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SOCIAL_ COUN(CIL ET SOCIAL

ECONOMIC AND EMPLOYMENT COMMISSION
THIRD SESSION

MEMORANDUM ON THE REPORT OF THE FIRST SESSION OF THE SUB-COMMISSION ON
ECONCMIC DEVELOEMENT (DOCUMENT E/CN.l/h?) SUBMITTED BY THE
INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT

(Item 8 of the Provisional Agenda, document E/CN.1/48)

The following.communication containing comments on the Report of the
First Sessicn of the Sub-Commission on Economic Development was received
from the International Bank for Reconstruction and Development:

INTERNATIONAL BANK FOR RECONSTRUCTION
AND DEVELOPMENT
Washington 6, D.C.
Office of the President )
March 31, 1948
The Honorable
Trygve Lie
Secretary-General
United Nations
Lake Success, New York
Dear Mr, Lie:

I am enclosing herewith a memorandum dated March 31 prepared by the
staff of the International Bank, and approved by the Bank's Executive
Directors, containing certain comments on the Report of the First Session
of the Sub-Commission on Economic Development of the United Nations Economic
and Employment Pommission. '

I en sending this memorandum to you at this time so that it may be
considered by t%e Bconomic and Employment Commission at its next cession
in conjunction With its consideration of the Report of the Economic

Development-Sub-Commission.

(:IE'EYJ'E,L) ..

' Sincerely yours,
.
4
I

o 5 19'-‘!-3 (signed) John J. McCloy

Enclosure 1
LtEm MNATLOPMY

CmCHIVET /INTERNATIONAL
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INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT

STAFF MEMORANLUM

31 March 1948

Analyesis of Report of First Session of United Nations

Sub-Commission on Economic Development

The staff of the Bank has carefully reviewed the Report prepered by
the Sub-Commission én Economic Ievelopment of the United Nations Economic
and Employment Commission, covering the Sub-Commission's First Session
from 17 November to 16 December 1947. This Report requires serious
consideration, because it constitutes the first comprehensive statement
by an organ of the United Nations on the subject of economic development
and will therefore doubtless have considerable influence on the future
work of national governments and international agencies in this field.

The Bank's policy on the financing of economic development must, it
is believed, be based on the assumption that the primary purpose of such
development is to promote an increase in real income per capita,
primarily within the country in question. The same concept of the
objective of economic develorment is implied in the Sub-Commission's.
definition, contained in Part V, paragraph 2 of the Report. In outlining
the principles which, in the Sub-Commission's view, will best promote this
o%jective, the Report brings out a number of significant and valuable points.
But it also includes some general statements which do not seem fully
consistent with the Sub-Commission's initial formulation of its purpose, or
which for other reasons appear to need some clarification. It may therefore
prove useful fo set forth certain views of the Bank's staff on some of the
principal matters discussed in the Report, for consideration in conjunction
with the Report.

A, The Pattern of Development

An increase in production, which will lead to the desired rise in real

incoﬁe per capita, depends basically upon the introduction of capital goods
{tools, housing, transportation and communication facilities, etc.) in
so-called "backward" areas. This increase in capital normally involves also
an improvement in production techniques, resulting from more efficient
organizatién and management of the production processes and better training
of workers, as well as.frcm the substitution of more mechanized for manual
methods. The basic problems of economic development are those involved in
obtaining cepital and assuring its application in a way which will best
contribute to increasing productivity and living stendards.

/The application
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The application of capital iA under-developed areas may teke place in
many different forms - as shown by the varyirg patterns of historical
development in differtnt areas and Sountries. Thus development may involwve
principally the mechenization of agriculture and improvement‘of | a

agricultural land through irrigation or fertilization, or the application
of modern extractive methods in mining, or the use of more efiicient
processing methods for agricultural and mineral 'products, or ‘the growth of“
light consumer goods industries, or the esteblishment of so-called heavy
industries, or many other‘types'ofﬁcapitélization. Normally a major part
of development capital will have to be devoted in any case to providing
such basic facillities as houding, transpordtmfion, communications and

power, but the.exact neciure and location of these facilities will7varyt‘
widely according to the type of development that is undertaken.

A1l these forms of capitalizetion are comprised in the term
"industrialization" in its broadest meaning. The more highly industrialized
any country is, in the sense-of the most effective eqnipment of labour with
capital, the higher will be its standard of living and the greater its '
productivity. But this is true .only if the industrialization proceeds along
econonic lines, ﬁhich meens that the type of development and its timing -
must be.determined in the light of the natural resources of the country
under developuent, the density of ité pOpuiation and tueipr lowszl of
education or technical training, the world demand for +hs rcoiiion of its
products which that cdountry intends to export, the availanility and cost
of the necegsary capital, etc. o

‘In the case of somé coun“ries the most effective means of development
may be the industridlization of agriculture and related activities -

i.e. the production of agricultaral tools end eguipmen*, the processing of
¢agricultural*products, the nccossary public utilities, etc, This is the
pattern of development which s -given New Z~eland, for exanple, one of the
highest standards of living in the world; Denusrk is aunotier case in point.

In other countries, notebly those with ezcess rural population, with
mostly unskilled labour and without resources peculiarly adapted to heavy
industry, primary emphasis ‘should normally be placed in the first instance
upon the development of light consumer goods industries.® Such '

industries, by definition, employ small emounts of specialized capital
' L

% The distinction between light and heavy industries, as used in this
menmorandum,. is based on the amount of capital employed-per head of
worker, For example, many consumer goods and engineexring industries
are lighit, while smelting, stecl mill, and also some food processing
industries, are heavy, within the meaning of those words as here used.

/equipment
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equipment per worker and usually contributé‘more than heavy industry to
an immediate rise in the standard of livihg. They cen.build upon
traditioﬁal craft skills in the imtroduction of mechanized technigues.
The capital investmeni required for the mechanization of many consumption -
goodS»inaustriés is not necessarily large = once the necessary
transportation, power end other basic facilities are provided - end may
often be within the reagh of local initiative. The short-run result .
of this type of industrial development, therefore, is a relatively quick
increase in simple con-umption goods; this tends further to stimulate
. development by increasing the health and efficiency of the consumer
population and by providing them with incentives for furthér productive
effort., Given reasonably adequate public utilities, the scale of useful
capital investment in light indugtrics can be relatively continuous,
requiring no very large single investment for a further increase of
output. .
In many cases, the development of heavy manufacturing industries may
have to be delayed‘until after progress has been made in building up the
simpler and more immediately productive light industries. This principle
is, of course, subject to many individual -exceptions, particularly where
the existence of the requisite natural resources and the world demand .
situation indicate the advisability of proceeding promptly with the
establishment of some particular heavy industry. Since, however, in most
cases the capital required for investment in basic industries and public
utilities which employ large amounts of cabital per head of worker and
are not directly remunerative may emount to as much as two-thirds of the
total investment, it is important to allot the remeining third in such a
way that the maximum number of workers .can be profitably employed; this.
argues against the diversion of even more capital from light to heavy-
industry. One worker employed, for example, in smelting in an over-populated
area may require as much capital as ten or more workers in light ’
industries, or to put it in other terms, the cost of his employment may be
the total or disguised unemployment of ten other workers. -And finally, .
since the products of heavy industry are frequently not finished
consumption goods, its development is relatively less effective in
convincing the mass of the people of the advantages to them of further .
economic development.
' Thus economic development must be conceived as a continubus process,
in which each increase in capitalization will lead to a further increase.
Moreover, it must be synchf6nized, 50 that the various aspects of the
economy - agriculture, industry and public utilities - will develop
/simultaneously;
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simultaneously; Jdtherwise economic disequilibrium will be. aggravated. The
planning of development should not be confired to national lines, but
shouldgée effectively co-ordinated within majdr geographical areas. ft
- should take mccount also of possibilities of migration - of moving manpower
to resourceés. ’ |

Development, espetially of heavy iﬁéﬁsﬁry, should be so timed as to
take account of world prices and other economic conditions. Deliberate
anti-cyclical timing o heavy international investment is of great benefit
.to both capital-importing and capital-exporting countries. At present, the
cost of capital equipment is unusually high, because of extraocdinary demand
and the low output of many normal producing countries. New heavy inlustries
developed now, therefore, right be saddi}d with an eXhorbitant capital cost
vhich would undeimine their economic strength and their ability to compete
with other producers. Moreover, stimulation of new industries which would
not be fully pfodugtive’for some time to come would tend to aggravate
inflationary pressures, both in the country from which the necessaryb
equipment' is purchaséd and, even more seriously, in the country under
development. In some cases the urgent nced or econcmic value of a certain
type of industry may override these considerations and dictate its
immediate development, but the difficulties should be clearly understood so
thet the merits of each case may be weighed intelligently.

The Sub-Commission's Report,- although properly stressing that economic
development must be thought of largely in terms of industrialization, does
not, in our opinion; sufficiently analyze- the hature of the industrialization
process as sketched above, and in some places seems to over-simplify the
issue by viewing industrialization as synonymous with the development of
manufacturihg plants, particularly heavy industries.

It is true/inat the Sub-Commission's emphasis on the development of
factory 1ndus ies is quallfled in some degree by its recognition of "the
need for due attentlon to the development of agrlculture, partlcularly the
production of food, in national development programmes". However, the
generel tenor of the Report might cregte the impression that the

§Q&fl/llture and the production of raw

materials should be assigned a placeijvb rdinate to menufacturing. TYet it

Sub-Commission was of the view that agf

is precisely foodstuffs and certa1n: asit Yraw materials which are now most

&
seriously lacking throughout theigiﬁld, an \%he deficiency in food is

especially apparent in some ‘of tﬂe\Igiizgggié&eped countries. Many of the

N -
most important resources of these proancts,§§§§ual and potential, are
located in under-developed areas; it is essential, therefore, to consider in

[each case
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cach cage.whether development of such resovrces or of particular
manufacturing projects would producc gquicker and surer returns.

This is not to deny that souhd econonic ‘development in many, if not
most, countries Wwill require growth of factory industries at an appropriate
rate, Specifically they may be necessary even in largely agricultural
countries- to create effective demsnd for ag?icuithral products ahd dt the
same time to increase incentiveé for agricultural production by making
available manufactured consumption goods. But it is clear that the rising
national income resulting from such development does not originate in factory
industry as such. Rather it stems from’the more efficient use of labour
in all activities whig¢h become adequately céapitalized. The economic
“backwardness". of -under-developsd countries is due essentially to the
fact.that they do not have enough housing and equipment (especially public
capital), and that they do not tse modern types of capital equipment and ™
technical methods, in all:phases of production, not simply in !
manufacturing industriecs. ‘

The necessity for a more_éﬁalytical consideration of the conccpt of
"industrialization" is reinforced by the Report's emphesis on

the need for establishing key industries in the country, even though

such industries may not satisfy strictly economic criteria in teims

of comparative costs: Recent experience has demonstrated the

derendence of political freedom snd national security upon the

economic independence of the coﬁntry, particularly with respect to

certain-basic sectors of the economy. (Part V, paragraph 6 (b)).
If this paragraph is intended to stress the need for considering not only
the direct financial return from a single enterprise, but also its
contribution to the national and international economy as a whole, in -
deciding upon its soundnessg, . it is clearly correct. It-is subject - to possible
interpretation; however, as a blanket encouragement to each individual
country to strive for a high degree of'industrial self-sufficiency - that
is, to develope itsAown steel industry, chemical industry, electrical
equipment industry, machine tool industry, etc, - in order to insulate
itself against the,insecuritiesvof~the world market., If such a policy wére
generally followed the result would be to.narrow rather than broaden the
world economy, to waste. precious. capital and téchnical skills by devoting
them to uneconomic enterprises, to forfeit in large measure the téchnological
advantages of mass production.apd,maas markets, and to,require the more
productive elements of the national economy to -subsidize industries which
cannot stand .on their own feet..

/It is recognized,



E/CN.1/50
Page 7

It is recognized, of course, that certé in maasures of Drotection
against foreign competition may be nccessarﬁ for a time %o allow 1ndusfri”e
which have good long-run prosnects to get firmly establlSned, but that 1s
quite different from a general policy of establishing industrles which do
not satlsfy,strlctly economic criteria in terms of comparative costs”. If
is, of course, desirabls 10 minimize the adverse effects of intérnational'
economic instability, but noét by encouraging the establishment of small
inefficient national production wnits; rather this-aim will be best
achieved under a system of expending, not contractiung international trade -
although the propdrtion of natiomal income derived. from such trade may
gradually be falling &s the income itseif riges, since the bulk of any
additional production will normally go into domestic markets. Firally,
it is suggested that unless national development plans teke adequate '
account of costs and efficiency, in terms of the "social net product”, no
very lafge flow of international development capital can be expocted.

B. The Financing of Development

The Sub-Commission Yecognizes, in Part VI, paragraph 1, "that the
finances reguired for econdmic development have to comé lawvgely from 'the
efforts of the peoplés concerned, from the improvement in their national
. econdmic structures; and frem increasing national productivity"; but its-
principal stress is laid on the necessity for "a considerable measure of
foreign financing..,..in promoting economic development". It conclides,
in Part VI, paragraph 4, that . '

An exemination of the main sources of international loans for

development indicates that the total volume of available funds is

entirely inadequate to the needs of development. . If economic
development is to progress more rapidly during the next few years,

a larger and better regulated flow of foreign funds than is

" currently availeble will have to be promoted by and-through
irfternational agencies working within the framework of the

United Nations. o X .

- Part VI of‘the Report, entitled Interdational Action in the Field of

Economic Development, is basically a brief outlining the need for |

increased 1nternat10nal financidl assistahce. Such a brief is valuable,
for the need is unquestlonably very great. It 1s not clear, however, to'
what agency or groups the Sub—Commission‘is addre851ng its flnal
recommendation (Part*VII, paragraph 3 A (5)) "that immcdiate 1nternat10nal
provision be made for those under-developed countries by way of finance,
food and equipment" - nor how this recommendation is to be implemented.

/Financing
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Finencing through International Bank and inter-governmental channels
can be especially useful in helpiﬁgfto provide the framework ‘of public *
utilitiés‘and key industries reduifed for sound developméut, which may
requife too heavy an initial outlay and may not be directly
remunerative enough to attrect private investors, But in general, under
existing corditions, only private capital can be expected to provide :
financing in sufficiént amounts for really large-stale development. Such
capifal,;too, normally brings with it much-reeded.technical know-how ané
managerial skills. It is essential, therefore, that the under-developed.’
‘countries do all that they can to promote their own development by :
stimulating local initiative and encouraging. the mobilization of local
capital for productive purposes, and that they take appropriate
measures, consistent with adequéate protection of their own. interests, to
attract forcign private capital. Consideration must also be given by the
capital-exporting countries to the pessibility of creating new techniques
to encourage the flow o. capital abroad..

Although foreign capital may play an’ indispendsble role in stimulating
development activity ahd may greatly ease the straing agsociated with the °
deveiopment ﬁrocess, nevertheless the major contribution to economic- -
devglqpment must be made by local finance and initiative. . The Sub-Commission
proper}y'stresses this fact in several places. It is important, therefore,
that the gove¥rments of under-developed countries establish an atmosphere
and develop financial mechanisms which will encourage the use of ;ocal
capltal to maxXimum effect.- In some cases such capital is not now fully -
utilized - either because domestically-held funds are hoarded, or held
abroad, or used for.speculation or other non-productive purpoges; or because
there is no efficientAmachinery for charneling these funds. into -~
development activity. The methods appropriate to encourage productive
investment of this local capital will very according to differing national.
circumstances; the Sub-Commission correctly emphiasized thé desirability of
"examination of a country's monetary, banking and fiscal machinery with’a
view to meking it as effective as possible for development purposes’.

(Part V,'pa;agraph 15 (c)). The creatioh of an active local capital market
may be of great importance in promoting the efficient use of domestic 1
capital and encouraging its confinuing‘flOW‘into development. In some. .
countries the sums involved are quite substantial and their effective ﬁs@
at strategic poirits in the national economy 'will often greatly indrease :

¥

the rapidity of development, will reduce the problemspassbciaﬁed'with ;

-

/foreign.
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foreign flnan01ng and will, at the _same time, help to attract the
necessary forelgn ass1stance. A

The varlous national governments nay also be able to help 1n
promoting an 1ncreased flow of intornatlonal development capﬂtal by
removing, or at least mitigating, deterrents to: forelgn lending and
investment.' In some countries, for'example; international lending and
investment may be dlscouraged by an unsound domestic flnanCLal 51tuatlon
or by discriminatory regulatlon of foreign capital. In other cases
defaults on past loans have impalred the public credlt and prevented or
delayéd.- the granting of addltlonal‘assistance,,however, the original terms
of someé of these defaulted obligations are now manifestly too onerocus and
modlflcatlons should be hegotiated. Where difficulties of this klnd
ex1st, they clearly have an important adverse effect on the avallabillty
of foreign capital, on interest rates, on the period of tlme for whlph
loans are granted, on the conditions attached to such loans, and so on.

Lending dountries also Have a parallel responsibility to help in
creatihg condiilons and mechanisms which will encouragé a greater flow of
development cap1tal on equltablc terms. Certainly it is not to be .
expected that borrowing and lending methods in the twentieth century w1ll
take the same forms as the nineteenth; new forms and new institutions of
private investment must be devised. To achieve a maximum flow of |
development capital on reasonable.terms there must be a fair accommodation
of the interests of both capital—ekporting and capital-importing countries,
Under present circumstances no international organization can compel the
investment of capital abroad. There must be some inducement, or at least
some assuraehce of security, to attract private funds, or to’persuade
responsible governments to_.make advances to foreign counurles. Unless the
plans and policies of under_developed countries 1nsp1re confldence in
their economlc soundness, such advances would be made only on polltlcal
grounds and would be subject to the dangers mentioned in that connection
by the Sub-~ Commission.

Moreover, with regard to direct private investment, it is worth
noting that the financing of development by equity capital has.some positive
advantages from the standpoint of the under developed countries; it permits
a flex1billty, initlatlve and eff1c1ency which is often impossible for
government organs, it ensures that unsound 1nvestments do not burden or
impair the publlc credlt, since its returns depend on actual profits it
does not, in bad times, impose an 1nflex1ble burden on the publlc treasury .
or balance of payments of the "borrow1ng country, and it often is

/accompanied
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accompanied by managerial and technical assistance of adalibre that

would be dlfflcult to obtain in any other way. The Sub- Commis51on 8
Report notes,- in Part V, paragraph 6 (d), the 1mportance of stimvlatlng
"the spirmt-of enterprise - the spirit that, historically, has played so
large a role in economic develoiment;" that spirit, under proper
regufétién—in the public interest, can be as beneficial in motivating
foreigﬁufinancihg as in domestic business. Finally, there are certain .
types of development activity which - because of their experimental nature,
or the risks involved, or their close affiliation with other fields of
private commeicial enterprise - are especially suited to. the investment

of private equity capital.

It is importent, of course, to provide for necessary regulation of
private enterprises to prevent waste of the resources of the country under
development or\abuse of the rights of its citizens. On the other hand,
such safcguards should not be so restrictive as seriously to inhibit the
flow of capital into productivq channels. TForeign investors of equity
capital must recognize also that withdrawal of earnings in very large
amounts may often create seriodé balance of payments difficulties for the
country in which the -investment is located and that for this reason, and
to promote further development it is desirable that there be substantial
reinvestment of such earnings within the country. )

It is important, however, that development programmes should not be
s0 formulated or administered as to obstruct the continuance of emergence
of an eibert surplus, and the use of an appropriate part of this surplus
for international debt service and re-payments. The Sub-Commission
rightly observes (Part VI, parégraph 15) that, fundamentally, "it is
technological advance and fhe‘accompanying increase in national préductivity
which enables a country to car;& the burden of its loan charges and also
to repay the loan". But it must not be overlooked in the context of
international investment that these changes do not of themselves solve
subsequent transfer problems in the international balance of payments.
Development programmes which include assistance from foreign capital must
“take this consideration into account. (

C. The Role of‘International Organs

The United Nations and the Specialized Agencies concerned with economic
development have a special respon51billty, and also an extraordinary
opportunlty, to give practical ass1stance to the under-developed countries
in meking the best possible use of the domestic resources of those countries
and of the foreign aid which may be availeble. These agencies, because of

[their international
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their intérnational character, are in a position;- when.requested by membe?
govermments, to analyae objectlvely the most promising fields for
development act1v1ty,1n various countfies or. regions, to-determine which
are llkely to produce the most immediste and substantial results in the
light of local and ‘world requirements and resources. Suoh'analyses could. #
not, of cOGrse, take the place of national programmes, but they could help
to prov1de an 1nternat10nal perspectlve which is too-often lacking in such
programmes. . ' S . \

.. Scme under-developed countries undoubtedly have an exaggerated
impfeseion of the‘amoﬁﬁté'of fofeign aid they are likely to .receive or,
indeéd,_are able to absorb, and a somewhat unrealistic coriception of the
conditions under wﬁich foreign financing will be available. It is important
that they be able to obtaln practical advice on these questions from
obJectlve 1nternat10nal sourced so that they may be able to make the best
possible use ‘of the funds available, They should be encouraged for.the
immediate future to .concentrate on the essential public ser¥ices which are
necessary to eny integrated economy - primerily transportation,
communication and power facilities in the most promising areas - and, in
most cases, on relatively small projects of assured productive .value (some
of which, at least, could be undertaken with local capital resources), end
generally to postpone more expensive heavy 1ndusury until a more favourable
time. Otherwise a good deal of precious time, mOney and enthusiasm may be
wasted,

— The international agencies should be ready to provide expert assistance
to under-developed countries, primarily by heldping them to select and
procure competent independent experts who can assist them in the
preparation of technically sound national development plans and in putting
domestic financial systems and policies on a firm basis.

Finally, the intermational agencies might well undertake an
investigation of the obstacles which now hamper the flow of intermational
capital in sufficient amounts, and of measures which might be taken to
stimulate the flow. Despite the reluctance of many countries to accept the
need for extensive participation by private capital in development, it
remains true, as has already been pointed out, that the major part of any
external financial assistance which may be available for development in the
foreseeable future must come ffom private sources., The under-developed
countries should be able to obtain sound and disinterested advice from the
international agencies as to the measures they can take to stimulate the
flow of such private capital on reasonable terms and at the same time

/protect
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prote€ct thelr own interests againét’abﬁses resulting from irresponsible
private activities, A )
It seems necessary to comment briefly in conclusion on two
specific references to the International Bank contained in the Report of
the Sub-Commission., In Part VI, paragraph 7, it states: "There are,
certain dangers involvéd in having récourse to the International Bank".
These "dangers™ are not explaineé‘and in its present form the statement is
clearly objectionable. In the footnote to paragraph 27, Part VI, it is
stated that . ’ ‘ -
The majority of the Sub-Commission felt that the whole question (of
the agreement between the Bank and the United Nations) required more
thorough examination than he’s been given to it, with a view to
suggesting an eventual révision of'tﬁe agreement.....
There is no objection, of course, to any member of the United Nations
proposing an examination of the agreement between the United Nations and
the Bank, but the need for revision of that agreement should certainly not
be prejudged. i



