South
increase Latin Near Central
consumption America Africa East Asia Far Bast Total
Agricultural 075 0475 0475 0.75 075 0,68
Non-agricultural 1.66 1.L48 1.55 1.5 1.43 1,71

Total 1l.32 1.02 1.19 1,06 1.02 1,28

Where agriculture is relatively most important (and per capita income
lowest), 0475% increase in {ood consumpbion is correlated with relatively
lowest increase in non-agricultural conswnption.
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C. THE NEED FOR TRANSFER OF POPULATION

If we assume that_the rate of population increase is equal in both
sectors of the economy =, it now becomes possible to determine the rate
of transfer of population necessary to get the desired rate of development
in the non-agricultural sector. In this study, we call a developuent
"balanced" where the percentage per capita increase in income in the agri-
cultural sector is equal to the increase in the non-agricultural sector,

In the course of development, the differences between per capita
income of agricultural and non-agricultural groups of population tend to
diminish, but no hard and fast rule can be laid down (as shown in the
table on page 8 by comparing U.S.A. and Puerto Rico or India and Japan,
France and Jreece), It, therefore, seemed justified to use the simple
model where the percentage increase in per capita income in the agricul-
turzal sector is equal to the increase in the non-agricultural sesctor of
the econamy. Of course, if the social policy of a country involves a
gradual decrease of the difference in per capita income levels, it would
be necessary to plan for a larger transfer of population. The necessary
degree of population transfer to reach the simple goal assumed in this
paper can be determined as follows:

South
Latin Near Central Far
America Africa idast Asia mast  Total
Agricultural production increase 3400 2,00 2425 24,25 1,50 2,12
Population increase 2425 1.25 1,50 1450 0.75 1.2
Per capita increase in income 132 1.09 1.19 1,06 1.02 1.28
Admissible increase in agricultural
population 1,68 0.91 1,06 1,19 0448 0.8L

People to be transferred per original
100 persons agricultural population 0457 D3l Ol 0431 0427 OJi6

1/ When medical services expand over predominantly rural areas, the in-

T crease on the land generally will become hicher, and an additional
need for novements toward the cities will appear. Likewise, if an
equalization cf per capita income in rural and urban sectors is aimed
at - barring a trensfer through taxation and oricing policies - a
larger tragnsfer would be necessarye
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As a simplification, percentages have been added and deducted; to be
accurate they should have been multiplied and divided, but this makes
little difference in the outcome, As the basic figures are nmostly targets
or statistically rough estimates, the simple calculation is sufficient.

It is worthwhile to remark that the necessary degree of population
transfer is directly dependent upon the rate of increase in per capita
income and of agricultural production.

The following table shows this clearly for the case where per capita
increase of food production (and consumption) is assumed to be 1.25% per
annui,

South
Latin Near Central
America Africa Dast Asia Far Bast Total
Per capita increase in
consumption:
Agricultural 1.25 1.25 1.25 1425 1.25 147
Hon-agricultural 2.78 2.48 2460 2e15 2.3U 2.86
Total 2420 1.82 1.98 Le77 1.70 2.15
Agr, production 350 2450 2475 2475 2.00 2,62
Population 2,25 1.25 1.50 1,50 0475 1.2k
Admissible increase in agri-
cultural population 1430 0468 0.77 0,98 0.30C 0.47
People to be transferred 095 0,57 0a73 0452 0.L5 0,77

It is interesting to see the relation between numbers of agricultural
and non-agricultural population, if the shift in population, necessary
to absorb 0,75% increase in agricultural production, materializes.

Starting Point After One Year ,
. Agricultural Non-agricultural
) Non=- population population Percent
Agrarian agrarian after
popula- popula- Percent 1/ Pzrcent one
Region tion tion inerease Number Number  increase year
Latin Arerica 60 Lo L.68 6140 1,25 3.01 10,35
Africa 75 25 0,91 75.68 25,57 2.28 25,25
Near Zast 60 L0 1,06 604,54 10,486 2,15 10,25
Se.C. Asia 70 30 1.19 70.83 30467 2423 30.21
Far East 70 30 O.48 70.1L 30.61 2.03 30439

}/ The sum of these two columns is total nopulation after one year.
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The same increase in per capita food availability (0.75%) has very
different results on movements of population in the five regions on the
assumpbtion of equal increase in standard of living and food intake in both
major parts of the economy. On the average 60, of the increase of popula-
tion has to find work outside agriculture; the percentage rate of increase
is about three times more rapid in the non-agricultural population, and
the percentage agricultural population decreases by 0.277.

If the per capita food consumption rises by 1.,25%, it similarly can
be calculated that 755 of the new population has to be transferred and that
the percentage of agricultural population drops by 0.535. The increase in
non-agricultural nopulation would, on the average, be 2.72%.

tlhen per capita agricultural production rises, it is necessary
quickly to move people away fron agriculture into other activities. On
the basis of a "valanced development", i.,e., the same per capita increase
in real income in both major sectors of the economy, this needed population
shift can ve shown in figures for the agsregate of the underdeveloped areas,
50% of national income derived from agriculture by 705 of population
(population increase 1.25%). ALl fizures are in percentages per annume

The Effect of Increased Agricultural Production
on Heed for pon-igricultural Production

Need for Need for
Per capita Per capita  Admissible increase increase
Increase in increase of increase increase in of non- of non-azri-
agricultural  agricultural of tectal agricurtural agricultural cultwal
production production nroduction  population population production
1,50 0425 0.38 1,12 1.55 193
1.75 G,.50 De75 1,00 1.83 2458
2,00 0475 1,12 0,88 2.11 3.23
2425 1,00 1,50 Cu75 2.2 3492
2450 1425 1,88 Ge62 2,72 L1460
2475 1.50 - 2.25 04,50 3,00 5.25
3.30 20\)0 30\)0 U400 }-1-017 7017

The last two columns in this table show that there is slight hope
of attaining the hish targets for non-agricultural activities, which are
equivalent to an increase of ner capita agricultural production of 1,507
or more per annuil, 1/

l/ Colin Clark, in a personal commmnication considers a 3% per annum in-
crease in industrial population a maximum for all practical purposes.
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If the necessary movement of people, with the consequent high demand
for food from the cities should not occur, inevitably income per laborer
in the agricultural sector would fall as a result of underemployment and
of low prices for food. Under these circumstances, no further ranid ine-
crease in food preoduction would be justified, and a high per capita in-
crease of agricultural »nroduction and food consumption would not be
attained,

D. ZFFECT OF POPULATION TRANSIER ON AGRICULTURAL PRODUCTS TO BE :ARKETED

The need for developing internal markets for agriculiural products can
be shown by a comparison ¢f the gituation in countries which have cifferent
nunbers of econorically active population enzaged in agriculture. The follow-
ing conditions are assumeds- The country procuces on a net basis exactly the
agricultural goods it needs, or in other words it maintains a balsence between
exports anc imports of these products. = Szles by famers to other farmers
(1ocal specialties and seasoiwl exchenses; have been ne;locted, = Famers and
nop=rfarmers conswue valuss of food conrensurate with thoir relative incoue
~ The cifference between Jarm and non~farm incone is increasing vwhen the per-
centage of agriculbtural populztion decireases,

Percentage of  Income Der TFoocd Cuantity of food one
active popula-~ capita in ood intake &vailable farmer (fomily) produces
tion in non=g.gri- by farnin g for other in percantage of own
agriculture culture 1/ populatio groups 2/  needs

70 225 56° 43° 177

60 200 42, 51 204

50 175 42° 577 235

20 150 35 65 286

30 125 28 72 357

20 115 19 31 527

i5 100 15 3 667
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1/ In each case income 1n azricultural groups = 100,

?/ Algso the proporiion of faym incone available for industrial goods,
services, servicing ol investments, savings and taxes; cisc the amount
of azricultural products to be me?kcced.

It can easily be shown that on an assumption of a fixed relstion
between per copita income in both mejor sectors of the economy of 200, the
food intake of the *%rr4ng population decreases even more rapidly, and the
procuct to be marketed increases,

When agricvltural procuction expencs under conditions in which the
increase in population can be transferred to non-agrarian activities, standards
oi living rise in both sectors of the economy. Even if food intake increases
at a more rapid pace amony agriculitural groups, because their incone rises
faster, a much larger part of the new agricultural product has to be morketed.
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Iet us consider the effect of the degree of population transfer into
industry under the following assumption: Population increases by 1.25%,
agricultural production by 2.00% and no chanze in export-import status is
envisaged.

1) The entire population increment is transferred to non-agricultural
activities. The effect on marketing of agricultural product is as folloiss

Starting Point After One Year
Percentage Percentage of adcitional
agricul=- total food Adcitional Procduct avail-
turally consumed by Consumption able for non- Percentage of
active agricultural , oy agricul-2/ agricultura} new »roduct
peonle population l/ tural people populationZ ertering market
70 5645 0442 1.58 79
60 49 C.37 1.63 81
50 4245 0.32 $56 84
40 35 0.26 1a74 &7
30 28 0.21 1.79 0
20 19 0.14 1.86 9

1/ The remainder to be put on t
2/ At 0.75% increase per capite,
3/ The increase in agriculturzl

<
" O .
Y IaTmers.,

As this table shows, when the vwhole population increase is chamnelled
away from agriculiure, soie 0% of the new proluct enters the market even
at a low income level, and in its narieting aspect increased agricultural
prouuction assumes the characteristics of a more developed country, including
ore sales, higher consumption of indusitrial goeds and more opportunity for
sevings in the agricuitural sector,

2) Population increass in non-agriculture is Zour times that in agri=-
culture,

Population after Food Consumption

Starting Point One Year After One Year
Agri- Non=-agri- Agri~ Non-agri-
cultural cultural cultural cuitural Percentage of new
popula- popula- Agricul- Hon-agri- popula~  popula- procuct to be
tion tion tural cultural tion tion marketed

70 30 70450 20675 57432 L4468 59

60 40 60435 40490 49450 52440 70

50 50 50425 51,00 43403 5897 74

40 60 40,16 61.0¢ 3540 66.60 80

30 70 30.12 71,13 20632 73.68 84

20 80 20,08 8l.17 19422 82.78 &9
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The difference with the first case is felt mainly where the agricul-
tural population is relatively largs, bub 608 of the new procuct has to be
mariceted, even in the lower income groube.

In this manner, it is early to calculate the effect for the nodel,
where the population tronsfer is just acdeguate Lo maintain the "oalancs"
betveen ajriculture aud non-zgriculture and per capita increasc in food
consumption is 0,75% annually,

App
recions in

-
LY

this type of cesleculation for the five main underceveloped

ving
the world, the follo.ing results are obtained:

bt

Increase of populatvion
divided in percenvage

Present ratio of Percentage of
agricultural product new product
Acricul- don=asri- consunes outbside to be

Resion tural cvltural agric m;tvral sector marketed
Labin America Y7 56 53 63
Africa 54 46 41 55
Near Bast L3 57 49 64
S0, Asia 55 15 £0 52
Har Fast 47 53 43 52

Total 5 55 ZZ 59

It would follow that 59% oi the new nrocuct therefore will have to
reach the narkelt as against 445 uncer present conditions,

If the population transfer is adeguate to maintain the "oalance" between

Y
2oy iCLWLure and non=z 0r1CH1»ure, DUt per capita increase in food consumption
is 1.,25% annually, the rabe of i.provement is greater, ©he population transe
fer also nas to be larger and the percentage of nevw product to be marketed
is equally increased. The fellowing rates apply in this case:

Increase of population
divided in oerccntage

Present ratio of

agricultural Percentage of
product consumed nev. product
Agricul- Mon-agri~ outsice agricul- to be

Region tural cultural tural sector marketed
Iatin America 35 65 53 67
Africa 41 59 0 59
Near Dast 32 68 49 65
S5.C. Asia 45 55 40 58
Far Bast 25 75 43 L8

Total 25 75 7z [
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Especially when the rate of development is fairly rapid, the effect
is not only more sales of produce by farmers but at the same time a greater
consumption of industrial goods as a result of the rise in per capita income
outstripping that of per capita food consumption. It also gives new oppor=-
tunities for capital accumulation in the rural areas through savings or taxa-
tion, which can then be used to finance future development. However, the
whole program depends upon greatly improving the transportation and marketing
facilities for rural procducts.c

It should be stressed that programs for irrigation, clearing new land,
mechanization and agrarian reform will have little effect, unless the indi-
vidual farmers have the incentive to grow more, This incentive is lacking in
a closad economy because local surpluses can not be marketed.s New agricul=-
tural techniques will not alver this situation unless the markets can readily
be reached; otherwise, the major deterrent to expansion in the traditional
subsistence economy will continue to operate. Likewise, under agrarian
refoms the tenants might eat more, vut they would have no incentive to use
better seed, implements and fertilizers if the surplus inds no ready market,
The need for markets has been the mein wotive for building railroads and
developing ocean ports in 'new" counibries during the last century, and it
is bound to be one of tho cornerstones of future cevelopment.

At the sauze time, a sufficient per capita rise in income of farmers
will be impossibls/if not enough excess population is channeled off into
otler activities.Z/ Any increase in food procduction would be consumed on
the spot Ly more unceremployed people on the land, and indivicdual farmers
woulc¢ fezl no incentive ©to increase production above the rate of growth of
the population.

E/ Le 2itt and Mr. Ezekiel ~ The Farm and the Copy - FAO publication, Rome,
1953, page 11-12hint at this problem, but they deal with it rather as
a vusiness cycle phenomsnon than a development problem,

3/ L. ¥itt and iir. Ezekiel, l.c, page 2 - 6,
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B. THE NEED FFOR A BALANCED DEVEILOPMENT

Thus, economic developrent is basically an indivisible process of agri=-
cultural exparsion, of movement of neoplc to non-asricmltural snterprises
and exoansion of industry, anc of improved marketing facilities anc internal

transportation.

Agriculture cannot prosper unless investment in other activities takes
care ofs

a) Increase of procductivity of existin: non-agricultural people
and the excess ol Lirth over deatnh of this group;

b) Equinment, housing and public services for the population
transferred froa the agricuvliural sector,

The nen-agriculitural sector conld be developed independently, but only
at the ezpense of large looo,lmgortvg therelora, this roac is not open to the
world at large. Bubt is it not possible for a country or & group of countries?
A renid expension of incustry without a complenentary expansion of azriculture
evicently is possible only wien the country can imp oro the necessary food and

rai maueflblu and at vhe mame time sell a surplus of industrial products
abroacd, Nistory snows thav this was twe case in “ngland and Japan. However,
the two requirements must be co-existert because the country would have no
funcs Lo buy rooc wiless it Pngort ¢ industirial procucts and the latier is
necessery because the domesuic rural nopulation develops not enouzh purchas-
ing power, ihenever only one of thv two requirenents is met, a2 country en-
counters very serious Jnterlel and exbternal problems. Por the uncerdeveloped
countries as a whole tiis road sexss hlocked because for the most part they
ould have to buy an¢ sell amony thiziselves., There would be no supply of
food and no market for industrial procucts if it was tried on a larger scale
for a period of time,

For this reason, a policy of lorge scals 'nuu7zrlalizat ion alone cannot
iteep underdeveloped areas, The criticisn of Vine v/ 15 resards Louis Bean's
proposals are valid in this respect,

Over a very long period, the cdegree of industrialization in relation to
arricultural developaent, mizht keep temms of trade between food and indust-
rial products in line. Bubt it would be an alaost impossible task to apply
such policies asg a counter-balancing factor,

t may seem pessimistic thet only a 1 - 1.25% increase anmually in food
intake seems feasible, especially since part of the increase is caused by
¢ifferentials in population growth. Vet I feel that this realistic statement
calls for qualifying one of our hasic ascsumplions, viz. the self-sufficiency
in agricultural nrocucts ol the underdeveloped counitries as a group. This
is so0 near to existing concitions that no statistical correction was neeced
in our calculutlouo.

1/ J. Viner - International Trede anc Ecornomic Development - 1852, Ghapter IV,
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However, a net export of food and agricultural raw materials to more
highly industrialized countries might increase. Thus-the development-Cefeat-
ing characteristic of the low elasticity in demand for food is circumvented,
Such exports could provide the means to buy more developriental and consumer
goods anc add to the self-financing of economic development. Biternal trade
might furnish the motive power for a more rapid economic development than
otrerrise could be possible, This was the development pattern of meny
countries between 1880 an< 1930, bub since the dlsastrouQ cdepression ol the
thirties there has been great reluctance to follow that course. Chengss in
demand and supply and violent fluctuations in the prices of food and agricul=-
tural raw materials seriously hamper a further increase in this trade,

It woulc take & long weriod of continuous high prices or prospects for
sustained fair vrices bﬁiorc aaners anc. govermments would sbart an all-out
effort to produce more agricultural goods Ior export. Producers are keenly

aware that the inelasticity of deuanm for fooosturis would reverse the trend
at a later stage, and nobody is attracted by prospects of long~tera cycles
with excessively high or low prices. The conclu VLO“, vherefore, is that no
rapic increase is 11&@1] to occur unless stability of economic conditions is
better safeguarded,

Therefore, it is in the interest ol the whole world that safeguards
should be found against a future "big depression', This is the reason for
the continued interest in qch mes for economic stabilization as well as
development (Worl¢ Food Board Plan, International Commodity Clearing House,
Sommodity Agreemsnis, the “u,vll and Goucriaan reports, etC.).

Federal Reserve Bank of St. Louis



-23 -

F. CAPITAL NEZDS OX DEVELOPING TEE NON-AGRICULTURAL SECTOR

In order to calculate the amourts of capitel needed to develop the
non-agvicultural sectors of the economy, it is necessary to estimate the
capitel co~efficient in these sectors. On the basis of a publication of
the U.i, St7tistical Office, I divided these activities into three groups:
(Table II)E

A) Mining and construction, transportation, communications and
dwellings; these belong to the group which needs a large amount
of capital for ons unit o increased production.

B) ilanufacturing, which includes activity with both a high and a
low co-efficient,

C) Comserce and other activitiss, which belong largely in the group-
with a very low capital inpubsoutput ratvio.

The rather astonishing conclusion can be drawn that there is no apparent
relation between the degree of econoaic development and the proportion of
the thres groups in tne non-agricultural sector of the economy, measured by
the national income they genmerabte., Rovghly speaking, it contains 20% of A,
304 of B, and 50% of C (compare India with the USA)., If the capital co-
ef’icient in these three groups is assumec at ¢, 4 and 2 respectively, this
average vorks cut at 4,0, ilowever, very few studies have been made to deter-
mine the effect of investments in different sectors of the economy. Also,
the statistics used for this purpose are not strictly comparable, as the
breakdown between activities is not handled in the samc way in all countiies.
A tentative comparison has been made betwezn the countries in the last two
columns of the Table.

As could be exnectecd, there is a tendency for the capitzl co-efficient
to be hign in countries wheres

a) A large part of the population is active in .rimary production,
especially mining.

b) Transportation is very difiicult or expensive; this applies
especially to some countries in Africa.

The iizure is low, and therefore presumably underestimated, in Egyopt,
Puerto Rico, the Dominican Republic anc Turkey, where a larze proportion of
income is derived from Y“otler asctivitissh,

1/ The fizures in this Table are derived from U,N, Document E/2041.
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Although the statistics are not sufficiently accurate and comparable,
the figures seem sufficient to conclude that no clear trend can be established
between the rate of development and the capital input:output ratio, Unless
there are special cases, as a rough approximation a ratio of 4.0 can be assumed
for the underdeveloped countries as a group regardless of the differences in
economic development.

There appears to be no reascn for using different capital coefficients
for the main regions, except for the fact that probably in Africa, where a
large percentage of output is concentrated in mining, and a great need exists
for better transportation and new general services, the coefficient will be
higher, No allowance has been made for this fact, as there is no sufficient
statistical evidence to do so and, therefore, the need for investments for
Africa may be understated in this paper. Of course, on a country basis, such
differences could not be ignored.
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Percentage Distribution of Non-Azricultural Carital Coefficient
Incame by lajor Branches of Industry

Construc-

tion,

Dwellings,

Transpor- For non-

tation agricul-

and tural For the

Communica- Manufac- activi- whole
Country ~ Mining tions turing _ Commerce Other ties economy 1/
Egypt - 10.5 20 8.5 51 3.13 3.52
Kenya 2.5 27 16 31 23.5 4.2 L2k
N. Rhodesia 60 7.5 3,5 12,5 16,5 7.29 5.90
U. of 8. Africa 13 17 27.5 20 22.5  4.65 157
Canada L 18 36 24 18 426 h.22
Dom. Republic 3.5 7.5 27 35 R7 3.31 3.59
Mexico 11 7A 28 30 17 4.31 L.25
Puerto Rico - 16 1 28,5 40,5  3.42 3.56
U.S. America 2.5 13 33.5 3C.5 20.5 3.75 3.71
Argentina 2.5 17 28 31.5 21 3.93 3.95
Chile 11.5 9 29 21 29.5  4.01 L.0L
Colombisa 3.5 15.5 32 7.5 21.5 3.97 3.98
Paraguay - 15 L6 20 19 3.97 398
Peru 9 8 27.5 33 22.5 3.7 3.82
Venezuela 33 b 4 X X x -
China 1 20 19 36.5 23.5  3.85 3e9h
India 1.5 15 31.5 32 20 3.78 3.88
Japan 3 17 38 22,5 19.5  4.16 bho1l
Philippines 2.5 13 9 38.5 37 3.26 3.72
Thailand 1.5 X 33 X X - <
Turkey - 6 36 35.5 22,5 3.1 3.56
Bulgaria 3 10.5 39 23.5 24 3.72 3.85
Denmark 1 22 38.5 19.5 19 JA o) L.32
Finland - 20 46 18,5  15.5  4.42 L.30
France 6.5 27 22 6.5 28 LB 157
W. Germany a/ 12 59,5 11.6 17 - -
Greece 1 13.5 37.5 26,5 21.5 3.76 3.86
Hungary 4 7.5 55 14 18.5 4.00 4,00
Iceland - 25.5 20 3%5.5 18 4,18 L1l
Ireland - b4 34.5 30.5 X - -
Ttaly 1 12 47.5 20 18.5 3.86 391
Netherlands 2 23 31 19 20 Lo 27 Le2k
Norway a/ 24 9.5 16 10.5 - -
Poland a/ 11.5 57 31 0.5 - -
U. Kingdom 3.5 18.5 41 A 23 4.36 L.3h

With a capital ccefficient of 4 for agriculiure,

Y
g/ Mining included in manufacturing,
%/

lo specification.
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G, INVESTMENTS NETDED FOR TOTAL DEVELOIMENT

We started our considerations with an equal increase in per capita agri-
cultural production. We thereupon found that the effect on non-agricultural
develomment depends upon the relation between hoth sectors of the econony,
which itself changes when per capita income increases. Thersfore, a given
increase in asricultural production will - if the Jdevelorment is "balanced" =
correspond with a smaller overall increase in national product, when per capita
income is lower and vice versa, Similarly, the inerease in use of agricultural
products would be larser in areas with a lower income if the percentage of rise
in per capita income were to be the same,

In this paragraph we will calculate the need for investment in two
casess

a) Asricultural rroduction rises 1% per capita in each area,
on the average; equivalent to 1,65% per capita increase
in total income;

b) Per capita total production rises 2% in each area, on the
average, accompanied with a per canita rise in asricultural
production by 1.4%.

a) Azricultural production rises 1% per cavita

Por Ceapita
Lgricultural Increase llon-  Foneasricultural

Population Production gricultural Production
Increase Increase Production Increase
latin Averica 2.25 3.25 2.24 449
Africa 1.25 2.25 1.99 3.24
Near East 1.50 2.50 2.07 3.57
S.C. Asia 1.50 2.50 1.67 3.47
Far Tast 0.75 1.75 1.96 2.71
Total 1.23 R.42 2.38 3.61
Agric, Capital Non-aoric, Carital Total Canital
Income lNeeded 1/ Income Needad 2/ Meedsd
Latin America 10.00 1.30 15,00 2.68 3.98
Africa 5.76 0.60 6.24 0.381 1.41
Hiddle East 4.50 0.45 5.50 0.81 1.26
S.C. Asia 13.75 1.37 11.25 1.56 2.93
Far East 156.20 1.13 10.80 1.16 2.29
Total 51.21 4a85 48,79 7.02 11,87
;/ Percent of production incresase x 4 x arrienltural asgrecate output.
2/ Percent of mroduction increszse x 4 x non-agricultural agrregate oubput,

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

- 27 -

Development here is on the whole somevhat below the level in the second
case, where we assume in each region a 2% per capita increase of income per
annumn,

b) Per capita total income rises 2%

Apricultural Non-agric, Agricultural None
Production  Production  FProduction Agricultural
Increase Fer Increase Increass Production
Capita Per Canita Total Increase Total
Latin A.merica 101—/& 20 54 3039 4079
Africa 1.38 2.72 . 2.63 3.97
Near East 1.26 2.60 2.76 4,10
S.C. Asia 1.40 2.68 2.90 4,18
Far East 1.44 : 2.82 2,19 3.57
Total 1.4 2.68 2.63 3.91
Agric. Capital FNoneasric, Capital Total Capital
Incoms  Keseded Income Needed leeded
Iatin America 10.00 1.34 15,00 2.92 4.16
Africa 6,76 0.71 6.2, 1,13 1.8
Iiddle East 4050 0,50 5.50 0.S0 1.40
S.C. Asia 13.75 1.60 11.25 1,89 3.49
Far East 16.20 1.42 Jo.g8e 1.54 2.96
Total 51.21 5.57 48,79 3.2 13.85

As we might have expected, the increase over the former case is largest
where per capita income igs lowest; in Latin America the figure is abcut the
same, but in Asia it is 20 - 30% higher. Total investments needad for an
increase in per capita income hy 2% are nearly $14 billion amually, to
increase acricultural production by 1% per canita, around $12 billion is
needed.,

These are very large amounts and we would want to consider carefully
their implications, How reglistic are the caleculations? The outcome is
graatly influenced by the use of an assumed capital coefficient of 4, both in
asriculture and in the non-agricultural sector. The basig for this figure in
the agricultural s=ctor was its use by the UN ccrmittee of experbe., It
included provisions to spend 17 of national income on government services for
research, extension and agricultural training., Thig figure is very high and
probably would never he attained, not even in highly agricultural countries
with a rapid rate of develorment., Consequently, a coefficient of 3.5 instead
of 4 mipght be used, but this assumes a hich degree of efficiency in the use of
funds and skill,

In the non-agricultural ssctor it is based upon rough estimetes for
different parts of the eccnomy, Here again, the figure may be somewhat high
in some areas, although it actually may be too low for Africa,

The execution of develorment programs cannot be envisaged without some
costly trial and error and, therefore, on the whele it seems unwise to make
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the assessment too low. The introduction of a capital coefficient of 3.5
instead of /4 would bring the total amount of capital needed down from $13.85
billion to $12.15 billion.

In a number of cases we have made comparisons with the ascumptions in
the UM experts report. It seems worthwhile also to compare the outcome of both
calculations on the assumption that the goal is a 2% per capita increase in
income,

Estimetes of Capital Needed (billion dollars annually)

Ul Repord Present Study
Indus- Non=
triali- Apri~ agri- Agri-

Regions zation culture Total culture culture Total
Tatin America 1.58 0.96 2.54 2.82 1.34 4.16
Africa 1.78 0.53 2,30 1.13 0.71 1.84
Mi'dle East 0.94 0.36 1.30 0,90 0.50 1.40
S.C, Asia 436 0.96 5.32 1.89 1.60 3.49
Far East 6.61 1.06 7.77 1.5 1,42 2.9

Total 15.27 3.86 19,13 8.28 5.57 13.85
Present Savings X X 5.2 3.22 2.05 5.27
Deficit X X 13.99 5,06 3.53 8.59

In asriculture, we calculated a need for carital of about 50% above the esti-

mate of the UN experts, but in non-arriculture, we arrive at a figure lower by
L6%. This discremancy is mainly the result of two factors in the cleculation:
The UM report assumes a larger population “ransfar, and it assumes a higher

amount of capital needed for creating employment for one laborer outside agri-
culture,

The present study indicates that such a large population transfer would
have to he accemrenied by an unprecedented rise in productivity ner worker in
aoriculture or would result in a serious scarcity of azricultural products.
Therefore, such assumption must be considered unrealistic., The second agsump-
tion really is paramount to a very high capital-coefficient in industry in
under ‘eveloped countries. Investments of $15 billion would increase national
income by only %2.5 billion, a capital coefficient of 6, Admittedly, in
underdeveloped countries much "social overhzad canital" is needed with a low
direct return., BRut the differerce with more developed countries cannot be
that large, and I helieve thet %2.5 billion additional income can be expected
from investments of around $8 bhillion in indusiry.

Also, the assumed rate of incresse in industriel employment would be
unprecedented and would create unsurmountable organizational obstacles., The
net result from hoth assurrtions of the U.il, committee 1s an investment program
which is far out of balance in its emphasis on industrialization., It under-
estimated both the need for arriculture and overestimated the possibilities for
industry. In our "bhalanced" nrogram, 40% of total investments have to be
devoted to agriculture, vhereas the U.N, remcrt allocates only 20% to agri-
culture,
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A rough estimate of the use of existing domestic funds, which however
seems to fit in with actual rates of development, would show that at present
also 40% of total funds are used for agricultural improvements. Therefore,
roughly speaking, total investments should be increased in both sectors of the
econony in about the same proportion.

These generalized conclusions are valid only for the total of the under-
developed areas. The U.N. renort allocates by far too little for developing
industries in latin America; in the 11iddle Zast both studies arrive at the same
figure, It is in South, South East and East Asia that the U.N, report believes
that $11 billion amnually should be invested in non-agricultural development.
This, T believe, is not only out of proportion, but wholly impracticable., Our
calculations lead us to an anourt of $3.5 billion, still a very large sum but
not impossible,

One check on some of our assumptions is a comparison with the develop-
ment in the USA in an earlier period, In the period 1295/1940, per capita
production rose hy 2% per amum, pornlation by 1.48%.l/ These rates are about
equal to the targets used in this paper for the underdeveloped area as a whole,
It seems unrealistic tc aim for the underdeveloped areas ac a whole a sub-
stantially higher rate of Jevelomment than those encountered in the U,S,A.

Another check on the validid
can be made by apnlying them to rrssent eenditicns,

ty of tha use of a capital coefficient of 4
8 We thern arrive at the
following rate of develonment by using estimates of vrecent domestic savings,

o

Agrarian Ammuel  Non-aprarian  Annual Total Annual
Incoms Increase Ineoms Increecse Income Increase
Regions Billion $ % Billion & % Billion % 2

Tatin America 10.0 1.50 15.0 2.33 25.0 2.00
Africa 6.8 1.12 5.2 1.61 13.0 1.328
Near Bast L5 1.16 5.5 1.64 10.0 1.38
S5.C. Agia 13.7 1.00 13.3 1.51 25.0 1,20
Far East 16.2 0.62 10.8 1.07 27.0 0.69
Total 51.2 0,97 48.8 1,60 100,0 1.32

1/ Prof, Th. Schultz (Agriculture in an Unstable Economy, Wew York, 1945) puts
the increase of asricultural nroduction in the USA at 1.4% annuelly between
1395 and 1940 and of industrial production at 4.3% with the population in
those years increasing 1,48% annually. In "the polden age" of agriculture
in the USA a-ricultural »roduction incrsased 2.5% amually, However, this
was mnder special circumstances of ezgy and rapid opening up of new lands
and a large irmmigration of ghrillad laborers.

The target for the USA is put (p. 126) as follows: It seems likely that
arriculture can be fairly prosperous if during the first two decades after
the war the annual rate of inerease in non-a;ricultural ocutput reaches 4 to
6%. This would nrohably malze room for an expansion in a~riculture of upward
of 2% per year.
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It should be remembered that we started with a rough aprroximation of
the division of total domestic savings between both sectors of the economy.
Under these assumptions non-agricultural income would increase at ahout 50%
higher rate than agricultural income, This agrees roughly with available
actual data. At the same time, these figures strengthen the confidence in the
use of capital coefficients of this order of magnitude as a yardstick for the
expectations under a development »rogram.

Let us compare this rate of development with recent and sxpected
increase in population,

Popualation Incroase Per capita increase
inerease exracted Increase or decrease Lo be

Region 1240-50 1950-60 in income expected
Tatin America 1.89 2.25 2.00 - 0,25
Africa 1.20 1.25 1.38 40,13
Hear East 1.25 1.50 1.38 - 0,12
South C. Asia 1.02 1.50 1.20 - 0.30
Far East 0.48 0.75 0.69 - 0,06
Total 0.91 1.24 1.32 £ 0,08

With the exception of Africa, where a small increase in per capita
incore seems mossible without outside financing, rresent savings are in each
region berely sufficient to maintain per carita income under the rate of
population increase in 1940-50, but insufficient under the rate of increase in
1950-60, The difference is greatest in South C. Asia, as a result mainly of

Though only rough estimates, these figures very clearly bring out the
actual situation in underdeveloped areas-—-present domestic savings are
insuflicient to maintain the already low per carita income levels,

The ratio hetween domestic investments and population increase there-
fore is a quantitative expression for the degrse of "underdevelopment!" of a
country. UWe micht define underdevelorment as a state of affairs in which a
country camnot develop its pobential resourcas and raise ver capita income
levels without outside Tinancing., Thise scems a betber cdefinition than the
actual existence of low levels of incore and standards of living., Nor is the
term "under-‘eveloned" an expression to Jescribe an existing gap which is
rapidly being closed; on the conbrary, there is evidence thet the "gap" 'is
widening becanuse the ratve of dsvelomient is more rarid in highly developed
countries, where nopulation increass is helow that of many underdeveloped
arsas and the amount of savings and investments in proportion to sross
national product is higher,

One of the parcdorical results of hetter health conditions, in itself a
consequence of economic develorment, is that 1t pushes countries back into the
"underdeveloped" category, unless at the same time the rercentage of domestic
savings inercases about four times more rapidly than the percent-wise increase
in population., On the other hand, it is only through such deveioment of
internal resources, backed by assistance from abroad, that a solution can be
found.
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Some Aspects of Recent Latin American Experience with
Bilateral Trade and Payments Agreements

1
1., Introductiorn

In the interwar period Latin America had a consistent surplus on trade
account in its balance of payments with Europe, which surplus was approxi-
mately offset by a deficit on invisible account due mainly to Eurorean
shipping and investment earnings. The trade surplus with Europe was
accompanied by a Latin American import surplus and an invisible deficit
with the United States. This over-all picture is of very limited value,
however, since the positions of specific Latin American countries varied
widely. The southern countries of South America traditionally ran very
heavy trade surpluses with Europe and trade deficits with the United States,
the former financing the latter, while in many of the other Latin American
republics export surpluses with the United States were accompanied by import
surpluses with Europe., After World VWar II, the countries in the first group
were anxious to regain their export markets in Europe, where, however, most
countries were short of dollars., They, therefore, entered into a number of
bilateral payments agreements under which payments in convertible currencies
occur only in exceptional circumstances, viz., when swing ceilings have been
exceeded., Since this elimination of the need to pay for imports in convert-
ible exchange leads to discriminatory import licensing being applied in
favor of those countries with which payments agreements are in force, other
Latin American countries also signed a number of such agreements after the
initial pattern had been established by the end of 1947. As long as Latin
American countries did not enter into such agreements, they were discrimi-
nated against by Luropean countries, particularly with regard to commodities
which the latter were able to obtain from their dependent or associated
territories without incurring financing problems,

European countries were prepared to enter into payments agreements with
Latin American republics mainly for two reasons, (1) to be able to purchase
in inconvertible currency commodities for which they had been paying dollars,
and (2) in order to facilitate their exports to agreement partners. These
two reasons correspond to the two main purposes of bilateral payments agree-
ments. One is the simple one of alleviating an existing dollar problem.
The other is the more complex one of creating a basis for a type of commercial
policy action which, in a world of inconvertibility and discrimination, is
much more powerful than action on customs tariffs. .hereas Dbetween countries
trading with each other in convertible currencies there normally is no rela-
tionship whatever between the over-all exchange of goods in each direction,
this relationship is immediately established by the signing of a payments
agreement between two inconvertible countries, each of which knows that the
partner, like itself, will try to avoid making settlements in convertible
exchange which are required when the swing credit has been exhausted, and
on the other hand will normally attempt to reduce inconvertible claims as
quickly and as much as possible,

l/ This paper was prepared before the potentially significant changes in
the exchange control systems of the United Kingdom and the German
Federal Republic announced late in March 1954,
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The : number - of Latin American payments:, agreements with ecountries in-
side and Gutside the" ‘Western: Hbmlsphere now is larger than that of their
prewar clearing agreéments., While somé of thé latiter were used mainly
for commercial policy purposes, others served primarily to safeguard the
financial interests of European investors. Hence the 'significance.of ;-
those agreements in a convertible enviromment where clearing agréements
were exceptional instruments of -exchange policy was different from that of
the postwar payments agreements..

Many payments agreements have been.supplemented by trade agreemerts
containing reciprocal import and export licensing commitments in the form
of value and/or volume quotas of listed commodities, ' These trade agree-
ments are:intended to procure scarce import commodities, to . secure outlets
for. exports disposed of with relative difficulty, and generally fo influence
the volume of current payments falling due each way in such a manner.as to
obtain a smooth functioning of the payments agreement, thus avoiding  the
need for dollar settlements in respect of overdrafts of the swing ceiling,
with the concomitant danger of. a cutting back of the debtor country's :
imports: from the creditor:country. Whereas the nature of trade agreements
requires their frequent renegotiation taking account of changing supply and
demand conditions, bilateral payments agreements do not require repeated
revision and may remain in force with little or no change for several years.
Frequently, however, a trade agreement and a payments agreement formally
constitute a single instrument. In that case, changes in either agreer ement
usually are implemented through supplementary protocols to the ori g¢na1
trade and payments agreement.

2, The Pattern and Types of Latin American Trade and Payments Agreements

(a) Development of the pattern of agreements

By early 1950, the twenty Latin American republics could be roughly
divided into three groups on the basis of the number of their payments
agreements., The first group comprised Argentina, Brazil, Paraguay and
Uruguay. Each of these countries was partner to a Significant»nnmber.of
payments agreements. Because trade thereunder was financed in inconvertible
currencies, each was a non-dollar country to most of its main trading .
partners with inconvertible currencies, although, because of ‘the development
of their bilateral accounting positions, they were in that period usually
not considered as soft-currency countries by their payments agreement
partners. The second group, consisting of Bolivia, Chile, Colombia, Ecuador
and Peru, had signed very few payments agreements and was considered part of
the dollar area by most of the major trading countries. A reservation is
required here to the effect that Peru's sterling payments agreement with
the United Klngdom enabled Peru to pay and receive sterling in trade with
many non-sterling area countries on the basis:of administrative. transferablllty,
so that in some respects that country was halfaway between a.dollar country
and a payments agreement country, Chile, similarly, financed part of its
forelgn trade in transferable sterling, but demanded payment in dollars for
its copper exports, and therefore remained closer to the position of a dollar
country. ' The third group, finally, consisted of liexico, Venezuela and all
the republics in Central America and in the Caribbean, In their case,
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payments in inconvertible currencies were either non-existent or negligibley
and ¢onsequently they were universally considered to constitute part of the
dollar area. This grouping was closely connected with the pattern of
production and hence with the pattern of foreign trade, the countries with
few payments agreements or none being those who traded mainly with the
United States and Canada, while those with more agreements included the
River Plate countries, much more dependent on trade with Europe, and in
some respects, direct competitors of the United States and Canada.

The early pattern of agreements has been changed in three principal
ways in recent years. First, some of those Latin American republics which
to all or most of the rest of the world constituted part of the dollar area
have gradually entered into a number of payments agreements with certain
European countries or into trade arrangements similar in some of their main
effects to payments agreements (these trade arrangements are described in
more detail below). This was done in order to overcome the effects of dis-
criminatory import licensing in countries with inconvertible currencies, and
thus to recapture or expand markets in Europe., The principal pacts to be
mentioned here are those of Cuba with France, the Federal Republic of Germany,
the United Kingdom, Italy, Austria and Yugoslavia; the agreements concluded
by Colombia with Austria, Belgium, Demmark, Ecuador, Finland, France, the
Federal Republic of Gemany, Italy, Spain, Sweden and the Unlted Kingdom;
and a number of bilateral agreements entered into by kiexico, which in 1950
embarked on a policy of tightening its commercial ties with Europe o7 means
of various types of agreements., Developments along similar lines but of less
quantitative significance occurred in some of the smaller dollar countries
of latin America, such as Il Salvador and Guatemala.

The second major development was the further intensification of the
network of agreements signed by the southern South American countries.
Argentina, Brazil, Paraguay and Uruguay further increased the already
significant number of their payménts agreements and complementary trade
agreements particularly by concluding such pacts with some of the smaller
European trading countries. Also, while concluding few additional payments
agreements of the type covering the bulk of its payments with the partner
country, Chile in its exchange budgeting adopted a bilateral approach vis~
a=vis many countries in 1951,

The third principal change in the network of agreements was the termina-
tion of a number of agreements with some of the major trading countries of
Burope. Thus, payments in convertible exchanze between the Federal Republic
of Gemmany and liexico were resumed in 1952, and the German payments agree-
ment with Colombia was denounced late in 1953, but temporarily extended.

The Brazilian trade agreement with the United Kingdom which expired in

1951 has not been replaced with another one, although the sterling pay-
ments agreement still is in force; the Belgian and Swiss trade agreements
with both Argentina and Brazil have not been renewed upon expiration, and
the Belgian payments agreements with Argentina and Brazil were terminated
in 1951, When the existing trade and payments arrangements between
Argentina and Switzerland expired in that year, payments between the two
countries continued in Swiss francs on the basis of unilateral Swiss regula-
tions creating for most payments a clearing regime under the supervision

of the Swiss Clearing Office., In the case of the lMexican-German agreement,
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the lack of. prescription of currency in Mexico had: caused & significant.
proportlon -of imports to be effected out51de the agreement, 1,80 against
payment- in- free U,S.’ dollars and at the lower prlces quoted on-that basis
due “to: the German export ‘bonus. system then applying to exports settled in
convertible currencies. The other agreements referred to have been
terminated mainly because of serious differences. in views with regard to

import licensing and export pricing policies applied on the Latin American
side.

Two other developments of importance must be mentioned. Under bilateral
sales agreements’ concluded by the semi-official Nitrate and Iodine Sales
Corporation, -Chile has. 1ncreaslng1y sold 1ts nitrates against payment in
soft currencies rather than in dollars as in the early postwar years., Whereas
Chile in certain reSpects thus came closer to being a payments agreement
partner and at the same time a soft’ ‘currency country in the eyes of her
trading partners, Peru moved in the opposite direction by reducing its-
acceptance of sterling from non-sterling area countries, as a result of
which other countries insisted more than before on payment in dollars for
all sales to Feru.

There are relatively few bilateral trade and payments agreements be-
tween pairs of Latin American countries. Most of them cover trade and
payments either with nelghborlng countries or with Argentina. The main
ones are those concluded by Argentina, In this connection it should be
mentioned that payments between Argentina and Chile until recent months
were effected mainly in Argentine pesos under the terms of circulars issued
by the Argentine Central Bank in 1949, which prescribed the financing in-
Argentine pesos of most trade with the neighboring countries and Peru.
Vhen an agreement aiming at economic union between the two countries was
signed in 1953, discussions started on ways and means of improving the pay-
ments mechanism and thereby fostering reciprocal trade, These have now
resulted in the signing of a bilateral payments agreement with the U.S.
dollar as the unit of account, which is hoped to reduce the difficulties
which had resulted from the fact that Chile had been unable to apply its
system of multlple buying and selling rates to the fluctuating rate of the
Argentine peso in the Chilean banking free market. The Argentine-Chilean
-agreement is significant alse in that it is open for adherence by other -
Latin American countries. New trade and payments agreements signed by
Argentina with Paraguay, Peru and Ecuador apparently are considered by
some as constituting partial implementation of the multilateral provisions
of the agreement with Chile, although in each case payments transactions
remain on a bilateral basis. The payments agreement with Paraguay may
eliminate some exchange rate problems similar to those between Argentina
and Chile.

To conclude the description of the pattern of agreements, reference
must be made to those concluded with Japan. That country is the principal
agreement partner outside Latin America and Europe. The. first Japanese
agreements with Latin American countries were signed in 1949, Their
number has not increased significantly since, but discussions regarding
the signing of further trade and payments agreements continue inter-
mittently.
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(b) Principal typesvof agreements

The types of Latin American trade and payments agreements have shown
a gradual trend toward standardization. The early payments agreements
between Latin American and European countries in most cases provided for
agreement accounts in the European partner's currency. The only case where
the Latin American partner's currency was used for that .urpose was under
the provisional payments agreement between Brazil and the Netherlands
which was replaced in mid-1953 by one providing for U.S. dollar accounts.
Many of the early payments agreements have continued in force, and conse=-
quently many Latin American payments agreement accounts still are conducted
in Buropean currencies, Thus the six agreements with the United isingdom
are so~called sterling pavments agreements under which, in contrast to the
type called "monetary agréements" by the United tingdom, all payments are
effected in sterling only., Of these agreements, five provided for bilateral
accounts status under the U.K. exchange control regulations, while that
with Chile granted that country transferable account status.l 1/ several
other Latin fmerican payments agreements are conducted in French francs,
oswedish- kronor, Netherlands guilders, etc, Most of the newer agreements,
however, including all German and Japanese payments agreements with latin
American partners, are based on the U.5. dollar. Thus, the usual type now
is an agreement with the U.S., dollar as the unit of account and with
obligatory invoicing in U.S. dollars. This minimizes the difficulties
resulting from multiple currency systems and also those with regard Lo
exchange guarantees on outstanding balances and regarding the liquidation
clauses applicable to balances at termination. The trend is also towards
agreements under which payments are decentralized, i.e., under which com-
mercial banks are permitted to conduct sub-accounts of the central agree-
ment account. iWhere such decentralization already exists, the number of private
banks participating in the conduct of the agreement accounts is growing.

The transactions to be covered by sayments agreements mostly are all
current transactions related to direct trade between the partner countries,
but in many cases specifie provisions on permitted types of transit trade
are now included, as well as; in certain cases, clauses defining the origin
of goods to be considered direct exports or provisions regarding the use of
certificates of origin. The swing margins showed a fairly general tendency
to be raised until the functioning of many agreements in the post-iiorean
boom caused certain European countries to attempt a downward revision in
some cases. In this comnection, however, it might be mentioned that in
1951 clauses constituting an arrangement similar to a swing were inserted
in the sterling payments agreement in force between the United singdom and
Argentina, The ceiling on the swing in the Swedish-Argentine payments
agreement was eliminated in the same year. Clauses intended to keep part
of the direct trade between partners on a dollar basis are disappearing.
There is a growing number of clauses providing for the use of Latin American
shipping and insurance facilities for part of the trade between the partner
countries. - At the same time, the trade agreements have become less signifi-
cant. In certain cases they have been dropped, in others the value or
quantlty quotas have become less detailed. Several important agreements,

1/ See footnote on page l.
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hcwever, now include provisions for participation by the partner country
in the latin American country's industrialization programs through the
supply .of capital equipment under deferred payment arrangements.

In view of the large number of countries involved, it 1s not surprising
that, despite, the tendency towards standardization referred to, considerable
varlety exists in the types of Latin American payments agreements. One type
of relatlvely mlnor practical 1mportance is that of agreements which provide
for settlement in freely dlsposable U.S. dollars of the full accounting
balance at regular intervals. Under the Franco-Peruv1an -agreement, although
of a dlffereﬂt type, dollar settlements are made by the debtor country almost
continuously. The agreement commits Peru to maintain the appropriate cross-
rate for the French franc in the Peruvian certificate market. There are a
few inter-central bank arrangements under which the central bank of a Latin
American country is prepared to buy and 'sell the other country's currency,
most bilateral trade being conducted in that currency. Furthermore, the
Japanese agreements with Peru and Uruguay are of the so-called "dollar cash"
type, under which all payments and receipts are actually made in freely
disposable U,S. dollars; among Japan's agreements only those with Argentina
and Brazil are of the “open account",type under which the U.S. dollar is
no more than an accounting unit and where the 1nter-governmenta1 credit
element is implemented by swing provisions. Japan has also had "dollar
cash" payments agreements with Chlle, Colombia, Mexico and Venezuela, all
of which were concluded by SCAP in 1949 and expired when the Japanese
Peace Treaty went into effect. Finally, some of the Latin American pay-
ments agreements are clearing agreements of the inter-war type, which con-
tained no swing margin of the postwar type but provided for™ payments to
exporters out of amounts in domestic currency paid into the clearing by
importers in the same country, while they'dlscharged the xmporter of his debt
to the exporter at the moment he mads his in-payment in his own currency.
Such payments regimes exist between Cuba and Spain, and between Uruguay
and Switzerland. It may be added that some balances under inter-war Latin
American clearing agreements still have to be cleared off.

As noted above, a significant development has been the 1ncreasmng
number of payments agreements, trade agreements, and comblned ‘trade and
payments agreements concluded by Colombia with European countr;es. In
return for purcha51ng commitments with regard especially to.coffee and
bananas, the European partners were permitted by those agreements to
supply goods the import of which into Colombia was severely restricted
or previously prohlblted._/ Since February 15, 1952, Colombia has per-
mitted certain goods to be imported only from countries with whom trade
is approximately balanced (U.S. and Canada) or with whom trade or payments
agreements have been concluded. In May 1953 the awarding of public con-
tracts was restricted to the same ‘group of countries. After discussions
with Switzerland, however, this provision was, in October 1953, declared
no lohger appllcable to countries maintaining freedom of exchange and
imports. In some cases the agreements specify that Colombian coffee may
be resold by the partner country to destinations other than countries
specifically excepted, the latter generally being those of the North American

31/ The prohibited 1ist was abolished by Decree No, 513 of February 19, 195L.
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continent and those with which trade or payhénts agreements are in force.
Reportedly, a Colombian agreement signed in recent weeks embodies a new
feature, permitting Sweden to fulfill one~half of her purchasing commit-
ment for coffee by purchases of that product through London, against
payment in sterling. The number of agreements and understandingshas
become so great that probably the bulk of Colombia's exports to Europe

is now being settled in inconvertible currencies or, where only a trade
agreement has been signed and payments both ways continue in free dollars,
offset by additional European exports. It has been offic¢ially stated in
Colombia that the agreements are intended as an instrument to recapture
and expand markets in Europe which had been endangered by Colombia's
status as a dollar country.

Somewhat similar agreements concluded between Cuba and various European

‘countries have had the effect of making quantities of Cuban dollar sugar

available to European countries against payment in inconvertible currencies
or, in the absence of a payments agreement, by shipping additional exports
settled in dollars.

‘The main agreements provide that Cuba shall extend preferential tariff
treatment to the partner country on listed goods in return for a purchase
commitment for specified amounts of sugar and other products, particularly
cigars. Such agreements enable the European country to cover part of their
sugar purchases in Cuba by additional exports to Cuba which continue to be
settled in dollars. Other countries have due to the multilateral most-
favored- nation provisions of the GATT, benefited from the same tariff
concessions, but the items on which they are granted have, of course, been
chosen so as to offer Cuba's agreement partners the likelihood of signifi-
cantly increasing sales, The main pacts of this type have been concluded
with the United iingdom and the Federal Republic of Germany. Another type
of agreement concluded by Cuba provides for the sale of sugar to a European
country, payable in part in the partner country's currency, and to be
resold entirely to third countries, with the inconvertible portion of the
sales proceeds of the sugar available only for imports to Cuba from the
partner country. As in the case of Colombia, these arrangements attempt
to improve sales prospects in BEurope which had been impaired by the fact
that all purchases in Cuba had to be settled in dollars and that there
was little likelihood that these purchases would induce increased exports
to Cuba unless some type of bilateral arrangement was entered into. .
Certain sales under such arrangements have shown a tendency to be concluded
at prices slightly higher than those charged to other countries., The
partner countries, on the other hand, seem in most cases to have continued
granting exports to Cuba all the facilities granted on sales against pay-
ment in convertible currencies,

Also of interest are the so-called global compensation agreements
concluded by Italy with a number of countries, including Peru and Colombia.
Under such pacts, there is no bilateral payments agreement, but trade is
balanced by a number of individual compensation transactions up to specified
totals for specified commodities, while usually all payments are in free
U.S, dollars. A certain similarity to those agreements is shown by the
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Franco«Colombian trade agreement,’ where French coffee importers are re~
quired to contact intending - exporteirs to Colombia- -through the banking
system in order.to effect:théir coffee purchases in Colombia on the basis
of "combined transactions" in accordance with prescriptions given by the
linistries of :Finance and of Economic Affairs., Under that systenm, also,
payments: are made in U.S. dollars via New York.

(c)rCustoms tariffs

The signing of trade and payments agreements in many cases has had
a greater impact on trade between the partner countries than the level of
the customs duties applied by each to the other's exports., This does not
imply, however, that the importance of action on tariff matters may be
ignored. Eight Latin American republics (Brazil, Chile, Cuba, the Dominican
Republic, Haiti, Nicaragua, Peru and Uruguay) are signatories of the General
Agreement on Tariffs and Trade, and all but Brazil and Peru have extended
the period of validity of their tariff concessions up to July 1, 1955.
Several republics have more or less thoroughly overhauled their import
tariffs in the postwar years, one of the main aims being the change~over
from specific to ad valorem customs duties in order to adapt both the
revenue-and the protective effects of the tariffs to the general postwar
rise in price levels, Latin American countries have also entered into a
number of additional most-favored-nation treaties regarding customs duties
and internal taxes and levies on imported goods, both with payments agree-
ment. partners and with other countries.,

In Central America, a movement toward economic integration, affecting
tariffs and other matters, is making progress. Within the {ramework of
this movement, Nicaragua and E1l Salvador in 195% concluded an agreement
which*is‘reﬂerredvto as a free trade treaty, 1t exempts some of their
imports from each other from export and import duties as well as internal
levies and charges, It also abolishes import and export restrictions on
certain products enterlng into their mutual trade. The treaty: 7tates that
the two countries aim ultimately to establish a customs union./ later in
1951, the two countries also signed a payments agreement, the use of which
is not oblipgatory, however. The central banks are to sell each other
colones and cordobas up to a swing ceiling of U.S5.$100,000, The agreement
accounts may be used only for imports originating in the partner country
which are listed in the annex to the free trade treaty. E1 Salvador has
since concluded free trade treaties with CGuatemala and Costa Rica. Also,
the Central American republics in 1952 signed an agreement regarding the
unification of tariff nomenclature.

3. General Trends in the Punctloning of Latin Americats Trade and Pay-
ments Agreements

(a) Chanves in Latin Amerlcan positlons vis-a-vis bilateral agreement

Qgrtners

Developments affecting the functioning of the Latin American .trade and
payments agreements after the 1949 devaluations in Europe include the

}/ﬁ Bl Salvador had signed a somewhat similar free trade treaty with
Honduras in 1918,
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creation of the EPU, the outbreak of the iforean fighting, the three
successive droughts in the River Plate region,.and the increasing avail-
ability of export goods in Europe and Japan. In this period, inflation

in most of the Latin American countries continued, whereas in Europe in-
flationary pressures were eased significantly. Also, the 1949 devaluations
in vestern Europe had been fairly general, affecting a total of 13 countries,
whereas in Latin America most countries maintained their par values or their
basic exchange rates. Among the countries trading heavily with Eurore,
Brazil did not devalue the cruzeiro. Argentina effected a partial devalua-
tion against the U.5. dollar by a sweeping revision of its multiple rate
system, but made no change in the rate for the basic exports which mainly
go to Europe., ithin a few days of the Argentine action, Uruguay proceeded
to make s'milar adjustments in its multiple rate system. Several Latin
American countries subsequently were forced to permit a gradual deprecia-
tion of specific import and export rates.

‘The creation of the EPU enabled member countries to buy commodities
also available in Latin America more freely from each other, and particu-
larly from each othert!s non-metropolitan territories, or from cutside
sources which accepted sterling. After the fighting in borea had started,
several Latin American countries, especially Argentina and Brazil, bought
heavily abroad, including purchases from their European agreement pertiners.
In some cases there was a significant formal relazation of import and ex-
change restrictions, as in Uruguay where in 1950 a system of "sworn
declarations" exempted certain types of imports from the requirement of
prior import permits, and in Chile where a “frce area" of commoditiecs not
subject to quantitative restrictions was included in the exchange budget
for 1951. The droughts in the River Plate region severely limited exportable
stocks in Argentina. This had repercussions in other Latin American countries,
mainly Brazil and Paraguay. Both had to obtain wheat from the United States
against payment in dollars, although the former held a large claim under its
payments agreement with Arzentina. This in turn tended to induce these
countries to restrict their other dollar purchases more severely and there-
fore to turn increasingly to their Suropean suppliers with whom payments
agreements were in force, In addition to the low exportable stocks in some
cases, official pricing policies and exchange rate policies frequently
prevented large European purchases., This was true, e.g., of Brazilian
cotton, Chilean copper and various products sold by the Arzentine state
trading agency, IAPI., The increasing availability of goods for export in
countries outside Latin America, finally, meant the return of a buyer's
market, with the concomitant opportunities for latin American countries
to obtain more favorable terms of payment for imports from private exporters
and large credits from foreign governments,

Due mainly to the basic developments indicated above, the Latin
American creditor position of the early postwar years vis-a-vis Europe
was reversed., The Latin American holdings of sterling and other European
currencies were practically used up by mid-1951 and, despite increasingly
long credit terms obtained on imports from several Luropean countries,
large commercial and financial arrears against many iuropean countries
were accumulated, in several cases implying the Latin American countries!
overdrawing of the swing ceilings. The main debtors under payments
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agreements were Argentina and Brazil, while the main ereditors were the
United Kingdom, the Federal Republic of Germany, France, Italy, the
Netherlands, Sweden, Demmark, and Finland. Trade agreements usuvally

‘were fulfilled only in part, mainly due to the low level of exportable

stocks referred to above, and to difficulties in obtaining Latin
American import licenses for non-essentials, which were caused in part
by protective policies but were aggravated by the growing imbalance in
payuents agreement accounts.

(b) Increasing significance of transit trade

Of perhaps more fundamental importance for the use, and therefore the
functioning, of Latin America's payments agreements was the increasing
significance in recent years of transit trade which made for more compli-
cated trade and payments relations with agreement partners. In part that
trade was independent of the positions developing under specific payments
agreements, but certain types of it were resorted to for the express
purpose of changing such bilateral positions. The luropean countries
anxious to build up their transit trade had various motives for that
desire, One was to increase the movement of goods through their ports,
warehouses and processing facilities, in view of the employment which.
resulted regardless of the monetary aspects of the financial settlements
involved. Another motive was to increase the usefulness and.therefore .
the strength of their currencies by supplying third countries with an in-
creased range and volume of products. The significant thing here is the
route along which payment is affected rather than the route taken by the
goods. Intermediary countries would usually insist on receiving currencies
at least as hard as those spent, but this was no hard and fast rule.’*The
receipt of a specific soft currency might, CeBey be authorized if a rela-
tlvely -small outlay of dollars would result in a much larger accrual in
the incomvertible currency, or 1f, in re-establishing a conmodlty'market,
it was considered desirable to give inconvertible countries access in that
market to hard currency goods, A third motive was to influence the comp051—
tion of exchange reserves, €.g., by reducing excessive credits accumulated
under payments anreements.

The fact that certain established trade channels run through third
countries has in itself caused differences of opinion between some Latin
American and some European countries., Thus 81gn1L1cant proportions of
Mexican and Peruvian exports are shipped via ports in the United States.
A1l of the imports of such countries as Bolivia and Switzerland are
shipped through foreign ports. At the least, the actual routing of
exports may be reflected in misleading trade statistics. Thus, part of
the French exports to Cuba are shipped through Belgium or German ports
and are recorded in Cuba as imports from Belgium or the Federal Republic
of Germany, whereas French export statistics seem to count certain French.
iron and steel exports shipped through foreign ports as exports to those
countries rather than to Cuba, Resulting uncertainties as to the signifi-
cance of official trade statistics have béen of some importance where
trade agreements between Latin American and European countries provide
that there shall be a specified relationship between the partner countries!
purchases from each other, as in the case, e.g., between Peru and the
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Federal Republic of Germany. In the present context, however, the use of
the term transit trade will be reserved for transactions in which, regard-
less of the route along which the goods are shlpned, the country of final
consumption makes payment not to the. country of origin but to a third,
1ntermed1ary country.

" Transit trade in Latin American products had been extensive in the
interwar years, when a substantial proportion of the sales of products
such as cereals, wool, cotton, metals, coffee, cocoa and tobacco had
been channelled through the various London and continental commodities
markets., Such transit trade had in practlcally all cases been based on
the official exchange rates, since the currency received was largely a
matter of indifference in a world which was substantially convertible.
After the war there was a strong urge in various European countries to
resume this traditional trade which had resulted in large earnings on
shipping, banking and insurance account, in addition to the profits of
the trade and also to a general tightening of relations with the countries
of origin. The Latin American countries entering into postwar trade and
payments, hovever, initially showed a distinct tendency to exclude transit
transactions from the transactions to be settled under the terms of pay-
‘ments agreements and from the commodity quotas included in trade agreements,
usually making all operations of this type dependent on ad hoc approval.
Nevertheless, the actual treatment of transit proposals gradually became
more liberal on the Latin American side.

Meanwhile, a new type of transit trade arose, that involving implicit
or explicit broken cross rates, and based on hardness-of-currency grounds,
and profitable because of the price differences for the same or similar
goods in various markets that had been caused by restrictive and discrimina-
tory import licensing. The transactions referred to include the so-called
commercial switches. In such transactions the profit to be made on the
sale of a hard-currency commodity in a soft-currency market whare prices
are inflated allows the intermediary to engage in a linked second transac-
tion which leaves a loss and, therefore, could not be undertaken independently.
The unprofitable transaction is a sale of a soft-currency commodity in a
harder currency market at a price lower than that ruling in the country
of origin plus the cost . of shipping. Trade based on this principle may
also involve compensation deals and outright purchases and sales of curren-
cies at a discount or at a premium. .Significant discrepancies between the
cross rates for different currencies, such as are now found in Brazil and
Chile, create additional incentives for commercial transactions which could
not be consummated if the official exchange rates were applied between the
currencies of the countries of orlgln and those of final.consumption.

"Straight? transit trade—-that is transit trade carrled out w1thout

the assistance of exchange manipulation or broken cross rates--made it
possible for certain Zuropean soft currency countries to supply some Latin
American inconvertible countries with products originating in other European
inconvertible countries, and conversely to buy products from the former for
resale to the latter, Part of that trade was a resumption of a traditional
inter-war pattern, e.g., where an established commodity market in an inter-
mediary country assured buyers of a good choice of qualities, financing
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facilities, and other regular commercial facilities., In such transac-
tions purchases and sales usually were effected in currencies of equal
hardness, Thus, through the re-ovening of the London commodity markets,
inconvertible countries could, against payment in sterling, obtain certain
raw materials and foodstuffs from a large variety of sources, including
in certain cases dollar sources., This transit trade is of even wider
scope if one takes into-account the resale of 1mported comrodities after
a certain degree of processing, such as the trade in refined sugar by

the United Kingdom and the Netherlands. Another part of this "straight!
transit trade was induced largely by monetary or commercial policy con-
siderations. A European country having a payments agreement with a
Latin American one might want to provide the latter with additional
exchange enabling it to increase its 1mports from the former; the uuronean
partner might then buy certain products in excess of its immediate re-
quirements and resell them to a third country. Or a European country
with an extreme credit position vis-a-vis a Latin American payments
agreement partner, which caused the latter to reduce its purchases there,
might channel part of its sales to the partner country through a uropean
country where the Latin American country was buying more liberally. Pay-
ments agreement partners with an extreme debtor position, on the other
hand, had ‘an incentive to channel their purchases through third countries
in order to avoid the need . for settling deficits in hard currency which
would arise if the swing ceiling were overdrawn.

"Straight" transit trade also was 1ncre351ngly resorted to by BEuropea
payments egreement partners to obtain at better prices goods which could
be obtained more cheaply from the Latin American countries of origin via
some of the latter's other agreement partners, even if this implied that
the Zuropean buying countries? bilateral claims on Latin American countries
were not reduced as much and as fast as they might have been. This occurred,
€.g+, Where Latin American countries created subsidy export rates for
specific products if sold in specific currencies only.,

[n]

Although in "straight! transit trade soft currency goods are usually
sold for soft currencies or harder currencies, and hard currency goods
only for hard currencies, it has recently become possible in certain
cases to buy dollar goods on this basis. Thus some dollar coffee and
dollar metals have become available in a few European commodity markets
against payment in soft currencies.

Another type of transit trade which assumed significant proportions
was the commercial switch deal involving the resale to the dollar area of
goods bought in Latin America under payments agreements, and correspond-
ingly the resale of dollar goods to Latin America or Europe against payment
in inconvertible currencies., In some cases such resale was made in the
traderts own country., Similar transit trade on a switch basis between
Latin American payments agreement countries and EPU countries, in both
directions, alsc occurred. One motivation for these two types of conmmercial
switches was to reduce claims on Latin American payments agreement partners.,
They can also be operated in such a way as to increase claims or reduce
debtor positions. Finally, owing to the EPU arrangements, under which
‘member countries! accounting deficits, once their quotas have been exhausted
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are payable 100. per cent in gold or dollars, it has at times been possible
for European countries to buy commodities in dollars outside the LPU
nonetary area and resell them against soft currencies to EPU members,

even without charging the mark-ups normally obtained for sales of dollar
commodities in soft currencies. Such transactions were particularly
significant when temporarily undertaken by the United iKingdom in the
second half of 1952. They affected relations between certain Latin
hkmerican countries and their agreement partners,

All these forms of transit trade implied that the direct ties be-
tween certain Latin American countries and some of their European payments

- agreement partners became looser., Also, countries on both sides obtained

easier access to competing products, particularly dollar products, through
transit trade of the switch variety. A similar effect resulted from the
relaxation of restrictions on dollar imports into some European countries
over the last three years. In addition, the premia charged on dollar
products sold for inconvertible currencies have fallen significantly in
that period because inconvertible countries were better supplied with
dollar imports.

The actual importance of these types of transit trade has varied
greatly from country to country, from commodity to comiodity, and over
times In a majority of cases, however, they have tended to obscure “he
developments in direct trade with agreement partners. Colombia had the
experience that some of its main payments agreements showed a lopsided
trend in the accounts due in part to commercial switches. A significant
proportion of certain partner countries' exports was supplied in transit
by third countries who received dollars for those sales, so that the
agreement accounts recorded mainly the partners' purchases in Colombia,
and very few sales, The import prices in dollars for such indirect
purchases usually were below those quoted for the same goods if obtained
direct from the country of origin against payment in the appropriate in-
convertible currency. The resale of Latin American products to the

'~ dollar area by payments agreement partners assumed its largest propor-
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tions, in the case of Argentina and Brazil, which had incurred the highest
debtor balances under their agreements. As a defensive measure, many
Latin American countries introduced or tightened regulations regarding
the production of certificates of origin and of consumption, and regard-
ing the supervision of the valuation of imports and exports. Colombia,
on July 7, 1952, prescribed payment through the appropriate agreement
account for all imports originating in countries with whom payments
agreements are in force, even if those goods are imported from third
countries., [l Salvador, which lacked a regular system of prescription
of currencies, made customs clearance conditional on the production of
documentary evidence thet payment had been made through an appropriate
account, On the other hand, some Latin American countries permitted
certain resale of their products to the dollar area by payments agree-
ment partners paying in inconvertible currencies.
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(c) The working-off of excessive balances under payments agreements

Since the Latin American countries running into large deficits with
payments agreement partners usually also had incurred significant liabili-
ties vis-a~vis the United States and other dollar area suppliers, they
were in many cases not in a position to settle their overdrafts under
payments agreements in dollars. Hence Zuropean creditors cut back their
exports; and a deadlock developed in many instances, with trade between -
each pair of countries decreasing markedly and frequently being sustained
mainly by barter and compensation deals or by European purchases for
resale to third countries.

The methods chosen to clear the agreement accounts and thus to reopen
the channels of trade have shown considerable variety. They have had
their mdin impact on Argentina and Brazil, the payments problems of other
Latin American countries under their agreements being of smaller signifi-
cance, The European creditor countries tried to increase their purchases
in those countries where they held significant balances, and to reduce
their sales to them. In view of the export price policies being pursued
at times by some of the Latin American countries, commercial switch deals
sometimes were used at the same time to reduce those prices to other EPU
countries and to the United States. . Compensatlon deals were resorted to
in order to keep both imports and exports moving, and those deals usually
involved an implicit reduction of Latin American export rates. Countries
engaging in switch transactions both ways between Latin American payments
agreement partners and EPU countries probably sought to ensure that the
amounts in Latin American currencies used up in such deals exceeded the
corresponding receipts in such currencies. Transit sales of third
countries! products to Latin America at official exchange rates presumably
were reduced by agreement partners holding claims under payments agree=-
ments on those countries. ‘

Direct 1mports from Latin American partner countries were facilitated
by more extensive use of open general licenses and free import lists, and
by measures intended to stimulate domestic consumption such as derationing
and reduction of domestic taxation on coffee, On the other hand, European
countries took various measures to restrict exports to some payments.
agreement countries in Latin America, including certain measures which
were intended simultaneously to cheapen imports from those countries.
These were schemes under which in some. Luropean countries exporters, in
order to export to Argentina and Brazil, were required to make a payment
resulting in an import subsidy to importers effecting purchases in the
same country. Also, imports and exporis under such systems could be
linked in such a way that exports to a specific partner country would
not exceed a certain predetemmined proportion of imports from that country.
Other measures taken on the Huropean side included the creation of freely
fluctuating spot or forward markets for some Latin American agreement
currencies in which they showed a significant discount. Such measures
amounted in effect to a subsidization of imports that was financed from
the windfall profits to be obtained from exports to those countries.
Several of these schemes proved of little help, however, when the Latin
American countries drastically reduced the volume of import licenses
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granted for purchases in Zurope.* In'a few cases, claims on Latin
American countries were transferred between European countries with the
consent of the debtor country.

The use of Latin American held accounts in Europe was restricted
in certain cases.  The types of cover granted under export credit insur-
ance schemes on exports to Latin American debtors were reduced in various
Luropean countries, and the premia for such cover raisede In certain
cases, private creditors in Lurope appear to have engaged in compensation
deals under which they obtained settlement of long-standing debts at a
discount. Finally, the sale of payments agreement balances at a discount,
against payment in harder currencies, was in certain cases permitted.

" lieasures taken on the Latin American side included the cutting back
of imports, and presumably of transit purchases, from European creditors,
the creation of new export rates, such as the Argentine preferential ex-
port rate for wool sold against payment in U.S. dollars or Argentine
Account sterliing, and the downward adjustment of export prices in the

:Latin American currency for sales to specific Luropean creditors. Some

of those measures created new patterns in transit sales to Europe. In
some cases, the European partner!s currency was permitted to go to a
premium over the U.S. dollar in the Latin American country's exchange
market, as did the German agreement dollar and the pound sterling in the
Chilean banking free market. Also, the debtor countries increasingly
permitted the creditor countries to purchase commodities for resale to
third countries in various types of transit transactions. Argentina in
1953 appears to have made a particular effort, to a large extent by a
reduction in direct imports, to build up sterling balances and to use
the swing against Germany as little as possible, ihere Latin American

-countries considered their earnings of certain payments agreement

currencies excessive, they occasionally permitted their sale in free
exchange markets against dollars. Such sales have involved especially
current sterling earnings. The reluctance of some Latin American
countries to hold certain currencies was related to their dissatisfaction
with the revaluation clauses covering balances under the payments agree-
ments in question, Occasiocnally exporters were required to surrender all
export proceeds in U.S. dollars, even if this involved the exchange of
inconvertible receipts for dollars in a free market.

The trade that was carried on between latin American and Lurcpean
payments agreement partners during the last two years to a large extent
consisted of Luropean exports with long delivery dates which had been
contracted for earlier, of individual compensation deals often involving
goods valued at many millions of dollars each way, and of trade which in
effect was transit trade conquering the obstacles of official pricing
policies and exchange rates. During the past year, however, some of the
major arrears problems have been solved or come near to a solution.
Agreements on this subject were reached by Brazil with Germany and the
United Kingdom. Agreement was reached between Argentina and Italy on
the use of the Italian claim for the support of the emigration of
agricultural workers to Argentina, The idetherlands is negotiating on
the renewal of the 1948 payments agreement with Argentina and discussing
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the matter of the claim on that country., -Also, some countries have by
various methods worked off most of their excessive claims on Latin
American partners, e.g., Finland and Sweden. Thus one basic condition
for an improvement in trade and payments relations between Latin
American countries and their payments agreement partners, viz. the clear-
ing of the agreement accounts, would now seem to have been fulfilled in
some of the major bilateral relationships. At the same time, due to a
gradual adaptation of latin American exchange policies and export pricing
methods associated with world-wide changes in the commodity supply situa-
tion, the likelihood of some Latin American export prices being closer-

to "world levels" has become greater. Argentina has agreed to trade at .
“world market prices" with the Federal Républic of Germany and Sweden.
Brazil early in 1953 started to facilitate the sale of its "produtos
gravosos" by applying subsidy export rates, and late in 1953 permltted
many foreign currencies to appreciate in the Brazilian exchange market

by the application of an auction system for foreign exchange.

L. Evaluation of Recent Developments under Latin American Trade and Pavb
ments Azreements -

Despite the difficulties referred to in the preceding section, the
number of Latin American payments agreements is large and still growing.
It covers, particularly in the cases of Argentina, Brazil, Uruguay ard
Paraguay, most of the important trading relationships with countries out-
side the Americdn continent., Various countries outside Latin America are
making. further efforts to obtain imports from dollar countries such as
Colombia, Cuba and the Central American Republics on a non-dollar basis,
whether by means of payménts agreements or under trading arrangements
creating the likelihood of additional exports which are intended in effect
to pay for the desired dollar commodities, =~ The. negotiation of further
payments agreements or trade agreements with countries outside and inside
Latin Americe is pending or contemplated,

(a) Difficulties in the fuhctioning'of many latin American agreements

Although it is impossible to determine how satisfactorily a payments
agreement is functioning without being acguainted with the exact purposes
each partner had in mind in agreeing to each clause of the agreement, it
may be said that an agreement does not function satisfactorily unless a
high and continuous volume of trade of appropriate composition and at
reasonable prices is financed under its terms; without significant debtor
and creditor positions developing for periods longer than those caused by
seasonal sales, and unless all other current payments provided for in the
agreement are also continuously and without undue restriction permitted
to be effected in each direction. In terms of these criteria, the function-
ing of many of the area's payments agreements during the last thiee years
has been extremely unsatisfactory, and so has been the implementation of
complementary trade agreements which in some cases have been permitted to
expire unrenewed. The most important development from the viewpoint of
international monetary stability has been the fairly general attempt to
work off excessive claims on Latin American countries, involving the

.org/
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implicit and explicit breaking of cross rates. It might be said that some
Latin American countries! trade and payments relations with many or most

of their payments agreements partners during the last two years had reached
an impasse. There are some signs, on the other hand, that the worst may be
past. As indicated above, the fact that certain agreement accounts have
been cleared creates one of the essential conditions for satisfactory rela-
tions with trade and payments agreement partners. WNevertheless, it may be
concluded from past experience with the Latin American agreements that some
past and present causes of their unsatisfactory functioning may grow in
importance, and that others may lie ahead, some of which may be relcted

to the possible introduction of convertibility in certain major European
trading countries.

First, there is the fact that at least three of the main European
countries--Belgium, Switzerland and the United Kingdom--have so far been
reluctant to become involved in complicated contractual relationships with
Latin American countries, and show few signs of a change of heart, despite
the pressure brought to bear on the respective govermnments by their export
interests. Also the Federal Republic of Gemany has informed certain lLatin
American agreement partners that the termination of its payments agreements
with them was oreferred. From this attitude, which presumably has been
strengthened by the improvement of the European payments position which
-occurred during the last two years, the inference may probably be drawn
that, if difficulties in the operation of their agreements should ari.:e,
they will be less ready than they have been in the past to make special
concessions in order to solve the difficulties. Second, the growing use of
transit trade based on broken cross rates, by providing a technique for the rew
duction of excessive positions, may reduce the interest on both the Latin
American and the iuropean side in facilitating the smooth functioning of
bilateral payment agreements in such a manner as to prevent the emergence
of such positions. Third, the reopening of commodity markets in London
and elsewhere makes some Luropean countries less dependent on satisfactory
payments relations with latin American raw material producing countries
in order to cover basic import requirements and may indeed serve to con-
centrate a larger proportion of Latin America's foreign trade on a smaller
number of Luropean countries. Fourth, the recent liberalization of dollar
imports by the Netherlands and the Federal Republic of Germany may, by
reducing those countries'! demand for soft currency goods such as Brazilian
cotton and tobacco, have unfavorable effects on their direct trade with
certain Letin American payments agreement partners, increasing the likeli-
hood of renewed Luropean bilateral surpluses arising and of transit trade
and other measures being resorted to to prevent their becoming excessive
or to reduce them. Finelly, the diminishing scope of governmental imports
and the growing freedom of private importers in countries such as the
United Kingdom, the Federal Republic of Germany and the Netherlands, to-
gether with the growing availability of competitive goods from new sources
(both in physical terms, and, due to transit trade operations, pricewise
even if at the official rates those goods are over-prices) will tend to
reduce sales to Luropean agreement partners unless there is fully competi-
tive pricing of Latin American exports, which in the face of high and often
5till rising domestic cost of production may be a goal difficult to attain.
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(b) Peculisrities of Latin Americen grade with inconvertible currency countriés.

To determine whether there is much likelihood that Latin Americal's trede
and payments sgreements are going to operate more satisfactorily, it is necessery,
however, ‘to review somewhat more closely the special characteristics of Letin
Americals- trade and payments W1th soft currency countries outside the continent.

The basic csuse of the difficulties in Latin Americaf’s trade and psyments
relations with Europe is probably the inherent discontinuity in the reciprocal
exchange of goods, but perticularly in latin American exports. This discon-
tinuity, for various reasons - some of them political - is less marked in
European countries! relations with their associated and dependent territories
in Asia and Africa. Also commercizl and financial relations among Western
European countries are very close and therefore of a more continuous nature.

The composition of imports and exports between them is extremely broad and varied.
The financial relations are equally well developed, the number snd amount of pay-
ments each way being considerable on account of banking, shipping end insurance
services, “investment esrnings, tourism, business travel, femily remittances, etc.
The volume and variety of the underlyine transactione and the correspondlng pey-
ments is very large snd they occur in uninterrupted flows which, though all may
fluctuate over time, tend to cancel out. This is not true of trade and payments
between any Furopean country and any Latin American vayments agreement pzriner.
The Latin American country has only a small number of export products which the
partner country is likely to purchase from it in relatively large voluma, elthough
there mey be numerous products of which small quantities are bouzht. Consequently
the European partner's imports are closely devendent on the availebility of stocks
for export; and on the prices quoted for their sale abroad. Also, the major
Latin Americen export products are ususlly prlduced seasonally, whereas the
predominantly industrial character of the European partner's exvorts makes them
availeble et all times. These two facts imply a much greater likelihood of
significant fluctuations in trede £nd in corresponding payments between any Latin
Americen-Furopean pair of partners than between any pair of Europesn agreement
partners. So #lso does the fact that raw material prices are subject to greater
fluctuation than ere prices of manufzctured goods. A corollary of this and of the
fact that the terms of trade of most Latin American countries tend to move uni-
formly vis-a-vis Burope, is that most Latin American countries tend fo be debtors
(or creditors) vis-e~vis most European countries at the same time, 2 fact that has
prevented a standing arrangement for clearance of Latin American balsnces smong
EPU countries from assuming real siznificanee.’

The problem may be aggravated by the tendency in Latin Ameriea to reduce
imports of manufactured consumer coods (the so-called non-essentials, or, from
the European viewpoint, the traditional exports) to a minimum. This implies
that a considerable and growing proportion of Latin Americen imports from
Europesn payments zgreement partners now consists of cavitzl coods whose deliveries
end payments show & higher degree of discontinuity than those of consumer goods.
Thus, the character of trade between Latin America and Europe is such as to ceuse »
much grester likelihood of lerge fluctuations in actual movements of goods and in
payments for those goods than does the cheracter of intra—Eurdpean trade, where
the existence of restrictions hes not prevented the resumption of & significant
exchenge of textiles, wines, radio sets, passensger zutomodbiles, ete. Added to

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



-1G=

this there is the fact that financial relationships are much looser than
within Western Europe, and that banking, shipping and insurance transactions
between s European and a Latin American country frequently are effected
through companies related to the Europesn partner; thus, when trade develop-
ments are unsatisfactory, the latter's banking, shipping end insurence busi-
ness with the Latin American partner tend to deteriorate simulteneously.

Also csusing discontinuities in bileteral relztionships is the fact thst the
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bulk of the European country's exports to the partner country is frejuently
effected by only three or four large firms, in recent years sometimes firms
that have established subsidiary manufacturing plants in the Latin American
country. Since a considerable proportion of the direct trade between the
partner countries thus in the hends of & small number of Latin American
exporters and a small number of European exporters, and since furthermore the
two not infrequently are united in one and the same firm, it is relatively
easy for the exchange control authorities both on the Letin American and on
the Buropean side to grant import snd export privileges on a quid pro guo
basis, including a barter or compensation bzsis which links imports and exports
of zpproximately equal essentiality or which serves to offset, and continue
in force, inappropriate prices or exchange rates. Since the criteria for
approval of such deals mey be subject to frequent change, this is an unstable
basis for a high level of trade.

In sddition to these inherent discontinuities in trade snd payments
relations bYetween many peirs of Latin American and European agreement pariners,
there has sometimes been a lack of coordination between trade and exchange
control. authorities on the Burovean side, snd more freguently on the lLatin
American side. Such lack of coordination has been caused to some extent by
long delivery detes on Europesn czpital zoods. And even where there has been
no lack of coordinetion, the Furopean countries have frequently contrected
deliveries of cepital equipment involving large sums and long delivery wperiods
which cennot be altered nor offset by meninulstion of other European exports
if the Latin Americen partner proves to develop & serious bilateral debtor
position. Under vsrious pesyments zgreements, also, Buropean export licensing
policies and Latin American import licensing policies apnarently have not been
sufficiently adjusted in sccordence with developments in bilatersl payments
positions. These fectors crezte & greater likelihood of the development of
the peyments balance getting out of hand.

Changes in official policies are more frequent in Latin America than in
Burope. This is znother fzctor makine for instebility in relations with
payments agreement partners. In Latin Americz, chenges frequently occur in
the buying and selling restes of exXchenge for specific currencies and for
specific goods; quotas and exchenre rates under exchange budgets are likely
to be revised during the yesr; the prescrintion of currency for sales of
specific export commodities is subject to varistion. Also, policies regarding
the permission to sell the Letin Americen partner's products in transit, and
to import a third country!s zoods on a transit besis from agreement partners,
are less enduring than in Europe. All of these are unsettling factors
affecting the smooth functioning of bilateral payments agreements, and, of
course, even more so that of bilateral trade agreements.

A cause of instability, that is due both to general world market conditions
and to institutional fsctors in the Latin American or European partner
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countries, is the fact that some major Latin American exports in principle

are sold only in specific currencies, and. that over-all supply and demand
develovments for these and competing products mey affect the bargaining
position of the producing country to the extent. of changing the prescription
of currency, Thus Chilean nitrates in the early postwar years were sold only
egainst peyment in U.S. dollars, but now they can be obtained for inconver-
tible currencies. In addition the conditions tied to the use of those soft
currency esrnings have shown a tendency to change to the effect that they
must be spent increasingly on imports of a type which Chile considers less
essentizl. Chilean copver has, ever since the war, generally been sold only
in U.5. dollars, but Argentina and the Federal Republic of Germany heve in reee
years been permitted to obtain limited quantities on more fevorasvle terms —
Artentina in exchange for cettle, and Germany egsinst peyment in German agree-
ment dollars. Brazilian coffee similarly was initially to be obtained only
egainst payment in U.S. dollars, whereas now it is aveilable to a2ll payments
agreement partners under the terms of the relevant egreements, and to some
even for certain transit sales to third countries. - Colombia has increasingly
enabled BFuropean countries, which previously had to settle their coffee
purchases in U.S. dollars, to buy coffee under paymenis agreements or under
trade arrangements where the coffee is in effect paid for by additional
exports settled in dollers by Colombia. Cuban sugar until late in 1951 was
sold only for U.S. dollars, but it also has become available to some countries
and in limited quantities sgeinst pesyment in soft currencies. Conversely,
Peruvian cotton could in the past be purchased in sterling by non-sterling,
non-agreement partners, whereas now they have to settle in dollers. It is
clear that the passibility of negotiating on the prescription of currency for
certain Latin Americen countries! mejor exports in itself creates en element
of uncertainty, the suthorities on both sides being more inclined to put off
any drastic measures regarding their bilateral trade, or the negotiation of
new agreements, until there is greater certainty as to those raw materials.

State trading and attempts at state treding in such countries as Argentine
Brazil, Chile, Colombia, Cuba and Mexico have in recent yesrs provided another
element of discontinuity in trade esnd payments with Buropean countries, since
they made those relations more devendent on isolated central decisions affect-
ing a large vroportion of the Latin American partnerls exports.

(e¢) Incentives to retain peyments sereements

Attention has been drawn to the comnlications arising from commodity
arbitrage, other types of trensit trade, and the negotistion of claims under
peyments agreements in the free exchange markets of third countries. The
scope of -these kinds of transactions avvmears to have increased to such an
extent that the measures initially intended in most cases to improve. the
functioning of specific payments agreements may come to be an obstacle to
their operation due to the resulting obscuring of direct trade and payments
relations between some partner countries and of the probable future develop-
ments in those relations. At the seme time, the re-establishment of
commodity markets in Europe, together with the improved dollar position of some
Buropean countries snd the liberalization of dollar imports into those
countries, facilitates access of their importers to many of Latin America's
staple exports, either by buying them in trensit from Furopeen traders asgainst
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payment in inconvertible currencies or by buying them direct in the country
of origin against payment in dollars. Thus & tendency might well develop
for some European countries to do without some of their Letin American pay-
ments agreements, particularly those with countries having relatively few
restrictions on dollar imports end those which, although restricting dollar
imports, have few payments sgreements and consequently do not have a
markedly discriminatory import policy.;/ The termination of certain payments
agreements with countries such as Ecuador and Peru could then be a step
towards the restoration of convertibility on non-resident account by some
Europesn countries which already have made significant progress towards
attaining convertibility on resident account.

As indicated in the Introduction, payments agreements in a world of
inconvertibility serve to allevizte each partner's difficulties in finencing
imports from the other since these no longer need to be settled in convertible
currencies, and for that reason the sgreements at the same time serve to
improve both countries' sales prosvects in each other's merkets. If the
partner countries subsequently reverted to dollar payments, each might be
anxious to run a surplus against the other and therefore restrict its imports
from thet country, so that trade in both directions would fell. = Also, the
existence of & payments agreement frequently makes it possible for one partiner
country to induce the other to take more of its exports, namely by purchasing
first and thus incurring a debtor position which to the second country consti-
tutes an inconvertible claim which it is anxious to liquidate by means of
additional imports. As long as some countries have to restrict their dollar
imports significantly, their trading partners will consequently have an
incentive to sign payments agreements with them, even where such agreements
are unlikely to function smoothly, provided that they value them sufficiently
highly es export markets, and provided thet imports to be obtained under the
terms of such agreements remain attractive as to price, quality, delivery
date, and terms of payment. Since most European countries snd Japan do
consider the River Plate countries and Brezil as valuable export markets,
and since the latter are forced to keep their traditional export outlets in
Europe open, while countries in both groups still maintain significant
restrictions on dollar imports, it is likely that Argentina, Brazil, Parsguay
and Uruguay will continue to finence a significant provortion of their trade
with inconvertible countries under payments agreements. Reference has
alreedy been mede to the possibility that trade under existing Latin Americen
payments agreements may become more concentrated on a few specific payments
agreement pertners, but this need not imoly & reduction in the number of pay-
ments agreements maintained by these four South American countries.

It wes said in the last paragraph that sufficient incentives to enter
into payments sgreements were present only where imports could continue to
;]'Special circimstances, however, may have opvosite effects. Under 2 com-

mercial treaty concluded between Urugusy and Switzerlend in 1938, the for-
mer undertook to license Swiss imvorts equivalent to 85 per cent annually of
Swiss purchases from Uruguay. In order to facilitate the execution of that
commitment, Switzerland in January 1954 made payments to and from Urugusy sub-
Ject to clearing insofar as deliveries of goods originating in the two coun—
tries and the accidental cherges thereon are concerned. Apparently, a substan-
tial proportion of imports of Uruguayan goods into Switzerland had not been
recorded in Uruguayan export statistics as szles to Switzerland due to the
fact that those goods were consigned to European ports or were acquired by
Swiss importers in transit deals.
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‘be obtained on satisfactory terms as to price, quality, etc. = Latin

American countries have had widely divergent experiences in that respect.
Prices peid under payments agreements have usually been higher than those
quoted for the same or similay goods if peyment in dollars was offered.
Dollar countries such as Venezuela have hed the benefit of e wide veariety of
Furopeen dollar export promotion measures, which, together with the compe-
tition: from suppliers in the United States and Cansda,. have led- to. lower
prices, shorter delivery periods, and- better terms of psyment, ‘than obtained

by countries such as Argentina and Brazil, even before many Buropeszn agree~

ment partners sterted restricting their. exports to the latter. On the other
hend, it is difficult to say how these terms would have developed if
Argentina and Brazil hed not.incurred large bilateral arrears, and had not
hed serious inflationery pressures. Also, these' two countries in-1952 and
1953 were able to conclude with peyments agreement partners a number of
complementery trade sgreements which assure deliveries of capital equipment
over periods of various years and thus mey constitute a significant contri-
bution to their development programs. This factor may well prove an
edditional condition in favor of maintaining payments azgreements with over
sees countries viewing Brazil and the River Plate republics as desirsble
export markets.

1t is unlikely, on the other hand, that countries now trsding meinly in
dollars would serve their own interests best by solving their ssles problems
by concluding e significant number of payments agreements. - Those countries

.customerily trade with the United States end other dollar countries to such

an extent that it would be very difficult to build up an exchange control
edministration capable of svoiding the accumulation of inconvertible balances,
or in other ways to induece vrivate imvorters to use up accruing sgreement
currencies. The governments of some of the northern lLatin American countries
have .already experienced difficulties in inducing their immorters to utilize
belances in inconvertible .currencies end have had to awerd public works
contracts to agreement pertners in order to prevent undue accumulstion of such

‘elaims. Also, it would be herd to prevent dollar commodities purchased under

the terms of payments sgreements from being resold to other countries, so

that some potential dollar exnorts to non-sgreement partners are settled in
soft currencies. In that case, a doller commodity might ultimetely be turned
into a soft currency commodity, with & corresponding deterioration of the
currency composition of the exmorting country's balance of psyments and
monetary reserves. - However, some of the smaller Latin American countries
usually running import surnluses with Europe have found that peyments sgree-
ments and, in a few cases, trade agreements, have served to expand the volume

of their trade, and they may for that reason be. anxious to maintain those pacts
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Payments Agreements, Clearing Arrangements and Similar Arrangements
in Force between Latin American Republics and Selected Countries
Outside latin America as at January 31, 1954
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DEVELOPMENTS IN THE U. S. ECONOMY

Introduction - Mr, Young

This spring activity and employment in the U, S. economy
have been a little higher than they were two years ago at the time
this Conference met in Havana, The physical volume of industrial
production--output at factories and mines--has been slightly above
the early 1952 level and the dollar amount of gross national product--
output in all parts of the economy--has been about 5 per cent higher,
running at an annual rate of just under 360 billion dollars. Non-
agricultural employment is at almost exactly the same level as two
years ago.

Prices are also at levels similar to those of early 1952,
Consumer prices for goods and services are a little higher while
wholesale prices of goods are moderately lower,

Altogether production is as large or larger than two years
ago, and the resources of the economy are not so fully employed, as
meanwhile resources have grown considerably. The labor force has
increased, plant capacity has expanded, and output per man-hour has
risen. The number of persons unemployed has increased from about
2 million to about 3.7 million or 6 per cent of the labor force.

The rise in total population meanwhile has been over 5 million, from
157 million to 162 million.

Today's policy problems, then, are different from those
of two years ago although production levels are similar, Policy
problems are greatly different from those of one year ago, when
production was high and there was an upsurge under way in business
activity and in credit demands. Federal Reserve actions then were
aimed to restrain the upsurge and thereby to minimize any later

reaction. Now most observers would regard the immediate obJective of
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stabilization policy as one of active credit ease to cushion current
recession from last year's high levels and to provide a financial
climate favorable to business revival.

Industrial production in liarch was about 10 per cent below
the July 1953 high. In April it apparently declined a little further
but not much. Output of nondurable manufactufes, durable consumer
goods, and minerals has been steady since December, and total
industrial production has declined much less rapidly than in the
second half of last year,

Some analysts are already looking for signs of an end to
the decline, a development which might pave the way for recovery
later this year. Others, taking a more pessimistic view of the
underlying situation, expect only a levelling off or further
declines, Analysts generally are busily studying past periods of
recession to see what clues they can find as to prospects. This
chart shows that the decline in total industrial production so far
has been similar in amount to that after October 19L8 and August
1929 and much less marked than the decline after July 1937. At this
stage, measured by months of decline in 19L9 and 1937 the lowest
point was close at hand and an upturn was soon to follow, whereas in
1930 over two years of further decline lay ahead.

One similarity between this period and 19L9 is that at
both times a shift from inventory accumulation by business to
inventory reduction was an important element in the decline. One
difference is that defense outlays, which rose somewhat in the
19L48-L9 period, have declined considerably since last spring.
Another difference from 19L9 is that prices have genefally continued

stable rather than declining significantly.
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(Retail sales Those expecting an early end to the decline emphasize that
and output)
the inventory situation is more favorable in some respects than a
year ago., This chart shows that the decline in production of
consumer goods has been greater than the decline in retail sales, and
inventories of these goods are not being accumulated as they were
before, Total business inventories of all types of goods have been
declining lately, with marked reductions in durable goods inventories,
as production of such goods has been well below final sales,
(Textiles & More specifically, attention is directed to the sharp
apparel)
declines which occurred in production of some goods such as apparel
and textiles after May last year. These declines, it is said,
brought output to a very low level, quite out of line with final
takings. Despite some recent weakness in textile markets, it is
argued, the next important move must be up rather than dovm.
(Residential The same analysts point to the continued high levels in
and business
construction) construction activity as evidence of basic strength in the economy
and probable general recovery soon. It is part of this position that
fundamentally conditions have been sound right along except for the
excessive accumulation of inventories and that once inventories are
adjusted the economy will be in a position to advance again.
(Security In this view declines in defense outlays since last spring
outlays)
are not regarded as a serious threat to the economy because mean-
while taxes have been reduced and those benefiting from tax
reductions may be expected to spend more for civilian goods and
cervices. In any event, defense outlays continue to be very large,

much larger than in 1949, and the bulk of the reduction indicated in

the January budret estimates may already have been achieved.
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The upward course of stock prices since last September,
despite cdeclining profits, is cited as evidence that economic
rospects are good and that financial and business confidence is
strong. Interpretations differ concerning the importance of actual
and prospective tax reductions and of lower interest rates in
strengthening stock prices.
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Those observers vho expect only a levelling off or further
declines in production believe that inventories, at least of durable
goods, are still very high and that liquidation of inventories will
need to continue for some time to bring stocks into line. They
point out that business stocks of durable goods, although about
1.6 billion dollars below their peak last autumn are still 1.8 billion
or L per cent larger than a year ago when sales were higher and
still rising.

In this general view, the high level of business and other
private construction is regarded as reflecting a lag in response to
an overbuilt situation and to recession elsewhere. It is said that
incentives for business construction have been unusually strong in
recent years as a consequence of the enlarged defense program and
the special tax amortization program. Looking at the detail of
the business construction total, these analysts note that
industrial construction has already declined moderately and that total
business construction is being maintained close to peak levels partly
by a high level of expenditures for commercial construction, now
free from restrictions which earlier held this type of construction

down,
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The decline in defense outlays so far is interpreted as part
of a continuing downward trend--unless the international political
situation worsens--and it is emphasized that total demand in the
economy can be maintained only if other demands expand enough to
offset this decline in defense outlays. It is also noted
that further growth in total demand and production is essential in
an economy in which productivity is increasing rapidly and the

population and labor force are growing.
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Such a quick summary does not do justice to the opposing
views of the current situation. No mention has been made, for
example, of conflicting views on price developrments, or credit
developments,

In the more optimistic view, the important facts about
price developments are that the speculative advance in material
prices in 1950-51 was followed by a corresponding decline and that,
generally speaking, over the past year or more price averages at all
levels have been fairly stable, indicating widespread confidence
and rather well balanced relationships. Despite recession in the
United States, foreign demands have been strong in recent months,
helping to sustain prices of materials. Farm prices, which earlier
had declined sharply, have advanced this year and recently prices
of industrial materials, including steel scrap and nonferrous metals,

have strengthened somewhat.



-6 -

From a less optimistic point of vievr, it is argued that the
limited extent of recent price reductions, at least for finished goods,
has forced larger than necessary declines in production, emplcyment,
and incomes. It is also noted\that some of the recent stability in
prices reflects farm price supports rather than market demand
and that recent strength in nonferrous metal markets has
reflected in part a new program of increased buying for government
stockpile.

(Factory and In deciding how serious current developments actually are

other non-
agricultur- and vhat may need to be done to stimulate activity, the impact of

al employ-

ment) reduced activity on employment and unemployment is one of the most
critical considerations. Declines in employment at factories have
been marked and widespread since July. In non-manufacturing lines
as a group, employment rose until) October and, following later
declines, is now only slightly below a year ago. Mining, trans-
portation, and Federal employment are considerably lower while
State and local government employment is higher.

(Disposable Recession since summer has checked the growth of

income)

disposable income but has not reduced income, owing in part to tax
reductions effective at the beginning of this year and to
increased unemployment benefit payments. Vage and salary receipts
are down considerably from their high last summer, as a result of
reductions in employment and also in hours worked by those

employed, but are only moderately lower than a year ago.
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The variety of economic developments during the past seven
months of recession has been great and this needs to be remembered,
Nevertheless, study of recent changes in broad aggregates, such as
those which comprise the gross product, can be helpful in coming to
an understanding of what is going on. Mr. Garfield, Adviser on
Economic Research in the Division of Research and Statistics,

will begin the analysis along these lines.
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Gross national product--total, inveutory change, and Federal

The current contraction in economic activity is often
referred to as an inventory recession. This table shows why.
In the first quarter of this year, producers and distributors were
liquidating inventories at an estimated annual rate of around
i billion dollars. In the second quarter of last year, inventories
gre being accumulated at a rate of 6 billion. The difference
between +6 and -4 is a decline of 10. The net decline in total
national product is estimated to be only a little larger--12 billion
dollars,

Federal outlays for gonods and services meanwhile decreased
5 billion, reflecting lower security outlays, and certain broad
groups of consumer and producers! outlays also showed a decline of
5 billien. In the same period, increases totaling 8 billion were
shovm, chiefly in outlays for consumer services and State and
local govermment.

Vhile the phrase "inventory recession" is a convenient tag
rather than a precise description, it does call attention to a
major feature of developments which has special implications for the
future. Inventory shifts themselves are short-time moves., If
other demands hold up, producers and distributors after a fairly
short time must increase their takings just to meet current demands

and maintain working stocks.

(Inventories- The inventory situation varies, of course, for different

durable and

nondurable) types of goods, different stages of production and distribution, and
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goods as a whole are showing only moderate change. This is partly
because many producers and distributors dealing in such products
were quite cautious earlier and partly because liquidation of
stocks of some goods, such as textiles, has been offset recently
by accumulation of other products.

Since last September, stocks of durable goods have declined
considerably. The decline started with these stocks at a very

high level, however, ard such stocks are still large,

New orders received by manufacturers of durable goods
declined sharply from last summer to January and then rose somewhat in
February. New orders have been well below sales and consequently
unfilled orders have been declining sharply from their earlier
exceptionally high levels, The decline in new orders for nondurable

goods was much more moderate, with little change in recent months.

VR VA VA
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The decline in Federal outlays for goods and services since
last spring, it may be noted again, was one-half as large as the turn-
about in inventory accumulation. Subject to the usual reservations
concerning international political developments, some further
reductions in :efense outlays are scheduled, chiefly in military
hard goods other than aircraft, ships, and electronic equipment.
Qutlays for farm price support may also be reduced from recent high
levels.

The recent decline in Federal outlays for goods and
services has been in contrast to a small rise in 1949. The current
level of such outlays, of course, is much higher than at that time,

chiefly because of larger defense spending.
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Along with the statement that this is an inventory
recession is often coupled the statement that the decline has not
become cumulative. One meaning of this is that final producer and
consumer demands over-all have not shown important declines
accompanying the reductions in inventory buying and Federal buying,
The situation with regard to these other demands, totaling over 300
billion dollars, will be discussed by Miss Burr, Assistant Director

of the Division of Research and Statistics.
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firose procuct--a start on the other 300 billion

(GNP-all This table suggests that so far changes since last spring

other)
in most broad types of demand, other than inventory and Federal
demands, have been moderate and offsetting. Producers expenditures
for equipment, for example, appear to be down only a little and for
nonresidential construction to be practically unchanged.,

(Farm putput of farm machinery declined sharply during much of

machinery

& tools) 1953 and there were reductions also in output of machine tools and

(Metal fab-

trucks., So far this year there has been some recovery in truck

production and farm machinery output. However, over-all activity
in machinery industries, including ordnance production, has continued

to decline.

The yellow line shows that the recent decline in output of

ricating)
producers durable goods and ordnance as a whole has been similar in
amount, although less proporticnately, than the decline in the
first half of 1949. A large part of the decline this time has
been in output of ordnance, which in 19L9 was rising. It may be noted
that about half of the substantial decline which occurred in output
of producers equipment in the 1949 recession came after producticn
of consumer metal products, shown by the blue line, had begun to
advance again,
S O
(Private Since June of last year, construction for business
business
construc- purposes has shown little change. There has been a moderate decline
tion,line
chart) in industrial construction, a leveling off in construction by public

utilities, and, following further expansion, a leveling off in

commercial building.
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Recent surveys of business spending plans indicate plant and
equipment outlays in 1954 not far below the record level of last year.
Although business volume was declining during the late autumn and
winter months, plans for capital outlays arparently were not reduced.
Maintenance of a high volume of capital outlays reflects marked in-
creases for some industries, such as the automobile industry, which are
largely offsetting reductions by some others, such as the steel
industry.

The volume of capital expenditures depends, of course, on
many considerations, including prospects for profitable use of equip-
ment and ease of financing, While productive capacity in many lines
is more than adequate to meet present reduced demands, many businessmen
are gearing their capital expansion programs to long-run prospects,
which they regard as favorable, Improvements in machinery and plant
design offer many opportunities to lower costs. Ample funds are avail-~
able for investment on attractive terms. Proposed tax changes
involving depreciation allowances and dividend income are aimed to
stimulate investment activity.

Financing of capital outlays by corporations is largely out
of internal funds, amounting last year to two-thirds of outlays for
fixed and working capital purposes. Depreciation allowances have
continued to rise, but retained earnings have declined considerably
from the advanced level of the first half of last year. New capital
issues to obtain outside funds so far this year have been about 15

per cent below a year ago.,
LR R R IR

Altogether, it is evident that the impact of the recession
on capital equipment outlays has been very limited. The same is true
of residential construction, which will be discussed by lir., Wood,

Senior Economist in the Consumer Finances Section of the Division of
Research and Statistics.
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Residential construction

(Private, Frivate residential construction declined somewhat last
business &
residential summer, owing in part to temporary difficulties in obtaining

construc-
tion) advance commitments on mortgages, Toward the end of 1953, however,
there was some pickup and in the first quarter, residential building
was not far below the advanced level of the second quarter of last
year.
(Housing The total of 97,000 housing units started in March
starts,
monthly) represented a seasonal rise from recent months., The liarch total
was somewnet below a year ago because of a reduction in starts on
rublic projects, The number of private starts for the first
quarter was about the same as a year ago and the seasonally adjusted
annual rate was over 1,1 million units,
(Housing Is this rate of housing starts sustainable: Already it
:z%z:sib has continued longer than most observers expected, a fact which

may be taken either as a warning against estimates that are too

low or--since it has continued about as long as the comparable high

level of the 1920'sw-as a warning that a downward adjustment in build-
(Population- ing is possible, One important reason for the sustained advanced
ge1§2§s) level of building has been a continuing rapid rate of increase in

‘populaticn. This rapid increase in population has been unexpected

and very different from developments after the mid-1920's, when the

population increzse slowed down considerably. /fnother reason for

sustained building has been the large decline since the end of the

war in the number of families sharing living quarters with others,
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In recent years the number of households occupying
separate quarters has been increasing at a less rapid rate than
immediately after the war, tending to limit demand. On the other
hand, demand has been incressed by marked changes in living
requirements as the average number of children per family has been
growing and the number of single individuals maintaining separate

quarters has been rising.

(Business Looking back to 1948 we find that residential building
& residen-

tial declined somewhat then but by the middle of 1949 was beginning to
building)

expand, providing a stimulus to recovery. So far this time residential
building has been rather steady. Builders are now optimistic about
the outlook for maintaining a high rate. Consumer buying plans in
195k reported in the Board's Survey of Consumer Finances "suggest that
demands for the year, though below those reported last year, are
still large."
(Mortgage A Federal Heserve survey of lenders and builders earlier
lending)
this year indicated that, with few exceptions, funds were available
for advance commitments as well as for completed mortgages on
terms increasingly favorable to borrowers; that several large
institutional lenders were aggressively seeking mortgage investments;
and that as a result, prices of completed mortgages were rising and
yvields declining., Easing in the mortgage market is making houses
available on the most liberal credit terms since 1950. Applications
for Government-aided loans have been very high in recent weeks.
Current legislative proposals might result in more wide-

spread easing in the mortgage market., We know very little about the
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depth of the market for houses financed with little or no down
payment and maturities running up to 25 or 30 years.
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Next, consideration will be given to consumer demand for

goods and services, This will be discussed by Mr. Trueblood,

Senior Economist in the Business Conditions Section of the Division

of Research and Statistics.
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Consumer goods

(Consumer A downward adjustment has taken place in retail purchases

goods, pro-

duction & of consumer goods from thehigh level of early 1953, but this decline

sales,

repeat) has been considerably less marked than the decline in production.
Purchases of durables have declined more than those of nondurables,
This spring, however, sales of passenger automobiles have chown a
rather marked pickup and sales of household durables have been steady.

(Consumer Auto production declined sharply after mid-1953 but rose

durable

goods) in January and has since been maintained at an advanced rate, Stocks
of new cars increased through early March but more recently have
shown little change. PFProduction for the year as a whole is generally
expected to be moderately below the high level of last year, reflec~
ting a somewhat lower level of sales in the domestic market and less
accumulation of inventory by dealers. The Board's Survey of Consumer
Finances reported that consumers in early 1954 had somewhat fewer
plans to purchase new cars than they had a year ago. FPlans to purchase
used cars were the same as a year ago.

(Used car Used car sales have been large this spring and used car

prices)
stocks have been declining from very high levels. Used car prices,
after allowance for depreciation, have been steady since mid-
December, following a decline of one-fourth from the high of
September 1952,

(Consumer Output of household cdurable goods has tended to stabilize

durable

goods) this year at a level about 25 per cent below the sharply advanced

rate of early 1953. Subsequent declines last year were marked for

all major items and television output dropped about 50 per cent. Most
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recently television output has leveled off. Meanwhile sales of
household durable goods have held relatively steady since autumn and
so far this year have averaged only about 3 per cent below the high
rates of early 1953.

Reflecting some reduction in sales and in the use of credit
to finance purchases made, instalment credit extensions on auto-
mobiles--and also other consumer durable goods--declined after last
spring, allowing for seasonal. Meanwhile repayments, based on
contracts made over many months before, continued to rise. During the
first quarter of this year repayments have exceeded extensions.,

As a consequence of these trends, the expansion in instal-
ment credit outstanding, which had been very rapid in the early
months of 1953, slowed down considerably in the last half of the
year. In the first quarter of this year instglment credit out-
standing showed a decline of 800 million dollars, which was partly
seasonal but was in marked contrast to a rise of 700 million in the
first quarter of last year.

Purchases of consumer nondurable goods, as is usual in a
downturn, have declined much less proportionately than purchases of
durable goods and, as noted earlier, production of such goods has
shown no further decline since December. Consumer demand for
apparel slackened appreciably last autumn from very high levels,
partly as a result of unseasonable weather. Subsequently apparel
sales showed some recovery, Consumer demand for foods has remained
close to record levels and prices of meats and some other foods are

above a year ago. Consumer outlays for services have continued their
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upward trend and in the first quarter were estimated to be at an
annual rate L billion above the second quarter last year,
reflecting in part higher rent payments,

State and local government outlays meanwhile have con-
tinued to rise as capital outlays and operating costs have both
increased further. Further growth in such outlays is generally
expected but opinion is divided as to whether the growth will
continue to be as rapid as in the recent past.

EE S R R T 3

Recent developments in foreign trade and economic

conditions abroad will now be analyzed by Mr. Marget, Director of

the Division of International Finance.
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Forecign Trade and World Economic Conditions

(W. Europe There has been remarkably little evidence of any weakening

industrial

production)of the economic situation abroad. Business activity in Western Europe
has continued to expand., Despite a decline in steel productioh on the
Continent, total industrial output has risen considerably in most of
the European countries. In January and February the level of produc~-
tion was about 7 per cent higher than the year before.

For other areas, there is some evidence of decline in mining
production during the second half of 1953, Otherwise there have been
few signs of recession. In Canada, where industrial production fell
off slightly after the middle of last year, output in January 195L was
about as large as in January 1953,

(U.S. for- Vhile a reduction of United States imports has absorbed some

eign trade)
of the internal impact in the United States of the shift from inventory
accumulation to liquidation, commercial export demand for United States
products has held up fairly well, The foreign trade surplus has
widened by several hundred million dollars since a year ago, tempering
to that extent the net effect of changes in domestic demand upon domestic
production and income,

(U.S. exports, A breakdown of United States exports shows the composite

Canada, Latin

America, influences of demand abroad, of supply conditions abroad, and of the

Other) movement toward liberalization of controls in some countries, While
exports to Canada have fallen off somewhat, exports to Létin America

were larger in the first two months of 195L than a year ago. Sales to

other areas, taken in the aggregate, were virtually unchanged.
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(U.S. exports, Stability in exports over the past year and a half has been the

agricultural

and other) average experience for various types of commodities. Although sales of
wheat have been even smaller in the current crop year than they were the
year before, total agricultural exports appear not to have decreased
significantly. The increase shown for the second half of 1953 was due to
seasonal factors,

(Dollar Prospects for continuing stability in exports can be found in

payments)
the general balance-of-payments situation, Although the flow of dollar
payments to other countries for our imporits of goods has fallen off,
other payments are holding up, Particularly important at the present time
are military expenditures overseas, for maintenance of our forces and for
offshore procurement of equipment to be furnished to other countries.
These military expenditures account for about 2-1/2 billion dollars of
the 1953 payments in the area labeled "services and offshore goods" in
this chart, and they will probably be larger in 1954. The flow of dollar
aid in the form of grants for defense support and for economic and
technical assistance is also expected to be at least as large this year
as in the latter part of 1953. Government loans will be smaller, but the
net outward flow of private U, S. capital will apparently be several
hundred million dollars larger than during 1953.

(Gold and It is becoming clear that problems of dollar shortage are no

ggiéizgs) longer pressing heavily on Western Europe or on the sterling area, as
they were a few years ago. Growth of foreign gold and dollar holdings
is continuing. The total rose by about 2-1/2 billion dollars in 1953, and
by about half a billion in the first quarter of 195L. There will be a

further rise during the remainder of this year,
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The rebuilding of foreign gold reserves and dollar holdings has
in some cases made them adequate for meeting foreseeable contingencies
without resort to trade restriction. In the United Kingdom and the rest
of the sterling area, where internal financial stability has been main-
tained, a real start is being made in opening up markets and relaxing
discriminatory restrictions on trade. The recent abolition of bilateral
sterling accounts and the broadening of transferability of all sterling
outside the dollar area may be regarded as another step in the direction
of fuller convertibility of sterling. And on the continent of Europe
several countries, especially Germany and the Netherlands, have had very
sizeable increases in reserves. Those two countries have recently taken
concrete steps toward dropping some of their controls on trade and
capital movements, and they seem prepared to go a good deal farther along

this line.

(Imports, While foreign demand has caused the volume of U. S. exports to
Europe and
U.S.) up well, the general stability of prices in world commodity markets has

exerted a broader influence, helping to sustain a belief in many quarters
that no serious deflation lies ahead. European demand has provided a
real element of strength in world markets. It is interesting to note, as
this chart shows, that Western Europe imports twice as much from coun-
tries outside BEurope, Canada, and the United States as this country doesj
rising demand and production in Europe can therefore serve, for other
countries, as a powerful offset to a moderate decline in activity in the
United States,
(U.S. imports, Thus, when we turn from considering the impact of external
outside L.A.)
influences upon the United States to glance at the geographical distri-
bution of the impact, upon the rest of the world, of the decline in
Digitized for FRASER
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import purchases by the United States, we are necessarily taking only a
partial view of the economic forces affecting other countries. We have
already noted that Canadian industrial production in January was about the
same as the year before. This means that the impetus of economic develop-
ment in Canada has largely offset the impact of a reduction in U, S.
purchases from Canada. In January and February these imports were about
10 per cent smaller than in the same months of 1953. In this chart we
show moving averages, the latest for Canada being an estimate for
February. In March, according to Canadian statistics already published,
there was a considerable rise.

In Europe, in view of the rise in monetary reserves, internal
policies in most of the countries can now be adjusted to maintain
economic activity without serious risk of upsetting the balance of pay-
ments,

For many of the countries of Asia, Africa and Oceania, import
demand from Europe provides at least a partial offset to the decline in
U. S. imports.

(U.S. imports, This is the case also in Latin America, For a number of Latin
Latin Am.)
American countries the rise in coffee prices and the advance in our
petroleum imports have kept sales to the United States at a high level;
in January and February United States imports from the dollar area coun-
tries, taken as a group, were higher than a year ago. In the case of
Mexico there was a decline of nearly 20 per cent, but it is interesting to
observe that Mexico's total exports to all destinations in January this
year were just about as large as the year before. Among the other coun-

tries, Argentina provides another example of offsetting influences.
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irgentina's sales to the United States were much smaller than in the
early part of 1953, but the total exports of Argentina were much larger
than at that time,
#0303 % % % % H

We now turn to domestic development in the field of credit
and monetary policy. Mr. Koch, Chief of the Banking Section of the
Division of Research and Statistics will review these developments in

concluding this presentation.
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Credit and monetary developments

Recent credit changes contrast sharply with the expansion
of a year ago. Credit outstanding has declined in the areas of short-
term business loans and consumer instalment credit,/£2§%§§t%2§djust-
ments in business inventory holdings and contraction in consumer
outlays for automobiles and other durable goods. Ready availability
of credit has helped to keep the reduction of inventories on an
orderly basis., Placement of capital issues and mortgages, greatly
facilitated by easier credit conditions, has been in large volume,
helping to maintain activity in the capital goods sectors, where the
terms for credit are very important considerations. The larger repay-
ment of bhorrowing by the Federal Government this year than last was
made possible by both a lower volume of expenditures and an increase
in receipts, especially from corporate taxes.

Mortgage extensions have continued in near-record volume,

At the end of 1953 home mortgage debt outstanding, shown on this chart,
was 65 billion dollars, up about 7 billion for the year. Outstanding
mortgage credit of all kinds rose to more than 100 billion dollars,

up 9.5 billion., This increase was larger than in any year except
1950, when the growth in total mortgages outstanding was 10 billion,
Current data in the mortgage credit sector indicate that mortgage
lending has continued active in the first few months of 195L.

The total amount of borrowing in the securities market,
excluding Federal issues, during the first quarter was about as large
as a year ago, although new issues of corporations were down about
15 per cent. Flotations of State and local government securities
for new capital thus far in 1954 have been maintained at a high level
and there have been important World Bank and Canadian issues this

year. The present calendar of offerings suggests that State and
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local government issues will continue large in the months ahead.

The corporate calendar currently seems light.,

(Bank loans Total loans and investments of commercial banks declined
and invest-
ments) moderately and seasonally thus far this year, by about 2 1/2

billion dollars through April. This reduction has been about the same
as that in the comparable months of last year. This year bank

loans and investment in securities other than U. S, Government
securities have shown little change as compared with an increase

last year when private demands for bank credit were very strong.

On the other hand, bank holdings of Government securities have
declined much less this year than last.

(Bank loans) Among the various types of bank loans, loans to business
concerns have declined somevhat more than might have been expected
seasonally. This year's decline, moreover, followed a less than
seasonal increacse in the last half of 1953. Real estate loans at
commercial banks have continued to increase. Bank loans to
consumers, which had leveled beginning in the middle of 1953, have
declined thus far this year, whereas last year they increased
during the comparable period. On the other hand, agricultural
lcans, not shown on the chart, rose sharply through the first
quarter of this year, due largely to bank purchases in February of
an additional 350 million dollars of certificates of interest in
loans on agricultural commodities held by the Commodity Credit
Corporation. In early April, however, 125 million dollars of these

certificates were redeemed by the CCC.
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(Deposits Demand deposit and currency holdings of individuals and

& currency,

unad justed) businesses apparently declined about 7 billion dollars in the first
quarter, slightly less than the usual seasonal decrease. Demand
deposits dropred about seasonally in January and February but some-
what less than seasonally in March. The currency return flow after
Christmas this year has been large, however, and the amount of
currency outside banks has declined somewhat more than is usual at this
season, Time deposits have continued to increase.

(Deposit The rate of turnover of demand deposits in banks outside

turnover)
major financial centers, which rose considerably in the latter part
of 1952, more or less leveled off during 1953 and is currently about
the same as a year ago. It is also interesting that the turnover
rate for demand deposits at banks in leading centers outside New York
City moved upward over postwar years with only a leveling off in 19L9.
The current level is not greatly different from that for the late
1930's., 1In New York City, the rate of turnover of deposits has
increased in recent years to the highest level in over 20 years.

(Reserve Since the end of the year, banks have gained substantial

factors)
reserves through the return flow of currency. Banks.lost some reserves
through further gold outflow early in the year, but recently gold: -
holdings have shovm little change. . The additions to reserve funds
have been largely absorbed by sales and redemptions of Treasury bills
by the Federal Reserve, including those held at the end of the year
under repurchase agreements. Required reserves, however, have declined

as a result of the decrease in deposits. The net effect of these

changes is that bank reserve positions have become increasingly easy.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



(Free
reserves
and bill
yields)

(Money
rates)

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

- 26 =

Recently member bank borrowings from the Federal Reserve Banks have
been averaging less than 200 million dollars and excess reserves
have generally been close to 700 million dollars with free reserves
averaging around 500 million dollars. This is in contrast to the
situation a year ago when borrowings were substantially larger than
excess regerves.

With bank reserves readily available and private short-
term credit demands slack, money market yields decreased sharply
further in early 1954. Since late January the rate on new Treasury
bills has fluctuated around 1 per cent, lower than at any time since
mid-1949, Rates on other short-term Government securities and on
commercial paper also declined further over the first quarter of this
year., In February the Reserve Bank discount rates were reduced from
2 to 1 3/l per cent. The bank lending rate to prime commercial
customers was reduced from 3 1/b to 3 per cent in March. In April,
an additional reduction of 1/l per cent in the discount rate was made
at most of the Reserve Banks. Yields on Treasury bonds have declined
to the lowest levels since early 1951 and those on high-grade municipal
and corporate bonds showed declines through early March. Recently
corporate bond yields have been stable and municipal yields have
risen somewhat, reflecting the large volume of these securities on

dealer shelves and the heavy calendar of offerings.
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Credit and monetary policy

The Federal Reserve policy of credit ease followed since
last summer has contributed to a cushioning of the economic¢ readjust-
ment. In the boom phase of the winter and spring of 1953, credit
restraints helped to discourage speculative excesses, restrain
inventory accumulation, damp down undue expansion in capital goods
expenditures, and encourage saving. Subsequently, credit policy
has helped to encourage business capital outlays, home construction,
and State and local expenditures for construction and other improve-
ments, as is indicated by the sustained if not growing volume of
activity in these areas. Inventory liquidation, moreover, has thus
far been orderly, with no material pressure arising from financing
problems.

While bank credit in recent months has been readily
available, monetary expansion has not continued. The volume of demand
deposits adjusted and currency has more or less leveled off since the
spring of last year, after allowance for usual seasonal changes. Time
deposiﬁs as well as other liquid savings forms, however, have continued
to increase at about the same rate as in 1953. The current slackness
in private demand for bank credit raises a question as to how
monetary growth can be supported in the months ahead so that monetary
developments may tend to cushion economic decline and not accentuate

it.
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Ordinarily the volume of privately-held demand deposits
and currency declines sharply in the first quarter of the year,
levels off in the second quarter, and then increases considerably
in the second half of the year. As we have seen, developments thus
far in 1954 have folloved this pattern. In addition, there has been
a3 continuation of the growth trend for time deposits., If this
growth and the usual seasonal monetary developments are to occur over
the remainder of this year, there will have to be a growth in the
loans and investments of commercial banks of about 7 billion
dollars during this period., Allowing also for some monetary growth
over the year as a whole, the increase in bank credit would have to
be even larger.

The major outlets for credit in 1954 now appear to be in
mortgages and in corporate, State and local government, and Federal
Government securities., The volume of savings flowing to investment
institutions continues large and there is a developing pressure on
savings institutions to keep their funds fully employed. This
pressure is highly desirable in order to help maintain and further
stimulate private and municipal construction, corporate outlays for
plant and equipment, and spending for houses and durable goods by
final consumers. Commercial banks may be expected to compete for a
part of these credits, particularly tax-exempt securities, high-
quality mortgages, and instalment paper. Over the remainder of 195k,
however, the Federal Government now appears to be the major potential

borrower whose demands might be focused on commercial banks.
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To keep monetary developments operating as a positive
sustaining force, with an adequate flow of savings and bank funds
into productive activities, monetary policies are currently being
directed at providing a plentiful supply of bank reserves and
adequate liquidity for banks.

Interest rates have already declined considerably and funds
have become more readily available in markets for long-term as well
as short-term funds, to private as well as government borrowers.

How great the influence of these shifts may be on economic develop-
ments under present circumstances is, of course, difficult to determine
at this time, but there is reason to believe that their influence is
pervasive and powerful.

In conclusion, since the end of last year, as a result of all
the many domestic and international forces operating in the current
situation, the decline in economic activity in the United States has
slowed down, Commodity prices have continued rather stable, with some
advances in basic commodity markets, both for domestic and imported
commodities. Thus, the decline in activity which started last summer
has not developed into any rapid downward spiral, Moreover, in general,
the impact of the decline in activity in the United States on other
countries has been at least offset by other influences abroad, and,
with some exceptions, activity abroad has continued to expand, This
has tended to strengthen world markets. Finally, some domestic develop-
ments now going on, in particular the liquidation of inventories, may
be laying the foundation for recovery and for the renewed growth in
activity which is essential if we are to make full use of our growing
resources in manpower and plant capacity to increase production and

to raise living standards.
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INCOME GROWTH IN THE SOUTHERN UNITED STATES SINCE 1929

AS A MODEL OF ECONOMIC DEVELOPMENT™

I

The Theoretical Pattern of Southern Economic Development

In the world of states existing in various stages of economic devel-
opment, one of our central problems is how to bring the less developed
areas nearer to the level of the more economically advanced nations.
There is a great temptation in mwmodern times to rely upon the state to
achieve macroeconomic effects by using its many powers to encourage or
discourage this or that particular kind of activity in order to promote
economic development. There is particularly the temptation to use the
povers of the central bank for that purpose. Not so long ago, however,
we would have been much more inclined to leave such things to the play of
economic forces operating in the free market; the powers of government
would have been invoked only to the extent necessary to facilitate these

ad justments.

l‘I‘he opinions presented in this paper are those of the author and
do not necessarily represent the views of the Federal Reserve Bank of
Atlanta. The author has attempted to synthesize some of the results of
the regional research program carried on at the Federal Reserve Bank of
Atlanta for several years and is consequently indebted to the many per-
sons who have taken part in this program. For suggestions and criticism,
he is especially indebted to Dr. E. L. Rauber, Vice President and Director
of Research, and Dr. A. H. Kantner, Agricultural Economist. W. M. Davis
of the Research staff assisted with the compilation of the data.

http://fraser.stlouisfed.org/
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Some persons, of course, often state that the real economic world
never was, or no longer is, of such a nature that the proper adjustments
could be made through the interplay of the free forces of the market. In
this paper I would like to suggest, however, that perhaps this is still
the best way to approach many of our current problems of economic devel-
cpment. I am going to illustrate my thesis with the experience of the
southeastern part of the United States and the way it has achieved its
present status, for I think it is a particularly good example of the
realization of expectations under the assumptions of neo-classical eco-
nomic theory. Except for the years of the Civil War, the South was never
a8 nation in itself and, therefore, could not attempt to further its own
development by the use of powers available to a central government. It
had to rely, by and large, on the relative mobility of the factors of pro-
duction in their search for those employments that would raise the mar-
ginal productivity of labor and capital to a level comparable to that of
the nation at large.

For many years, the South was a low income area that seemingly had
been by-passed in the progress taking place in most of the United States.
As late as 1920, per-capita income in the Southern states was less than
half, 45 percent to be exact, of the per-capita income in the rest of the

United States.® Even in the relatively prosperous 1920's the South did

2Estimate derived from data in Maurice Leven, Income in the Various
States, (New York, 1925).
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not better its comparative economic position, and in 1929, when general
prosperity characterized the American economy, it still retained the same
income standing as in 1920.

During the last gquarter of a century or so, however, when incomes
throughout the nation have expanded substantially, the rate of growth in
the South has been particularly striking. A comparison between 1929 and
1952, two years of relatively high income for the nation, indicates the
magnitude of the change.3 In 1929, per-capita Southern income, measured
in dollars of 1947-49 purchasing power, amounted to $L469. By 1952, the
comparable per-capita figure had risen to $988. In this process of
growth, which was achieved during a period when the South's population
expanded by more than 25 percent, per-capita income had risen to an
amount almost two-thirds as great as that of the rest of the nation.

The conclusion that this income growth resulted not from the execu-
tion of a preconceived plan drawn-up by the Government, but from such ad-
Justments in factor use as would be expected under conditions set forth
in neo-classical analysis, may be surprising to some, whereas to others
it may seem naive. Many persons are of the contrary opinion that Govern-

ment-sponsored projects had primary rather than incidental effects in

3U. S. Department of Commerce, Office of Business Economics. The
annual estimates of income payments to individuals begin with 1929. "In-
come payments to individuals" differs somewhat from "national income" and,
in general, the dollar totals for the former are slightly lower. Unless
otherwise noted, "income payments to individuals" are used in this paper.
Wherever possible, comparisons are made with 1929 in order to eliminate,
to some extent, the bias of the depression of the 1930's upon long-term
comparisons.
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promoting this development. Perhaps this can be attributed to the pub-
licity given to such programs as the TVA and other public power projects,
the Federal Government's agricultural program, planning activities of the
early 1930's, special inducements such as tax exemptions to attract in-
dustry to the South, municipally financed plant facilities, and other pro-
motional devices. Yet a careful exawination of the process of the South's
income growth reveals that these special devices were not forceful enocugh
to have initiated the broad changes necessary for such expansion. 1In

some cases these special devices may have actually been a hindrance rather
than a help.

The thesis of this paper can be better understood if it is prefaced
by a short description of the physical and economic features of the South
before the period of recent growth. We shall find that income in the
South, at least theoretically, could have been increased by correcting the
malad justment of factor or resource use within the South and between the
South and the rest of the United States. That adjustments strong enough
to raise the comparative income level of the South did not occur before
can be explained by the fundamental barriers to the free flow of resources
from one use to another. Examination of some of the major changes occur-
ring in the South, often obscured by less important but more dramatic
developments, will show that removing these barriers, to some extent by
governmental action, resulted ultimately in economic development through

resource adJjustment.

Federal Reserve Bank of St. Louis
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Physical and Economic Character of the Southeastern United States

In recent years, the South, insofar as it can be considered a dis-
tinct region, has been defined as an area including eleven southeastern
states with many economic and social characteristics in common.h Thé
states of Virginia, Kentucky, and Arkansas lie farthest to the north.

The western boundaries of Arkansas and Louisiana serve as its boundary to
the west, and the Gulf of Mexico and the Atlantic Ocean set its southern
and eastern boundaries.’ The area thus excludes some parts of the United
States below the historical Mason-Dixon Line that now have more charac-
teristics in ccmmon with the states of the Northeast. It also excludes
Texas and Oklahoma, which are included in the Southwest.

The South covers approximately 537,000 square miles, about equal to
the area of either Peru or Bolivia or about two-thirds that of Mexico.

Its area is about one-fifth greater than Columbia's, over twice as large

hIncluding the states of Alabama, Arkansas, Florida, Georgla, Ken-
tucky, Louisiana, Mississippi, North Carolina, South Carolina, Tennessee,
and Virginia. The basis upon which these states were included in the
South are described in H. W. Odum, Southern Regions of the United States
(Chapel Hill, 1936). The words South and Southeast are used interchange-
ably in this paper.

5Four Federal Reserve Banks have major portions of their territories
in the South. The Federal Reserve Bank of Atlanta, however, is the only
Bank whose territory is entirely within the South as defined in this paper.
It serves Alabama, Florida, and Georgia, the southern halves of Louisiana
and Mississippi, and the easwern two-thirds of Tennesses, which area con-
tains about half the population of tce Scuth. The southern states served
by the Richwond Bank include North Carolina, South Carolina, and Virginia.
The St. Louis Bank serves the parts of Miszissippi and Tennessee not in-
cluded in the Atlanta District, Arkansas, and part of Kentucky. The Dallas
District serves part of Louisiana. In addition, part of the Cleveland Dis-
trict is in Kentucky.

Federal Reserve Bank of St. Louis
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as Chile's, and about one-half as great as Argentina's. In 1930, there
were approximately 25.5 million persons living in the region, a number
almost equal to the present population of Mexico. Approximately a fourth
of the population in the South was of the colored race.

Much of the northern section of the South is mountainous, although
rarely do the mountains reach 5,000 feet above sea level. These mountains
are covered by trees and other vegetation. Closer to the sea, the moun-
tains give way to rolling hills and eventually to the coastal plains.
Aside from the coastal plains, the area along the lower Mississippi
River constitutes the only extended level area in the South.

The region for the most part has short, mild winters and long, warm
summers. Rainfall is abundant in most areas, varying from 40 to 60
inches a year. Egpecially heavy rainfall in the mountain areas furnishes
water for the South's many rivers. As a result of the mountainous charac-
ter of the region, there are numerous sites for the development of hydro-
electric power plants.

Over half the land in the South is forest land. Although practically
all the original forests have been cut, the rate of annual growth is high
and the original forests have been replaced by second-growth pine and
hardwoods. Cultivated soils are inferior to those of the Middle West
and are subject to extensive erosion unless protected by special prac-
tices. Because of either lack of original fertility or its exhaustion,

Southern agriculture requires large amounts of commercial fertilizers.

Federal Reserve Bank of St. Louis



In certain sections, particularly Kentucky, Tennessee, and Alabama,
there are sizable reserves of coal and iron ore, although the iron ore is
somewhat inferior to that of some other parts of the United States and
mining it is more expensive. In Florida and Tennessee there are exten-
sive reserves of phosphate rock. Petroleum and natural gas are found in
Louisiana, Mississippi, and to a lesser extent in Alabama. Total petro-
leum production amounted to 321 million barrels in 1952, approximately
half that of Venezuela.

Thus, the South has some economic advantages in its climate and
natural resources. Generally, it could not be classified as an undevel-
oped area with large tracts of vacant land available for exploitation by
agriculture or unexplored mineral resources. Natural resources are more
abundant than in some other parts of the United States and certainly more
abundant than in many other nations of the world. Rather than being classi-
fied as an undeveloped country in the sense that its resources have not
been exploited, it should probably be characterized as an under-developed
country in the sense that its resources have not been utilized to optimum
capacity.

From the standpoint of the pattern of its income sources and resource
use, the South had in the early part of this century many of the charac-
teristics of so-called under-developed areas with low incomes. However,
even in 1938 when President Roosevelt characterized the South as “"The
Nation's Number One Economic Problem," per-capita income was not as low

in comparison with the rest of the world as had sometimes been assumed.
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Despite the unreliability of income statistics in international comparisons,
it is probably safe to conclude that the South apparently had a per-capita
income about equal to that of France, Belgium, or the Netherlands in
Europe, and higher than that of any other nation in the Americas except
Canada, which it closely approached.6

Yet in comparison with the rest of the United States, the under-
developed character of the South's economy was striking. It was predom-
inantly a rural area. Although the proportion of its population living
in cities was increasing slowly, 70 percent of its population in 1930
still lived in rural areas, whereas in the rest of the United States 67
percent of the population lived in urban areas. Thirty-eight percent of
its population was engaged in productive economic activity compared with
40 percent for the nation. (See Table I.) The birth rate was higher
than in other sections of the country, and, as a result, a larger propor-
tion of its population was in the lower and economically unproductive age
group.

The most important single source of income in the South was agricul-
ture, with farm income derived chiefly from two cash export crops--cotton
and tobacco--which together accounted for approximately two-thirds of
total cash receipts. The region was a deficit area so far as grains and

many foods were concermed. Agriculture was carried on by a labor force

6
W. S. Woytinsky, World Population and Production {New York, 1953),

pp. 389-96.
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TABLE I

ECONCMICALLY ACTIVE POPULATION
UNITED STATES AND SELECTED COUNTRIES

Percentage of Economically Active Population Employed In

Percent of Agriculture Censtruction
Total Pop. Forestry Manufac- Transportation Com-
Year Econ. Active Fishing Mining turing Communication merce Other
United States
Southeastern States 1920 37 52 2 1k 9 6 17
1930 38 Lk 2 15 10 8 21
1940 33 35 2 17 10 12 23
1950 35 .23 2 20 12 16 27
All Other States 1920 Lo 20 3 30 12 10 25
1530 4o 16 3 25 15 14 27
1940 35 14 2 25 12 18 29
1950 38 10 2 27 1k 19 28
Canada 1948 37 26 2 26 14 16 16
Argentina 1945 39 26 1 23 12 13 25
Chile 1948 39 3k 4 18 7 9 28
Peru 1947 36 62 2 18 2 5 11
India 1948-49 39 63 1 13 2 6 10
Denmark 1948 Ll 29 28 13 14 16
France 1946 51 36 2 23 11 9 19
Greece 1946 33 A1 1 6 5 14 13
Italy 1048 42 48 1 21 6 10 1k
United Kingdom 1949 L5 5 L 38 19 12 22

Source: Derived from United Nations, Netionsl Income and Its Distribution in Under-Developed Countries,
P 6, and U. S. Census, Characteristics of the Pcpulation. Census classifications for 1920 and
1930 have been adjusted to improve comparability. Because of differences in classification,
comparability between areas is subject Lo limitations.
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considered excessive, on numerous small holdings, with less than optimum
capital, and by methods leading to depletion of fertility and soil ero-
sion. As a result, per-capita farm income in the South was only 60
percent as great as that on farms throughout the United States and only
37 percent as great as the per-capita income of all persons living in
the United States.! The problem of Southern poverty, therefore, was in
reality that of the poverty of Southern farmers.8
The economic problems of Southern agriculture were of long-standing.
During the early colonial period, world demands for cotton and tobacco
and the South's warm climate made it very profitable to produce these
crops under a plantation system that employed slave labor. Under the old
plantation system, production was, it has been said, an uneconomic com-
bination of land and resources because it was an intensive type of opera-
tion at a time when land was abundant and extensive operations, theoreti-
cally, would appear to be most suitable. The costs of this inefficient
type of producticn, however, could be shifted to slave labor in the form
of a subsistence standard of living, and to the land in the form of the

exhaustion of fertility.

7

C. T. Taylor, "Some Economic Consequences of Federal Aid and Sub-
sidies to Southern Agriculture," Southern Economic Journal, XIV (1947),
pp. 62-72.

Earle L. Rauber, "Low Income Groups in Southern Agriculture,"
Agricultural Ad justment and Income, Postwar Economic Studies, No. 2,
Board of Governors, (Washington, 1945).
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Most of the capital of plantation owners was in slave labor. After
slavery was abolished the planters had no capital except land. Freed
slave labor was relatively immobile and therefore cheap, and capital to
develop a more extensive type of agriculture was lacking. A system of
small tenant holdings was instituted and cotton and tobacco production
continued.

Around the turn of the century, the structure of Southern agricul-
ture, thus, was about the same as it had always been.? Some industrial-
ization had taken place in the area, but a smaller proportion of total
income was derived from manufacturing and other non-agricultural activities
than was true in other parts of the country. By 1930, such manufacturing
as had developed was concentrated in those types of industry requiring
relatively small amounts of capital per worker, such as textiles, lumber,
and food processing. The greater part of Southern industrial production
was sold on markets in other parts of the United States or in foreign
countries rather than for local consumption. Value added per worker in
1929 in the South was only 69 percent of that in the country as a whole,
and wages averaged only 65 percent as much as they did throughout the

United States.lo

9Ibid.

10
R. B. Vance, All These People, (Chapel Hill, 1945), pp. 248-317.
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Further evidence of the scarcity of capital during the first quarter

of the century was reflected in the relative standing of the region's
inancial institutions. The region was served by a network of commercial

banks and after 1914 by the facilities of the Federal Reserve System.
Commercial bank deposits, however, averaged only $127 per capita in 1930,
compared with $516 elsewhere in the United States. Commercial banks,
the chief source of short-term working capital for agriculture and busi-
ness, made a larger proportion of their total loans to farmers and to
small businesses than banks elsewhere, but they extended little long-term
credit. The relative scarcity of capital was reflected in a higher in-
terest rate paid on loans .1l

The most obvious reason for the low per-capita financial resources
was the low income level. As is common with low income receivers,
Southerners had a high marginal propensity to consume and a low marginal
propensity to save. Savings in the form of insurance and various types
of investments were likely to flow to the large financial centers outside
the South since there were no highly organized money market centers within
the region. Moreover, it has been contended that companies with head-
quarters elsewhere controlled many of the manufacturing plants in the area

and kept minimum balances in the South's commercial banks.

1For a discussion of the financial structure of the South see
C. B. Hoover and B. U. Ratchford, Economic Resources and Policies of
the South, (New York, 1951, chap. VII), and J. B. McFerrin, "Resources
for F1nanc1ng Industry in the South," Scuthern Economic Journal, XIV
(1947), pp. 62-T2.
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The effect of this outflow of capital has often been exaggerated.
If the financial structure of the South channeled savings out of the re-
gion, the machinery also existed for drawing funds from areas where
capital was more abundant. The establishment of the Federal Reserve
System in 1914 did not perhaps create the regional capital warkets as
was intended. It did, however, facilitate the transfer of funds between
regions and establish close contacts between commercial banks in the South
and those in other parts of the country. Investment markets capable of
handling small municipal security issues existed on an informal basis and
the participation of Southern investment dealers with northern investment
houses in underwriting security issues undoubtedly facilitated the trans-
fer of funds into the area.l2

The South's economy, like those in other countries based upon the
production of agricultural commodities for which there is a relatively
inelastic demand in the world market, was particularly vulnerable to de-
clining business activity in this country and in cther parts of the world.
For example, in 1920 when the price of cotton fell from 45 cents to about
15 cents, the prices of commodities bought from other sections of the
United States did not fall proportionately. As a result, funds went out
of the region in substantial quantities. In the Atlanta Federal Reserve

District, commercial bank deposits in that year declined almost 20 percent,

12
C. T. Taylor, "The District's Growing Investment Market," Monthly
Review, Federal Reserve Bank of Atlanta, /Cited hereafter as MR, FRB
Atlenta/, (Nov. 1950), pp. 105-103.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



~1he

but for the United States as a whole they changed little. Per-capita in-
come in the South declined T percent, whereas in the rest of the nation
it increased 10 percent.13 Because there were no obstacles to the free
flow of goods and funds between the South and other sections, there was
no formal balance of payments difficulty or "dollar gap" during such
periods. There were, however, serious deflationary consequences. One of

these was the wave of commercial bank failures during periods of depression.

ITI

Ma jor Features of Income Growth, 1929-1952

Such was the picture of the Southern economy before 1930. It was,
of course, an economy that would yield low incomes to most of those liv-
ing in the area. It was not, however, very different from the kind of
economic structure that would be expected in an area where capital vas
scarce. Since labor was relatively abundant, the types of agriculture
practiced utilized large gquantities of labor. Capital in manufacturing
was economized by investment in those types of industry that required
little capital per worker. With the existing stock of capital and the
relative abundance of labor, the production pattern was probably the most

economical one. Low incomes, of course, accompanied this type of

‘3For a discussion of the "sensitivity" of deposits in one section
of the South see T. R. Atkinson, "Fluctuations of Member Bank Deposits,"
op. cit., (May 1953), pp. 2-3, and C. T. Taylor, "Deposit Growth at
Sixth District Banks," op. cit., (1950) various issues.
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production, but it is doubtful if total income would have been higher if
the available capital had been employed in enterprises requiring large
amounts of capital in relation to the labor force.

The prescription for raising Southern incomes under these conditions
in terms of neo-classical economics appears fairly simple. It could be
accomplished by a migration of labor to other areas and by an inflow of
capital into the region. Expansion of capital in the South would make
possible a reallocation of the factors of production within the region
until the marginal productivity of land, labor, and capital was equal
within the South. Total income would consequently rise.

Under existing conditions, the pattern of economic development result-
ing from the free flow of private investment capital in the Bouth would be
somevhat as follows. Until labor became relatively scarce, private in-
vestors would continue to direct capital toward enterprises low in ratios
of capital to labor. Greater returns to labor in non-agricultural produc-
tion would tend to shift production toward those types using less labor in
relation to capital; capital in turn would be attracted to agriculture.

As labor became relatively scarcer, the pattern of industrial development
would shift toward industries using larger amounts of capital per worker.
In the process, the general level of productivity would increase, and in-
comes would expand. With the resulting growth in purchasing power would
come a development in what are sometimes called the tertiary types of
industries such as trade and services.

That, in general, such changes have occurred in the South is in-

dicated by broad measures. Although between 1929 and the present the rate
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of growth in income has not been uniform from year to year, the magnitude
of the changes in the region's economic structure can best be appreciated
by comparisons for the whole period. Comparisons are, of course, limited

to those years for which statistical data are available.

TABLE II

PER-CAPITA INCOME PAYMENTS TO INDIVIDUALS
IN THE SOUT{INAST, SELECTED YEARS

Dollars of Ratio of
Current 1947-49 Per-Capita Income
Year Dollars Purchasing Power® to Rest of U. S.
1929 34k 469 45
1930 279 391 k1
1934 239 418 52
1940 322 538 50
1945 803 10k4k 62
1947 88k 926 60
1952 1121 988 63

*Adjusted by use of Consumers Price Index.

Source: Derived from estimates of state income payments
to individuals, U. S. Department of Commerce,

As would be expected under the conditions set forth and with no legal
barriers to migration, labor migrated from the low income agricultural
areas of the South toward more lucrative employment in the urban areas of
the South as well as of other parts of the United States. Between 1930
and 1940, migration from the South was at a rate of less than one percent
of the 1930 population, but between 1940 and 1950 Southerners left the

South at the rate of 7 percent of the 1940 population.
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Although many persons moved to urban areas between 1930 and 1950, in
the latter year 60 percent of the population still lived in rural areas.
However, many were no longer dependent on agriculture for income. Out of
every 100 workers, only 23 worked in agriculture, forestry, or fishing,
compared with Ll twenty years earlier. In other words, by 1950 labor had
moved from low-productivity and low-income occupations to those of higher
productivity and higher income until 76 percent of the workers were en-
gaged in non-agricultural endeavors.

The effects on the reglon's agriculture were striking. Typical of
the South is the Sixth Federal Reserve District, or the Atlanta District,
where there were almost a fifth fewer people on farms in 1950 than in 1930.
With farm labor less abundant, the type of production changed drastically.
Eight million acres of cotton were harvested in 1950 instead of the 1k
million harvested in 1920, but yields had increased from 184 to 262 pounds
per acre. Cash receipts from livestock, which had been less than half as
important as receipts from cotton in 1920, surpassed cotton in importance
in 1950. Farm income, in dollars of comstant purchasing power, increased
a third, but because fewer persons were left on the farms to share it,
per-capita income expanded about two-thirds. One indication of the growth
in capital investment is the increase from 33,000 tractors in 1930 to

276,000 1in 1950.3%4

14
A description of agricultural changes in the Atlanta Federal Re-~
serve District is found in W. B. Davis, Sixth District Agriculture:
Facilities, Output, Income, and Debt; Federal Reserve Bank of Atlanta
(1953).
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In passing, it may be well to point out that by the end of World War
II, the so-called "revolution" in Southern agriculture was over. But by
this time, agriculture had adapted itself to the changed market conditions
and to the reduced labor supply with the result that per-capita farm in-
come in general was above that of the prewar years. Total agricultural
income, however, has not expanded further in the postwar period. But
production practices have continued to change, and agriculture has con-
tributed indirectly to income growth by permanently freeing labor to other
types of productive activity.

As great or greater changes occurred in the structure of the South's
non-agricultural economy. Non-agricultural sources of income had in-
creased in relative importance from less than 80 percent of total income
to about 90 percent. The growth in income from manufacturing, although
exceeded by the growth in income from other sources, perhaps serves as
the most evident illustration of the evolutionary changes accompanying
increased private capital investment.

Manufacturing payrolls in 1952 in the Southeast were over five times
as great as in 1929. The greater part of the changes in manufacturing,
however, took place after 1939. The South's manufacturing, we have seen,
was heavily concentrated in those types requiring low capital investment
per worker such as textiles, lumber, and food processing. During the
earlier part of the period of investment, new capital iﬂvestment continued
to flow toward these types of enterprises. Although data on actual capi-

tal expenditures are not available, employment figures for 1939 show that
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in that part of the South included in the Atlanta Federal Reserve Dis-
trict these three major types of manufacturing were employing 60 percent

of the manufacturing workers.

TABLE III
EMPLOYMENT BY TYPES IN 1939, 1947, and 1953
ATLANTA FEDERAL RESERVE DISTRICT

Percent of Total Percentage Change
1939 1947 1953 1939-47 1947-53

Apparel 8 T 9 + 42 + 50
Chemicals 6 i 8 + 53 + 16
Fabricated Metals 3 3 L + 71 + 58
Food 11 12 12 + 47 + 8
Lumber & Wood Products 21 22 17 + 46 - 1
Paper & Allied Products L 4 5 + 76 + 51
Primary Metals 6 6 5 + 56 0
Textiles 28 19 17 + 18 - 2
Transportation Equipment 1 L 5 +306 + 17
All Other 12 16 18 + 65 + 25

All Types 100 100 100 + 49 + 12

Source: 1939: U. S. Census of Manufactures; 1947 and
1953: U. S. Bureau of Labor Statistics.

The production program of World War II did not, as we shall see later,
result in many lasting capital investments in Southern manufacturing.
Nevertheless, both employment data for 1947 and investment data for the
same year indicate a gradual shift toward manufacturing using more capi-

tal in relation to labor. According to the United States Census of Manu-

factures for 1947, two-fifths of the 410 million dollars spent for new

manufacturing plant or equipment in the states included in the Atlanta
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Federal Reserve District was in textiles, lumber, and food processing
plants. There were, however, important expenditures made for chemical
plants, pulp and paper mills, and primary and fabricated metals plants

that require large amounts of invested capital per worker.

TABLE IV

EXPENDITURES FOR NEW PLANT AND EQUIPMENT
ATLANTA FEDERAL RESERVE DISTRICT

Percent of Total Expenditures

Iype 18T 1952-53
Textiles & Apparel 4.0 .7
Lumber & Wood Products 8.4 3.6
Food & Kindred Products 15.5 1.9
Chemicals & Petroleum Products 22.0 b7.6
Primary & Fabricated Metals 9.9 13.0
Paper & Allied Products 14.3 8.8
Machinery 2.2 8.6
All Other 13.7 11.8

Total 100.0 100.0

Sources: 1947: Actual expenditures for new plant and
equipment reported in U. S. Census of Manufac-
tures.

19652-53: Announcements of plant expansions as
tabulated by Federal Reserve Bank of Atlanta.

In the later part of the postwar period, investment in those types of
manufacturing requiring large amounts of fixed capital per worker have
predominated. Lacking official data on a regional basis, a tabulation of
expenditures announced for the Atlanta Pederal Reserve District states may

be considered typical. Plans for plant expansions or new plants announced
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in 1952 and 1953 indicate that less than 10 percent of the total $751,000,000
for such expenditures was to be made in textile, lumber, and food process-
ing manufacturing. About half of the expenditures were to be made in
chemicals and petroleum products plants and most of the remainder in pulp

and paper, metals, machinery, and other types of manufacturing plants that
use large amounts of fixed capital per worker. The effect of this new

type of plant investment cannot yet be fully observed because all the new
facilities have not yet come into production. Employment changes by type

of manufacturing between 1947 and 1953, however, give some indication of

the changed pattern of investnent.

Measured by the number of workers employed, the South's two most im-
portant manufacturing industries, textiles and lunmber, have contributed
little or nothing to over-all industrial expansion in the postwar period.
New textile plants erected in the postwar period resulted in no net addi-
tion to employment although they probably prevented employment of textile
workers frcom declining as much as it did throughout the rest of the
United States. In the case of lumber manufacturing, in the Atlanta Fed-
eral Reserve District 15 percent fewer persons were employed in that in-
dustry in 1953 than in 1947. Merely to replace the jobs lost in textiles
and lumbering between 1947 and 1953 required new jobs equivalent to almost
10 percent of total manufacturing employment at the earlier date.

With income increasing, as has been noted, we would expect to find a
greater proportion of the working population devoting its energies to what

have sometimes been called the tertiary types of economic activities, such
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as trade, services, construction, and government service. Such a shift
has characterized Southern economic development. Between 1930 and 1950,
the proportion of the working population engaged in activities other than
agriculture, manufacturing, and mining increased from 39 percent of the
total to 57 percent. These activities, in fact, have been of greater im-
portance as a source of increased income than manufacturing itself al-
though, of course, their growth may have resulted in part from the income

arising out of manufacturing. (See Table V.)

IV

Removal of Barriers to Resource Adjustment

Evidence that income growth in the South has resulted from major
shifts in resource use, most of them involving substantial capital invest-
ment, is impressive. This evidence, however, does not explain why similar
changes d4id not occur before, nor what brought about the changes in the
recent periéd of economic development. To answer these questions we must
get behind the aggregate figures. It will be found that there were
serious impediments or barriers to the resource adjustments required for
raising income and that breaking down these barriers, in some cases over
a course of many years, accounts to a major extent for the recent rapid
economic development in the South.

These barriers to economic development may be conveniently grouped
into four major categories. (1) There were the factors leading to im-
mobility of labor. (2) There was a lack of entrepreneurial talent.

(3) There was a deficiency of what has now become known as "social
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TABLE V

INCOME PAYMENTS TO INDIVIDUALS IN THE SOUTHEAST

BY SOURCE
Percent of
Components as Percent of Totals Percentage Change Total Change
1929 1946 1ch7 1950 1952 1929-52 1947-52 1947-52
Agricultural Income 21 15 16 13 12 +131 - 1 - .2
Manufacturing Payrolls 14 17 17 17 18 +411 + 50 +20.5
Trade and Service Income 25 25 25 25 25 +318 + 37 +22.8
Government, Income Payments 9 22 21 21 20 +895 + 63 +26.5
All Other Sources 31 21 25 25 25 +237 + 55 +30.4
Total 100 1C0 100 100 100 +317 + Lo 100.0

Source: Derived from U. S. Department of Commerce estimates of income payments to
individuals by states.
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overhead capital." (L) Partly as a result of these conditions within the
South but largely as a result of economic opportunities in other areas,
the opportunity cost of investments in the South to capitalists in other
areas prevented the flow of capital into the area. These major barriers
will be discussed in more detail.

The chief factors that contributed to the immobility of labor in the
South was the low level of general education and lack of industrial ex-
perience and the limited spread of the knowledge of improved agricultural
techniques. As a rule, mobility of labor increases with a rising level of
education. The reasons for this are obvious. Education itself brings
with it a desire for self-improvement and an awareness of economic op-
portunities. But of equal importance is that economic opportunities in
modern industry in general are open only to those who possess at least the
rudimentary skills of writing and reading.

For many years, the South's general level of public education was
notoriously low.15 At the turn of the century, for example, only two-
thirds of the children of school age were attending school, and then only
for an average of two months out of each year. As a result, a large pro-
portion of the working population, especially in the rural areas, lacked

even the most elementary type of educational preparation. As late as

15The data and the analysis that follow are taken principally from

an article published by the writer, "Education as an Investment in Sixth
District Economic Progress," MR, FRB Atlanta, (1946), pp. 93-97, and from
an address delivered before the Southwide Education Conference of the
Southern Association of Science and Industry, Asheville, North Carolina

in 1947.
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1920, the illiteracy rate in the South was twice that of the nation. This
prevented not only the absorption of many workers into industry but also
the application of improved techniques in agriculture.

Education in the South, as in other parts of the United States, is
financed almost entirely by state and local governments. Since Southern
states were hindered by lack of funds, it would have been understandable
if they had kept the expenditures for public education to a minimum. On
the contrary, however, Southerners shared the universal faith of most
Americans in the benefits of public education. As a consequence, they
taxed themselves more heavily in relation to their incomes and spent a
larger proportion of their public revenues for education than the more
wealthy states in other parts of the country.l6

Educating a population is a slow process. By 1910, however, T70.3
percent of the Southern children between five and seven years of age were
enrolled in school. In 1920 and 1930 the figures had increased to 77.5
and 82.3 percent, respectively. At present, the quality of Southern educa-
tlon is still below that of many other parts of the United States, but at
least the minimum elementary and high school education is available for

all, and practically all children of school age are attending school. The

benefits of this investment in education, however, were not realized until

16In 1929-30, for example, throughout the United States as a whole,

$2.30 out of every $100 was spent for education; in the South, $2.70:
Eli Ginzberg and D. W. Bray, The Uneducated, New York (1953), p. 180.
See alsc C. H. Taber, A Decade of State Tax Revenues, MR, FRB Atlanta
(1951), pp. 101-105.
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about twenty-five years ago.l7 The result has been the removal of one of
the chief factors contributing to the immobility of labor.

Considering the South's educational level as it was early in the cen-
tury, the industrial development of that time had many points in its favor
as a means of training workers in industrial discipline. Even today, the
textile industry, for example, does not have high educational standards
for its workers. Although the productivity of each worker was lower than
in one using more capital, this industry trained many workers in indus-
trial disciplines and equipped them with basic skills that could be trans-
ferred to more complex types of production.

Basically, lack of education, broadly defined, also contributed to
the immobility of labor in agriculture since workers with little or no
education could carry on only the traditional types of agriculture. The
diffusion of agricultural knowledge that resulted in greater mobility of
agricultural labor began early in this century.18

The Southern states, along with states in other parts of this nsatiom,

had set up land grant colleges of agriculture with Federal aild during the

17Ginzberg, writing of present conditions, says, "The striking rise
of the educational level in the South during the past several decades has
made it possible for an industrialist establishing a plant below the
Mason-Dixon Line to anticipate that his employees will be basically
literate (op. cit., p. 136)....Employers are able to set rather high
educational requirements and expect them to be met," p. 151.

18This summary of the development of the agricultural extension ser-

vice was prepared by A. H. Kantner, Agricultural Economist, Federal Re-
serve Bank of Atlanta.
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last half of the nineteenth century and initiated agricultural research.
The impact of the boll weevil on cotton growing emphasized the need for
carrying the results of the research to Southern farmers. Soon after the
turn of the century, Seaman A. Knapp of the United States Department of
Agriculture was sent to the South to establish demonstration farms in
areas infested with the boll weevil, and, in turn, he sent agents to other
parts of the South to teach farmers better practices. Private funds from
the Rockefeller General Education Board were used to supplement govern-
ment funds. The state agricultural colleges also began to hold local
"institutes" and businessmen joined with farmers in setting up programs
on a local or ccunty basis.

The success of such programs led to pressure on Congress for funds.
In 1914, under the Smith-Lever Act, Congress agreed to match grants made
by states for county extension work. Since the formula set up for the
distribution of funds took into account the greater rural population in
various areas, Southern states received more in proportion to their total
population than others. The programs carried on by the extension services
expanded over the years, with the total appropriation increasing from about
$1,000,000 in 1914 to $34,000,000 in 1952.

How much the program, essentially one of education, has broken down
barriers to agricultural adjustment in the South cannot be over-emphasized.
One or more trained agricultural workers is located in practically every
county of each Southern state. These workers bring the farmers the best

advice on agricultural practices, together with the home demonstration
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agents who carry on a program to improve family living. In that part of
the South included in the area served by the Atlanta Federal Reserve

Bank alone, there were about 1,500 agricultural extension workers in 1935.
By 1950 the number had increased to over 2,000.

Lack of entrepreneurial talent within the South also can be traced
to events occurring well before the beginning of the twentieth century.
The casualties suffered by the Confederate States during the Civil War
were some of the heaviest war casuaslties suffered by any nation. More-
over, the toll was particularly heavy on the educated classes. The South
vas thus deprived for many years of the leaders who perhaps would have
developed the region quite rapidly under different circumstances. This
condition was perpetuated for many years.

For one thing, institutions of higher learning suffered from defi-
ciencies similar to those of public schools. And even if a young man
did manage to secure sufficient training, he was likely to turn toward
other areas that offered better opportunities for his talents. For an-
other thing, the South was largely excluded, because ports of entry were
in other areas, from the heavy immigration of Europeans that brought the
northern and western states not only a supply of unskilled labor but a
potential managerial class as well.

Many of the events that have improved the mobility of Southern labor
also have helped remove the barriers to resource adjustment resulting
from a lack of entrepreneurial or managerial talent. Public funds went

toward the support of state colleges and universities and particularly

Federal Reserve Bank of St. Louis



into their scientific and technical schools. Experience was acquired dur-
ing the slow period of industrial growth and especially during the period
of World War II. The war activity also attracted professional and mana-
gerial personnel to the South from other parts of the United States, and
many of these persons stayed in the South after the war ended. Indeed,
the relative scarcity of professionally trained persons had begun to draw
them to the South even before the war. It is estimated that from 1935
through 1940 there was a net immigration of persons with four or more
years of college training amounting to almost 6 percent in contrast to
the total net migration from the region.l9

In the most recent period of industrial development, the greater part
of industrial investments has been made by large national concerns. This
means that in a sense private industry has carried on its own "Point IV"
program for the South. The branch plants had access to the managerial.
experience and scientific knowledge of the parent company. It has not
been unceommon during the initial stages of the opening of new Southern
plants for a body of skilled and technically trained workers to be trans-
ferred from plants in other areas to train local workers.

Although an area's educational level and managerial class might be
considered part of its social overhead capital, these elements have been

considered separately because of their great importance to Southern

19

U. S. Department of Commerce, Regional Trends in the United States
Economy, Washington (1951), p. 109.
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economic development. But in addition to these barriers to resource ad-
justment, the South for many years lacked other types of social capital
that create what are sometimes called "external economics," such as trans-
portation facilities, municipal services, electric power, and the other
services essential to the operation of a modern economy. A large part of
this deficiency, however, was overcome prior to the recent period of
economic development.

Early in its history the South had made heavy investments in rail-
roads and by 1860 had almost one-third of the total mileage of the rail-
roads in the nation. After the Civil War, however, the South lagged in
the development of transportation facilities. A renewed effort to im-
prove these facilities began with the age of motor transportation when in
the 1920's most of the Southern state governments embarked on extensive
programs of highway building. Capital outlays by state governments, in-
cluding heavy expenditures for highways, were higher in the South in re-
lation to total expenditures than elsewhere. Much of the highway build-
ing was financed by borrowing, which was later to prove embarrassing to
the state governments. Nevertheless, as a result of the program, by 1930
the South had a network of surfaced highways equal in mileage in relation

to its land area to those outside the South, if not equal in quality.ao

20
Hoover and Ratchford, op. cit., pp. 208 ff. See also, C. T.

Taylor, "Population Increase, Municipal Outlays and Debt," Southern
Economic Journal, IX (1943), p. 333.
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Establishment of manufacturing in the South during the period of
early industrialization involved not only erecting and equipping plants,
but it also gererally meant providing housing, utilities, and services
ordinarily provided by municipalities. Indeed, the manufacturer often
had to provide services that ordinarily would be given by private enter-
prises such as retail establishments. Thus, the mill village was a common
ad junct to an early Southern textile plant. Although it was later con-
tended that the establishment of these mill villages was merely a means
by which mahagement could control labor, it would probably have been
impossible for manufacturing plants to operate in the early stages of de-
velopment without them.

Over the years these conditions have changed. During the 1920's,
when the state governments were building highways, municipalities were
also borrowing heavily to provide new streets, water systems, and other
facilities. Now, the manufacturer takes for granted that these services
will be supplied.

The South has numerous suitable sites for hydro-electric power plants,
and between 1921 and 1930 installed generated capacity increased at about
three times the rate of that in the rest of the country. This was before
the inauguration of the Tennessee Valley Authority by the Federal Govern-
ment in the early 1930's. Even then electric power rates averaged lower
than in other parts of the United States. TVA policy had, of course,
direct benefits in the form of lower rates and increased power in that

part of the South it served directly. TVA and government power developments,
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however, even now provide only a third of the electric power consumed in
the entire South. The remaining power development has been carried on by
privately owned public utilities. There is little doubt, however, that
TVA policies stimulated such private developments.

There was, however, another barrier to the economic growth of the
South, which resulted from factors originating outside the area. Even
though capital apparently yielded a higher return in the South than in the
more economically mature areas of the United States, even more promising
opportunities to private investors began to open up elsewhere. In the
later part of the nineteenth and the early part of the twentieth century,
the opening of the West, the building of the great transcontinental rail-
roads, and other ventures offered prospects of high profits. Even in the
more cdeveloped northeastern section of the United States, opportunities
for certain types of industrial investmwent were great. The virgin
forests of the Pacific northwest and the unexploited natural resources
of other areas surpassed those of the South in quality under the existing
state of technology. Although cattle might be raised more profitavly in
the South than cotton, for example, greater returns rewarded the potential
investor in cattle raising in other parts of the United States. These and
other conditicns meant that if the investor weighed expected returns from
his investments in the South against the returns he migh%t secure else-
where, he found the opportunity costs were too high.

Beginning with the period of World War II and accelerating during

the postwar periocd, the opportunity cost of capital investment in the
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South declined also largely beqause of factors originating outside the
region. For one thing, the continued growth of the American economy
meant an ever-increasing demand for additional raw materials and labor to
supply goods to meet the demands of the market. The seemingly insatiable
worldwide demand for paper, for example, soon directed the search for raw
materials from the forests of the North to those of the South. Scientific
research, by making possible the use of Southern pine to make paper, in-
creased the value of a resource heretofore having only marginal value

and presented the only opportunity for expanding the production of pulp
and paper in the United States.

Other illustrations show how the expanded needs of the American
economy, together with improved scientific and technological knowledge,
increased the value of Southern resources. The natural gas and petroleum
reserves in the South became more valuable with the development of the
petrochemical industry. Investment opportunities in other types of chem-
ical plants became more tempting as the growing American economy exhausted
the available industrial water supply in other areas. Moreover, with in-
dustrial developmsnt in other areas reaching greater maturity, opportuni-
ties for capital investment became relatively less attractive there.

These and similar factors combined to reduce opportunity costs of
making private investment in the South in comparison with investment in
many other parts of the United States. But in addition, another type of
irdustrial opportunity was developing in the area that private investors

were quick to recognize--the expanding Southern market.
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From the standpoint of economic development, the most lasting effect
of World War II upon the Southern economy was the impetus it gave to a
growth in purchasing power. Although more than $4,000,000,000 were in-
vested in industrial plants in the South during World War II, most of
this investment had little value for producing goods to satisfy the mar-
kets of the postwar period. Industrial expansion during World War II
came late to the South and only after capacity and manpower had been ex-
hausted in the more industrialized regions. Moreover, it was concentrated
in such types of manufacturing as munitions, shipyards, and aircraft fac-
tories. Success in converting these plants to peacetime use was limited.2l
The payrolls resulting from the erection of the plants and their opera-
tions, however, brought a dramatic growth in personal income.

Of even more importance in increasing purchasing power during the
var period were expenditures made for military training. Because winters
of the South were short and mild and military training was possible there
for longer periods of the year than elsewhere, military training establish-
ments were numerous in the area. Expenditures for construction and main-
tenance, payrolls of civilian and military personnel, and allowances to

dependents all drew funds from the Federal Treasury to the South.

21
F. L. Deming and W. A. Stein, Disposal of Southern War Plants,

Washington, 1949. This study was prepared at the Federal Reserve Bank
of St. Louis for the Committee of the South of the National Planning
Association on the basis of studies made by the Federal Reserve Banks
of Richmond, Atlanta, St. Louis, and Dallas.

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



-35-

No estimate of the total amount of Federal funds expended in the
South during the war is available, but it is obvious that it vastly ex-
ceeded the amount of funds raised there through either taxing or borrow-
ing. Because of progressive taxation, a larger proportion of tax funds
in relation to the population came from the more wealthy sections of the
country and the great concentration of wealth and financial institutions
in other sections concentrated borrowing there.

In the early years after World War II, a study made by McLaughlin
and Robock showed that the most important factor in inducing investment
in manufacturing in the South was the expanding Southern market,22 and
the high proportion of total investments made in these years in consumer
goods industries corroborates this conclusion. Distributors of consumer
goods found their sales in Southern markets expanding very rapidly dur-
ing and after World War II. Many firms thus found it profitable to
locate additions to their capacity in the area where their sales were
growing. Prior to the war, the South, of course, had manufactured con-
sumer goods, but mostly for export to other sections. It now began to
produce for itself.

Thus, what has often been decried as one of the chief handicaps to
economic development in an underdeveloped area--a high marginal propensity

to consume--in the case of the South was one of the principal factors

2
62McLaughlin and Robock, Why Industry Moves South, Washington (1949),
pp. 206, 32,
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reducing opportunity costs and attracting investments to the area. To a
ma jor degree during the war years, and almost completely after that, con-
sumers in the South were free to spend their increased incomes as they
chose and no legal barriers prevented the importation of the kind of goods
they wanted into the region. The resulting capital investment to meet
this demand probably exceeded any investment that might have been made

out of the increased incomes even if the marginal propensity to save had
been higher and savings had been channeled solely into Southern invest-
ments. Moreover, the new investment attracted by the market gave jobs to
many Southerners, which meant increased income.

The preceding discussion of the barriers to the transfer of the fac-
tors of production from less to more productive uses within the South and
to the flow of capital from other areas could be greatly elaborated. The
details given, however, indicate in general that governmental action has
been confined to thes channels ordinarily considered consistent with the
proper functions of government in a private capitalistic econcmy. Better-
ment of elucation, highways, and municipal services were all finaunced out
of the limitcd resources of the South.

The Irvrovements that broke dowvm some of the barriers contributing
to immobility of labor end capital were not initisted with thkez primary
goal of pronoting economic development. Southerners éhared with persons
in other parts of their country many of the same ambitions, ideals, and
wants. The "demonstration effect" of the better quality of public service

in other parts of the United States made Southerners willing to tax
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themselves heavily in proportion to their incomes so that they could invest
in schools, roads, and other civic improvements.

Had it not been for the impetus given to industrial expansion by the
growth of the American economy during the war and postwar period, the rate
of eccnomic develonment in the South certainly would have been much less
than it was despite the major investment that had been made in social-
overhead capital. But, had the character of the South's labor force been
the same as it was during the first part of the century and had the level
of municipal services remained deficient, it is extremely unliikely that
the South's participation in this general economic growth would have been
as great as it was. It was fortunate for the South's economic development
that the building up of social-overhead capital had already begun to break
down the barriesrs to the necessary resource adjustments so that the South

could participate in the general economic expansion.

\'s

Sources of Capital Investment

It may be well at this point to give attention to the sources of cap-
ital invested in the South during its most recent period of economic expan-
sion. In passing, it has been indicated that the major source of funds for
industrial expansion came from outside the South, although investment in
gsocial-overhead capital came from Southern sources. Because the absence of
legal barriers to the free flow of funds between regions in the United
States also prevents the amassing of statistics to measure the flow, how-

ever, we shall have to rely upon indirect evidence.
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To some extent, private capital investments have been derived from
the South's savings. Increased savings accompanied the growth in income,
but as would be expected, the growth of Southern savings has been less in
relation to income growth in the South than in other parts of the country
because of the higher marginal propensity to consume .23 Nevertheless, a
somewhat greater proportion of the South's capital investments are now
being financed out of savings than was formerly the case.

A study made of the underwriting of state and local governmwent secur-
ities in the states located in the Atlanta Federal Reserve District showed,
for example, that during 1949 and 1950 most of the small security issues
were being underwritten entirely by Southern investment dealers, whereas
in 1923-24 even small issues were underwritten by investmwent firms located
outside the South. Moreover, Southern underwriters were participating
more and more in the underwriting of major issues. In the field of
corporate financing there have been instances when substantial issues of
new securities have been launched under the auspices of Southern finan-
cial institutions. However, most of the large security issues have con-

tinued to be marketed through the large investment centers in other areas.

3There is a substantial amount of indirect evidence that the pro-
pensity to consume of Southerners is higher, as would be expected on the
basis of lower incomes, than in other parts of the United States. See
for example, B. A. Wapensky, "A Decade of Consumer Spending," MR, FRB
Atlanta, (1952), pp. 45-4T; C. T. Taylor, "District Long-Term Personal
Savings," op. cit. (1951), p. 90, and "Voluntary Savings and Consumer
Behavior," Southern Economic Journal, X (194k), pp. 239-2L45.
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Between 1930 and 1952, deposits of commercial banks in the South in-
creased more than 450 percent, whereas deposits at banks in the rest of
the United States expanded at a rate of about 230 percent. Savings held
by Southerners in the form of savings deposits, U. S. savings bonds,
shares in savings and loan associations, life insurance equities, and the
like also increased at substantially higher rates than elsewhere. Despite
the higher comparative rates of growth, however, financial resources were
entirely inadequate to take care of the investment needs of such a rapidly
developing econony.

The financial resources of the South's commercial banks have been
used chiefly to satisfy the working capital needs of business and agri-
culture. When commercial banks have provided long-term credit, it has
been chiefly for residential mortgage financing, although there are certain
exceptions. Term lending continues to be much less common at commercial
banks in the South than elsewhere in the United States although some term
loans have been made to small business concerns--most of them trade and
service enterprises.

In the case of agriculture, commercial banks provide approximately
60 percent of the production credit. Of late, however, bankers have made
loans with longer maturities in order to assist in the shift from the pro-
duction of cotton and other cash crops to enterprises requiring more capi-
tal investment, such as livestock. Commercial banks have also helped

finance the purchase of farm machinery.
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Individual savings in the form of savings and loan shares have, of
course, been almost entirely used to finance residential building. Inso-
far as savings in the form of life insurance equities have been entrusted
to Southern companies, they have also been directed toward residential
mortgage financing. The greater part of savings in the form of life in-
surance equities continues to be controlled by insurance companies located
in financial centers outside the South.

Southern savings, however, have not been sufficient to finance even
the major part of the mortgage financing of the residential building in
the postwar period.eu Large national insurance companies have provided
more of the mortgage funds for residential construction in the South than
any other type of financial institution.25 Furthermore, about a fifth of
the farm mortgage debt in that part of the South included in the Atlanta
Federal Reserve District is held by national insurance companies.

Savings accumulatea by individuals living in the South have been used
to finance small enterprises developed within that area although the exact

amount or extent is unknown. In recent studies made by the Federal Reserve

h"A notable feature of the construction done in the Southeast was
that its share of total national new construction (19 percent) put in
place in the 10 years 1940-49 inclusive, exceeded by a fairly wide mar-
gin its share (14 percent) of the 10-year aggregate increase of the
nation's income above the 1939 total. This suggests that capital was
flowing into the Southeast from other regions,” U. S. Department of
Commerce, Regional Trends in the U. S. Economy, Washington (1951), p. 3h4.

2
SC. T. Taylor, "Structure of District Mortgage Holdings," MR, FRB

Atlanta, (1951), pp. 89-93.

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Digitized for FRASER

41

Bank of Atlanta it was discovered that this was apparently the case in the
development of the South's rapidly growing agricultural equipment industry
which is composed of many smwall units started in the postwar period. Such
has also been the case in the development of small apparel plants in the
South during the same period.26

But in the case of the new and expanded manufacturing plants involv-
ing large amounts of capital per worker and consequently large invest-
ments, it is obvious that most of the capital investment came from outside
the South. Practically all of these plants have been erected as branch
plants of large corporations. Except to the extent that Southerners were
stockholders in these corporations, the investment has been "foreign"
investment.

It is sometimes believed by those concerned with the economic devel-
opment of a backward area that large-scale foreign investment will even-
tually lead to difficulties because repayment of loans and interest and
payment of profits to the foreign capitalists will constitute such a
drain on the area's resources that it will create balance of payments
difficulties. During the period under consideration, certainly, con-
tinued investment and the inflow of funds from other sources have been

sufficient to offset any such financial drains upon the South. Since

there are no legal barriers to the movement of funds within the United

26
B. A. Wapensky, "From the Factory to the Farm, An Appraisal of

the Farm Equipment Industry," MR, FRB Atlanta, (August 1953), pp. 3-6,
and "Apparel Manufacturing in Dixie,” op. cit., (February 195k4) pp. 3-6.
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States, a reversal of these circumstances would lead to a balancing of
accounts through a reduction in Southern income rather than to a formal
"dollar gap."

However, there seems to be grounds for not expecting such difficul-
ties to arise any more than they did for the United States as a whole
after the period of heavy foreign investment prior to World War II. The
private investment being made by "foreign capital" in the South is being
made in productive enterprises. Unless the judgment of the investors is
wrong, the resulting increased productivity should be more than sufficient
to offset any possible drain from remittances.

At the moment, two other major sources of income contribute to the
maintenance of a flow of funds toward the South. One of these has been
the development of tourism not only in Florida but in other Southern
states as well. Concrete evidence of how this activity brings funds into
the South is the extent to which the net inflow of currency of other Fed-
eral Reserve Banks adds to the reserves of the Federal Reserve Bank of
Atlanta greatly exceeds the value of the notes of the Atlanta Bank pre-
sented for redemption outside the Atlanta District.

Another major factor directing a flow of funds into the South stems
from the pattern of Federal taxation and expenditures. As Nurske has
pointed out, expenditures for public works and welfare made by a central
government are likely to be made on the basis of the population of the

different areas, whereas taxation varies with the income of the population.27

27Ragnar Nurske, Problems of Capital Formation in Underdeveloped
Countries, New York (1553), pp. 17-19.
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Consequently, there is a tendency for the automatic transfer of public
funds from the richer to the poorer regions within a country. This trans-
fer has undoubtedly contributed to the increase in purchasing power of
Southerners, although it has been of minor importance in creating per-
manent capital investment. The inflow of government funds into the region
has had a tendency to offset to some extent the flow of funds out of the
region because of commercial and financial transactions, according to
analyses of the inter-District transfer of payments through the Scuthern
Federal Reserve Banks.28
The importance of government payrolls and transfer payments as a
source of income in the South does not result from a deliberate policy of
economic development, but rather from the comparatively lower level of in-
come from other sources in the South which increases the relative impor-
tance of government expenditures. As total income expands, the relative
importance of government payments to total income will probably diminish.
Moreover, the ability of the Southern economy to adapt itself to reduced
Federal Government expenditures was demonstrated immediately after the

end of World War II.

8Although, as indicated previously, no completely satisfactory data
on the inter-regional movement of funds exist, the balance of payments
for the Richmond Federal Reserve District has been derived indirectly by
J. Dewey Daane in The Fifth Federal Reserve District, A Study in Reglonal
Economics, Doctoral Dissertation, Harvard University, Cambridge (19L3).
A somewhat different approach has been used by the research staff of the
Federal Reserve Bank of St. Louis to trace inter-regional flows through
the use of input-output analysis and Inter-District Settlement Fund trans-
fers.
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The omission of an extended discussion of the role of the regicnal
central banks in the economic development of the South shows the minor
role they have played as initiating agents in Southern economic develop-
ment. As part of the Federal Reserve System, the Federal Reserve Banks
serving the South could take no sction specifically aimed at fostering
economic development in their own Districts involving monetary and credit
policy decisions contrary to those of the System as a whole. Their role
as regional banks has been to facilitate the flow of funds and the opera-
tion of sound banking systems in their areas. Their principal contribu-
tion to the economy of the South has been to facilitate the adjustments.
In this resyect, they have fallen into the role that would be assigned

them under the assumptions of neo-classical theory.

VI

Artificial Stimulants to Economic Growth

The thesis of this paper has been that the economic development of
the South resulted from the major shifts in resource use. Observation of
what has taken place in the South provides ample basis for this conclusion.
There are, however, many people in the South who do not share that view
or share it only to a minor degree. They would, perhaps, wish to take
more direct action to promote economic development. Fortunately, we be-
lieve, the political organization of the region has limited their actions.
When they have undertaken to promote economic development by artificial

stimulus, the results have been minor as the following will illustrate.
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The period of 1932 through approximately 1940 was one in which there
was a great deal of discussion of how "planning" might solve the South's
problems of economic development. During the early years of the Roosevelt
administration, numerous unofficial planning agencies were created in the
hope that vocluntary planning might provide a substitute for the regional
governmental unity needed to execute economic programs that was absent.
Federal grants stimulated the development of these agencies, and most states
set up state planning boards. One regional Southern planning unit was or-
ganized, and some reports were drawn up on a regional basis.29

The planning agencies were soon confronted by their inability to
execute their plans by the use of the existing powers of Federal and state
governments. The Federal Government's agricultural adjustment and soil
conservation programs at first seemed to provide models for indirect con-
trols, but the program developed into primarily a price-support program.
The TVA was set up as a model of total resource-use planning but with war-
time induced demands for electric power, emphasis shifted to electric
pover production. Attempts at over-all economic planning have been com-
pletely abandoned since the end of World War II. Since Federal funds
were no longer available to finance planning agencies, many of them were
disbanded. Individual state planning boards have largely become promotional
agencies.30 Many of the things that the planners felt desirable occurred,

but not as a result of actions that they recommended.

29%or example see, U. S. National Resources Planning Board, Regional
Planning, Part XI, The Southeast, Washington (1942).

30For a description of the activities of such agencies see Albert Lepawsky,
State Planning and Economic Development in the South, Washington, (1949).
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Attempts to offer specific inducements have been made by a number of
states and municipalities, but most students have concluded that the re-
sult of such inducements has been minor. In the state of Mississippi,
the state government has authorized municipalities to issue tax exempt
bonds in order to finance the erection of manufacturing plants in their
communities. These plants are leased to manufacturing firms and it is
hoped that the rentals will amortize the bonds.3! The final results of
this program will not be known, of course, for several years. ©So far
the program has attracted principally the types of manufacturing plants
that use little fixed capital investment, such as apparel plants. In-
terestingly enough, the rate of growth in the apparel industry in that
state has also been lower than in some Southern states offering no
special inducements. The wisdom of such policies is severely questioned
by many students of Southern economic development and they have not been
widely adopted throughout the South.

Granting tax exemptions in variocus forms as a special inducement to
new industries is authorized by seven of the state governments in the
South. A study recently made of the experience of the tax exemption pro-
gram in Louisiana, where it is administered by a central authority, con-

cludes that its effects have been extremely limited.3% Out of the total

1l
A description of the early experience with this plan is found in
E. J. Hopkins, Mississippi BAWI Plan, Federal Reserve Bank of Atlanta (194k).

32

W. D. Ross, Louisiana's Industrial Tax Exemption Program, Louisiana
State University, Baton Rouge, (1953), p. L7.
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of $355,000,000 of new investments made in the state between 1946 and
1950, only $25,000,000 of it could be attributed to the existence of the
tax exemption laws.

Other types of special inducements have come frow unofficial com-
munity action. Under one type of program, local businessmen have organized .
Community Development Corporations.33 Most of these corporations have
been created in small communities for the purpose of erecting plant facil-
ities to be leased to manufacturing concerns. The corporation expects to
recover its investment, either by sale of the properties to the manufac-
turing concern over a period or by rentals. The funds recovered will be
further invested in new plants. The stockholders of a corporation do not
expect to receive any more than normal direct returns on their investment,
but since they are businessmen in the communities, they expect to receive
indirect benefits from the expansion of payrolls. This program has been
especially advocated as a help to the development of small manufacturing
concerns which often have difficulty in securing capital. Although im-
portant to many local communities, the overall effect of this program has
been comparatively small.

Other types of inducements characteristic of economic development in

the South may perhaps be classified under the general heading of "persuasion."

For early experience see, E. J. Hopkins, Louisville Industrial
Foundations, Federal Reserve Bank of Atlanta (19L44) and C. H. Donovan,
"The Spread of Development Corporations," MR, FRB Atlanta, (1946),
pp. 105-109. - T
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Practically all Southern states have promotional agencies financed out of
state taxes. Many of these organizations as well as local Chambers of
Commerce carry on advertising programs in national magazines and news-
papers, pointing out the advantages of industrial locations in their
areas. The net benefit of such advertising programs is doubtful because
the decision to invest is not ordinarily based on the same motives that
induce consumers to purchase goods. Perhaps more important have been

the programs of state planning boards and other bodies who have pro-
vided the information on physical characteristics of the area, trans-
portation, raw materials, community facilities, and labor supply, that is
required in reaching a decision to invest. Practically all large public
utilities as well as railroads provide this type of service. At the most,
such persuasive activities have facilitated the making of decisions that

were based on econcmic factors.

VII

Implications of Southern Economic Development

The economic history of any region or country is more complex than
even the most elaborate economic model. Consequently, economic develop-
ment in the South has not conformed perfectly to the agsumptions of neo-
classical theory. In broad terms, however, it has followed that pattern.
The pattern of grcwth was so strong that although the events of World Var
IT may have accelerated growth it is still possible to discern the general

pattern in the South's economic history.
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Seemingly, the rate of development and income growth has been partic-
ularly rapid in the period since the beginning of World War II. Yet we
have seen that changes making that rapid rate of growth possible started
many years before. It may turn out that after all, the South's experience
provides no clue to a method for rapid economic development of an under-
developed area that omits the painful and slow steps that lay the necessary
foundations for growth.

This paper has described a particular type of economic development--
the economic development of the South. In few, if any, underdeveloped
areas of the world are the circumstances duplicated under which this de-
velopment occurred. Few underdeveloped areas have as wide a free market
open to them as does the South, nor do they have machinery and institu-
tions for the free inter-change of goods, capital, and labor that exists
between the South and the rest of the United States. Because of the
political structure of the United States, a program to foster economic
development by governmental direction and control through the use of the
measures often advocated for promoting economic development was impossible
in the South and the development, by and large, depended upon the actions
of the forces of the market. The experience of the South suggests that
its economic development would have been hindered rather than promoted had
these governmental powers existed and been exercised. It suggests that
some of the difficulties of economic development in other underdeveloped
areas may perhaps arise from too much rather than too little control.

Charles T. Taylor
Assistant Vice President

Federal Reserve Bank of Atlanta
February 23, 195k
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