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The existence of cycles in economic thinking is nowhere better
illustrated than in the related fields of economic development and econ-
omic sid from the zdvanced to the less-developed countries. If we go back
20 years to the end of the 1940's, we find that those who were then con-
sidered most knowledgeable about what are now called the less-developed
countries believed that it would be long and arduous task to greatly in-
crease the meterial standards of comfort in these backward parts of the
world, They felt that the most effective way of assisting the economic
development of these areas wac through the provision of technical assistance
and advice. They specifically warned against programs based on the trans-
fer of large amounts of capital to the poor countries.

Thus, President Truman's famous Point Four called for a prégram
of technical assistance to countries of Asia and Latin America. For a
few years technical assistance was about all that we provided for most of
the countries in these arezs,

Of course, in the late 1940's and the early 1950's capital was
badly needed for the reconstruction of Europe., And this received the high-
est priority. As European recovery progressed and agriculturzl require-
ments became less urgent, Marshell Plan assistance to Europe was phesed
out and the less developed parts of the world came to be viewed as appro-
priate targets for large-scale economic investment, The U.S. unques-
tionebly had the resources to provide this investment, and we had the

machinery through which it could be administered. There were some doubts
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about the wisdom of pouring large amounts of capital into countries that
were predominantly agricultural, that were characterized by low levels of
skill and high levels of illiteracy. However, the economists rose to the
chellenge and provided what seemed to be a convincing justification for
large-scale programs of capital investment‘in these countries. One impor-
tant element in this justification was Walt W. Rostow's theory of the
stages of growth, First published in August 1959, this popularized the
notion that we had discovered the secret of how to propel all countries
into a state of self-sustaining rapid econmomic growth, Rostow overcame
the doubts of those who were fearful that this would be a very long drawn-
out process by his theory of the "rake-off." The "take-off" was defined
as a short stage, concentrated in two or three decades, in which the ratio
of investment to population growth is high enough to transform the economy
and make growth more or less automatic.

This was based in large part on a simple little fbrmula which
seemed to Aemonstrate that the key to growth was the amount of capital
invested. It was known that the total amount of capital in the form of
plant, equipment, infrastructure, etc. existing in any country in value
terms is positively correlated with the value of the annual GNP. This
led to the conclusion that you could control the rate of growth of a
developing country by simply the raising or lowering the stock of capital.
To illustrate this very crudely, if you had a country whose totel invest-
ment was estimated at $100 million and whose total output was estimated
at $50 million £ year, and you wanted to increase the output by $5 mil-

lion, or 10 per cent, you would have to make an additional investment
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of ‘$io million, Thus vou would end t'p with oan inves*ment of ¢110 mfl-
tlun, ase an aannal output of $55 millicr, The ratio of aagital te anunual
output would remain at 2 to 1, It was recognized.that nev investment might
produce either more or less output than the existing investment, and to
improve the calculation, efforts were made to determine what recent ex-
perience showed the ratio between additional capital investment and ad-
ditional output to »e. But the calculsation was still based on the assump-
tion that investment more or less automatically produced output.

The Rostow idea of '"take-off" and the concept of the capital-
output ratio gave rise to a rather optimistic view of development pros-
pects in the early 19°0's., Rostow said in 1959 that India and China had
already begun their take-offs, He thought Pakistan, Egypt, Iraq and Indo-
nesiz were sbout a decade behind, Mexico and Argentine, he said, had
finished their take-offs, and the process was underway in Brazil and
Venezuela, Rostow convinced a lot of people that if the amount of capitel
investment put in were massive enough, in a very few years a number of the
backward countries would forge rapidly ahead and generate domestic savings
in sufficient volume to eliminate oxr greatly reduce their dependence on

capital from the outside,

What Went Wrong?

Things have not worked out as expected., At least half of the
countries that Rostow said were in or near "take-off,'" have turned in
disappointing economic performances in the last decade, The reason was
not because they did not get the capital they sought from external sources,

but because it is not true that investment automatically produced income.
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In addition, political developments in many of these and other
aid receiving countries have been disappointing 2s well.

We all know that an investmeut can go sour. The fact that in-
vestments are supposed to yield a certzin income on the averazge is no
assurance whatever that any particular investment or any set of invest-
ments will yield any income whatever, The fact that jute mills in India
might be yielding 15 per cent would not give any velid indication what
the return might be from an investment of several hundred million dollars
in steel mills. What this means is that investment decisioms are a little
more complicated than just stuffing pork into 2 sausage machine and getting
sausages to come out from the other end. It is possible to put in a lot
of investment and get nothing out at the other end. HoWewer, the matter
is a little more complicated than this., An investment can produce a high
yield in financial terms and still be a disaster from an economic point of
view, For example, 2n automobile manufacturing plent in a small country
with high protection against auto imports may yield an excellent return
from a financial viewpoint. The production helps boost the national growth
rate, but in manylcases this income is purchased at a crushing cost. The
value of the protected product is overstated. An automobile which is com-
parable to an American car costing $2,000 may be priced at $6,000. This
is the way that it is entered in the financial statement of the producing
company, and this is the way it is entered in the nationel accounts.

However, let us recall Abraham Lincoln's famous question to
his son: "If you can call a tail a leg, how many legs does a dog have?"
The boy said, "Five." Lincoln said, "No, four because just because you

call a tail a leg, it doesn't make it a leg." Just because you call a



$3,000 automobile a $6,0C0 automobile does not make it a $6,000 automobile,

But little boys know that 1if they put a $1 value on a bottle
cap that does not mean that it is worth $1 at the candy store. A country
soon finds out that putting an overstated valuation on its automobiles or
steel or fertilizer or anything else that it produces does not mzke the
commodity worth that ﬁuch in the world market, Just as little boys have
to fork over real money when they go into the cancdy store, countriec have
to fork over rezl money when they go to the world merket to procure their
essentisl requirements, Of course, as economic development proceeds, those
requirements from the outside world tend to mount.

One of the major mistakes frequently made by the planners of
many countries in the late 1950's and early 1900's was to think that they
could develop on the basis of reducing their import requirements, by pro-
ducing for themselves things that they vere currently importing. What was
soon discovered, however, was that while they might produce automobiles
or steel or many other goods that were formerly imported, other import
requirements developed, They had to import more and more rather than less
and less. The only countries that have actually reduced their imports are
those that have gotten into serious trouble and whose economic growth has

stagnated, such as Burma, |,

What Must Be Done?

The real money with which these imports are obtained has to be
earned by exports or by selling services, or by obtaining foreign capital.
This suggests that a country which wishes to develop must be able to count

on expanding its export earnings in order to pay for the imports that it will
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require. If most of its investment is put into areas which do nothing to
expand export potentialitiec, then the country is going to sooner or later
find itself in serious trouble. It may for a time show rapid increases in
output, but these increases will prove short-lived, It eventually finds
that it cannot obtain the raw materials and the spare parts needed to keep
its new industries operating. What is often forgotten is that just as you
cannot keep a thermal electric plant going without an input of fuel, it is
rather difficult to keep human heings going if they are not fueled with
their necessary requirements of food, clothing, shelter and such other con-
sumer goods as they crave, For some strange reason, many people have fallen
into the habit of looking upon fuel oil which keeps machines going &s being
somehow noble and consumer goods which keeps human beings going as being
wasteful,

What is very definitely realized now is that the provision of
all of these inputs, including the necessary consumer goods, 1is a very
importamt part of the development process, Thece can only be paid for
on a sustained basis if a country develops steadily increasing export
capacity. The development of export capacity requires the development
of agricultural, industrial, mineral or service-types enterprises vhich
will produce goods and services that can be sold on world markets in
competition with other procedures. It is increasingly but not fully
realized that this requires economic policies which make exporting
financially attractive, This requires a realistic exchange rate which
does not penalize exporters, It requires avoidance of burdensome taxes

on exports and heavy taxes and other restrictions on imports needed by



the export industries, It requires encouraging investment in modern
equipment and techniques. Successful competition in export markets is
generally based on imsgination, flexibility, and a strong incentive to
tzke the risks inherent in selling in distant and sometimes volatile
markets. This is especially true when a country seeks to go beyond exports
of raw materials or primary agricultural products,

What countries that want to speed their develcpment must do is
to re-examine their economic policies dropping those that inhibit exports

and substituting policies that put = premium on efficiency and competitive

strength.

What Can Foreign Aid Do?

Obviously foreign aid, to be effective, has to do more'than
merely pour capital into the less developed countries. Pouring in capital
may have excellent results in some cases., But the results may be nil or
negative in others, The key is the econcmic policies pursued by the re-
cipient country.

Recognition of this fact led to the emphasis on "program'" losns
in the 1960's in some countries. The underlying idea was that the aid
would be given in a flexible form to countries that adopted good economic
programs. There was much to recommend this approach, but its execution
left a great deal to be desired. One reason was that in some cases the
assistance was provided even when the programs and policies being followed
by the recipient country were not conducive to sound economic development.
"Program'" lending in these cases was used as a means of providing balance-

of-payments support without insisting that the country put its economic
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their leverage to secure reforms that they knew were needed.

It appears that in both bilateral and multilateral aid donors
have frequently failed to use the lever of withholding aid to persuade
recipients to adopt policy changes. One reason may be that withholding
aid from major recipients would make it difficult for the donor to achieve
its commitment targets. Ironically the availability of a certain amount
of aid for commitment each year may have been one of the reasons why the
aid was not utilized to maximum advantage. In the minds of the adminis-
trators the maximization of commitments was a more immediate measure of
success than was the efficiency in the use of the funds., The amount of
commitments is easily measured and understood., The efficiency in the use
of funds is difficult to measure. It cannot even be attemptec until after
the passage of considerable time.

However, if it is true that certain types of policies will tend
to produce efficient use of funds, it is possible to assess the efficiency
of aid in terms of its contribution to securing the adoption of good policies.

Foreign aid should be employed primarily as means of getting
countries to adopt policies that are in their own best interest. Both
theory and experience indicate that this means liberal economic policies
which encourage privete enterprise and initiative, emphasize encouragement
of exports to bring to the country the advantages of the international
division of labor, and induce the inflow of foreign investment and know-
how, Developing countries that pursue proper policies should be able to
generate and attract private savings and skills to carry their development

forward, However, because of imperfections in the capital markets, lack
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of confidence in the stability of small or distant couniries, and need
for financing infrastructure projects which 2re not suitable for private
financing, official capital should be available to countries that are doing
the right things and are not mobilizing 2s much capital as they can efficiently
employ. Less official capital should be provided to countries whose inability
to mobilize private funds, either domestic or foreign, results from their
own mistaken policies. The provision of official capital to such countries
tends to finance the continuation of mistaken policies.

The success or failure of foreign aid should be measured in
terms of the success observed in getting countries to adopt good policies.
On this basis, we would say that foreign aid has achieved very little in
a country that persisted in meintaining an overvalued exchange rate, &

high degree of import and exchange controls, serious impediments to private

investment, etc.

How Should Aid be Channeled?

If the success or failure of the program is to be measured by
the kinds of policies the countries follow, the important thing is to find
a channel that can best influence policy.

If the weakness of the program-loan approach was that the desire
to meet commitment targets outweighed the desire to secure adoption of good
programs, then we ought to try to avoid a channel that sets up commitment
targets globally or bilaterally, The banking approach should do this, but
unfortunately the official banking institutions have also tended to measure
their success in terms of the volume of commitments, The IFC, which is

intended to encourage the development of private enterprise, measures its
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success, in part, in terms of the profitability of its investments. This

is good, except that it has a tendency to invest in projects that benefit

from heavy protection. Protectionism is one of the policies that we ought
to be discouraging, not encouraging.

What is needed is an organization whose purpose is clearly that
of encouraging liberal economic policies in the world. It should have
available a substantial fund that could be used for investment in countries
that were pursuing acceptable policies. The investments could be made in
a variety of ways. They could take the form of bank deposits, the purchase
of bank debentures or the purchase of bonds, governmental or private, of
the countries being aided. It would probably not be desirable to finance
projects. There are enough institutions doing this already, and the scarcity
of good projects available for financing is well known.

Channeling the funds through private banking channels, adding
to liquidity, or through the public treasury, easing the tax burden, would
serve the purpose of supplementing the investment funds available to the
country. As long as the overall economic policies of the country were good
it would not matter what specific economic projects benefited from the aid.
This could best be left to the menagers of the economy, both in the private
and public sectors, who would be aided by the general increase in fund
2vailability resulting from the actions of the overseas investment organiza-
tion., This organization would therefore have no need of a staff to work
up and evaluate investment projects. Its staff would instead devote its
energies to evaluating the economic policies of the countries that were
candidates for assistance, It would do what commercizl banks and the

Export-Import Bank do now with respect to assigning credit ratings to
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individual countries. But the ratings would be based on the quality of
general policies, absorptive capacity and estimates of unfilled needs for
capital.

It may vell be found that in some cases countries which seem to
rate high in terms of the types of policies they follow do not seem to be
able to make use of large amounts of new capital. Others which are far from
perfect in terms of policies may be experiencing rapid and apparently healthy
growth which suggests that new capital from outside cculd be utilized very
productively. The judgments about policies will necessarily have to be
modified by estimates of capital requirements and absorptive capacity.

Among the factors which should be considered are the rate of economic growth,
the rate of growth of export earnings and the rezl rete of interest. Capital
absorptive capacity should be measured in terms of the ability of the coun-
try to employ the capital in highly productive ways. If the productivity

of capital is high, relative to other countries, the return on capital

should be high, providing an inducement for capital inflow. The high
productivity of capital should also be reflected in the ability of the
country to expand both output and export earnings. It will frequently be
found that a country that seems to have great need of additional capital

but which seems unable to pay a reasonable return on investment suffers

from serious policy defects which should be corrected if the capital is to

be effectively utilized.

The Overseas Investment Corporation

I propose that a new quasi-public corporzation, to be called

the Overseas Investment Corporation, be established to carry out the
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channeling of our bilateral economic aid along the lines described above.

As already stated, the corporation should have as its primary
goal the encouragement of sound economic policies in the developing coun-
tries with 2 view to creating a climate conducive to private enterprise
and investment,

The corporation should have ot its disposal, initially, a fund
of about $1 billion for investment in countries that are pursuing appro-
priate policies and that zre judged capable of utilizing zdditional capital
inflow advantageously. The funds may be invested by the corporation in any
way that it sees fit, including the purchase of stocks, bonds, government
securities and depositing funds in banking institutions. It should be gov-
erned by consideration similar to those thst would govern a prudent investor,
considering the safety of the investment and the return. However, it should
take a long-run view 2nd establish as a prerequisite for investment that the
country be pursuing economic policies conducive to private savings, invest-
ment, export growth and induction of foreign skill and know-how., This should
not be s matter of actively dangling before the countries the carrot of its
investments if they make policy changes. It should be & matter, rather, of
refusing to invest in countries where policies were considered to be unzc-
ceptable,

I propose a radical new method of financing this corporation.
Taxpayers, both individuals and businesses, would be permitted to invest
an amount equal to, say, one per cent of their income tax payments in
shares of the OIC. They would be given a tax credit for this investment.
Federal receipts from income taxes, personzl and corporate, are estimated

at about $122 billion in FY 1972, If every taxpayer elected to invest
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one per cent of his federal income téx payment in the 0IC, $1.2 billion
in capital would be raised., However, it woil] be advisable to establish
some minimum that might be invested simply in order to eliminate uneconomic
record keeping for very small investments. Something in the order of a
one per cent tax credit with a minimum investment of $10 might yield around
$1 billion for the OIC. This would not cost the Treasury anything on a
net basis, since foreign aid appropriations would be correspondingly re-
duced,

The shares acquired by the taxpayers would be marketable. The
stockholders would be entitled to elect half of the directors, with the
other half being appointed by the Secretary of the Treasury. The board
of directors would elect the officers of the corporation, but the president
of the corporation would have to be approved by the Secretary of the Treasury.
Dividends would be limited to 8 per cent of the capital, with earnings in
excess of this retained to be invested by the corporation,

The corporation would be chartered for a specified period of
time. Congress could decide annually whether or not the capital should
be augmented by the same method used initially. If the investment policy
were successful, it vdulé be difficult to wind up the corporation, but once
its mission was accomplished, it might be converted to a purely private in-
vestment corporation, giving up its quasi-official character.

The private involvement in the corporation would minimize
political influence on the corporation's decisions. The public partici-
pation would serve to keep its orientation from becoming purely one of
profit maximization without regard for the goal of encouraging the develop-

ment of sound economic policies in the developing countries.
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The corporation should command wide support in the business
community. If well managed, the value of the shares could not only be
maintained, but might appreciate. The investment would be costless to
the investors, since the funds would otherwise go for taxes, The corpora-
tion, if successful, would help create a climate favorable to private enter-
prise which would be beneficial to American as well as other investors, in-
cluding nationals of the aid-receiving countries,

The corporation would permit the elimination of most of the
foreign aid machinery and would therefore permit a net saving to the tax-
payers. The management of foreign assistance would be largély removed from
any connection with out diplomatic machinery, which would have several ad-
vantages. We could get away from wasteful political use of aid, which
benefited neither the recipient nor the donor. Ve would get away from
the present tendency for some countries to consider our aid as their right.
We would establish an entirely new and far more healthy relationship with
these countries, Substantial capital would be available to them if they
met the required conditions, but we would not be in the position of nego-
tiating terms and conditions on a government-to-government basis.

In the initial stages some of the largest aid recipients would
clearly have difficulty qualifying for investments from the corporation.
There will be strong opposition to the proposal by those who think we
should give assistance to countries regardless of their economic policies.
To soften this opposition, it might be desirable to provide for a graduated
reduction of assistance from present levels for countries that cannot meet
the required conditions. However, it should be clear that this is a tran-

sitional arrangement to give the country time to decide whether it wishes
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to adjust its policies or adjust to getting along with little or no official
capital from the United States.

The new corporation would differ fundamentally from the already
existing Overseas Private Investment Corporation (OPIC). OPIC is designed
to induce greater transfers of U.S. private capital, technology and manage-
ment know-how to the developing countries. It insures investments against
loss due to specific political risks of currency inconvertibility, ex-
propriation and war revolution or insurrection, and it guaranties private
loans to developing countries against loss from both commercial and political
risks. The OPIC guaranties and insurance are backed by cash reserves de-
rived from earnings and appropriated funds, but OPIC has the authority to seek
additional appropriations from Congress if its cash reserves should be in-
adequate to meet its liabilities. OPIC is under a Congressional mandate to
consider "the possibilities of transferring all or part of its activities to
private United States citizens, corporations or éther associations.'" It is
conceivable that the insuring and guaranteeing functions of OPIC could be
merged with the new corporation that I have proposed, thus carrying out this
Congressional mandate. Such a combination might even serve to help marshall
sentiment in the developing countries against those countries that expro-
priated American property without paying compensation, since the payment of
expropriation claims by the OIC would directly diminish’'the amount of funds
available to the corporation for direct investment in other developing

countries,
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The principal advantage of the OIC approach to foreign aid is
that it would offer a powerful inducement to the developing countries to
pursue overall policies conducive to self-sustaining economic growth, This
would insure against aid funds being used to perpetuate economic policies
inimical to development and to private investment and enterprise. The mecha-
nism would be relatively simple and inexpensive. Moreover, the taxpayers
who were financing the program would enjoy some very direct, tangible benefits
from it in terms of the possible benefits from their ownership of equity in
the OIC.

If this approach proved successful after a trial period, it might
increasingly substitute for other means of transferring official capital to
the developing countries., However, as the experts recognized back in the
early postwar years, direct technical assistance to ihe developing countries
is of great importance. Institutions capable of providing such assistance
on a substantial scale along with financial assistance for economically
justifiable projects will continue to play an important role. However, the
OIC approach couléd founder if the borrowing countries that could not qualify
for OIC investments were able to satisfy readily all their needs for ex-
ternal capital from other official international lending institutions. This
can be avoided if there is general acceptance of the idea that economic aid
must encourage and not frustrate efforts to adopt sound economic policies

in the recipient countries.



