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CHAPTER X

FOREIGN TRADE AND ECONOMIC DEVELOPMENT*

"Open models are just as useful in broadening the analysis as ‘closed’
models are essential in deepening it. In the present chapier we shall
build open models of economic development to clarify the technical re-
lation between foreign trade and domestie growth. Specially this chapter
will discuss (a) the relation between foreign trade and demand growth,
(b) the relation between foreign trade and capacity growtih, and (¢c) para-
metric operations for equilibrium growth--—in the particular context of

an open economy whose demand tends to grow faster than its capacity and

s0 to make for persistent inflation and imbalanceol

This specific treatment of the problem has been chosen so as to re-
late the present discussion to the post-Keynesian controversy over the
relation of domestic growth and the balance of payments.2 Twe distinct
approaches to that relation are discernible. One approach stresses domes-
tic progress regardless of its repercussions on the balance of payments,
while the other approach emphasizes the need for balance of payments equi-

librium whether that external balance is or is not conducive te internal

# This is a somewhat modified version of my °Economic Development and
the Balance of Payments', Metroeconomica, Vol. X, April, 19353.

1 Most economies outside of the dollar ares are confronted with the post-
ward problem of promoting secular groewth in the midst of domestic inflation
and foreign balance of payments difficulties. See, e.g. U.N. Ecconomic Com-
mission for Latin America, Economic Survey of Latin America 1954, Columbia
Univ. Press, 1955; also my ‘Japan’s Trade Position in a Changing World
Market’, Rev. Econ. Stat., November 1955,

2 ¢f. 'Growth and the Balance of Paymentss A Sympesium®’, Bull. Oxford
Inst. Stat., February 1955; R. Nurkse, ‘The Relation between Home Investment
and External Balance in the Light of British Experience, 1945-53', Rev,
Econ. Stat., May 1956; F. Machlup, 'The Finance of Development in Poor
Countries: Foreign Capital and Domestic Inflation’, Ecen. Studies Quarterly
(Japan), April 1956.
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growth. .This. dxfference of profe581ona1 oplnlon seens to arise from
one~31ded preoccupatlon w1th the. 1ncome—generat1ng aspect of forexgn
trade. (demand aspect) or with the capaclty-creatlng aspect of it (sup=

ply aspect)

. i - . . s .

An attempt w111 be made here to comblne these two aspects of fore1gn
trade w1th a view to clar1fy1ng the cond1t1ons necessary for balanced or
equilibrium-growth without internal 1nflat10n and external 1mba1ance.

‘Sueh an. attempt may also. shed add1t10nal llght on. the nat1ona1 and inter-
nat1onal measures, ‘for freer trade and h1gher 11v1ng standards all around.

v L

*

v FOREIGN TRADE AND DEMAND GROWTH

Let us beg1n w1th the ana1y31s of the technlcal relatlon between
forelgn trade and demand growth taklng the condltlons of supply as g1=
,ven. -To show the effect of fore1gn trade. act1v1t1es on the growth of

effectlve demand, 1t is necessary to dynam1ze and secularlze Keynes1an

¢ ma e

.mu1t1p11er theory as follows: : i
k" B Y .'-- 1] 1 . . :l ) ;1‘

(AI+AG+AE), N W

-

I

's +m'=b

where Yd is real net nat1ona1 1ncome determ1ned by effectlve demand or
s1mp1y effeotlve .demand, I autonomous prlvate net 1nvestment, G gOVernm
_ment expenditure, 'E autonomous exports (1ne1udnng 1nv131b1e credlt 1tems),
;;s' the marg1na1 propens1ty to save, m® the margxnal propensxty to 1mport,
. and b' the marginal propensity to invest. ‘Here the multxplncands L&I [&G
and Ag are exogenous parameters, wh:.le the’ marg1na1 propensltles to save,,
Eto 1mport, and Yo 1nvest 8!, m', b“ are endogenous parameters._ The re«=
' +lative 51gn1f1cance of AI AG and AE depends on the type of economy

. envisaged. Observatlon indicates that the export multxpllcand ASE is’

quantxtatively more s1gn1f1cant in underdeveloped economxes than 1n ad—



vanced ones.,l Needless te say, the relative lmportance of A I andAG

rests largely onfthe extent of departure fr@g the laissez-~faire tradition.
The marginal propensities to save, to nmp@rtw and ta 1nvest are net neces—
sarily the same as their average eounm@mpartsg nor do they held constant
relations to national income. The values @f‘%°9 m', and b’ are observedly
guite different as between advanced and undeﬁ&@veloped economies, however,

Inclusion of b’ here signifies the possible presen@@ of induced investment,

I
in addition to autonomous investment. g

Dividing both sides of equation {1) by Yd and rearranging, we get
the rate of growth of effective demand (G )2

’ Gﬁ . -/?4) i i‘ E
i Gd = bx MF k2 ) : (2)
“ yd sV emi=b® | ‘
£ . I
N : !
where a zAI/Yd,, ,5 = AG/Yd,, and y = AE/Yd., |

rate of growth of effective demand is capablé¥@f varying directly with

| BEquation (2) shows that the

changes in autoncmous investment, g@vernmentjéxpendﬁtur@g and export in-
come all relative to national income9 and inﬁérsely with the marginal pro-
pensities to savL, to import, and to inveﬂmoiglt_répresents the demand
side of a growing open economy. It alse sho%@ that an inecrease in exports
relative teo natibnallincome (y) or a de@reas&;ﬁn the marginal propensity
to import {(m') would, get, par., increase the rate of growth of effective
demand. Howevervbwhether a higher or lower maw@ of growth of effective
demand is to be achxeved and maintained cannot be decided exgept with re-
ference to the rate of growth of productive J@paeﬁty which we are present-
ly taking as given. We shall return to this maﬁter latero Meanwhnle it

is interesting to see what implications equ&txon (2) haﬁ for an open

See H.C. Wallich, "Underdpvelnped Countxx@ﬁ and the International Mo-
netary Mechanism', in Money, Trade and 1@@nomnc Growth, Macmillan, N.Y,, 1981,
[
iz




) ecdnemy’s balancemof‘payments position, -~ .. T . L.

.ﬁequal to _ - ' . : S

L

!§ V
“Putting AI = 0,06 = o, andAE = 1, we may concentrate on. the’ muln

K

.,

‘tiz‘pher effect of a change in exports in order to compare this export
» change w1th :mduced J.mports. For we know that additional 1mports are ine

“duced by an export—generated 1ncrement of domest1c income; accordnng to

i 'gi

LV - B . . . P ot .
S
[

AM - m'AYd = m“_..—x—-—a-

. _s"'-t-m“-b'

vy N (3)

Starting from the initial position of balance of payments equilibrium,

'E-M=AR= o (where M is real imports mcludmg invisible debit items

and AR an increment or a decrement of foreagn exchange reserves), the
emergence of a favourable or adverse balance of paymente can be seen in .

PR

the follow1ng 111ustrat1ons of equatxon (3)

If o€ 8'>b' =0, then & M<AE (case of undercompensatnon) u
If 0€s'<b' > o, then & M>AE (case of';‘ov:ercompensatlon) -
‘If 0<s'=b' >o, then A M =AE (case Qf-;_ﬁequal compensation).

. o, . A ) o ) ;E; ) o . S SV

.. The first of these cases is a Keynesia'iﬁi one based on the.essumption

of .excess capacity having a nulifying or decreasz.ng effeet on 2Lnduced n--

vestment, so. that induced .imports always fall short of any ornglnal ann

crement of exports and forelgn exchange reserves accumulat,e by an amount

AR, = (A, j+E)) = (DM, 5 4)0 e
The eecond case exemplifies an unstable sy's!%em with the marginal prcpenm
,8ity to 1nvest tendlng to exceed the marglnal propenmty to save, as in

war—devastated or underdeveloped economies thh a general shortage of )

4 )



capital or during the upswing phase of a tradé eycle with its exhaustion
|
of idle plant and equipment. In this second case of svercompensation fo-

5 . ?
reign reserves decumulate according to

TA\RH(AMQK:: 0 -1
The last case oflequal compensation srises ffbm the marginal pr@pensity
to save being equal to the marginal prnpensaﬂy te invest, so that there
is neither accumulation nor decumulation of exchange reserves, AR = o,
’Thls last case may not be considered d@%lf&bbe from a purely domestic
point of view, for it means not only that any increment of autonomous
exports will sooner or later be dissipated 1n an equal increment of im=
ports but also that foreign exchange reserve{'as a possible source of de-
velopmental capital are net at &ll 1ncrea31ng over time. It would be
considered none the less desirable if a singﬂ@ economy started from the

initial position of balance of payments disq@ilﬂbrimm,

Such is the interaction and interdepend%n@e of foreign trade and
demand growth. Concern with the expansien of exports as a source of de-
mand is Justlfles to the extent that the actual rate of growth of matio-
nal income is determmned by demand alone, as when the conditions of sup-
ply are given. guch concern ns entirely in k@eplnw with the Kﬁynesxau
tradition which rejects the classical notionkthat supply creates ite own
demand. Nevertheless it is one—sided @onceré all the same, for foreign
trade relations are capable of influencing t%e supply side of a growing.
economy as well. This is where we must% depart from Keynesian precccupa=
tion with effectlve demand and turm to elmwsna&l emphasis on supply and
productivity once more, albeit without Say @ELawo

|
]
[

)
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Tak1ng the. condltlons of demand as’ glven th?s t1me, we may proceed to
” . T . "“‘l!f'"»: Ty T

analyse the other relat1on between forelgﬁ rade and capaelty growth.

the labour population, an

economy aggregate supply or. productlve capatlty depends malnly on the

Given. the size of natural resources and of

equantlty and quallty of real capltal._ We' may express an 1ncrease in

Pfﬁd“Ctlve 03P801ty due t0 full utlllzatlon{of aVallable cap;tal ‘in- t&e
% ;v I N I .ik . - i : ‘ i -
form e Ry 5’_6 . g Al TR R T TR _
o Sy sz 2 N fe ,;:.

" RS AY = ¢BK - ol « 3 . R (4)

Ry, g

W

. ‘i Y g gy
by productlve capac1ty or -

SALEE AR

_where Y° ds. net natlonal output determlned
.-simply product1ve&capac1ty, K the quantlty

" I.net 1nvestment (I =K - 1), ano‘o the,
vt1v1;yho£€eap;tal technologxcally glven.‘

xi 'é
~But an ope economy B net 1nvestment

savings . 1n an unusual sense, that 1s,

_:ﬂ.:’ ] PR
»;“f ,{, . L .-5 ;”a . i e ” . i " "'{\ s e L
; we o .. 1 = S+M=E; I+E = S+M , (5)
Fed B LR L. - o Ee Y 3~:3‘ H o

1nvolv1ng exports and 1mports° Fme e vk
¥, r.;'iv\'j (3 * P s . [ FEN R RPN . ‘
Yo T %f*nv. : I AT T P
TR T e e T AY = s Eie o oer e {8)

SRR T
o8

=-mY ; -and. E =, eY pihwhere

}and & the export ratxo (i.e.

the average propens1t1es to save and .to 1m

mous exports to given domestic productxon)ﬂ




into account and rearranging, we.- have the rate of grewth of productive
capacity (G®):

k1
1

= @(s+m;b), (7)

AY

!

h
whlch represents the supply side of a grownng open economy. Equation
" (7) indicates that the rate of growth of prﬂductlve capacity obtainable
by fully utilizing available capital 'is capﬁble of varying in direct
proportion as the productivity of capital (Q) changes and as the domestic
saving ratio plus the trade balance ratio (s}mne) changes. The operatio-
nal significance of equation (7) may be_see# in the following plausible

. E 1 i
numerical examples: ;

| ‘af
If ¢ = .6, s ®= 10, m =,06, e = 07 then G° =.04
, (advanced economy)
I 0= .2, 8= .05, m =.015, e = .10, then G° = .02
(ﬁnderdeveloped economy) .
E
These examples indicate that an advanced economy with a high capital
i T
1 . I
The values; of ¢ are inferred from the average caplta1=output ratios
attributed to advanced and underdeveloped econcmies. See, e.g. W. Fell=
ner, 'The Capital-Output Ratio in Dynamic¢ Economics,’ op. cit.; I. Ya-
mada, °The Five-Year Economic Plan in Japan jand the Analysis of Postwar
Japanese Economy®', Economic Review, July 1956; Y. Okazaki, °'On the Capi-
tal-Coefficient in Underdeveloped Countrxesm Economie Studies Quarterly,
March 1957. Advanced economies usually. have smaller. capital—output raties,
thus implying larger productivity of capltal coefficients based on supe-
rior technology. For comparative saving raties see S. Kuznets, 'Economic
Growth and Income Inequality', op. cit. As‘for the export and import

ratios, the low productive and experting capaoxty of underdoveloped econo-=

mies is a presumption against their export ratios being constantly above
their import ratios. ‘For comparative export-—import fléures in abseolute
terms, see H., Wallich, op. eit,

e s L




et

®

product1v1ty coeff1c1ent as well as: w1th akhxgh saving ratio can achieve
a high, rate of growth of product1ve capaclty through a p081t1ve foreign
balance ratio (e - m >o0), while an underdeveloped economy with low pro-

duct1v1ty and low saving can achieve. only a low rate of growth of produc—

. tive capacity through.a.negative fore1gn§balance ratio (e -m&£o).

L

. tion and imbalance,

.They.alsomimply_that if an advanced econom§ s capacity tends. to grow

faster than 1ts denand, it must 1ncrease 1ts p081t1ve forexgn balance
rat1o and that 1f an underdeveloped economy 8 capac1ty tends to grow more

slowly than 1ts demand 1t must 1ncrease 1ts negatlve forelgn balance

e - $a Ed

* T -

"rnt1o._ e L. . Y

e T > R T LT R

3" Thus the presumpt1on is that an’ advanced economy - usually experiences
a’ favourable\balance of . payments represented by .. eY . mY AR > 0,
while .an underdeveloped .economy customarlly experlences an. adverse balance
of payments characterlzed by eY - mY® Il<(o. .This, however, is not
“to say. that an underdeveloped economy mustbnot try to develop its produe-
tive capac1}y w1thout regard to balance of payments equlllbrlnm, as the

subsequent analys1s w111 show to the contrarya Let ‘us turn to the con-

sideration of parametrlc operatlons for equ111br1um growth without infla-

- , -~

L . . . ;.

v

,PARAMETRI_C OPERATIONS ron EQI}IiLIBBIiJ_M GROWTH

i
[ A . - !
- o - . ,,,x ER TR PR

Balanced or equ111br1um growth 1s*the 1dea1 line- of advance whlch if

reallzed, would- guarantee rlslng=real 1ncome w1thout belng d1331pated

: in r1s1ng prlces and w1thout being. d1srupted by chron1c balance of pay=

e

ments dlfflcultles.:;lt is clear from thewforeg01ng analysls that the

ba51c condltlon to'be satlsfled for the reglxzatlon ‘and” malntenance ‘of

B o

| equ111br1um growth is. ‘ -', 5¢; oL .o ;,L:

‘|l o b

- - - S .= E R -

» .
& » e . - -

“;TI;T:ET‘ o(s+m=e) or: G FREEA

L}

X': by : " ‘ '°(+,.+ - u i 8 ,“ . - .;:".’:
G e ;Pﬂe.-y » d - ¢S, T T - (8)



” N . | . . d
Equation (8) implies that if Gd = ¢° 5 money national income (Y m)
will rise according to the exponential form = '

P
i}

Y = = P(t)Y = Y (I+gm) .

L 'J
|| i‘

|j ’
where P is the prlce index at time t, Y od the initial value of money

income, and g, the rate of increase of moneytlncome (l&Y’d/Y ). If

the economy started from the initial pos1t10n of equilibrium G = G

a sudden shock of the form G > G° at time t > o would give rise to an

inflationary divergence from the - steady path of full- capaclty growth°

The initiating shock of the form G > 6° may§be due to a more or less per-

manent rise in.o(, /3 s y or B or, alternativl‘“ely to a similar fall in s’

and m', as équation (2) indicates. ‘A 51tuatgon characterized by Gd'7>Gs

is indicative not .only of a persistent tendency toward inflation but alse

of chronic balance of payments d1ff1cult1esf‘ For a high Gd implies the

possibility of large induced importé, while a low G° suggest the likeli-

hood of small exports supplied. &
. This leadsﬁus to the quest10n° how ca; an open economy characterized

by the 1nequa11ty of the form G > G° wipe out internal inflation and

external 1mbalagce that are implicit in that inequality? The general

answer is that Gd must be reduced without at the same time reducing G®

while trying to. 1ncrease G° without 1ncrea31ng Gd. if there is to be

GdAﬁ G®. This is a tall order indeed, but nevertheless let us explore

possible operations with the parameters of éhuations (2) and (7) so as te

satisfy the condition expressed by equation?KB)o

THE CONTROL OF EFFECTIVE DEMAND |

The operational possibilities of reducing Gdiare necessarily limited by

the basic objective of fostering domestic economic progress without up=
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wabadl] SRR Y . .Y sol

‘reductlons 1n exogenous para=

meterscx /5 and Yy taklng endogenous parameters s’y m', and b' as

L
-

given.

By how much autonomous 1nvestment

pert 1ncome should fall for. any. glven T

w»on*the multlpffervand the deslred decremént of effectlve demand 1nvolved,

8, 3

.

L S,% =,-.25 accord],ng to Al = AYg/k\.. Th i

N mu1t1p11cand $ﬂ9jv-pﬂ R TP

LR

. ;*

iy

o

>

171

i~re1evant“source ofﬂdemand w111'h ve to0 ico

ffor*wehknow from equat1on (1) that.theJ
.. those- multlpllcands 1s
- OE-="AY /k -whéFefk B
Py ie "= 33 zb'f=3 lfs‘-AY

w'ﬂhtract”by an; amount'equaLgt@':

'same holds valid. forﬁany*other»

,,
-~
.
§
H

4

T ST s-,.,.,' -

Tad

R N :!ur“ fe T
any partlcular source ‘of demand

_ It is 1mp%rtant that the ch01ce of
iﬁ {, = Ay . B i w
for reductlon must be gulded by referen

"“!

A 137 sim s te -
to possxble repercusslons.onﬁ

o w:'« TR - 15000 -
the balance of payments and the’ s%cular growth of produotlvelcapaclty.
f_m

As far as. the balance of . payments 1s concerned an autonomouézfeli in
yexports relatlve*to any given level of demand (y)*could cet..gar,, re=

d:
MduceLG w1thout’provok1ng external 1mbalance prov1ded‘sqr1ncreased re=.

.?! Ii

has no- direct’ 1nf1uence on e° alreduct on in* x.ae a partlcularzsay to

*malntalnlng balance. ;um

for a*s1ng1e eoonomy; : .a function: of otherfeoonomles
1ncome levels, 1t idf not usually open t

x as it sees flt (w1th the possxble exceptlon of. the U S, whlch could

k

:a.slngle eoonomy o, manlpulate

cons1derab1y 1nf1uence the forelgn demand fortlts exports through large=

scale loans .and, gifts, as was demonstra ed by!fhe Marshall Plan)

far as the,secular growth of productxvewoapaolty 1 eopcfrnﬁd a fall lnCK
> SE LA "’ 4 Faagy
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or f’ need not reduce the product1v1ty of capntal (¢), if such a fall

is effected at t#e expense of unproduct1ve conponents of autonomous pri-
vate investment and government expenditure (ekg. pyramid-building and
armaments) If llx fall inef or /5 is brought about through a °‘dear money'
policy, it may well have the effect of dlscourage-"roundabout‘ methods

of production. and hence of reducing the product1v1ty of capltal in the
long run (th1s latter effect operating via the possibly decrea51ng effect

of a lower capltal-labour ratio on labour product1v1ty, as in Y/K =
|
(¥/N) ®. | | u

|
Taklngo( PI , and y as given , we may now congider possible opera-

tions with .s', m!, and b' for the same purpose of controlling effective

~demand, .albeit with due regardnfor the balan%e of payments and the secu-

lar growth of product1Ve capacity. o !

A rise in sIi is capable of reducing Gd w1thout defeatlng the purpose

of promoting balance of payments equ111br1um and of expanding productive

capacity. For, |on the one hand, s8' = b' makes for AM ‘—* AE, as our
earlxer analysls has shown, while, on the other hand, the same increase

in 8' ‘tends.to 1ncrease 8 and o in the long run and so to raise G° with-

out much dependence on a large external def1clt in terms of ratios,
m> e, The necessary reservation to have here is that the measures for
1ncreaslng 8 may prove inexpedient 1nasmuch1as they imply consumption

austerity poss1b1y beyond what is consxdered tolerable in some cases.,

A rise in the marginal propensity to lmport m', might also be contem=
plated, prov1ded that the marginal propen51ty to save exceeds or equals

the marginal propensxty to invest. For s’ é b' makes for AM & AE, as

|
mentioned above. In addition te reducing Gd, a rise in m' tends to in-

crease m in thelong run so to help increase;GS.. Fufthermore, if a higher:

m' has the substltutlon effect’ of dlmlnlshlng the demand for homemprodu=

ced consumer goods, abstracting from any offsettlng ‘1ncome effect', it
1
|
|
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it

will to that" extent increase s' and 85 thuskreduclng G &and ralslng!G
st111 morelr < Yo RN TR e TR el

R st .
P Fhlond ol G

. A fall 1n the marginal propensxty to.
LA AR AN S - :
ternatlve eperatnonal p0881b111ty¢ A fall 1nkb° tends

L -, & I . Ry

TE e R

iy
rnvest bé, mlght ‘also be con-

s1dered es an, al
CirgstE T s 2
to decrease G w1th0ut thereby worsenlng the balanee of payments, fer we
& {‘!;{& 'J/ .t
Jhave already seen that zero or small b" glﬁss full play to the Keynesnan

L N 3

case. of 'undercompensat1on“ Moreover, lnsofar as a fall 1n b“ 15 breught
T FiLar ";_f'lr la'y.-i :
about through measures de31gned to enlarge the scope of 1nnovat10nal 1n=
. {f"‘\*i\ ]y\'-.
vestment (a la the acceleration yr1nc1p1e),Lnt tends to Anerease gin -

s s
A o £
PR

.

‘the long run’and 80 -to ‘raise G5, - . . ¢ B i,
s o2kl e Do Ry g . -

Thus 1n 1nf1at10nary c1reumstances arxsxng from G :> G the grewth

. ’
LS e e L

A
of demand can be controlled S0 as to make 69 G through (1)9 a rise in
" (2), a rise in m' (3), a fall in b’ (4)5ﬁa fall inof (5§;“e fall 1n/5

and/or (6) a £allin Xﬁ“Wlthout provoknng‘balance of paymente disequili-

o
br1um and w1thout 1nped1ng the secular growth of ¢ productlve ‘capacity

'rema1ns yet to be dlscussed

i ATPR IME SRR S A e

: . . L.
T IEVIRNNER 5 & SR BRSSO

THE CONTROL OF PRODUCTIVE CAPACITY ¢

)
e

To 1ncrease the rate‘of growth of productlve capaenty is admlttedly more

LA b L

dlfflcult'than te decrease the rate of growth of effectlve demaud. Thle

ooy i *

e+ ok v an

dlfflculty is all the greater because of the restrictlon meoeedthpom our
el £ aaletoed : |

parametrlc operatlons, namely, not to 1ncrease G 1n eueh wise ds £6 in-
- “T¥erease G - and to- entail AR £ 6. “VWith thm.s reetmctnon at. thesback of
| “our'm1nd let%us ekploretpossible operatxene thh-the.paremetere'@f
quatlon (7) G C ¥

--‘“"-Ji -

N
An 1ncrease 1n the preduct1v1ty ef eapltal (Gﬁ ‘has’ the advantage of

SR it

¥
accelerat1ng G° w1thout the selfadefeetlng aecempanlment of rnslng ‘demand
¥ J e i X Q S ‘ .
.and w1thout the worsenlng of external balanee, Fnr 1t slgmlfles greater
TR

productlve and export1ng capacnty through more effICIGHt utilization of :




&

.8 given stock of cap1ta1 rather than an 1ncrement of capital that mlght
‘generate unwanted demand or necessitate unwanted imports. We may see
; it as follows.. %' ' ‘ ; }:
' Snppose that the total stock of cap1ta1t(K) is partloned into that
:_whlch is owned and utilized by home-biased 1ndustr1es (Kh) caterlng to
.domestic markets and that whlch is owned and utilized by export-biased

1ndustr1es (K ), catering to foreign markets, so that

;. | o K = K, +K_, E o | ()

i
L

the distribution: ratio of which is

K i '
] Kh 7' ’__ea_ - I—", . ) ' ( 1 0 )
ﬁ K K ;é '
Next we define product1ve capacity (Y ) as belng made up of home—blased
output (Y ) and export-blased output (Y ) so that

s 8 8
& Yh’+Ye.’

(11)

S

the r1ght—hand 51de of which eqnatlon may b

g gspecifies as
B @v
: 8 _ :
; B = % (12)
ii
| 8 — 41 q
| CoxfEex, (13)
fi . b
where ¢, is the average and marginal productivity of capital in the home=

h
biased industries as a whole and d; the average and marginal productivity
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~of capital 1n the export-blased 1ndustr1es,' Here .we shall assume
- Jl
o > ¥ on the. plau31b1e ground that decrea51ng=cost (1ncrea31ng=return)

1ndust?1es are the ones that usually requlre expand1ng export markets
(especlally in the absence of expandlng domestlc frontlers and markets),
1n addltlon to~ the home market. Thls assumptlon is-crucial for- the pre=
sent argument 1n favour of 1ncrea31ng the dlstrlbutnon ratlo,'_-=77

o the purpose of ra131ng the productlvxty of capntal for the whole ‘economy

. as well as the productlve capaclty of the exportwblased 1ndustr1es°

P Y

‘¢, .Taking equations (10) (12) and (13) into account we can rewrite
‘ equatlon (11) '

. T 2 g 1 . '
T ; [ ST

- . G‘” o : st R
W X ”nKhT”“’eKe vmxwe,(xav,)x, | .‘ (14)
‘LFgom (l4)\we have the average productivity of capital for the whole
Aeeonqu@ o
# . IR - 1; ’ ‘i.‘> . . Ysu - . ' Cee . :e :- .
"x = ¢ = gqso (), .. ¢ oy (15)

( i
whlch indicates that the average productlv;ty of cap1ta1 for the whole

economy: is capable of 1ncrea51ng as a result of an increase in the dis-
tribution ratxo (1 =fq), provided that 0 >>@ - It also, lmplles that
export~b1ased output is enlaraed by that rnse in the distribution ratio

(I =f7), that is, via Y - @ (I =“7)K Moreover, this increase in

jl Such a rise in the capacity to: produce exportable goods does neot,

‘however necessarily, result in an increase 1h the demand for exports
wh1ch depends on foreign incomes, relative prlces, exchange rates; and
posslbly non—economlc foreign policies. That R. Nurkse recommends such
"an increase.in.Britain's export 1ndustr1es%15 at best a . reflection of the
speclal cxrcumstances in which are foreign’ demand for exports (from the

|
b
|
1
b
I

P
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capital productivity coefficient (o) has the added advantagé of neces-
sitating a smaller import ratio (g) to supplement the domestic saving

ratio (s).

A rise in the saving ratio (g) could increase G° without at the same
time increasing Gd, if it tended to increase 8' and so to decrease the
rate of growth of effective demand. Also a higher domestic saving ratio,
like a higher productivity of capital, makes for less reliance on imports
as a supplement to domestic real capital, according to equation (7). 1t
may be presumed that a higher saving ratio is brought about through a re-
distribution of disposable income in favour of high-saving income groups

or through a persistent budgetary surplus.

A rise in the import ratio (g), if it also represents a rise
in m', is capable of increasing G® without increasing Gd. But from the
standpoint of long-run balance of payments equilibrium it is a rise in
the average propensity to import capital goods (mi) which is to be en-
couraged, keeping the average propensity to import consumer goods (mc)

constant. For the import ratio is actually the sum of these propensi-

ties, m = m, o+ m,. This means that if m = constant, m, can be increased

only at the expense of mc and that if m, constant, a rise in m sig-
nifies a rise in m,. If a rise in m is due to a rise in my instead of

in m it will make a direct contribution to the domestic capital-goods

U.K.) happens to coincide with what Britain is capable of supplying.
But for may trading nations (e.g. Japan) it is not so much the lack

of exporting capacity as the lack of foreign markets (dem&nd) which is
troublesome. Accordingly an increase in the productive capacity of ex-
port-biased industries, while it may contribute to overall productivity
and growth, nevertheless can prove rather disappointing for lack of ex-
pandable foreign markets.
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1ndustr1es.1 In terms of trade pollcy thlslmay mean that tarlffs and

other 1mport controls should be so dlrectedhas to keep the average .pro=

' pen51ty to import consumer goods (m ) from rls1ng. St e

-+ Lastly, 'a fall.in.e relative- to given m would 1ncrease G without
_Imllltatlng against the other aim of reduc1ng Gd, 31nce a fall in e may
,well gepreseqt a fall in y in the shorter run,vfgowever,la,fa%l in e
~nmay;have_Q‘Qetrimentelweffect on oalahce of payqenﬁs equilibrium, . The
most that a, single economy can do to protect its long-run Balance of
.payments pos1t1on is. to rely on the. 1ncreaslng effect of & rlse in y

.hon e so as.to avo1d an: otherw1se large def%clt.ratlo, e = m<< ‘0, that

would be needed to increase G° Beyond that a 31ngle export1ng gconomy

can merely hope that the rest of the tradlng world w111 1ncrease their

iilncomes or thelr average propensltles to 1mp0rt u1ven relatxve prnces
Q and exchange ratesg The extent to whlch e should fall relatlvely to gi-

i PEi .
" ven'm depends on the§preva111ng values of ¢ and e, for as a less develop=
o Y i { o e a . e e A

ed economy becomes more productlve and more thrlfty, 1t can develop its

gproductlve eapac1ty w1thout 1mport1ng forelgn goods and capltal 1n eXCess

of what 1t can paj by 1ts own exports., :

L -4 B . ‘. .2 [ * . + L A
& e .. i L . »
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CONCLUDING. REMARKS o

B Tieoo oL - AR

To emphasize the demand side of a growing economy alone is to lose

sight of the capacity—creating aspect of foreign trade which classical

T - e PRI 4 ‘ Tl L bt e e
1 N o -.j‘ I ) N ! 4 3 . .
47 «This.is not.to say that lmported consumer éOOdS are unproductnve, for
sthey do - have the indirect effect of, contrlbutlng -to the domestic capital-
. goods 1ndustr1es by re1e381ng productlve factors that would otherwise be
cused in produ01ng consumer goeds. . But fox[those economieg with relative
factor immobility and inadeyuate exchange reserves it 1is of great practi-
cal importance to concentrate on the importation of capital goods.

|
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theory from Adam Smith's Wealth of Nations down to the present has taught.
To stress the supply side alone is to ignore the income-generating aspect
of foreign trade which Keynesian theory has shown and to repeat the clas-
sical error of assuming that supply creates its own demand. Accordingly
the realization and maintenance of equilibrium growth with full employment
(both of labour and capital) but without internal inflation and external
imbalance requires that the rate of growth of effective demand and the
rate of growth of productive capacity be brought into equality with each
other. With the inflationary circumstances occasioned by Gdf> G® in view,
we have explored possible operations with the parameters of the growth of
demand equation and the growth of capacity equation so as to make Gd = Gs,

that is, ways and means of reducing Gd without thereby reducing G° and

of increasing G° without simultaneously increasing Gd.

If the choice must be made between domestic growth and balance of
payments equilibrium, most underdeveloped economies will probably prefer
the former to the latter, and with reason. For capacity growth is a pre-
sumption in favour of gradually improving balance of payments, while ex-
cessive preoccupation with the balance of payments problem tends to en-
courage the one-sided growth of "exchange—earning’' industries at the ex-
pense of overall industrialization,. as colonial history so abundantly

illustrates.

Underdevelopment, like underemployment, is a strong presumption
against free non-discriminatory trade, for underdeveloped economies are’
always tempted, to protect and often justified in protecting their indi-
genous industries against the competition, actual or potential, of fo-
reign goods. This is the important element of truth in Friedrich List's

theory of industrialization through protection1 which all but free—trade

1 See his Das nationale System der plitishen fknonomie.



'purlsts ‘would recobn1ze, espe01a11y in thehdlght ‘0f the understandable
dr1ve for “international homogenlzz.atnmn'fI to borrow Haavelmo 's ‘phrase.
1t 1% Just ‘as’ unfruitful to hope for~mu1t1%ateral~trade w1thoutﬁdevelop=
ing the underdeveloped areas of the world as it is idle ‘to-preach. the

A advehéeée 6f:free’tfade without premoting &nive}sél fulIVemployment}- This
Tatter is what we' have recently learned from Keynes1an ‘theory. ?Iuﬂihis
'reéard 1t is 1nstruct1ve to recall’ that Keynes definitely linked as- In=
ter%at1ona1 Monetary Fund to 'the ‘policy of full “employment, and consider=
ed it an 1ncrea31ngly 1mportant task of a World ‘Bank : *to ‘make the resour»
ces of the world more -fully avallable to“all mankind,- “and-*86" to’ ‘order

1ts operat1ons asito’ ‘promote and maintain equ111br1um in~thé lnternatlom
nal’ balances‘of payments of all member countrles"”z Our analysns sug-
gests that less deVeloped economies - have- eVery Teason -to - proeeed ‘with
"itheir:industrialization programming without undue feqrsvpflkalances of

. payments .disequilibrium.’ .. .. P

' . .
) . . g T . i - . . . .
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pl T. Haavelmo, A: Study in the Theory of Lconomichvolution.

.":'_ v L.'2

See Keynes 8 speech before the’ House'of Lords, May-23,-1944;and his

Opening‘Remarks at: the First Meetlng of the becond Commlssxon on, th@ World

Bank July 3, 1944, . !

Letier Fu A .sa

We may make the following quallfylng observatlons about the possible

antlnomy of industrialization: - (1) ‘The greater productionandtexportation

t of manufactured goods. incident to 1ndustr1allzatnon may raise.the income

elasticity of foreign demand for 1mports (or exports of the’ 1ndustrnalnzxng

“economy ‘in’ ‘quegti'on) far beyond unity, (& My/My)/(&5Yyw/Yy) >-1; where My

+ 1is imports .0of the rest of the world and Yy its national, incomes conaidered
as a whole. The exportlng economy is then 11ke1y to experienee greater
instability in‘its’ forexgn balances’ and, more particalarly, a-deiious loss

't .0of exports whenever national incomes, in the rest:of the world take a down-
turn. (2) If the xndustirallzlng economy ] 1mports consist largely of
capital goods, it is possible to consider imports as a function of the rate
of change of income, that is, My =24Y, where My is imports of “capital
goods and,& the capital-output ratio involved (the reciprocal of the pro-
ductivity of imported capital goods) Dividing both sides’of ‘this import
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equation by X,QWe get the import ratio: MkyY %/9 A Y/Y), which shows
that a rise in the rate of growth of domestic income is capable of in-
creasing the import ratio above the given export ratio (E/Y)w-unless the
capital-output ratio (/3) is reduced by the! increased productivity of
imported capital goods. (3) The higher money -wage-rate accompanying in-
creased labour [productivity may increase the average export price (Pg)
relatively to the average import price (Py)iso as to discourage exports
and increase imports, the latter effect beihg viaAsM = mAY = nk'tAE,
where k' is the foreign-trade multiplier, t| = Pe/Pm or the terms of trade
index, and E exports. Such a rise in 1 is Bften offset by a government
subsidy to exporters or by a monopolistic agreement among exporters not
to raise export prices, however. (4) The expansion of export-biased in=
dustries at full employment may increase geheral prices (including export
prices) to the detriment of export trade, while the same expansion at
less than full employment may increase domestic real income and induced
imports, the net effect on the foreign balance being the more adverse
the more price-elastic is the foreign demand for imports, and the higher
is the domestic marginal propensity to impOft. :
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