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Onro van Teutem

The provlem stulied in this thesis is a current aspect cf the dy-
namics cf internaticnel econcrmic relaticns. Large scala defense mobile
ization 1s havin:; a major impact on the world econcmic situation. Tie
primary aml s :condary forces now Jenerated by military aud pelitleal
factors may ccntiinue to influence the world econcry for a decade or
longzer.

A characteristic of these developments is an increase in the rel-
ative purchasin; power of all primary commolities especially of the so-
called stratezic materials., The result iz an increase in effective dol=-
lar demand of the primary product exporting countries, Conversely, a
deterioration of the terms of trade of industrial countries has ceveloved.

In order to evaluate the impacts of the rapid changzes occurring,
vrice data were gathered for important primary products and for repre-
sentative types of manufactures., Witz this information an attempt was
made to analyze in general terms the domectic situaticn in, and to de-
termine tlie probable iImpacts of the rslotive price changes on ccuntries
in different stages of development. The ccuntrics were: Australis,
Zelziwn~Luxenmburg, Srazil, Canada, Colom.ia, Indcnesia, lalaya, Kether-
laxis, Sweden, Switserland, the TUnited Linglex, the Union of South Af-
rica, the United States, and Vznezuela,

This study has been based upon one set of assumptions regarding
future political conditions = nanmely, a continuation of international
tensions but no all=out war. Thile the subjcct is complex, the follovwe
ing are the major firdin;s of the study:

1) As a res:lt of the rearmament cecisions made by the United States

and other western countries, fundamental economic chanres have occurred
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and further changes are pending in nearly all countries of the non-
Soviet world.

2) The terms of trade of many primary proluct exporting countries
have inmoroved considerably. The specific percent of increase in recent
months does not have much siynificance in view of the fluctuating char-
acter of primary product prices and preballe future changes.

3) The 1mpac£s of thecs developments on under-developed countries
is moderately favorable. In many cases, lack of capacity, opportunity,
or desire to utilize the opportunities may cause nuch of the zains to
be dissipated in inflation or ip additional income inejualities instead
of beinz utilized for permanen: improvencnt.

L) Incustrial Zuropean countries, althou;h burdened by rany in-
ternal and external difficulties, will have the opportunity to improve
thieir balance of payments by increasin; exports to the under=developed
areas and to the United States,

S) The im-ediate problem of the "dollar-shortage" has disappeared
and if proper adjustments in policy are now made by the countries con-
cerned, the possibility for more permanent improvement anpears to exist.

€) A heavy responsibility rests upon the United States to devise
ccononic nolicies which will cushion the cisturbing impacts of defense
mobilization on tiie rest of the relativel; free part of the world and
to use the present situation as a stimulus to the formulation of perma-
nently constructive economic measures,

Yore detailed analysis of the policy protlems and presentation of

appropriate policy measurses is provided in the thesis.
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CIAPTER I
DITRCDUCTICH

The international situation has becoms increasingly eonfusing in
the first half of the twentieth ecentury. Vhile many would blame rightly
the chaotic political revolutions for this confusion, there seems to be
ample justification for at least blaming partially the deplorsble eco-
nouic conditions for creating an enviromment favorable for the growth
of the political vermin of recent years.

Only a short time after the world started to recover from the
grevious wounds received during the second World ar, new and terrify-
ing prospects esem to arise once more at the horison, What the outcome
of the ntruc{ﬂ;e for life between the world!s two giant powers will be
is a question that cannot be answered by a.ny human. Not necessarily the
worst thing will happen, however, and on this assumption it is possible
to study some of the worldwide impacts of the sudden rush to rearm the
western countries and especially the United States.

International economic relations have been suffering for almost
4O years from a phenomenon which has become widely known in recent years
under the name of "dollar shortage.® As the name indicates, the demand
for dollar goods at a certain price was larcer than the supply of funds
to pay for them.

Before the outbreak of the first orld Tar a "dollar shortage™ or
any other currency shortage, would have been impossible, Basically,
following the theoretical pattern described by the classicist writers,
the samparatively free 1nteractioz:x of the forces of supply and demand



2
would secure an equilibrium both domestically and intzrnationally. If,
for some reason or other, one country developed an export surplus and
another country an import surplus, a chain of events started immedi-
ately to ccrrect the situatien. Under gold standard conditions, the
country with the imvort surplus would have to pay gold, which would
flow into the country with the original export surplus. In the first
country the outflow of gold would result in such changes of relative
prices and s:ifts in relative demands of "forelgn" and "domestic" com-
modities that there would be a stinulus to export more and import less.
Conversely, the country experiencing an inflow of gold would find it
more desirable to import and less desirable to export. This mechanism
worked surprisingly efficiently in the period before the “orld Wars to
restore a new equilibrium in international payments.

It was not necessary, however, to have gold standard conditions
for the operation of an Mautomatic" adjuctment cf international equi-
librium. In the first part of the nineteonth century, when England

v/

the intervar pariod, the fluctuating exchaie rates obtained similar

suspencded specie payments tomporarily,®™ and for certain currencies in
results by making exports more desirable in the debtor country and in-
ports more desirable in the creditor country. Exchanze rates are prices
and are therefore always able to establish a sound equilibrium. Thus,
the prerequisite for an "automatic" adjustment mechanism was either free
gold flows, with the appropriate monetary authorities not attempting to
of fset the effect, and relatively fixed exchange rates, or fluctuating

exchange rates and no need for a flow of gold.

1/ See Viner, Jacob, Studies in the Theory of International Trade,
(Harper and Drotiers, New York, 1937) for an excellent analysis of
the Inglish currency problems and coniroversies of the nineteenth
century. Dspecially Chapters IIT and IV.
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With the increasing complexity of the nodern economy it seems more
and more likely that a return to the gold standard will not be attermpted
again and is not even desirable. The lo;ical alternative would be to
let exchanre rates fluctuate freely while the various national govern—
ments would take donmestic measures to insure a high level of employment
and a relatively stable eccnozy.

First under tie impacts of the first Torld Tar, when many materials
were extremely scarce and later with tihe occurrence of serious fluctua-
tions of the business cycle, rationing and price fixing, two irseparable
items, wers introduced increasingly into the economic system. At first
taking the form of commodity rationing, currency rationing rapidly fol-
lowed and started to dominate the scene. Ixchanze rates were fixed,
the gold standard was abandoned, ard domestic financial and monetary
policies were solely directed at the maintenance of a minimumm amount of
econoric stability, without sufficilent re;zrd to the international bal-
ance of payments. In other words, the mechanism of adjustment of eco-
nonic relations was not allowed to operate frecly, in fact, many meas-
ures were specifically desiymed to counteract the operation of the mech-
anisn,

There still would not have bez2n ary snecific reason for the occur-
rence of a "dollar shortage" rather than a "sterling shortage," had
not the two World Wars broken out, fousht mainly in Zurops and paid
for mainly by Suropeans, had not the United States continued uninter-
ruptedly to grow strong and self-sufficicnt, and had not the Asiatic
uprisings resulted in eccnomic setLacks in large, formerly “uropean
colonial areas, Furthermore, the American tariffs, greatly increased

in the interwar period and especially cesi ned against imorts of
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manufactures, nade it very difficult for the rest of the world tc bal-
ance its dollar accounts. Dut after these ecvents and with the post
*orld Mar II exchance rates fixed virtually at the prewar level, it was
not surprising that a trerendous demand for fmerican zoods developed
hard in hand vith a worldwide "shortare" ¢f dcllars. The exchan;e rates
or dollar prices had been set too low, or in other words, the degree of
inflation in mest countries had been toc much larger than in the "nited
States to enable world trade to flow alonz a natural pattern. The
large derree of fixity in the various nztional econcuies had become
one of the most burdensome factors in postiar reconstruction,

In such a situntion any autonozmous event having economic impacts
on one or nore countries, changes the outlook for the possibility of
reaching a new equilibrium either for tiie better or for the worse, by
changing relative price levels and by influcncing, in such a way, the
deviation exdstin: between fixed exchan: e rates and "true® equilivbrium
exchange rates, It will be the purpose of tiis study to investigate,
in this 1izht, the probable immacts of the new defense efforts on cer=-
tain countries.

Under the impact of the outbreak of the lorean Tiar and the deci-
sion of the western world to rebuild its defenses, prices of especially
prircary corriodities socared in world markets. Since orices of products
imported by primary product exporting ccuntries have nct risen as mmuch,
it is clear that important shifts in the terms of trade have occurred
and perhaps the pattern will remain influenced by the cdefense factors
for a cgnsiderable tirce.

The main task of this study will be to evaluate the apparent im-

proved position of many primary material producing areas, as a result
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of the rice in demand for trelir precducts, and also the apparent worsened
position of tie United States and, to an extcnt, other industrial coun-
tries which buy the primary materials and manufacture thex into other
goodse Twc main hypothesss arlse now:

(1) Recent price rises of primary products, if ccnsolidated, will
improve the econornic pesition of the areas supplying the products to a
considerable extent,

(2) The United States as the financier of the largest part of the
reamancnt of the Vest, will either experience relatively larger price
increases than otner western, especially “uropcan, countries, or will
be compelled to restrict her exports. In eillier case, Zurcpean gocds
would flow nore easily to tihe United States and to third rmarl-ets sup=-
plied by tie United States.

Decause of the fact that the various primary product supplying

countries are not affccted similarly by the price rises during 1970, and

£

that industrial ccuntries ere affected Zirferently accerding to whrt
prizary products tiey import and what ti:eir original eccnomic position
was, a set of ccuntrics have been selected for stud+, representinz var-
ious stages of develooment and different conditions. They ares Cznada,
the Urnited States, Srazil, Cclombia, Venezuela, Union of South Africa,
Australia, Indonesia, ¥alaya, the United Vingdom, the Benelux countries,
Switzerland and Sweden.

After having reviewed the chain of events started by the Korean
outbreak (Chepters IT and III), the procedure will be to Jetermine for
each country and for the groups of ccuntries, as far as possible, how
much, if any, the; stand to lose or gain from the developments, under

certain assumsticns, (Chapters IV and V).
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In the 1li;ht of taese findings an atiemnt will be made to discuss
certain aspects of the United States forei:ny econcmic policies, as they
exist at present or a@s they mizht Sunction better tc attain their stated
objectives (Chapter VI).

‘e 23 the scope of these objectives seems and as invelved as

¥/]
Y
e
§

A:
rany of lhe pro-lens merntioned are, this rezort must not be seen as the
result cf a prcfound and cetailed study. It rather attempts to outline
in & genreral way what lc_ ically can be expected to hanpen within the
1

ext fei; years cn the basis of certein erxisting trends and on the basis

of some liriling assumsticns.



CHAPTER IIX
TiIS BOCNCITIC SITUATICH CF T TIITD STATTS I 1950

For the second tire in one decade the econcmy of the United States
was shaken up viZorously under the impact of international political
developments. DRoth the United States and otﬁer western nations saw
therselves exposed to a large degree of insecurity because ol the in-
adequacy of their defense machines and realized that fundamental changes
had to be made in their respective policies to stem the tide.

while, at the end of the year, the iorsan 7ar was still undeciced
and changine in its outlook, it had become fairly clear by then how
muct would be required of the econory cduring the coming years and what
would be the strains developing in the absence of a total war.

Public ovinion seemed to have reversed itself in a very short time.
What had shortly before appeared to be burdensome surpluses now became
inadequate stocl:piles or even critical shortages, while the actual
quantities needed certainly did not chanze that rapidly.

The United States, for the first tire in history,is looked upon
as the unquestioned political and economic leader of the West and will,
in this function, pay for most of the increased defense bill. In view
of this it seoms useful to abstract from political cumplications and
review briefly the economic situation of the United States in 1950,

both from a domestic and from an international viewpoint.

Deaestic Situation

After five y-ars of peace adjustments ond increased civilian nros-

perity, ile economy, previous to the Norecan outbreak, was at a high
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lovel of zotivity. The nild "inventor," recrccicn of 1249 was folloved
in the Jirst Lold of 1950 by increaced ccliiviily in 211 sectors so that
unezplejent was Cceelining and at ebeut five percent of the teleal ei-
vilian labor force. Industrial preduction was becming at levels close
to two tines the pre-TTorld “ar IT fijure ol prices and wages were ris-
ing. Purchases of durable Zcods, which had approached the prewar rela=
tion to incoze in 1752, were abcve taat level in the first half of 1970,

)

increasin: ri:icdly after the Yorezn outhrezll in June, in the anticipa-
tion of sicrtagcsoe.

Althion-h it scen vas clrar that militery evpenditures would have
to be incrcased in the future, not until the end of the year was it de-
cideZ by how much.

In fiscal 1750, the last full year cf "peace," about 15 billion
had been spent for direct aud indirect =iliiary purncses, includin; ex-
penditures for the armed forces, atomic encr;yr projecis, stocipiling
req irecents and foreipm militery and econoric aid. This amcunt, how=
ever, coes nct tale into consileration veterans' payments, interest con
the putlic debt, etc. wilch at least partially should be included in
"military expaniitures.® The Council of Iccnomic Advisers to the Pres—
ident estimated these expenditures for fiscal 1951 and 1952 toretler

2/

duct this would req:ire an increase from seven at the end of 195C (an-

to approach (150 billion. In percentazes of the gross national pro-
nual rate of $20 billicn) to psrhaps ei:ltcan (annual rate of 250 bil-
licn) at the exd of 1951

In 19L0 thc situation was entirely difecrent. ' ith more than

ei;ht million yor!ars unerployed, lh.6 nerient of the civilian labor

Eyr Council of Becnemic Advisers to the i'resident, The Annuval Zconcaice
Reviaw, Jan., 1951, p. (7.
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force, and viih other rerources unernlored to a similar extent, rapid
increases in nroluiction were possidle. *L 4un end of 1200, military
expenlitures were at the vate of four noresnt ¢f the gross national
preducte. This percentare incroased to 1C by the end of 1941 and 3¢ by
the end of 19!:2 to reach a peal: c¢f ebout .5 in 1043. Unler the 1750
conditiors, it would have been a trerendeus effort to bring about sim-
ilar chanres but i* was clear that the new acceleration precess would
be much s8loer than prior to and in the beriuning of Torld Tar II, vhen
there vas no hope for peace whatscever,

In spite of the larce part of resocurces unemployed, strong infla-
tionar- preccures aroce, In order to build un a war plant larze invest-
rent outlays had to be made, cutting dovm on the amounts available for
current cansmimmiion and as a result of all factors the index of ccnsumer
prices rose 25 percent betwesn 12,0 and 19.', sost of it occurrinz be=-
fore the veneral price freecze in 15L2, Cf course, it is 2i771icult to
see the real significence of such a fi:ure since there were in adliticen
quality diferences and quantitative restrictions on consurstion.

With a record industrial capacity inherited from the construction
of war plants betweon 1940 and 15432, the cituation in 1990 Aid not seem
to call for as many new outlays feor constrﬁction.

The actu:al price rises in the second half of the year were mostly
caused by the prolonged ef’ects of scare buying during the sumier, re-
sulting in a new round of waze increassse. Production, and this was
gtill almost entirely civilian production, w=s boominz under this stim=-
ulus. On & 1935-32 basa, t:e index of industrial production rose from
196 in June to 217 in October, levelins o7 furinc the rest of the yoar.

Unemnloyment was further redveed by a million Lo only three nercent of



1°
tae civilina later force., Cousmmer prices wiich hsd risen 1) percen
ia the first 12ll ol the year roce anothor ) pe~cent from June to De-

caer. il wals prices of 2ll comolitlas advanezd 15 percent dur-

3 12 ~ “ e - 1 bl
ing 1783, of whilch textiles with 2 * pareant and chienicals with 21 per-

‘o

>

cent were lhe larycst, 77ith these price chanzen 18iness nrofits were
boominz anld increased from an a:mual ratz of 29.2 billion in the first
quarter to $4C.0 Lillion in the fourth quartcr.z/

Pobcantial inllationary items wero ovi'ent 1a the fact that wajes
during 1950 increa more than prices in goneral and that an estimated
$150 billion of liguid assets were in the haals of the publie., The
general situatlon scamel to 1l2ave much l:sc roox feor new “Hurdens than
in 140,

It wns clear that these panicky develo;menis could nct be allowed
to coatinue withouy cuecz anl ia “2pislier a d27ense proluction act was
pass2d by Ccacress, giving the aduindstration wile powzrs of conirol.

the ead of Lhe year in the aalicination of shortages of ley raw
materials, clrilian cuthac.s in consumpiion hal bean ordered lcr muny
commo iitiss, inclaling: aluminmun, cohali, cal.iiwr, cop;er, nickel, rub-
ber, zc, steel and tin. rreparations were Geing made to centralize
purchas:s of sevoral scarce Linported comnclitics in a government asewcy.
Prices of nearly all these ey materi:ls mose ranidly duriag the yoar,
in some cases to almost turee times the lovel before the outhreak of the
licztilitiess This will be sezn in grcatoer detsil in the nsxt chapter.
Jeneral price anl vaze controls scemed likely by the end of the y:ar and

vwere put inlo effzct during January, 1771.

~o

]
Q
(24

As fer in'irect controls, taxss were mclarately increased,

3/ Iuid., p. 202.
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however, by even larger wage increases. Consumer credit was restricted
after having increased by almost &2 billion from June to September.
Nevertheless, it increased by another billion dollars before the end of
the year to an all time high of §20 billion. Finally, the Federal Re-
serve System increased its reserve requirements virtually to the legal
maximm. Cozcercial bank lcans, however, opt increasing all during
1950; from June to December they increased by almost {0 billion to
35247 billionjil

In surmary, upvard trends in the level of econcmic activity, exist-
ing in the beginning of the year, continued at a faster pace after the
Korean outbreak in June under the inpacts of inflationary anticipations.
Both govermment expenditures and econonic interference were started on
a large scale., The situation at the end of the year was far from

stabilized.

International Situation

The international ecaonomic position of the United States was still
largely characterized by the aftermmat:s of Torld War II, five years
after its corclusion. As the only major industrial country spared {rom
the war destructions, the United States was called upon to fill an ex-
traordinory demand for her goods.

But even under normal cornditions, the United States would have
been & strong factor in world trade. In 19,9 exports of merchandise
amounted to $11.9 billion or 21.7 percent of the total world exports,
The world'!s second largest exporter, the United Kingdom, supplied only
1ittle more than half as much during the same period. 4s for imports,
the United Kingdom kept its position of world leader with imports

y Ibido, PDe 196—970
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amounting to 5C.2 billion, closely followed by the United States with
$7.3 bill:l.on.E/

A large part of the United States imports consist of crude mater-
ials and her weizht in the mariket for these cormodities is generally
predoainant. Of such cormodities as copper, rubber and tin, of vital
importance in the defense build-up, the United States share of world
imports was respectively 37, 50 and LL percent in 19148,'6/ while also
in the Irmmorts of crude foodstuffs the share was large.

Together with the overwhelming importance of United States izports
and 'exports in world trade, the circumstance that these large amounts
involve only a ‘ver;y small share of the national product givesthe country
a large degree of econamic independence. Detireen 1937 and 1949 the
percentage of the United States gross national product which was ex-
ported, increased from 3.6 to 4.7 under tie stirulus of unilateral
grants to aid reconstruction abroad ani amounting to more than 35 bil-
lion in 1549. Imports, on the other hand, made up & smaller share of
the national product after the war. Between 1937 and 1949 the impor-
tance of irmorts decreased from 3.6 to about 2,8 percent. While under
peacetime conditions United States imsorts are closely correlated with
danestic production, these figures reflect the fact that mary of the
war induced self-sufficiency factors were kept in the economy after
1945. Exports, on the other hand, are composed primarily of finished
manufactures and are therefore dependent to a large extent on the needs
and purchasing pover of the more developed countries.

"hile basically no changes are to be noted in the composition of

5/ United Kations, Statistical Papers Serics D, Ko. 2, pp. 2=T.
é/ United Nations, 'Hevie'a of International Comzodity Problems, 19L9.
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the foreign trade of the United States durins 1950, there were several
factors accounting for the chances in quantity and wvalue, influencing
the balance cf payments.

In the first place the sustained recovery of western Europe made
that area returm to mcre nomal conditions, As a result, more goo:is
became eavailable for export and less were neccded for import under the
maintenance of the same standard of livin: there.

Secondly, the effects of the revaluctlion of currencies at the end
of 199 bezan to be felt during 1920. =7rorts to Z. R. P. countries
fell by more than 30 percent between the third quarter of 1947 and the
third quarter of 1720 while im-~orts frowm that area increased by over
€O percent. At the same tize, hurop=an poo’s were made cheaper in third
markets relative to dollar goods, shifting some of the demand of those
countries from Anerican to Zuropean goods.

The effects of the above factors were portly obscured, partly
strengthened by the simultaneous recovery of the domestic economy from
the 1949 recession. So, at the time that imports from %. R. P. coun-
tries rose, imports from other areas increased too., Price indices of
all import groups directly affected by the increased domestic demand
rose while unit values of manufactured and semi-mamufactured products
showed a szall decline. Uncer the pressure of increased world produc-
tion and competition, export goods generally declined in unit value.

Cn top of the above three factors, all working in the direction
of alleviating the irmediate dollar shortage problems, the major fac-
tor influencinzs United States trade relatlious in the second half of the
year, of course, was the outbreak of the hostilities in Korea., Thile

the effects of this factor have certainly not yet been felt in all their
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force, they are more easily abstracted from cther trerds. Prices of
irported crule materials and foodstuffs rose sharply after June as the
rovermment besan to £111 stockpiling neads. Imports from the areas sup-
plying these prclucts increased so much in the second half of thes year
that in Auvcust and October an actual trade cdeficit existed.

Table T and Fi ure 1 show what habpcncd to the za» between the
values of United States ex;orts and imports cf .oods and services

since 17,5,

Tatle I. Value of Unlted States Exvdorts and Imports of Gecods and Ser-
vices3sP 19),5-1950. (Quarterly values at annual rates, bil-
lions of dollars.)

— e ————— ——
Year Fxports Imports Difference Year Exports Imports Difference

945 T 17.6 10,0 7.6 L6 T 134 €7 6.7
II 13.9 11.0 7.9 I 15.6 6.6 9.0
IIT  12.7 0.0 a7 TII  15.1 7.1 8.0
IV 12.4 6. Ce0 IV 1.9 7.5 7.4
L7 1 702 C.0 11.2 46T 17.9 10.0 7.9
IT 21,1 S 12.7 II  17.3 10.4 €.9
JII 19.3 7% 110h ITI 1601 ’ 1009 502
IV 1940 8.8 10,8 IV 17.0 10.6 €.y
1959 T 17.3 10,2 7.1 1950 T  13.1 10.3 2.8
IT  17.8 9e7 Cel IT 1.1  10.8 3e3
ITT  1h.7 9.4 De3 IIT  13.9 13.6 o3
Iv 14,0 96 Lol W 13.8 13.6 o2

&source: U. S. Department of Commerce, Survey of Current Business.
bIncome and pa;ments on investments included.

*hile after 1947 declines in exports accounted for most of the
narrowing dovn of the gap, during the last nart of 15L9 and all of 1950
rising imports contributed almost solely to this coal. DBoth imports
and exrorts were rising; rapidly by the end of 195C with a neglirible

United States exgort surplus. The a'parent trale surplus vas ths swallest
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since 1937. As govermment grants and loans really zade the continuad
hish level of exrorts possibles, the approximate balance in the current
transactioms meant an accurrulation abroad of 0ld and dollar reserves.
Furthermore, the increasad financial stren;th of forelgn countries and
perhaps also score specwlative forces resilted in a large net outflow
of lon; and short term capital from the United States. In spite of
these ercouraciny sims, however, 1t would be premature to speak of a
new equilibrium in the international econoric situatione. The trade
deficit of “uropean cocuntries with the dollar area was still larze even
with the rmaintenance of very strict irrort ceontrols on dollar goods.

An important improvement would be reached wien dollar surplus countries
would shift their demand for manufactured gcods away from the United
States to other countries but the newly accwmlated gold and dollar re-
serves were as yet primarily used to pay cf{ old dollar obligations and
strenzthen their financial position. These factors, homever, seemed of
only temporary character,

In summary, a worsening of the terrms of trade and ar increased do-
restic demand were responsible for the virtucl elimination of the United
States export surplus of goods and services during the year 1950 in
spite of contimued large unilateral granits to foreign countries. This
balance on the current account did not rerresent a new equilibrium or
solving of the dollar problem under the existin; conditions inasmuch
as no stability can be seen in a situation as subject to variation as

a half-war, half-pcace economy.
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CHAPT®R III

FO3T "TNID ™AR IT CIANCESS I PRICT RULATICISIIPS
COF PRT'ARY PRCODUCTS A!D MAITUFACTURED GOCDS

A very important factor to consider itien attenpting to measure
certatn developments in their effect on tie economic position of a
country, as it is the purpose of this stucy, is the "terms of trade"
of that country or of a product important in the trade of the country.

The expression "terms of trade" will be used in the following
paces to si nify what Viner calls the "cormodity terms of trade," or
the relative purchasing power of a given unit of exports in terms of
imports.z/ Changes in the terms of trade are then measured by the
relative price changes of imports and exporta., In the measuring of
the terms of trade at any moment many statistical problems ariseﬁy but
these dilfficulties do not apply to the measurement of changes in the
teras of trace., Since the volume of trade is not constant, changes in
the terzs of trade are only an imperfect reasure of the economic posi-
tion of a country. lowever, on the assumption of an inelastic demand
for and supply of orimary products, it appears that at least for these
prolucts, measurement of the changes in the terms of trade give a fairly
reliable index. Furthermore, the corputation of price relatives is a
rather simple procecdure for these products and in the present circum-
stances, the relative price changes have been larze enough to make cer-
tain conclusions possitle.

While not much can be said about chanzes in the subjective utility

1/. Viner, Jacob, op. cit., p. 558.

8/ 1mid., p. 56€. See also: United Lations, Relative Prices of Ux=
ports and Immorts of Under-developed Countries, p. 131 ff.
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functions, an important factor in amyraising the prezsent situation will
be the chan es in tihe volume of trade, esn:cially trade in manufactured
protucts which mizht decline because of tle increased defense require-
mAnts.

with volumes of trade remaininz the same, chances in prices or
unit valucs of exports relative to irports remult in more or less funds
heconins availaLble for the development of a country and the financing
of allitional imports. In addition, these chanses in relative prices
or the terms cf trade affect the credit position of a comiry by imrov-
ing or we-saning its atiility to meet debt service on foreisn loans.

This chapter will, in a general wa -, Cescribe the present position
and present trends of tlie purchasing poiver of certain commolities and
groups of corricdities in terms of othar coudse For this purpose, monthly
avera;e shot prices were corpared for a murwer of important, intcrna-
tionally traded primary materials and foodst:ffs over the post “orld
Var II period and unit value indices for various kinds of manufactured
goods were corpared for several industrial countries of different chare
acteristics,

lLalurally, there are linitations to the data and care should be
used in interpreting them. In gzneral, not much weicht should be at-
tached to small changes in price relationsliipse The trencs of the re-
cent period, however, have been rather clear and,on the whole, impor-
tant chan-es hava taken place in tihe terms of trade of the various groups

of commodities.

Limitations of ths Data

The major limitations of the data gathered are:

1, Prices of crude materials are subject to wide fluctuations from year



2,

3.

L.

5.

6.
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to year and even within years because of the generally low elas-
ticities of demand and supply.

The sclection of the base period influences results considerably.
For prirary meterials and foodstuffs the base used here is 1937.
This was the last full year before the war vwhen business was

rather normal, In 123 a general business recession occurred, es-
pecielly noticeable in the vnrices of priisary products. These pro-
ducts declined on an average about 20 percent in price between 1937
and 1938.-/

The index numbers are cormputed from montily averages of prices for
specific grades of a commodity in mostly TUnited States markets,
Prices of other grades may have moved differently. The selected
grade may or may not be representative of a certain countryts ex-
ports of the comnodity.

Prices are often different under various types of sales contracts
and arrangements. The United Kingdom especially, has many long time
purchasing agreements with raw material exporting countries and in
this way, special advantages are derived.

Prices are derived from different sources, quoting prices at differ-
ent points in the marieting chammel, Thile most fiyures compare
closely with those found in the United l.ations study, prices for
fats and oils, here derived from the United States Department of Ag-
riculture ssex to be on an average more than ten percent higher,
tzain this calls for care in internretation,

United States markets are taken zcnerally because of easier access

to the data and because of the representativeness of United States

Relative Prices of Ixports and Imvports of Under-developed Countries,
ope cit., p. 31.
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marrets in most world commodity prices., However, for commoditics
auch as wheat, corn and cotton, the Arerican price support meas-
ures influence the reeults. Those prices taksn from United Kingdom
mart:ets are converted into dellars at the oifficial rates of exchanre
prevailing.

The selected comrnodities include margr, bub not all, of the important
primary comrocdities enterins world tracde. Theyrerrceent the ones
for which thie rrices were more easily available and include most of
the comrodities dealt with in the United llations study.

In apnraisinc the price changes between Vay and December of 1950,

no attermt was made to adiust for senscnal variation.

#11 indices, but especially the unit value indices of manufactured
goo.s, have the disadvantage of differences of weizhting and com=
parability betweasn the goods of different countries. Changes in

the various exchan;e rates and also chaiies 1n quality and composi-
tion of each group of goods tend to prescnt additional difficulties.
Fluctuations in prices of United States comrodity markets, even
when repr:sentative of world prices, ¢o not show the same percenta_e

~

charnges as the quotations in markets of the countries producing the
comrodities because of the marketin; and transportation costs. If
these cocsts would be ten percent of the value of a product, a New

York price rise of 50 percent would amount to a 56 percent rise in

the export revenue of the producin; country unless shipping costs

increased with a price rise of the cormodity.

Primary Materials, lon=foodstuffs

Prices of nearly all primary materials increased after the war be-

cauge of world shortages, developing out of the need to reconstruct
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war-torn areas., Tith the excention of textiles and lumber, however,
these price rices were small compared to the price rises in foodstuf’s
and also in manufactured goods. The cencrsl pilcture for the primary
material groun as a whole was one of molerate and continued price in-
creases thirowh 1948, In 1749 the irmmedinte pent-up demand developad
durinz Torld "ar TT becarme larcely saturatel and a more normal supoly
and denaxd situvation developzd for rost nroiucts accorpanied by price
declines. Then sharp price rises followed in 1950, starting even be-
fore the Koreaon outbreak and bringing the averaje price level for the
group of comodities to considerably above tie postwar peak of 1243.
Tables II and IIT present price relatives fer the primary materials.

Textiles « The textile group in contrast with other primary ma-
terials had risen sharply in price after “orld war II. In tha case of
Jute tliis could be explained by the fact that large areas of Pakistan
and India, nreducing almost the whole of the world's supzly, hai been
diverted to food production. Table II shows that woel prices were th
lowest of the group but this is partially dve to the fact that the grade
selected does not nreperly reoresent the Auctralian ard South African
clips, Large stoclzs of wool, however, had been accumulated during the
war ¢nd were used to fill most of the pecstiar demard. The decline of
stocks could in this way prevent prices from rising very much. During
1950, the situation was quite different. Yool stocks had been largely
depleted and the stockpiling demend of western countries accounted for
the 82 percent price increase between llay and December., Priceés of other
textiles, however, also responded quickly to the new demand and gener-
ally roze to new record levels, Sisa2l, already very high in price, now

rose to more than five times the prewar level. Only jute did not seem
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Table IY. Price indices of selected nrinmary materials in major markets,a
1L47-1250. (1937 = 100)

world trade,

1935%
(milllons
of dollars) 1947 1948 1949 1950

Textiles:

("O:LLORAo'-cooo.ooaooocooooooo (J\:G 292 28(; 268 307

7001” s eecsss0c0000s00000000nne hfs 126 120 126 170

naw S**n eccoov 000000000t 12% 236 133 139 1;)

Jute 140s0ccsscecrccccocecise bp 336 393 372 339

m’luul 000000000000 000800000000 Ju 393 BJ) 3143 JUV

AV‘\‘ra;,edooo-oo.tononcooo-ooo- e 229 220 211 21.‘.7
¥inerels :b

PetroleumMecscseocossecsscscsses hhb 139 217 217 222

Copper.............-......... ,2; 1)9 107 1&0 181

TiNeeecssscascscsvssscsecscscee 195 lhh 183 lah 176

Lead......................... Th 2&h )uo 256 221

Zinc...............-....u.-. ;L 1(;1 d 186 213

AVCP&ﬁee.-ooooo.oonocoo-ocooo wnmm 162 201 191 195
Other:b

Lumbereecesscescsvcossscecece h}h‘ 278 31h 286 33h

Hides and 8KinSesevcscosesces 310 160 160 133 157

RUbberecesccscossosecscssscse 207 107 113 91 213

Averagee..-.................. Sm——— 195 212 186 2&7
General averaseeoooooooooooooooooo —— 197 212 197 230
&y

liew Yori:, Chicago, Boston, London.

b ource: 1. S. Jeartment of Comrerce, Survey of Current 3usiness.

Cscurce: Icod and agriculture Orranizaticn of the United Mations.

dLondon quotation, converted into dollars at the official exchange rate.
@ eighted by value of world trade, 193, in each commodity.

fscurce: Tnited i.ations, Relative Prices of “xports and Imvorts of Un-

der=ceveloped Countries, 1949, p. 29.

to be affected. Jute prices contimued their decline throughout the
year, as production recovered more normal proportions.
}Minerals -~ The mineral grcup, as a whole, increased relatively

little in price in the immediate postwar years and after 19L& price
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Table IXI. Price iniices of selected primary materials in major mar-
kets, !'ay and Dec., 1950 with comonrisen. (1937 = 100)

Jarcentaze increase or

Yay Dec. Jarrease (=) Decs, 1950
1950 since 19249 Since Uay, 1300
Textiles:
COttOﬂaooooooooooo.oooo 279 361 35 29
'.’erOlaooocoooocaoooooooo L‘Jz 259 166 €2
Raw ﬁilkaoogooooooooooo 1.1..3 219 58 53
Juteo.,....-............. 3;1 317 -L'-L -9
Stsal‘dccooooo'oooo.ooo- >52 509 ha :3
AV"dl‘a_’;Odc essecasccssssse 221 313 61 h)
Vinerals:®
TetroleUnecesccecoseses 222 222 2 0
Copperesscscssssssnsess 1:'...9 13’4 26 23
TiNesceossevosccsssccnce ‘3 7 hg 87
Lead.-..........- evesses 190 283 1 hs
Z2inC.cevsasessccnccccne 1&& 268 ).Lh hé
Averased............... 183 22h 19 27
Other:?
I recesccessccsncves 316 3).11 19 8
liides and SkinSeseceses 123 208 56 - 63
RUDDOrecossseccocsesocs :UJ»? 3(:8 3).&0 150
’veraged..‘............ 212 309 119 6)4
Gereral averaged.........u. 206 283 65 h?

83ources U. S. Department of Cormerce, Survey of Current Business.

bsourne: TFood and Azriculture Organization of the United Kations.
CLondon quotation, converted into dollars at the official exchanye rate.
dXeighted by value of world trade, 1930, in each comaodity. '

declines were re_ istered for all prolucis includeds The relative posi=-
tion of mineral prices changed rapidly during 195G, tin leading with an
increase of 07 percent between May and Dece.oer, The fact that the
other minerals did not increase as much in price as tin might be ex-
plained by the fact that tin exports are sunlied for a large part by

the political tension area of Southeast Asia. Comparing copper and tin
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prices, therefore, both essential products for armament purposes, seems
to indicate that political scares accounted for part of the price in-
creases of tin, rather than the actual demand and supply situation alone.
Petroleum was the only primary product not affected pricewise by the
195C events.

Cther = Of the remaining commodities, rubber was clearly in a siu-
ilar position totin, with Indonesia and Yalaya supplying over three-
fourths of net world exports, In 1547, rubber prices had hardly in-
creased over 1937 and in 1949 the average price was actually lower
than before the war. During 1950, however, increased demand, partly
caused by the Korean situation, resulted in a price level more than
four times as high as in 1949, These spectacular increases, if con-
golidated, would alleviate the dollar shortage considerably, since
lalayan rubber has long been one of the most important sources of dol-
lars for the sterling area. Hides and skins also recovered sharply
from the 1543 price declines, while lumber prices, already very high,

increased a little more.

Foodstuffs

Except for textiles, foodstuffs rose to much higher levels after
the war than most primary industrial materials. This was dus to the
lagging prices of minerals and the desperate "inelastic" need for food
£ most of the world. After two years of rclatively stable food prices,
price declines occurred in all groups durinz 1949. The subsequent re-
covery in the beginning of 1950 continued throughout the year, but at
a much slower rate than primary materisl prices. Althouch new price
rises occurred during 1950, the group avera-e for the year was still

considerably below the 1940 peak. The December price level approached



25
this peak however., Tables IV and V show the price movements of this
group of commodities,

7ats and 0ils = The serious shortaze of the commioditi s included

in this group resulted in very large price increases after World War II.
The group avera:-e price level was at more than three times the 1937
lovel throuchout 1947 and 1945. Followin: the recovery of production,
however, mo3st fats and oils declined in price in varying degrees. Ouch
products as copra and palm oil declined rmuch less than such products
as soybeans and cottonseed oils In 1949 there was a variation of 185
points betwee: the prices of copra (332) and ccttonseed oil (153).
Since the rrice indices of fats and oils ars computed from a different
source than thie other indices, however, tiey arz not entirely compar-
avle. Comparison with United Kations fi;ures secms to indicate that
fats and oils prices did not increase as nmuch as shown in Table Iv.lg/
The events of 1950 resulted in a sli;hit upward price trend in fats
and oils, Only cottonseed o0il registered an important price gain from
1949 to December, 1950. Linseed oil and flaxseed were below the 19,9
level in December, 1950.

' grains - Grains did not reach as hizh price levels as fats and
olls and the postwar price declines generally began earlier, Rice was
the only grain to registeralarge price increase between 1947 and 1948.
This is important because of the influence of rice prices on the costs
of production of such prod;cts as rubber, tin, and oilseeds. The de-~
cline of other grain prices, however, resulted in an increase of Far
Eastern demand for these cereals, easing the rice shortage., Price

declines of all cereals stopped in 1949 and during 1950 moderate price

19/ Cf. Limitations of the Data, No. 5, supra, p. 18.
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Table TV. Price indices of selected focdstuffs in major markets, 1947~
. 1950. 1937 = 100) )

.orld
mﬁa

(millions
of dollars) 1947 19k8 19L9 1950

Anim2l Products:®

Buttar....................., 30h 207 220 179 181
Eeefooocoooo-lcoocooa-oooooo 222 23h 279 236 261
0T Keeeesoccscosscsoscsccncece 216 251 2C0 239 227
Cattla..........-........... 106 225 269 225 2Sh
K CSeseeescecsscscscsccceccse 96 198 201 228 192
CheeS8Besevecsccsscccscnccces 92 i 231 257 199 200
Lardesecccscccceccsccceaccsccee bo 199 107 115 123
Sheap and lambSeeccescccecoe 17 210 233 237 255
Averacerooootoo.oooooocoooo. o 199 2h5 211 215
Grains:®
Theateesessseeccececscscases th 220 207 185 120
COMesseveeccsnevsoceccnscse 220 151 l9h 123 1&3
RiCBessvcecsscesscccacsccene 197 29h 361 239 239
Barleyeeccececcvecscccssccccece 80 229 207 1h7 170
RYBesescoseccocosnscsscscnce hl 318 225 15h 155
OatBesecccncscasccosscnnseee 21 Zh 237 167 198
Averagef...................- b 233 236 177 187
Vezetable oils and oil-bearing
seeds:©6
Linseed Oilqocoocoo'oooooocc 110 357 302 2&7 179
Groundnuts...,,............. 93 270 280 283 288
Soybeans,.,.,,,............. 7h 321 321 215 261
Copra........g-o............ 72 368 538 338 385
Flaxseed.....-.............. SO BSh 321 2&7 198
Paln Oilooogoooooooooooooouc 3& 373 3&1 251 232
Coltonseed Oilgooooooooooooo 19 Bhl 333 153 207
Averacef...................- — 338 3&5 260 255
Cther tropical and subtropical
products:
TOb&CCOdooooooo-oo.ooooocono 3 180 217 206 227
Sugara...................... 340 177 160 166 109
Coffee‘..o.................. 263 238 2h1 286 h59
Teaeoooooococoo.nooooooootoo 202 199 212 ZOh 108
cocoaao!0.0000!00'000.00000o 87 hl? h?h 287 301
- Averagef.........-.......... — 211 22h 217 26&
Ganeral GVBIﬁng..-o-o.........o. ——— 229 2h7 210 229

See footnotes on bottom of page 28.
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Table V. Price indices of selected foodstuffs in major rarkets, Vay
and Jec., 1950 with comparison. (1937 = 100)

Tercentsage increase or

Cp——
Cm——

May Dec. decrease (=) Dec., 1950
195¢C “ince 1949 Since lay, 1950
Aninal products:‘
BUull@recescoscscsccsnes 17& 193 8 11
Beeleeececovevesccccsose 260 292 2h 12
POrlececccssccocsccosse 209 232 -1 1
Catlleeececccocsecesssne 253 2:3 28 lh
ES&S-........-......... 1h5 2&3 15 C
CllCE5@eoesesceocossscees }I:_L 213 10 12
Lard................... 115 l;h 34‘.1 311
Sheep and 1anbSeececssse 252 291 23 15
AVET&:Gf.....oooooooooo 208 238 13 17
Grains:®
"headtescoeseseecscsvcoes 195 195 S 0
COr'Necscsossccoscssnnse 1h7 15h 25 S
RiCOeeececccccsncccecee 225 2?2 lh 21
Barley................. 179 170 16 - 5
RyBGececscoceocscccccsce 157 177 15 13
OatB8e¢ececceccssocscnces 212 227 36 7

Averager...........--.. 188 199 13 6

Ve:retable oils and oil-
bearing seedsf

Linse=d Cilo.oooooaoooo 177 188 *2& 6
GroundnutSesceccecsccee 288 279 -1 - 3
SoybeanS............... 296 2;8 BL - 3
Copra-oooooooo.nonooooo 362 h23 25 17
Flovsecdeeceosccnccncse 211 2C2 —18 - h
Paln Oilo.ooooocooonc-o 217 295 18 35
Cottonsecd 0ileecscoscee 192 2C2 Sh L?
Avera;ef..............o 256 27& 6 7

Cther tropical aud suttrop=-
ical productg:

TODACCO % eeoscossosscnse 237 230 2 - 3
Susargoooooooonoooooooo 163 130 8 10
Cof’eea................ hlé hSS 71 17

Teaeoooooooooooooooo-oo 17h 19h - 5 11
choaa................. BLO hll h3 21

Averagof............... 252 277 20 9

Camer2l averagef............ 223 2&5 15 10

See footnotes on bottox of page 28.
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increases followed. The variation in relative prices between the grains
was large vwith rice remaining very high. The effect of United States
price supoorts limits the representativeness of the data,

Animal Products = Although postwar price levels of animal pro-
cducts were lower than tihe price levels of the fats and oils group, they
were considerably higher than primary material groups such as minerals.

The definite cdownward trend of 1947 was reversed in 1950 and the
December 1950 price level seemed to approach the postwar peak. Not too
much sirnificance should be attached, however, to price increases dur—
ing 195G as computed in Table V. The seasonal factor seems to be im=-
portant here, especially in the care of e;rs.

Q&ggg Tropica) and Subtropical Foodstuffs = The variation between
the price movements of the commodities included in this group was, of
course, large since these products are not readily substitutable for
each other. Cocoa and coffee were largely resoonsible for the 2C per-
cent price increase of this group between 1549 and December, 195C.
High prices led to a cbnsiderable rise in the dollar earnings for cocoa
exporté fron the sterling area. The s:all Srazilian coffee crop of
1949-1950 and world scarcity of the comodity exnlained the sharp rise

in coffee prices during 1949 and 1950. ith the tea market in London

Footnotes to Tables IV and V.

83ource: U, S. Department of Comrerce, “wrvey of Current Business.

bSource: Relative Prices of Exports and Iirmorts of Under-developed
Countries, CDe _Ci&.’ P 29.

®Source: U. 5. Department of Azriculturs, The Fats and 0ils Situation.
Indices cf this group are higher than the ones arrived at in
"o gbova, ope 29-30. See limitations of data, lo. 5, supra
p. 1d.

dSource: Ue. S. Department of Agriculture, Arricultural Prices.
©Sources Food and Agriculture Organization of the United Nations.
freichted by value of world trade, 1938, in each cormmodity.

€Rase period, 1935=1939.

hpy even-monta average.
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remaining closed, a representative world price for tea 1s difficult to
ascertain under the present conditions.l;/ Sucar was one of the com=-
modities least affected by the postwar shortage of foodstuffs and also

showed only a minor price increase during 1920.

Yamfactured Procducts

As a whole, price indices of the various groups of mamufactured
products show similar trends in the postwar neriod as primary product
prices, only with smaller deviations from prewar and with smaller fluc-
tuations after the war. After the initial price increases, the price
level of manufactured products was more or less stacilized in 1947 at
rcugltly twice the prewar level, Of the countries represented in Table VI
the indices of tiie United States and of tie United Kingdom naturally
carry most wei~ht since these countries account for a major share of
the trade in manufactured products. The United Kingdom price index for
exports of manufactures on a 1938 base vas 1383 in 1947, During 1950
price increases for manufactured products generally lagged far behind
primary product prices and the fizures sugzest that they amounted to
less than 10 percent in most cases between 1349 and December, 1950,

During the second Torld Tar, prices of manufactured products pro-
duced by different countries increased in different degrees and there-
fore care must be used in interpreting the data of Table VI. Thile
most European countries represented use a postwar year as base period,
the Tnited States, Canada and Svitzerland still use the prewar base.
The degree of inflation in the latter countries wvas far less
serious tlian in the former ones., With this in mind it appears, however,

that American, British and Canadian exported manufactures increased more

1/ Unilt:zd Nations, Review of Intermational Commodity Problems, 1919,
pl L ]
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in price betmeen 19L9 and December, 1550 and especially after the Korean
outbreal, than the goods of the Benslux countries and Switzerland. Cf
course, the composition of tlie various proiuct groups is far from iden-
tical between the countries.

Textile products generally increased most in unit value, consider-
avly more than the average of all manufactures; metal products, also
largely represented in the Dutch index for imports of capital goods and

e Pelgian indices for durable producer goods, increased only slichtly
or decreased in price between 1949 and the end of 1950. Since raw ma-
terial exporting countries which are generally under-developed, import
both large quantities of textile products for consumption purposes, and
important azounts of metal capital gocds for investment and development
purposes, tue price trends of these product groups are of vital impor-
tance to them.

The indices of Table VI are expressaed in terms of the various na-
tional currencics and therefore do not take into account the revaluation
of currencies in 3eptember, 1949. The United Kingdom and the Nether-

lands and many other European countries with their overseas dependencies

Footnotes to Table VI.

Biot adjusted for relative changes in the exchan;e rates,

bSource: Foreign Comerce Weekly, U. S. Devartment of Commerce.

°Avarage of eleven morths, January-loverber.

dxovamber.

®Source: Ei Y. Statistical Papers, Series D; Dominion Bureaa of Statis-
cs.

fSource: Vonaisbericht des Schwelzerischen liational banks.

Eaverage of twelve months.

B5ources Yorthly Dizest of Statistics, CGentral Statistical Cffice.
iSource: I'aandschrift van het Centraal 3ureau voor de Statistiek.
Jsource: pulletin de Statistique, Institut Liational de Statistique.
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devalued over 30 percent at that timej Canada and Eelgium-Luxemburg
devalued about 10 percent. In terms cf tlie decllar and other non-deval-
uated currencles, therefore, the products cf the devaluing cowntries
became clieaper.

Another important phenomenon is the 37 percent increase in tramp
freight rates between Xay and December, 19.0. Shippinz lines are al-
most entirely ovmed ard operated by the well-developed, industrialized
countries and high freight rates therefore represent higher costs to

under—developed countries,

Relative Price Trends of Croups of Commodities

Prices of primary materials and foodstuffs had increased gencrally
more than prices of finished manufactures during Torld *ar II. Food-
stuffs as a whole increased considerably more than primary materials
except textiles., The disappaarance of thie most serious pestwar food
shortages as production increased, however, together with an increased
demand for raw materials as industrial countries recoverad industrial
capacity resulted in a narrowing down of tlie gap between the prices of
these two major groups. Price declines occurred in 1949 for all pro=-
ducts but the;y were sharpest for the fats and oils, the grains and the
animal prodicts groups and the smallest Tor textiles and minerals. As
a result of the developments during 1950 the process of equating raw
material prices relative to food prices continued. This time prices of
textiles and minerals rose fastest, since these groups contain mwany com=-
modities directly affected by the stoc:pilinz demand and by the increased
armament production. Fats and oils, grains ard animal products also ap=
preciated in price during 1950, but to a lesser extent. During 1750 the

favorable price position of foodstuffs relative to primary materials vas
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reversed. “Thile in 1957 foolstulfs had increased by about 15 percent
more than primary materials, the December, 1270 situation was the re=-
verse., octh croups had risen in price but -rimary materizls were now
about 19 percent dearer than foodstuffs.

Vanufactured goods, in the mcantime, shceed less distinct price
trends., Cn the whole, much more stabLiliiy was present. During 1920
the general trond of unit value indices of mwnufactures was upvard, hut
relative to the 17L9 position these trexds were net 2l ays stronz enoush

to offset price declines of 1949 and the Iirst part of 1950,

Table VII. Relative Price Trends of Groups of Cormodities, 1947-
1950.‘ (1937 - 100)

) . ] Percentincrease
1947 1948 1949 1950 1950 1949-Dec., 1950

Foodstuflfs
Tats and CilSeeess 338 3).1.5 2€0 2;: 27& 6
CrainSesseseccscce 233 236 177 187 199 13
Animal Products... 199 245 211 215 23§ 13
Other Tropicalee.es 211 224 227 244 277 20
Average... sscescee 229 2).17 210 229 2}.LS 15

rimary Vaterials

T&Ttiles.-.oooo-oo 920 220 211 L? ‘71,) 61
YineralS.eecsceese 12 201 191 19) 2224 19
Ctherceecssscsscesne 195 212 186 0&7 3:9 119
Avera;_‘,e........... 199 22h 221 233 283 65

U. 3. =xoort }Manu-
facturesrzooo.oooocoo 182 193 1;1 17: 191 6

83ourcess Tables 11, III, IV, and V.
b1936-1933 amwual averags = 100.
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Coneral Implications on the Terms of TraZe

Durin; tie pariod preceding the sccond “orld Tar, prices of all
primary proluctz showed a secular cowavard trend relative to prices of
manufaciured gcols. The United Hations esti::mtedw that a given guan-
tity of priuary exncrts could buy only {3 pzrcent of the quantity of
namfactured joods it could buy at the bojiiming of the century. In
the pest Vorld Tar II period tlie relative price position of primary
products had improved but had not reached, [cnerally spwaking, the
level of tae begimning of the twentieth centurye. The period immedlately
preceding the Korcan outbreak furthermore, brouzht some price declines
of primary products relative to manufactures and thus a lowering of their
purchasing rowver. In this lisht the recent nrice increases may be seen
as a partial and possibly temporary relicf frcm seriously cdepressed
prices rather ihan as & favorable event on top of a prosperous situa-
tion of tihe primary precduct exporting countriss.

It appears that prinmary products improved their relative purchasing
pover :rectly during 1950. Cn the basis of the above data a similar
qaantity of food could buy 11 percent more United States manufacturss
in Decerber, 1950 than én the average in 15.9. For primary raterials,
non=-foodstuffs, this incrsased purchacsing power amounted tc 27 percent.
In terms of foreirn mamufactured roods the purchasing power of the
groups of primary materials and foodstuils seemed to have increased even
mores These goods did not increase in dollar unit value as much as dol-
lar manufactures, or did not increase at all, basing this conclusion
upon the unit value indices of Swiss and American imports of manufac-

tures of 1949 and December, 1950.

12/ Relative Prices of Exports and Irports of Under—developed Coun-
tries, gp. gike, p. 7.
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An important share of the primar; productis qntering world tracde is
produced by a number of countries, mostly located in Southeast Asia and
Latin America, waile those areas depend on the manufactured articles of
Europe and liorth America. At a first glance, therefore, it appears that
the former areas probably had improved thcir terms of trade greatly dur-
ing 1950. To a certain extent, however, this conclusion is sudject to
qualifications B2ecause of the large dependence of some countriss on one
or two export commodities for the obtaining of their foreisn exchanre,
larre variations may be expected to exist between the changes in the terms
of trade of individual contries since some of ine primary products in-
creased three times in price, while others actually declined betiween 19L9
and the end of 190C, Furthermore, many primary product exporting areas
are large importers of food and textile products. Taking an imazinary
exanple of a country entirely dependent for its export revenue on pe-
troleum and importing large quantities of wool and mest the conclusion
is obvious that the terms of trade of such: a country would have turned
seriously a:rainst it during 1950, Chapter IV therefore throws same
light on the provlems of some of the countries concerned with this problem.

with these qualifications, however, it remains true that the primary
product areas improved their terms of trade during 1950. At the same
time, this nmust mean that the terms of trade of the industrial areas
worsened. The countries in this area vary considerably in the extent
that they 2re denendent on imports of certain types of primary materials
and foodstulfs and in their general economic situation Lefore the recent
price changes toor place. Considerable variaticn in their new econonic
position a:d outlcox may, therefore, be exjected also between the indi-
vidual industrial countries. Chapter V d:votes some atiention to this

side of tle problen.
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CHAPTER IV

THE D'PACTS ON PRIIMARY PRCDUCT PRCDUCING COUITRIES

Introduction

The economies of most important primary product exporting coun-
tries tend to be very highly dependent on clhianzes in the demand and
supply situation for their particular products. Their trade is largely
complerentary with their exports supplying the industrial needs of well-
developed countries and their imports consisting almost entirely of
manufactured consumption gocds and capital geods, often originating
from far away overseas areas, This crucial dependence on foreign
trade, which in most cases, males up a considerable part of the total
national income, is still further accentuated by natural conditions
which tend to increase the production and export specialization of the
various countries and areas. The insecure area of Malaya and Indonesia
for instance, is responsible for three-=fourths of the world's exports
of rubber and tin., The skewed distribution of the world's production
of various primary cormodities naturally tends to influence critically
the degres to which each area is dependent on a specific change in
world demand. Since the United States is a major buyer of most primary
products, the demand situation in that country largely determines prices
of these products. A typical example of this.is the temporary drop in
the price of tin in New York from $1.50 on Larch 5, to 31.3L on March 9,
1951. This was the result of a decision of the United States to stop
stockpiling the metal until prices would decline to ™more normal levels.®
Since European cowitries took advantage of this favorable price change,

however, the tin price soon recovered to about £1.50. The existence of
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such large price fluctuations in many primary products constitutes a
serious disadvantaze to the stability of less developed countries,

With respect to political conditions, tremendous differences exist
between the status, the postwar political changes, and the level of po-
litical stability in general of the various less developed primary pro-
duct producing countries, This factor, as will be seen later, is impor-
tant when an evaluation is attempted of thie effect of certain price in-
creases of export products or of the mobilization in general on the eco-
nonic position of the selected countries., Among the countries selected
for specific consideration arety dindependent republics, such as the
Latin American countries and since recently, Indonesiaj colonies, such
as Malaya, under the direct supervision of the Unilad ¥Kingdomj and areas
such as Australia and the Union of South ifrica, which, although com=
pletely independent politically, have made certain arrangements with
other countries of the sterling area to pool their dollar resources.
Because of such arrangements the improved dollar position of one part
of the area influences directly other parts.

Finally, large differences exist among the less developed countries
in their standards of living. Generally, their living standards compare
unfavorably with those of western Europe and lorth America. MNational
incame statistics are generally scanty for the under—developed areas
but in a recent eatiﬁate of the United Xations, per capita incomes in
such countries as Indonesia and the Philippinecs as one extreme were
found to be under $50, while Australia as the other extrems, fell in the
group of £C00-900, ranking with the United Kingdom and certain moare pros-

perous continent#l countriea.lé/ in view of the divergent effects of

13/ United Fations, ¥orld Economic Report, 1949-50, pe 9.
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saving and investment on inflationary tendencies under the impact of
the improved trade relations of the various countries, some considera-
tion to this factor will also have to be ;iven in the following pages.

Realizinz the complexity of many of the problems dealt with in this

study, a thorouzh discussion of the position of each individual country
in the new vorld ccnditions should not be expected as was previously
remarked. The arca discussions followin; herecafter will, in general,
consist of three sizges:

1) the original situation of the area, that is, irmediately pre~
ceding the Korean conflict;

2) the initial speculative or anticipatory activity which mainly
affect:d international market prices of industrial primary
materialsy

3) the more fundamental chanres likely to result from the increased
amount of the rescurces of industrial countries devoted to the
producf.ion of armaments, and the consequences which they impose.

liot so much because of theilr feasibility, but rather because of the

necessity to start a logical train of thoucht from a specific point, it
will be nccessary to make certain assumrtions as to the general politi-
cal outlook of the world during the coming years. Doubtless, the con-
clusions of nearly any study of this liind would be of no value whatso-
ever in the case of the outbreak of anothor larze scale war. The pre-
carious assumptions are therefores

1) the political world situation will not deteriorate below the
level of the second half of 1950, wiich micht be called with

The Economist "three-fourtns peace."y

1L/ The Economist, London, March 10, 1951, pp. 521-23.
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2) the United Ctates and her western allies will proceed with
their contemplated defense.pro;rams, that is, they will spend,
for a mumber of years, considerable niew amounts for the rebuild-
ins of, arnd later the maintenance of, a strcng defense machine.
fiven with these assumptions fulfilled, however, prices of primary
products arse not likely to be stabilized at their new and higher levels
and so any quantitative estimates should rather be ccnsidered as an in-
cication than as a measure of the direction of change of the econonmic

situation.

Indonesia and l'zlaya

Indonesia rlayed, prior to World Var II, an important role in the
international payments system., Since the dollar demand for many of her
products, particularly rubber and tin, ves hi h, the country was abLle
tq earn considerable amounts of dollars. The dollar deficit of the
Netherlands could be offset in this manner since interest payments on
Dutch investments were made in dollars. At the same time, & large vol-
ume of rainly complementary trade was carried on between the Indies and
the Netherlands,

During the war, Japanese occupation resulted in the destruction of
much capital and in the serious depreciation of most transnortation fa-
cilities aud other fixed assets. Zxports and imvorts care to a practi-
cal standstill and under these conditlons it was, of covrse, impossible
to resume the prevar pattern immediately after 19!5.

Between 1945 and 1949 the couniry was disturbed by nationalistic
and terroristic uprisings which, amon: c.ier things, retarded greatly
its economic recovery. The territory becare independent on Decermber 27,

1949 and because of the price increases for the major export products
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since that time, due to the recovery of (nited States densnd, much im=
provement has since been made,

The stremwus elSorts of flxe Sritish covermrent to held cdown ter-
rorisrt and cencentrate on econouic recovery resulted in a more faverabls
turn of evenis in the case of Yalaya. “his cclony has long; been one of
the mest important dollar earners of the eniire sterling area as a result
of its rvbber and tin exgoris to the United States. The triangular pat—l
tern of payuents therefore was also an important feature of Valaya's
€COonorty.

Due to the cdestructions and shortages in “urope, the pattern of
trade of both areas was directed mainly to the United States in the first
postrar years, Indonesia, which before the war depended only upon the
United States for 12 percent of her imports, had to obtain 24 percent
of all im:oris from that area in 1747, The import dependence cf Yalaya
on the United States increased in the same perioed from 3 to & percent.w

The cisappearance of the traditionel irade surplus with the dollar
area had to Le financed by grants and loans from the United ingdem, the
Hetherlands, and the United States. In spite of this, however, it was
not possible to maintain the old exchan e rates, for deficit financing
and the slow recovery of production tozether with large population in-
creases had resulted in dangerous inflationary tendenciass which, by thsir
discouraging effect on exports and siimulating effect on imports, exer-
cised trenendous pressures on the financial roserves. Together with
their metropolitan couniries, both territories devaluated approximately
30.5 percent in September, 1949,

While the general economic situation in Indonesia was far worse

L5/ united iiztions, Economic Survey of Asia and the Far Zast, 1549,
p. 212,



Table VIII. Unit values of exgorts anc i: cris and over-all terzs of
trade of Indonesia and Yalaya.

e
—pt— ——————

1538 1548 Third quarter, 1949

Indonesiéb

ExXportSececccsccosscccncee 100 316 308

Imor‘bs.................. 120 687 €11

Terms of tmdeaoonooooooo 100 ).4.6 51
VYalayaP

Exports........u..-..... 100 230 211

Imports.....o......u.... 100 276 267

Terms of tradea.......... 100 83 79

8patio of exhrort price indices to import price indices.
boconomic Survey of Asia aud the Far Tast, 1549, op. cit., p. 2L2.

than in Yalaya as a result of internel distwrbances and domestic infla-
tion, the terms of trade had turned radically against the former and
molerately acainst the latter in the immediate postwar periode Tie
ECAFElé/ attributes this to the depressed prices of especially rubber
and tin and the high prices of metal goods, engines and metal wori:.ing
machinery. Althouch no reliable unit value figures are available for
the period, the Comnission estimates tlie price indices shown in

Table VIII.

The sirnificant fact is that while the industrial areas of the
world were at @ high level of economic activity, this under-developed
region was at a disadvantage and in the case of lfalaya, the terms of
trade actu2lly deteriorated further in the third quarter of 1949 as a
result of the sli;nt recession in the United States.

The pre-Korean situation therefore was serious, contrary to the

situation of many other under-developed countries in which the export

16/ ‘iconomic Comzission for Asia ani the Far Fast of the United Nationms.
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products hald risen more in price since the 1203's than the import goods.

vy

Lo

h tha tromandons prica plsed of mlles enl tin during 190,
price relationshins have, of course, movred in favor of both countrios,

In Tables IX anl Y eatimrtes were made ¢ tlhe additional export revenue
that would “ecama available amwmally if Decenmbver, 1250 prices would con-
tinue to existe Tie estimate for Indorccia made on the basis of United
States price chinnres, comdaces reasonably well with the actuzl trade
surplus of the latler months of 1950, which amownted to about 100,00C,C00
rupiyah per month. On the basis of quantum indices, however, a less fav-
orable irpresticn wonld resuli. I:xdorts of Yalaya in 1519 were one-third
hizher tian in 193C but Indoncsia had nct recched the prewar volume in
1949. For rubber, tin and copra, tie ex crt percen"'ageé corpared with
prewar were resncctively 90, 76, and 62 in 19,9, which is a reason for
concern ¥w-en the pecpulaticn probatly increased by at least 15 percent

in the sane period.

The impzcts of the recent reverszal of the b#lance of trade are lilaly
to be both favoralhle and unfavorable, derrylins on local conditions and
administrative skills. In the first place, however, it is eiznificant
that the re-—ercr:zance of the dollar surplus of both countries will en-
eble the irianpular payments sclieme to resurie its onaratlcn, contribut-
ing towards a rexzl new equilibrium. The reswmtiion cf "dollar contain-
inz" interest payments on investments will Leth contribute to domestic
stability and to the investment reputation of the countries, which is
important in view of the desirability to attract new foreizn canital.

At the sare time, however, the increased eamings are likely to brinz

about in{lation~ry pressures cdirectly by incrcasing the money susply

and pernaps in‘irecily by encouragzing the woricer population to demand
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higher wages and to strike, if necessary.,

¥uch will depend, therefore, on the actions of the govermment to
hold dovmn in"lation. There were indications that rizid taxation mcas-
ures were underway in ths form of increased exnort taxes on rubber and
tin. Imports were also encourazed by varicus inducement scliemes towvards
the end of 1950. The cost of living, however, was definitely rising and
the inflationary danger was far from curbed,

Since exports of such products as rubuer and tin were far larger
than actual world consumption of these camodities during 1950 and
since the scare=-stockpiling micht be slowed dovmn with U. S. s nthetic
rubber production increasing rapidly, the question mirht be raised whe-
ther the 1950 purchases were not made out of fear of externmal political
disturbances in the area,

Assuminzg, however, that demand will resain strong, the largest dif-
ficulty will be for the area to increase its imports esp~cially ol cap-
ital goods. In view of the low standards of living existing, the cov-
ermments will probably try to increase tlie food and textile supply also.
This would rnise tie standard of livin; but unless new development pro—
Jects would be started ;ith the new funis, it would probably mean only
tenporary improvement. In order to change the outlook of the countries
fundamentally for the better, tne improved trade position would have to
result in an increased inflow of capital goods., It ajpears, however,
that under the tiireat of renewed war, pulblic cpinion has been awakened
to realize that international coopcration for the development of back-
ward areas is a necessity. The Point IV prosram of the United States
and the Colambo plan of the British Commormvealth seem to be created by

this new line of thought.
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Australia and the Union of South Africa

The economics of Australia and the Tnion of Scuth Africa are com-
parable in many respects althoush they are quite different from most
other primary producing countries. Under the impact of World Tar II,
manufacturinz tecame an important branch of activity in contrast with
the prewar situation when mining and agriculture accounted for the
larcest shiare of the national inceme. The exvort position of both coun-
tries, hovwever, is traditionally determined bty a few primary products:
Australia, the .orld's largest exporter of wool and also an imdortant
excorter of vieat; South Africa with wool, diamonds and pold account-
inry for a major share of her exports. lNanufactured products are vro-
duced mainly for comestic use and, althoush the basis for heavy indus-
tries is available in both countries in the form of a variety of ores
and coal, metal foods and machinery constitute, with textile products,
more than half of all importse.

The wool price is for both countries the most important indicator
of the terms of trade and, as could be expected, the tremendous rise
in wool prices during>1990 brought about considerable improvement in
the respective trade positions of the countries, Traditionally, Aus-
tralia had had a slight export surplus to pay for services and to finance
investments. ﬁuring 1950, this merchandise export surnlus increasad
fourfold, Under the arrangement of the sterling area dollar pool, Aus-
traliats dollar income is added tec the pool and she receives drawing
rights in the form of sterling. Imports of dollar goods, however, re-
main subject to Cormomwealth regulations, encouraging soft currency
imports.

The Union of South Africa withdrow in 1947 from the dollar pool
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and has since tazen care of her own reserves. ler financial pocition
was characterized by a fairly large im»ort surnlus paid for in geold and
also with diamond exports. Import restrictions were in effect but they
were relaxaed in 1950 when, instead of the usual trade deficit, an ep=-
proximate balance was reached., Political insecurity probably had some
influence on this acliicvement since the "free" price of gold had risen,
presumably aé a result of hoarding demand. In addition to these ex~-
norts thie Unicn evports such strateglic ores and metals as platinum,
carome ore, an! manranese, the demand for which is likely to increase
with tense crld conditicns.

The inflationary factor was felt ratlher stronzly in both ccuntrics
during 1950 unler the impact of hizh export prices and hizh investment
expenlitures, In -ustralia this trend even rcsulted in curbs on "unpro-
Auctive” capital issues or investments. “ith the relatively high stan-
dard pf livin:, hovever, the pressure of a’.litional export revenue is
not likely to be as inflationary as the distribution of additional in-
come among low incore peoples such as Indon-sians, since the demand for
food and mass-=produced manufactured products would increase more in the
latter case. Nevertheless, the cost of living went up from 163 in May
to 172 in December, 17250 in the Union of South Africa, and from 171 to
188 in Australia between the first and fourth quarters of 1950.11/
(1937 = 100.)

In general, the position of the two countries is not comparablas to
the position of Indonssia and Valaya. 7hils the hizher ex-ort prices
provide an a Citional stimilus for domastic saving and develcpment, the

economies are not crucially dependent any mors on the terms of trads.

17/ International Monetary Fund, International Financial Statistics.
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The stauility of their forms of governmont eand the attractive opportun-
iti=s proviled a souné base in the postvar yrars to increase the inflow
of forei:n capitcl. To scme extent, of courses, the availability cf ad=-
ditional ca.ital gcods in countries such as the United ¥ir::doz and the
United Stat:s would determine the rale ol econcnic ¢rowth, but the gen-
eral effects o western rearmament appzar to be very favorable to botn
‘ustralia and the Union of South Africa. Tables XI and XII present the
export situation of the countries. An alditional favorable factor for
the Union is the fact that after the devaluation wave hit in September,
19!/9, imports becarme cheaper in terms of its rroduct gold, or which is

the saze, the price of gold in terms of sterling, rose.

Crazil, Colombja and Venezuela
These selected countries of Latin America are dependent on entirely

di“ferent types of exrort products than the wool, rubber and tin groups
dealt with avove. 7hile the latter materials are supposed to have a
speciflic stiratesic value, colfee, the major export product of 3Zrazil and
Colambla is a comuedity for which the demand presumably is dependent
upon the level of income of importing countries, in tﬁis case, primarily
the United States. Fetroleum, accountin: for about 95 percent of all of
Venezuelz's ex~orts, might be called a strategic material but the world
supply was not necessarily short in 1950 and Venezuela also sezmed po-
liticaliy more sccure to the United States.

With the increased United States dermand pushing egainst the rela-
tively inelastic supply of coffec, prices rose sharply and seemed more
or less stabilized by the end of 1950 at a price level 70 percent higher
than that of kay. Petroleum, however, showed hardly any increase in

| price. Compared with prewar, coffee prices rere about six times as high,
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while petroleum had less than doubled in value. Prices of both cormmod=-
ities, however, similar to many other primary products, have been rela-
tively depressed for decades and especially cduring the '30's, a period
characterized oy the deficient demand of the United States.

In spite of these price developments, however, Venezuela's eco-
nomic position in 1550 was far more favorable than the positions of
either Crazil or Colozbia, due to internal development and especially
the tremendous increase in quantum. Petroleum production in Venezuela
was almost three times as high as in 1937. The volumes of coffee ex-
ports of Brazil and Colozbia, however, were respectively only about 20
percent and chout 15 percent higher.lg/ These figures were temporarily
obscured by hizh coffee prices, but, in view of population increases,
seem to form & less permanent basis for prosperity.

How much, even after the war, the three economies were dependent
on United States demand appears from the following fijures. During ,
1949, percentages of total exports which went to the United States were
Lo, 81, and 29 for Brazil, Colombia, and Venezuelég{eapectively. More-
over, & considerable part of Venezuela's oil is exported to the United
States indirectly via the letherlands Antilles. Improvement in United
States demand between the first half of 1949 and the first half of 1950
resulted in a considerable improvement of the trade balances of the

countries. These are shown belows

First half of 12&2 First half of 1950

Colombia (" " ") - 1509 + 707
Venezuela(® n n) + 93.3 + 309.3

(Source: United Nations World Economic Report, 1949-5C, p. 6G.)

18/ International Financial Statistics.

L/ nu.
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Prior to World War II the tréditional trade pattern of the countries
had consisted of export surnluses, especially with western furops, in
order to finance investments and also to earn dollars to offset the
trade deficit with the United States. ¥ith thie elimination of the Euro-
pean marie t during the war, howsver, the de)rendence on the United States
both as an outlet for export products and as a supplier of manufactured
goods was greatly increased. This association resulted in an accumla-
tion of dollar reserves which could not currently be spent on additional
imports because of the scarcity.

These circumstances, in addition to the fact that the internal eco-
nomic activity of the countries had risen so as to supply themselves
with a number of formerly imported manufactures, contributed to the post-
war internationzl settlement difficulties. Iurope was not any more able
to supnly dollars to Latin ‘mericaw and after the accumulated reserves
had been depleted to normally desirable levels or lower, recourse had
to be taken to bilateral agreements and irport controls on United States
goods. Multiple exchange rates were instituted by all three countries
so that in the beginning of 1950, Brazil had three while Colombia and
Venezuela both had six different rates for different classes of imports
ard exports. In view of this situation, the dollar surpluses eamed as
a result of the new price rises are actually artificial, although for
the time belng, they certainly relieve the pressure on the reserves,

As far as the present trade is concerned, therefore, the effact
of the first phase of events inspired by tiie mobilizaticn certainly
seens to be favorable,

Similarly to the countries previously dealt with, hLowever, temposary

29/ E.R.P. dollars temporarily provided the means to contimue the pat-
tern with EZuropean countries payin; in this way for their import
surpluses with Latin America.
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high prices, especially after 50 years of Sspressed prices, are not a
sulficiont tasis for optimism. Cn the coantrary, they contain ssrious
dangers resulting from the large fluctuations in the money supply and
the difficulty in adjusting imports or domesiic production immediately
to the new situation. Only if the new supplies of foreign exchen e can
effectively be used for the economic develormert of new industrics or
the expansion and improvement of exisiing primary product facilities,
or can be sterilized as additional reservss, can tlhe econouic position
be raid to have improved permanently. Dut, from a defense point of
view, the United States is also hijlly bencfited by increases in, for
instance, minerzl production of the Iatin American countries amd is
lilely to assist in the capital needs of the enterprises. The case of
Venezuela seems especially favorable in {hwis respect in the light of
recent discoveries of 1,000,000,000 tons c¢f hi:ch content iron ore. The
countries here dealt with are strategically siluated much more favorably
than southicast Asia and in previous years the United States has gjained
some evperience in dealing with the Latin ruerican peoples,

Lrazil, Colozbia, and Venezuela, therefore, probably similar to
other Latin Amcrican countries, are lilely to bs afected very faver-
ably by tie increased United States demand resulting from defmse mo-
bilization, not so much because of improved terms of trace as because
of the intercst of the Unit:zd States in increased production of primary
materials and focdstuffs closer to home. Inflaticnary pressurcs were
strercthenad (reatly during 1950 however, especially in Colonbia where

| the cost of livin; rose about 25 percent during the year. Another pos=-
sible problem for the couniricst! eccnomies is the anticipated shieriage
of capital goods imported from the United States and Zurope. Tables XIII,

XTIV, and XV present the export position of the three countries.
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Conelrsions on Primary froduct “xocrting Countries

The couniries dealt with above are perhaps net representative of
all the unler—devzlopad countries cf the werld., Pather, they represent
in thelr foreirm trade important amounts of the world's supply of scme
key commcdltiss and therefore, the demand fcr their products may result
and partly has already resulted in more faworable price relationships.
The additicnal amounts of foreign exchanis Lecoxin; availabl2 in this
way may be used to finarce larger imports, Table XVI and Figure 2 show
the dramatic chares in the terms of irale cf some of the countries
under review., In the case of Austrzlia, I"alaya,and Indcnesia, the busi-
ness recessicn in the United States cf the first part cf 1349 is clearly
visitle while after the third quarter cf 1719 a goneral recovery of the
terrs of trade started, Significant isprovo-:nts cccurred for all coun=-
tries duringc 1950,

The increased export revemue could res:lt in both faveorable =nd
unfavorable tondencies. On the cne hand, the rovame could be invested,
either by the rovernzent or by individuals to increase the national pro-
ductivity., If imorted cazitzl gocds woulld contimus to be available,
this weuld provide a stronc stimulus for iasrevemant. The reverme could
also be ussd for tie resumpticn of paymeats cn old debts or investmonts
or for the a:crtizaticn thereof., 1In this casze, the reputztion of such
a country would irprcve in thae eyes of the capitzl exporting countries,
and a new flow of private investment might e encourazed. Invesioent
both in new and in oid branches of eccnamic activity would te beneficial
gince the real lacome would tend to be raised in both cases. The tre-
rendous price flnctuations dnwiny 1950 revezl once more, however, the

precarious status of the under-developed cconcemies in being dependent
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upon external demand. Their desire to stimulate diversification rather
than furtier snecialization, seems understandable in the absence of
any agrecments stabilizing within limits their terms of trads,

On the other hand, the additional export revenue could accrus in
the hands of a few wealthy, straterically situated producers and/or ex-
porters and could be spent ito buy luxury gsoods or mansions or it could
even flow off as additional interest on investments of foreign compan-
ies. Theoretically at least, this danger is present with a large
anount of the total investnent in estates and mines of the under—devel-
oped areas owned by nationals of other countries.

Even if the income were divided equally over the entire popula=-
tion, & danyerous situation could develops With the generally low level
of living of the population increased income would cause a large demand
for food and sirple mass-produced manufactures wiich, in view of the
inelastic supoly of many of these commocitles, would result in strong
inflationary pressures, I this last situation were to prevail, the
effect of the irmroved terms of trade weould decidedly be detrimental
to certain groups in the econony.

Apart from the changes in the terms of trade there is another fac-
ter to be considered. This is the free flow of private capital. liatur-
ally, this flow is disturbed by the slizhtest rumor of war, but, as sug-
gested above, the general political outloo: may also move countries such
as the United States to invest its available capital closer to hone.
Although this factor would work naturelly as a disturbing influence,
its discussion falls perhaps outside the scope of this study which
tries primarily to analyze the possible effects of increased spending

for defense of certain countriss.

e T e e T
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The net el7oct of the above tr=nds and chanzes aspears, un’er the
conditions of ihe first part of 1971 of "turee-fourths peacs,™ to be
favoraile for most primary procuct exporting countries, any reduction
in the availabdility of manufactured conswr:tion and capital goo's,
however, could quic.ly reverce the outlook,.

At the t21fth sessicn of the X“conorie and Social Council of the
United lintions at Santiazo de Chile in early 1971, general expectations
seemed rather pesrimistic perhaps in the enticipation of shortazes sire
1lar to those of Torld Yar II. The attention was devoted mainly, how-
ever, to tlis fear of rew inflationary pressures rcther than to the con-
sideration of the relatively long time effects of increased defense

spending without total war,

t
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CHAPTIR V

TTACTS O SCVE DMMMUSTRIALILTD COITRINS

This chapter will deal with a consideraticn of the second hypothe-
8is, naely that "the Tuited States as the financier of the largest part
of the rcarmazment of the ost will either experience larger price in-
creases taan other western, especially curcpean, countries or will be
compelled to restrict her imports. In either case, European goods
would flow more easily to the United Statcs and to third markets sup-
plied by the United States."

The thouzhts underlying this hypotiiesis are that the United States
will spend relatively more on rearmament than the Zuropean countrics.
This would then result in greater inflation in the former country which,
in tx‘u*ﬁ, would have a similar effect to a devaluation of the Furopean
currencies in terms of the dollar. United States goods, according to
these assum~tions, would becore more expensive and scarce, so that less
would be purchased by Europe, while at the same time, the flow of rela=-
tively less apireciated Europsan goodls to tie United States would in-
crease, To the extent that there would be a differential in the price
riscs between the United States and Surope, competition in third mar-
Lets would also be changed in favor of Furopean merchandise. Cne of
the differcnces between relative inflation in the United States and a
currency devaluation in European countrizs would be that in the former
case, United States exports would become deoarer and United States im-
ports would become relatively cheaper where in the case of a devaluation,
all non-devaluating countries would be affected. In other words, rela-

tive inflation in the United States would appear to be more specifically

S e e o 0 o £
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favorable in view of solving the dollar »roblem than currency revalua-
tions by other cowntries., Naiy of the sae wenlnesses that aprly to
the effectiveness of devaluation, however, also epply to the case aof
relative inflation, Exports from Furore to tha United States would
have to increase more in volume than the nrice change, so as to make
the total value ir constant purchasing power larger than before. In
order to rain from such a situaticn ther, there would have to be a
price elasticity larger than one and the newl s obtained chanzes in the
relative purch sing power of the currencies would have to te retained

rercanently.

!_.‘u T AP T 0 UL A

Under present conditions, these wea'.nesses would prchably apo-ar
to limit the favorable effect on Surope seriously. DBecause of tlhe
rigid restrictions on imports of Amcrican goods into Europe and, to an
extent, on imports of European goods into the United States,'zy the
flow of goods to Europe consists mainly of necessities and the flow of
goods to the United States consists mainly of luxuries. The price elas-
ticity of both groups appears to be rather low, Furthermore, existing
inflationury precsures in many sountries are not directly reflected in
the cost of living indices and thus in the cost of production. If
price increases would not be permitted to occur, howvever, the effect on
trade of the hidden inflationary rrescures vwould in many respects tend
to be the same as in the casze of open inflation. Export controls or iz-

port limitations would werk in the same direction.

33/ Of interest is the following remarc made by the United Nations Zco-
nomic Corimission for Eurove with reference to the graduated tariffs
of the United Ctates: "Since, however, Zuropean countries have to
live chiefly by their exports of manufactures, the American tariff
i8 probably no less discriminatory against Burope in its economic
elfects, if not in outward form, than tiie more obvious controls
walch Puropean countries in {urn, imose with respect to imports

‘from the United States." Economic Survey of Europe in 1949, p. 1€0.
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fcteally, however, it aprears to be not at all sure whether rela-~
tive inflationary nressures are rreater in the United Stntez than in
Buropees In the Tirst place, the relotlve size of aditional military
expenditures anpncars to he quite large 11 aronean cointries. Secendly,
the denerdence of fivrope on irmorts of the scarce raw materiasls to feed
her industrias tends to be larsar than for the United States, which fac-
tor immedes the exmpansion of industrial rroduztion in the forrer area,
And thirdly, the existing imbalanca in the naiments and the low level
of reserves in “uronas tend to endarcer the Tinsncial stability of the
area, even wien quanrtitatively the defernse offort there is on a smaller
scale than in the United States, These threa factors require some
elavoration,

Table XVII shows the size of military expenlitures in a number of
Yorth Atlantic Treaty Organization countriss and Sweden in the present
and in the coming ysar. Althouzh the fi:ures renrasent the best estim=
ates available frenm official sources it would seem improbable that they
are mutually comparable. The United States fizure, for exawple, in-
cludes an amount for strategic stockpilinz and also includes foreipn
econanic and military aide The United Kinzdom budzet on the other
hand, considers stockpiling as a non-military exnenditure, but here it
is not clear whetner military aid from the United States and Canada is
included in the estimates of the defense bhudlret. In spile of these
linitations, however, certain general conclusjons still acpear to be
Justified.

In terms of percentazes of the per capita national income of the
countrics showm, military expenditures were larsest in the United States

both before and after the Lorean outbreak. Due to considerably lover
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Table XVII. Lefen:ze bud; et estimctes for salected Tiropean and horthn
Ar-erican countries, fiscal 121 and 1952 (billions of
IT. 3. dellars).

on— ———

————— ————

c549 Defense ex=
per ca:ita penditures Percent
neliznel  as percent  of income
Tiseal Percent income®  of income to be

1771 1972 increase (dc¢llars) 1951 155 given up

Belglirn®eeueoe 4170 o315 & o732 3.5  &ul 2.9
CanadaP.,,veee o8 1.6 190 926 €8 13.0 €
lietherl~nlsC,, 224 .225 7 372 5«2 10.5 L6
swedendueseees W123 L23L L3 773 3.0 L3 1.3
Tnited f[ingdoz® 2,3  Le2 t3 5LS 3¢5 o8 Ce3
United 3tatesf 21,0 LlJ4 97 1,L53 9¢7 19.1 9

820yal Institule ¢2 International Affairs, The World Today, March, 1951,
PPs 103-17.

by, S, lews and Torld Report, April 2, 1971.

®Me Kow Yor': Times, March 1l, 1951,

d5tatistila Contraldyran, Statistik ‘rsbol, 1050.

®oritish Information Services, British concuic Record, Anril 14, 1931.

fInternational cnstary Fund, Intermational Minancial Yews Survey,
Vol. III, Pe 213,

€'nited Nations, lontily Bulletin of “tatistics.

incomes ih other countries, however, ther ccnctituted also important
shafes of the incormes of most other couniries, =ith the exception of
Sweden all countries increasad their defonse lLudgets by betwesn 70 and
130 porcaorte If constant incomes are assuned, the last column of the
table shiows which part of his incomne each indivicual will have to give
up in order to pay for the increased defense preparedness. The United
States heads tihe list but it should be considered that 9.4 percent of
the per capita income of a rich nation nmey weizh less in terms of in-
flationary pressure than 6.3 percent in the case of a poorer nation.
How stronz actual inflation is likely to be in the various countries

cannot be concluded from the fizures in Table XVII. This depends on



€5
the way in which the prozrars are to be financed. If increased taxa-
tion could supply sutficient funds to pay for the entire increase, as
apparently is the {oal in the United Ststes, inflationary pressure would
be reduced to a minimum, whereas deficit financing by a government would
represert the other extreme. The levels of taxation as percentages of
the net naticnal income, however, seem to be higher in furope than in
Anmerica, vith the United Xin;dom taxiny 42.5 percent of the net national
income in 19&9.22/ In countries where thus far low levels of taxation
prevailed more rooa szems to exist for increasing government revenue this
way. It may be concluled, therefore, that both in the United States and
in Zuropean countries the greatly incressed defense pro.rams tend to
have stronz inflationary influences, while several factors add to the
seriousness of the problem in Europe alliiouch the relative share of
the expe:rditures is larger in the United States. The timely a.plication
of sound monetary ard fiscal policies by the various governments may
prevent further price increases,

The raw material situation 1s another factor which tends 4o limit
the extent to which Zuropean countries will be able to profit from the
increased demand for manufactures both in the United States and in third
markets., Oxcept for iron and coal, v.ich materials appear to be present
in sufficient quantities in Burope, most primary oroducts have to be iu-
ported from overseas. The United States, on the other hand, is much
more nearly self-sufricient in such key comnodities as copger, aluminunm,
zing, and petroleus.s Thile the share that industrial raw materials con-
stitute of total imports in European countries is therefcre, even larger
than in the case of the United States, total imports form a much largzer

share of the national income. Table XVIII shows the percentage raw

22/ United Nations, Economic Survey of Furove in 1549, p. 275.
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Table XVIII. Raw material imports in indusirial countries® (millions
of U. S. dollars).

Percent

1949 value Percent  price
of raw 1749 value [ercent of total increase
material of total of total national Vay-Dec,,

imports imports imdorts income 1950
BelgiurPeeosseee T01le9  1,803.4 L3k 13.7 38
Canadaclooo LA R X ] 368-9 2’6:;807 13.7 2.9 114‘
S‘.‘.‘itzerland 'YX X) 297.6 881.6 3308 7.6 16
United ¥ingdom®, 2,071.6 8,130.1 2he 7.6 32
United States®.e 1,375.2 6559841 23.1 o9 )]

87nited Nations, Statistical Papers, Series D, No. Ll
bIncludes semi-mamfactures.

CA:ricultural and primary products.

duaw materials.

8crude materials.

material imports are of total national incomes, Typical industrial ccun-
tries such as tue United Kingdom and Switzerland spend almost 8 percent
of their national income on imported raw materials while the s:nz2 figure
for the United States amounts to less than one percent. Any change in
thie prices of these materials, therefore, tends to influence the eco-
nomic position of most Eurcpean countries much more profoundly than the
United States or Canada. For the same reascn, changes in the over-all
terms of trade are of much more importance to Furopean countries which
derive between 20 and 30 percent of their national income from interna-
tional tracde than to the United States or Canzda., Table XIX and Fi-ure 3
present the picture of the deterioration in the terms of trade of all
industrial countries‘hcre under review due to the ircreased cost of im-
ports after the Xorean outbreak, It can te seen, however, that the

terms of trade of mest countries already started deteriorating before

the recent military events.
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tbsolute shortages of certzin im~orta! row materinls would, of
coursa, Jurtaer 1Lt an excaneion of Liwiusirlal output.

The tiaird factor in which “urope's eccnomic pocition com:zares un=
favoravly with the lorth "rerican industrizl area is the difficulty wiich

4

Furopean countries were facing before ile !orean outbreak in their bal-
ances of pa_ments and the accomyanying low levels of reservas. Due to
the poztivar reccvery needs, financial resesves in durcpe had gererally
teen de; leted tec dargercusly low levels vhile in the United States op=-
posite trencs were arparent. As a result, Durope cannot allow any fur-
ther drain of its recerves. Since the terms of trade have deteriorated
this mea:s that more exports have to be supilied in payment for the same
quantity of irdustrial raw materials at ths save time that larze addi-
tioral military requirerents have to be fulTilled in naticns where all
rascurces are already fully emrloyed. It is clear that even maintain-
ing the same imbalance as nreviocucly wou;d thercfore be inflationary in
furone, wiiile aztually closing the existing gop would become more dif=-
ficult.

The Unitad States, on the other hand, covld freely allow tlie gcld
and other reserves to absorb most of tie sihiocit of the higher import
prices while the country's original positicn of a "favorable” balance
of trade would be an additional strengtheninz factor.

with thir Lockzround it is not surprising that inflationary pres-
sures were stron in nearly all European countries during 1950 and that
a sirilar situation is likely to econtinue to prevail. It alsc has to
ve considered that the actual diversion of resources from civilian to
military use in most Zuropean countries is a certain number of months

behind the sirilar a2djustment in the Unitad States. Loo:ing at the
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Table XX. 1Increases in price l=vels of csclacted intustrial cocuntries,
tay-ec,, 1920.8

mamn— ~et—
—— e -

" ¥holesale »rices Cost of living

Bel;‘._’iu:n...........u...... 20,0 308
Cana’Aeesesscseesescscccece 905 h03
Let1erlindSecccccccccccese 13'3 501
GV8ieNseescensssoscscscscns lhlh 1.9
Switzerland.eeceececcccess 11.1 1.3
United !‘,"_ng",dom..... esesece mcs 1.8
rited 1oleSeeesscsccccoe 12.3 6.1

85ource: United Lations, Venthly Bulletin of “talistics.

fixures in Talle XY it a.ears that as far o3 retail prices are con-
cerned, the "nited States experienced the largest increases of the

saven ccuntries shown during the latter helf of 1920. In tie Netherlands,
Caracda, and Zelzium also, howevor, imdortant increases in the cost of
livinz were rezistered, while the United Finglow, Sweden, and Switzer-
land succeeded in holding tae line in spite of hijher prices of izported
foedstuf’s and raw materials. JSubsidization, however, plays a consid-
erable rcle in the econories cf the three latter countries and there-
fore, r=tcil prices are perhaps not as pocd a measure of existing in-
flatisnary »rescures as wholesale prices. Increases in the wholesale
price levels of a2ll countries were much larzer than the changes in the
coct of lirin: indices and 1t seems si;nilicant that all sslected ‘uro-
pean ccuntries exce~t Switgerland, which belongs to the hard currency
area, ex;erienced larjser wholesale price increases than Canada and the
United Stiztes. This was not entirely due to the anticipation of larger
defense cutlays, however, but resulted alzo from the decisions of wver-
ious _cvermmenis tc cut down on food subsidics. Thile the real impact

of the actual delfense expenditures had not yet begun in either Lorth
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fmerica cr Iurcne by the end cf 1727C, inTlaticnary pressurcs aspearad
to Le elelly iyl in betl arcas. Thore cicus Lo Ve no indication of
the validity of the first part of tze hipothesis.

Hzverthaless, To3t countries were alle to imgrove their doliar

balances considerably. Tiha very high l:vel of economic activity in the
United Ztates was perhaps morz important tha: price levels as such.
Tabla XYI shoxrs that United States imports, especiallj from the “uro-
vean soft currescy ccuntries, during th2 first months of 1951 were at
1=vels two to three times as high as the avera~e fer 1749. ‘flthouch
exports {rcm the United States had also increissed in that period, the
r2t resilt g still a ccnsiderahle reducticon in the dollar deficit on
current sccount which the Huror2an ccunilrizs arn! Canada incurred vwith
the Unitzd Ctates. Sweden actually chanjed fror a dollar deficit to

& dollar sur-lus country due to im ortant rice increases in iwood pulp
and cther ex ort croducts of impertance in her trale with the United
States, Rastrictions acainst dollar im-orts, however, continued to
exist so that to an exteat such 3 dollar surzlus should be considered

somevhat artificial,

Table X¥TI. United States exports and imrorts from selected industirial
countries®, A(milliona of dollars),

Yontily average 1949 January, 19;1 February, 1751
Trade Trade Trade
"X3e Impe Defieit Exp. ITmoe Teficit Fxp., Tmpe Daficit

Belgiwn 2546 €.9 18,7 2Le9 19.5 S.h 29,2 19.2 10.0
Canaca 1~303 12?.2 Bhtl 19‘:07 ltllloh 1103 191:1 3 1)3 8 3.5
Letherlands 2347 ho? 13.8 " 17.0 901’4 7.6 19.0 %7 9¢3
Sweden 7.1 ,lo; 2.6 8.1 10.8 "'207 70‘3 e 9 "101

Sritzoerland 11.2 7.0 L.l 13.3 13.9 2.4 lu 7 10.6 L.
United -‘ial(. acm: -Dl‘ o!.. 13.9 3).5 L',l.9 37.3 h‘; )) ’}\lov 1&4.8

Total 290,0 172.2 117.8 310.9 272.3 28.6 320.4 24C.8 79.6

83ourcet U. 5. Jepartment of Commrerce, “urv:y of Current Business.
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Bacause of chanres in her own trade and in the trade of her overe
seas terrilorias, the United Kingdom was able to inmprove her dollar po-
sition radically during 19.0. The gold a.d dollar reserves of the
sterlins area as a whole increased by $l.0 billion during the year to
a level cluost as high as the 1730 fijure, although the purchasing
power of tials reserve romained, of course, fir below the level of
1938.22/ This dimproved reserve position ol the United Kingdom opened
possipilities for continental furopean countries to earn dollars
tharough exnort surpluses with the United ilin::dom.

An important favorable factor in tle position of the countries
under review will certainly ve the increased demand of third markets,
both dependent and independent overseas areass Since this new demand
is caused by the larger dollar earnin;s of tl.ese areas from the exports
of ribber, tin, wool, and coflee to the United States, Surcpean coun=
tries will here have a real oprortunity to cffset their persistent trade
deficit +ithh the dollar area. The hirlier nrices for primary products
and the continued reccvery of these areas fram the war will result in
export surnluses, which are able to play a very important role in the
internationel paymonts system. There would, of course, also be an in-
creased demand {or ilie manufactures of the United States in competition
with European prodscts but the currency degreciation of 1949 improved
Furone's comretitive pesition and withi tlie rocovery of that continent
éhe flow of gocds to the third markets already had been increasing com=
pared with the early postwar years. The new situation with respect to
the demand in third markets, however, is not one in which Europe and

the United States are competing to satisfy an existing and constant

23/ Source: British Information Services, Labor and Industry in Pritair,
June, 19051,
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demand, -ut ratier the to tal demand has incrcasced considerably so that
both EZurcpe and tue United ltatas may be a-l: to expand thelr sales.
nefore tie lzpacts of tlie robhilization were felt there was very litile
incentiva anl cp_ criunity for tle :Duropcan ceuntries to cxpind their ex-
ports Lo thcce arsas since Vh:is weuld nol sclve the dollar prollem.

Tet.er or not actnal trade will flow along the lines ciscussed
above depends lar;sly on the clasticity of prodicticn in Furcpe and on
the part ol production that will have 1o v aiverted to defense., A

eturn of Ger—any in Lhe markets of unler-ceveloped countries would do
uch to improve wectern Lirupe's dollar position since German exports
Lave traditionally consisted of machinery and capital goods desirable
for cevelcpment purposes. In ssitas of tie serious obstacles discussed
sbove tic current situation has pctantizlitics of izproving the pajyments
position of industrial .urcpean countrics zal Canz’a if sensivle domes-
tic econowic pelicles are adopted and if serious efforts are made to in-
crease ti.e mchility of rescurces so a8 to benefit from the now export
opportunities to the United States and third marketis

In swmwry, tiie moct important proulom now confrenting western
“uropean couniries is how te Lenefit from the increased demand in the
United Stntes and in primary product exporiing areas wiile maintaining
demestic stability. The weipht of additicnnl militery exnenditures,
althouzh not as large as in the United Statcs, presents the countries
with serious problems in maintaining econcuic stavility at a time when
most rescurces are alrealy fully employed. The protlem is very diffi-
cult since a furtaer drain of the financial reserves cannot be permitted

to finance new imports and since the terus of tracde in general are turn-

ing azainst them as a result of large price increases in raw raterials.
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o Ce more favcravle itha

vilal

The posilion o Canada and Sweden app:ars

that of Lllie ollier countries discussed. ilare ex;orts of wecodpulp and
other raw materials and seri-marufeacturec to the Unlted Ttates tend to

sa

improve the eras of trade and the bala:ice of payrents.



T2 bold decision of the United States, supported by the United
Nations, to resist aggression in Zcrea by foce may be considered a
bazic chonve in the political leadership of the worlde. Both in the
first and in the scecend Torld Tars the firct blows were received by
other countries and the United States was forced later into the con-
flict. In the post=World War II period wide recormition was given to
the United States as an economic leader but since the outbreak of the
Korean war it is clear that the three-fourtihs of the world population
which are not undor control of the Soviet Union lock to the United
States for nclitical guidance and leadersiipe The privileges, but
also the heavy responsibilities of this fact are becoming clearer every
day to the American taxpayer. It is especially important to those in
the American Government who have the respornsibility for formulating a
long=tern foreisn economic policy which corresponds sufficiently to the
ideals upon which the American society is built ard which is also suf-
ficiently nractical for the actual conditions of political insecurity,
widaspr2ad poverty and scarce democracy.

The foliowing remerks are, of course, only very siketchy and tenta-
tive since the nwrber of variables is too large and each variavle is
tooc uncontrollable to make delfinite conclusions at this time. They are
based on similar assumptions as already have been stated or implied
above, nanely:

(1) a pnlitical climate no less favorable than the second half of

1950;



(2) tie coniinued necessity of & dileusc #TOgTEn on as lar:2
ccale as proposed by tihe Presiizutl of the United States
(3) a continvation of tlhe policy oujcelives of the last six years,
nazls, & furthier liberalizaticn of ecoacric relations vliere-
evor ansl vienever ecoromicaily and rcliticall;” possille.
L:voodalely the zain problen ezergss cub of tiisse assumpticuse
Since delense nowilization 1s assuwned iveu aud indlcpensavle, how can
a coordilaiicn be made betweon this relatively shert~-run objective and
the long-run objectives of any sound forei m: eccnomzic policy? Zoth
kinds of ol jectives are eyually iperavives I3 it possitle that thie po-
litical clinate witiin or outside the Urndtcod States is now psycholoigi-
cally favorable, caingerous as it may be, lo press some eccnoxically
sound msesuares, waich mighit ctherwise not e aacpted oy democratic pro-
cesscs? It would certainly ba 1in tae intcrcst of the United States i
such mcasures would be passed sc a3 to stren tihen ihe econcmic interde-
pendence of and to increase the prosperiiy cf the relatively free part
of tlie world. In rmany ways, of course, cefence covuilization will con-
stitute a sericus setbacl: to tie fulfillment of such cbjactives since
precicus rcescurces which could be werking; for ihem entirely, are now
en~aied in producing destructive weapons. lLovertheless, there appear
to be thirn;s wiiich can be done even neow to inmsrove the situaticn.
Buring 190 the apparent "dollar sicrtage" lurzcly disappearcd.
hs was shoun avove, high prices for primery pro’“Cus were mainly re-
sponeivle for tids development and the additional dollars received by
the counitries producing these products arc, under certain favorazble
domestic and international conditions, in a position to finance adli-

tional imports of manufactured capital fouds. Althougn the dellar
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deficit of industrial European countries with the United States declined,
this area still had svhstantial deficits in the latter part of 1950,
¥oreover, in view of future armament needs it is conceivable that the
trade gap will be widened again in the near future. The passive bal-
ance of pajyments with overseas areas had been Curope's most serious
economic problem as scon as the worst phases of war destruction had
been overcome,

Since the amovnt of gocds that needed to be imported fromx the United
States was extraordinarily large with the disappearance of Germany as a
supplier and since the prewar triangular payments scheme, through which
Europe earned cdollars with its export surpluses to .other overseas areas,
had been disrupted, European countries became much more "dollar conscious"
in that they stimulated direct exports to the dollar area in many ways.
liowever, this export drive was none too successful. The volume of busi-
ness activity in the United States is a most important variable in de=-
termining chanres in the volume of imports originating from Europe. An
additional problem for this period was the limits on the productive
capacity of European countries due to war destruction and dislocation.

A third factor is the structure of United States tariffs. It is gener-
ally considered that the type of manufactured nrocducts imported from
Purope 1s rather price inelastic. Because of this, many people are led
to believe that neither the lowering of prices nor the removal of tar-
ifs can increase the volume of European gcods imported into the United
States appreciably.

The structure of American tariffs is such that the effective duty
increases with the degree of manufacture a certain product has under-

gone, with the result that primary materials can enter the country
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relatively easily while many manufactured goods find the tariff rates
prehibitive. Since Furope is mainly dependent on exports of manufac-
tured goods this policy has in effect, led to severe discrimination
2rainst that area, which, in the cpinion cf the ECEQL/ probably was
no less severe than the direct restrictions on imports of dollar goods
prevailing in mary Eurooean countries in the imcediate postwar period. <
The Commission shows how duties on certain categories of woollens and
worsteds, althouzh less than half their rate in 1939, still amount to
between 2C and 35 percent.zé/ This may sugrest that the existing tar-
iff structire, although much less severe than during the *30's, is
8till able to exclide exactly those procducts in which Surope's com=-
petitive strength is largest and that, therefore, perhaps the low vol-
urme of immorts into the United States from Curope is caused by the ex-
istin: tariff structure and not by the low price elasticity. The lat-
ter, in t1is way of reasoning, would then bc a direct result of the ex-
isting tariff structure. ¥hatever the actual situation may be, the ECE’
carefully expresses itself as follows:

"If optimistic assumptions might be made with regard to a con-
gistent set of policies by European e:porting countries and by

the United States, there would seem to be no very definite lim-
its that micht be assigned to the expansion of European sales

in the American market, particularly in such items as woollen
textiles, chinawvare and leather goods, all of which are products
in which Europe seems to have a corp=titive advantage owing to
smaller differences in productivity ccmpared with indust

the United States than in other branches of production.

This statement also seems to point at the fact that by eliminating

differential tariffs and facilitating the imports of mamufactures in

2li/ Fconomic Comnission for Europe of the United Nations.
gg/ United Nations, Economic Survey of Zurope in 1349, p. 16€0.
26/

Ibidq’ De 1780
.2_2/ Ioid., p. 173.



19
general, nore price clasticity can be introduced in United States im-
ports from Gurope. A lowering of the mark-ting margins through larger
scale imports may further contribute to increase the import price elas-
ticity.

The United States cannot insist on reziprocal and equal perc=entage
tariff reductions when other countries start off with lower rates even
without c¢onsideration of the necessary leadership of the United States,
The tempnorary obscuring of the "dcllar shertace®™ by factors of defense
mobilization does not mcan that the world, including the United States,
will not benefit from such a funcamental imrovement in international
relations, “hile tc an extent this has al.ays been true, the argument
is that the United States as a leader should now proceed, a&lone at
first if necessary, to continue to lower tariff{ rates. The political
arguments a_ainst it have gradually lost most of their validity and un-
der present conditions parhaps also most of tlieir popular supvert for
several reasons:

(1) Annually billions of dollars are spent on military and eco=-
nomic aid abroad. If ather countries can earn more dollars
by exporting to the United States this may well m:an a smaller
necd for these sums of taxpayers' money.

(2) Increased imports into the United Stotes at a time when infla-
tion threatens to unstabilize the economy will constitute an
anti-inflationary factor.

(3) The circurstance that with hich levels of economic activity,
ind:stries adversely affect=d by competition will find more
prolfitable alternatives elsewhere in the econorye.

Another factor which may gain importance in later years is that an
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import surplus into the United States would create a most favorable at-
mosphere for an outflow of carital investrent. The _=2neral oninion
would perh ps be unaware of this factor but Sir Artihur Salier voints at
the Lritish exporience previous to World var I and exglains it by the
facilitation of transferring interest payments.g§/

As was pointed out in Chapter ¥, Suropean countrles also are in the
process cf adjusting tneir econcmies to the needs of their substantially
increasesd defense prozrams and, therefore, also experience inflationary
pressuires, These pressures appeared rather stronger than wzaker com=
pared to the Tnitzd Ttatss situstion. All delenss prosrams, hovever,
are temnorary even if they may last for sore ten years. Ccontinued tore
i7f reductions, however, coastitute real =nd permanent gains if broucht
about wisely.

Chan;2s in the restrictions on imports of manufactured produncts,
howevar, linit their beneficial eflect mainly to Canada and parts of
Jurope. larze parts of the werld, since recently associated with the
nane "under-developed areas,™ are also in great need of a positive Amer-
ican econonic policy. The situation brouzht about by the political
events of 12”0 appears to chanze certain policy goals previously held
by the United States govermment and in the problemns vhich now arise
there is a groat nced to distinguish between rolatively short-run de-
fense goals and the lonz-run gereral goals vhich would need to be ful-
filled s:ymm=y.

The Peint Pour Program, to be sura, was not born out of the Korean

situation. CSimllar programs had existed at least ten years earlier in

2§/' Salter, Sir Artiwur, Foreign Investment (issays in Intermational
Finance, Nos 12, Princeton University), p. 6=7.
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cocperation vita certain Latin-American covniries. The im-lementaticn
of the objectives stated in tie proeidential inavgurel address ie Jan-
uary, 1719 seems to have ;ained rew imp-tus in view of tre fact thet
economic improvement is conzicdered basic to maintaining a reasonable
political security. The ovjectives thea of "mzling the benefits of our
scientific advances and indusirial progresc availatle for the improve-

w
ment and rowlh of under-developed areas' have not chanzed-at cll but
the means ol implexenting these policy pcclc, such as technizal ard
canital goverrmental assistance, the role of private enterprise and Lhe
role o defense requirements of the non-Sovict world, are to be seen in
a new ligint,

As was Jdiscussed above, many prinary oroluct exnorting areas have
experienced a substantial improvement in their balanca of payments and
terms of trade, thus far mainly becauss ol increased stockpiling ac-
tivity of il:e United Stztes and other western ceuniries. In view of
the fact that tie actual rate cf consumpticn ¢f prirmary paterials will
also increase with the meintenance of larje def-snse pro;rars and that
new bacidlors in the demand of countries such as the United Jtates will
certainly ;uarantee hizh levels of eccnomic activity for a muber of
years after the defence prozram will have disappeared, it seers reason=
abvle to supposs tihat the improvement in the terms of trace of prinary
materials will renain for perhaps a pericd of ten years, It was also
seen above that it i1s not at all certain wiether the newly available
dollar rescurces vill be used for constructive development or for in-

creasing tc ..cirarily the food supply, or wi’l be lost in inflation.

29/ Inaurvrnl Address by President Truman, Jamary 20, 1949. Fxcerpt
in: Partacrs In Progress, Rsport by the International Development
Advisory Board, p. 91,
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But on the assumptlon that at least a ccrclilsrable part of there re-
scurces will be aveilabls for ceonstructive prposes and also assiming
that no serious irmpediments will arise wiih respect to the availanility

2rhans wise for the

of canital goods in industrial countries, it is

"3

United 3tates to giilft temcorarily the ex-iacia ¢f Jevelonment uro rans
from mox»e car-iial assistance to mora tec'rical assistancze. Thless in-
partial and wise cddance i3 exercised in tie formulaticn of the devele
o:nent vromrams of these countries, nremzture anbitions rather tian uwr-
gant necessitics ma;” dominate. Here, ol course, there is a liritatic

to what any Anerican policy may brinz about.e The other countries z2re
not 1likely to tolerate any inronds on their sovereignty even if eco-
noically s»ezliing & prosram nizht be sownl, Y¥r. Yuzens R. Blach, Prcs-
ident of the International Bank for Reconstruction and Development
stated tiiis problen as folleows in an addross do tie Twellth Session of

the United lations RWeononic end Social Covnecil at Tantiago de Chile:

"Tdeness and inefficiency, corruption 2nd unstable govern-
ment can be heavier drags on progress than lack of capital
and indesd, are lilicly te be among the root csuses of a lack
of capital, Cf all the desirable reforms, the reform of
land tenure 15 probally the most itrtortznt. The aconomie
cdevelopment of & country is primarily the responsibility of
the contry 1tce1lf. It 1s not soncthing which can be ir--
ported frem abroad but must be won internally by acceptance
of ressonsibility, hard wors, and cacriflice. Once these
factors begin to appear, external capital may be used ef-
fective;.;,'.g_".?

The cutlook for a Iflow of privats cajilzl has probabLly experienced
a scrious secluacgk after the Xorean events. As far as the United States
i3 concerncd, it appears now to bs almost _rohibitive to inwvest any

private fun.s T:atsoever outside the we:riorn hemisphcres In view of

this fact and t4s continued fear of expropriation, it is surprising

}Q/ International Monetary Fund, International Financial News Surve;,
Vol, III, Pe 278'
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that the Intern2tional Neveloprent Advicors Noard in its rescrt to
President Truman strecsas tha role private entergrise is expected to
fulfill.l}‘/ Cn the contrary, it would a»resr thal govermaental assis-
tance would be much mors appronriate in th» anticipation of an improve-
ment in the political situation. The »cat “angor is, however, that
gho~t=rm dafanse objaectives will donintt2 in the Tormilation of Aner-
ican policre It may be wvery urzent to incraase the rutber or tin pro-
Aetion ¢l cartain Tatin American contrias Lut it remains ejuallr ur-
comt to reconstruct the tran<portation gretuns ol such coumtries as
Indoneria. The e”Tect of the s-cond erld “or has been preciszely lae
fomer so that the westerr hemisghere Locrene rmich more sell-sulficlent
in both prirery rrterisrls arnd monuf:ctuwre? rrolicts while cther regzions
becane riore deperndient on imports from the western homisphere. 4 long-
run eqilibrive, therefore, will not 2 cltained if the United States
will ercece in a regiconal self=sufficiency progrsm rather than in werld
wide develonmont,.

Anothior aspect needs to be rmenticned briefly. The formulation of
capital depends on the level of income after taxatione If the United
States would vay for the entire defense proror out of current taxation,
the amownt of capital that could rossibly be invested abroad by private
investors would certainly tend to decreass, T.e Advisory Toard on the
other hand, envisaces an sxpansion of the armual capital ocuvtflow from
the Unit~d Stotes from 21,000,000,000 to ¢2,00C,000,000., This does not
geemn to he realistic in the coming deeadle, nevever desiravle it otaer-
wise may be, The need for this capitel cuiflcs, hewewvor, is azjparent

and the ~ovornment may, therefore, decide to take part in this investuent.

21/ Partners In Progress, op. cit., Chapter &.
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It seerns to be an irony of fate that the '‘est, already having full en-
ployment of its resources, is now urged to build up an adequate defense
machine, and at the same time, has to emvbark upon a world wide develop-
ment pro.ran wiile its fertile resources lay idle for almost ten years
previcus to orld Var II.

In sumnary, the following general conclusions with respect to an
appropriate United States foreign economic pclicy in the present con-
*itions were explicit or implicit in the aove discussions

(1) The United States should continue to proceed towards furthen
liberalization of trade among the relatively frec countries of the world,
and, if necessary, should lower her tariffs unilaterally.

(2) Tmphasis of foreirn development procrams should be directed,
for the duration of the mobilization, towards supplying impartial teche
nical assistance rather than large capital gifts, in countries bencfit-
ing from hizh primsary material prices.

(3) The United States should continue to make available the neces=
sary exports of capital goods to the under-developed areas of the world,

(L) The izmediate defense needs should not lead the United States
towards a regional self-sufficiency prosrasn within the western hemi-
sphere. Instead, the pooling of strategic stockpiles within the allied
block would provide adequate political safets, as far as possible while
no serious economic maladjustments would he created,

(5) For the duration of the political turmoil private capital should
not te expected to fulfill the objective of economic development.

(C) Above all, the United States should coordinate her foreign eco=-
nomic policigs with those of other countries individually, and also with

the United l'ations a;encies engaged in similar programs.
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CHAPTIR VII

SUMMARY AMD CCICLUSICHS

Economic developments in virtually all countries of the non-Com-
munist world have teen profoundly affected by the outbreak of the ¥orean
war in June, 1250 and by the subsequent cecisions of the United States
and many other countries to increase their defense preparedness rapidly.
Throuchout this re:sort it has been assumed that this reversal in the
post=Vorld Viar II deflense policies of western ccuntries constitutes
an important structural change the economic impacts of which will be
felt for a considerable peried of time, at least a decade. These eco-
nonic impacts may ve divided in primary and secondary impacts. The pri-
nary impacts consist mainly of price rises of various proportions. The
secondary im.acts will be the chran;es in the cost of production pattern
as a result of these price rises and the acdjustment of international
trade and international economic policies to the changed situation.

In the present situation the United States has anerged as voth the
political and the economic leader of tae non=Communist world and in
view of this fact, it is the immediate interest and the grave responsi-
bility of the United States to see to it thet te increased defense ar-
mament, the effects of which are propagated abroad especially by chanzes
in the trade and prices of primary materials, will have the least pos-
5ible disturbing effects on the sound economic development of other
countries. Indeed, if at all possible, tie changes in attitudes and
econonic conditions of the western world siould be utilized to improve
the situation.

The price rises of primary materials during 1550 vhich appeared for
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the most part to level off by the end of that year, affected virtuzlly
all prciucts Lut especially certain stralezic products produced in stra-
tezic areas. Ruuber, tin, and wool registered the largest price pains.
In December, 17220 these commoditics found themselves at price levels
respectively 15C, {7, and 2 percent above the ones in May, 1950, the
last month before the Korean outbreak. Industrial primary materials,
as a group, rose about 45 percent in price during the latter half of
1950 and the prices of primary foodstuffs entering international trade
rose about 10 percent in the sare period.

Vany so-called under-developed couniries are dependent on a small
numoer of primary materials as a source for nearly all thelr foreign
exchange while domestic production supplies only a very small propoftion
of the manufactured goods consumed. In vicw ol the short-run, inelastic
supply of their exsort camrodities, fluctuations in the prices of these
commodities are large as are the fluctuations in the countries! na-
tional incomes, Cver the TO=-year period since 13.0, however, prices
of most primary commodities have become more and more depressed rela-
tive to prices of manufactured goods. Recent price changes have becen
upward and since prices of manufactures are only slowiy catching up,
the purchasing power of many primary com:ocities has been increased.
With the large scale armament prospects and the resultant virtually
guaranteed hizh levels of econcnic activity in developed countries for
the next decade, the amount of foreign er-change available to less de-
veloped countries is definitely expected to romain ai much higher levels
than previously. o

An atierpt was made to measure quantitatively the effect of the

1950 price rises in primary products on specific countries. For this
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purpose the 1949 volume and constitution of each country's exports was
taken as a base and then recalculated to obtain an estimate of the in-
creases in export revemue which would cccur cue to price rises between
the 12LY avera e and December, 12)0. Since import prices rose also
during this period the results do not represent the net improvement of
each couniry. Furthermore, during the first part of 1771 it was seen
that prices of primary products had not ;et found a new equilibrium.

The grantitative estimates therefore are only a momentary picture.

The following figures are the percentares expcrt revenue was es-
timated to increase over the actual amount in 17491 Valaya, 215;
Indohesia, 913 Australia, 773 Brazil, ;3 Colombia, 57; and Venezuela, 3.
The position of the Union of South Africa is complicated by the importance
of pold in her exports.

Under the stated concditions the selected countries could dispese
over an anmual additicnal amount of forei n erchange in terms of United
States dollars of about §$3,200,600,200. Cf this amount, Malaya would
receive $1,02¢ million; Australia, $1,011 nillionj Drazil, {527 million;
Indonesia, 5436 milliony Colombia, $174 million; and Venezuela, $36 mil-
1lion,

This does not mean, however, that the econoaic problems of the so=
called under—developed regions are now solwv:de. The new firarc!al re-
sources may well be used unproductively either by private individuals
who dispose of them as additional personal wealth or by governments
which lack the capacity or the will to enbark upon an all-eround sound
econamic development program. On the other hand, potentially the op-
portunity appears to exist to utilize the resources productively to

maintain or obtain a better balanced eccnom and to increase political
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and econoric stavilitye There is a grect nesd, however, to obtain ime
partial techuical assistance from the more developed couniries on a
larze scale. ospeclally scrious is the circumstance that at present
technical assistance programs sponsored br the United Siates alone may
well be devised so as to fulfill relatively short-run defense oojectives
which, in the long-run, may be detrimentzl to a sound development of
the world,

As tiile situation existed in early 1971, it appeared that those pri-
mary product exgporting countries which are already developed to some
extent, will have a much bettar chance to Lenefit from the price rises
tian other co.ntries which will tend to fecl the price rises in the first
place as a disturbing, e. g. inflgtionary factor. Vuch will depend, hovi-
ever, on the Torcign econonic policy adopted by the United States.

The industrial arza of western burope is affected quite differently
and also quite cousiderably b, the recent delence develoyments, The de-
terioration of iis tems of trade as a result of higher import prices
for primory products tends to affect western Surope similarly to lorth
Agerica, llowever, the importance of this deterioration in terms of na-
tional product is much larger in western Curope and the inflationary im-
puct of thils factor is thersfore more scvore in Zurope than in the United
States. Actual reammament will take place cn a larger scale in North
America than in western Europe althougn suvsiantial increases will occur
&lso in the latter area. The still precuriously low levels of.reserves
and the balance of payments difficulties of many western Curop:an coun—
tries present an additional problem to tiien as contrasted with the
United States.

The incdices of the cost of living increased in all countries. In



&9
Switzerland, “weden, armd the United Kinjdem, ‘hese irncreasecs were be—
tiieen one and two percent from lay-lDecorber, 1200, In Selgium and Can-
ada the increase was about four percent, in the lietherlands five por-
cent and in the United “tates six percent.

“holecalo prices increased much more an’ alonz a diflferent patiern
so thct 1t was not clear in which area actual inflastionary pressures
were hiclicst. Lay-December, 1950 wholecsale price increasss were as fol-
lows: Del:iwn, 20 percent; the ketherlaidc, United Stater, United King-
dom, and Sweden, belween 12 and 17 percentj Tuilzerland, 11 percent and
Canada, 10 percents

Ca talaiice, Liere are & nuzber of faveravle and unfavorable factors
affecting tlie western Europz:n econordes wiich are di~ficult to evaluate
a;ainst each others The unfavorable facuors are msntlioned above, The
lavorable factors are first, that total dorand of under—ceveloped coun=-
tries for :uropcan products has been increased and that the availlability
of new dollar rosources in these thilrd mari:ets will cpen the possitility
ol new triangular pa,wenls schemes. S2conly, andl probably equally inu-
portant is the fact that the United States as thz bhulwark of the entire
non=Cc:oninist econony will continua to have virtually full employment
for a nuaver of years, In ithe past yecar there hzs already been consid-
eravle Improvanent in the uropcan trade Lalances with the Unitsd States
and this fact, to. ether with the n=w export'opportunities opened in third
markets may aid coanslderably in relievin: tiie "dollar suortage® problen,
if proper policics are adopted by all couniricse

The present economlc sitution and ilic state of mind of non-Cormmun-
ist peoples should be utilized to increase the interdependence of the

non-Comrrunist world, Contimued liber=lization of trade, payments and



=0
the movement of capital, indeed, tie entire integration economically
and politlically of tie area is not cnl, sttractive but also mandator.
Natu ally, the ain slo.ll not be to obtain a p.rranently closed Lloc.
llovever, the ozl of an eventual Improvencnt in the relations betieen
thie twe major areas of tlie world at present ma;r «ell be served best by
a demonstiration of solidarit; on our sile. . Mhatever messures the
United Jictes will tcke to imploient such objactives will be of tremen-

dous irporimcee Lo 211 other countries,
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