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FIRST PART. THE ESSENCE OF INTERNATIONAL ECO-
NOMIC RELATIONS BETWEEN AUTONOMOUS
NATIONS

CHAPTER l. Introduction; the Heterogeneity of World Economy

1.1. This book 1s written for the general public interested 1n
problems of international economic co-operation, not for spe-
cialists. Its two Parts try to give, respectively, an insight into the
nature of international economic relations in a world of autono-
mous governments, and into the question in what respect these
relations should be deliberately regulated in an ‘integrated’ world.

1.2. The world economy consists of a great number of national
economies, which in some respects are almost watertight com-
partments, but in other respects are narrowly connected. There
1s a considerable difference 1in population and 1n wealth between
the national economies. This wealth consists of natural resources
and capital goods; some figures.

1.3. Areas of different structure distinguished by Wagemann.

1.4. In each of the national economies goods and services are
produced with the help of the three so-called factors of production:
nature or land, labour and capital. '

1.5. Production per head depends on the quantities of land and
of capital available per head, of the quality of the population and
on the institutional framework in which production is organized.

1.6. Hence the great differences in prosperity. China and India -
are the principal underdeveloped areas of the world. The total =
product is divided among the factors labour, land and capital in ¢
proportion which, curiously enough, do not greatly vary for
different countries ; broadly speaking they are 70, 10 and 209%.

1.7. There are the following possibilities of economic inter-
course between nations;

(1) Transfer of products: mainly against other products in the
form of current trade; incidentally in the form of gifts or other
unilateral transfers;

(2) T'ransfer of factors of production:
(a) persons: migration; '
(b) land: change of territory;
(c) capital: capital imports and exports.



Transfer (2b) is not frequent; it may occur as a consequence
of political events. In the interwar period (2a) d1d‘ not occur
frequently either; by far the most important forms of intercourse

are, therefore, (1) and (2c¢).

CHAPTER 11. Current Transactions

i.1. Current transactions between countries are those 1
products, i.e. goods and services, excluding those in factors of
production. Each country will export products which i1t 1s able
to produce at lower cost than other countries. Low-price products
not likely to move over long distances. Large countries likely to
have a smaller percentage of foreign trade than small countries.

The structure of commercial transactions between four broad
subdivisions of the world: surpluses and deficits.

11.2. Generally transactions will be multilateral. Distinction
between (i) net surplus or deficit for any country, (ii) bilateral,
(iii) circular and (iv) open flow component. In a situation of
equilibrium (i) does not exist; for the world at large (1v) cannot
exist.

11.3. Trade may be (i) free, (ii) hampered more or less arbitrarily
or (iii) controlled. Trade may be hampered by quantitative restric-
tions, currency restrictions or import duties. There may be
blocks of countries with free internal trade, and with a common
tariff for the outside world (customs unions) or even groups of
countries with completely free trade (free trade areas). We speak of
integration or an economic union if also other aspects of economic
policy are unified so as to present an optimum of centralization.

11.4. With free trade, prices of international goods are — apart
from transportation costs — uniform throughout the world; and
trade will be multilateral. Even with free trade there may be
imperfect competition, e.g. because of distances. The short-term
elasticity of the share of any one country in world trade with
respect to its relative price level appears to be no more than 2.
‘The short-term elasticity of import quotas appears to be also
rather restricted. Probably long-term elasticities are higher.

11.5. International trade as a consequence of differences be-
tween countries 1n relative efficiency in producing various com-
modities (theory of comparative cost). Differences in standard of
living as a consequence of differences in efficiency in producing
all or most commodities.

11.6. The fundamental thesis of the doctrine of free trade: With
full employment of all resources and marginal cost pricing free
trade yields — in the long run — a maximum of total production
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and hence, apart form certain questions of distribution, a maxi-
mum of welfare. Every deviation from it therefore means, for
small countries, a smaller prosperity; it can only be an advantage
for some groups within those countries at the expense of other
groups in the same countries. Large countries may, by tariff
policy, improve their terms of trade and their real expenditure.
Marginal cost pricing may not be possible in certain industries
without subsidizing them. Subsidies to be preferred to protection.
Without full employment being guaranteed beforehand protec-
tion may, in some country, cause an increase in employment and
therefore raise prosperity. The maintenance of full employment
requires a compensatory financial policy.

11.7. Protection may help to break the shock of a sudden adapta-
tzon to new circumstances or to stimulate infant industries. The
danger of protection is in the possible maintenance of less pro-
ductive units.

11.8. Liberalization of trade generally will also mean the disrup-
tion of bilateral equilibria; it can only be performed therefore if at
the same time a certain convertibility of currencies is re-established.

11.9. Customs unions may, but need not, be a step towards
world free trade: ‘trade divertion’ versus ‘trade creatiorn’ (VINER).

CHAPTER lII. International Movements of Factors: Land, Labour
and Capital '

111.1. Movements of land in the literal sense are of course
impossible. The transfer of territory from one nation to another
may, however, be considered as an example. So far such a
transfer has not been considered a possible element of economic
policy. .

111.2. Movements of labour, i.e. of population, or migration,
have been important for the areas of immigration, such as the
United States of America, but as a rule only of minor significance
to the areas of emigration. After 1914 the extent of migratory
movements has been very restricted. It is to be hoped that, under
certain guarantees, the less populated countries will be prepared
to revise their policies.

111.3. From the economic point of view capital movements
represent by far the most important form of international move-
ments of factors of production. It may take the form of loans in
the narrower sense or of participation; loans may be short-term
or long-term loans. Long-term loans (in the wider sense, i.e.
including participation) come down, in real terms, to the transfer
of commodity stocks (durable and non-durable goods) from the
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lending to the borrowing area at the price of an anr}ual ‘mortgﬁg;
on pmiﬁ of the latter’s production. USL}ally the lending area wil . e
one of the highly developed countries and the borrowing area
one of the under-developed countries, xyhere the margma} pr;l)-
ductivity of capital will be higher. In this way a decrease 1n the
inequality in living conditions may be obtained. So far, ho*w.reve:c(':Ji
the divergency in living conditions between developed an
underdeveloped countries has increased. H1nd¥§nces to gapﬂal
movements are to be found in uncertain political COI}dItIOIlS,
unstable financial and monetary conditions, or low efficiency of
oduction. The vicious circle of low productivity for lack of

¥ i ;| 0 - . ‘.'!.

external economies and low capital formation; its possible break
by an international investment policy. |
111.4. Short-term capital movements are of much less direct
significance for the trend of development but may contribute
- the maintenance of financial stability and hence contribute

indirectly to development.

CHAPTER IV. The Mechanism of Financtal Transactions

v.1. Only gold is legal tender everywhere; as payment in gold
involves high costs, other means of payment have developed,
namely paper money, the value of which is based on law and
confidence and is therefore restricted to a certain area. Payment
to foreign countries therefore requires a ‘fransfer’, i1.e. a trans-
formation of home 1nto fore: £2r1 CUurrcncy. This 1s effectuated bY
exchanging the various currencies against each other at a certain
market price (the rate of exchange).

iv.2. The set of all payments made in a certain period between
a country and all other countries is called its balance of payments.
It may be subdivided into the current items (balance of trade, or
imports and exports of goods; and invisible imports and exports
or payments for services: shipping, interest, tourism etc.) and
the capital items (import and export of capital: long-term and
rt-term; and the balancin g 1tem of gold shipments) . In

ments, as e.g. foreign aid and reparation payments.

Iv.3. {f the equilibrating item is included, there .is always
:vmx brium (formal equilibrium); if it is not included, the phrase
the Dalance of payments’ has a different meaning. It may or may
not be in equilibrium (material equilibrium). In the lon g run.
st be material equilibrium, otherwise there would be a
o1 nmt accumulation of g0 1d somewhere and da permanent
drain elsewhere. A modest drain may, however, be a permanent




phenomenon. Long-run material equilibrium must also exist, and
for similar reasons, for any part of a currency area.

i1v.4. Stability of exchange vates 1s an advantage for economic
calculations, but it may be non-compatible with stable prices,
which are desirable for other reasons. Usually fixed rates, with
incidental revisions, are preferred. With the ‘gold standard’, there
is a fixed price in each country against which the Central Bank
buys or sells gold. The corresponding rate of exchange is called
the parity rate. At both sides of parity there are rates called the
‘oold points’, indicating the limits within which gold shipments
are unremunerative. Only a rigorous material equilibrium in the
balance of payments will keep the exchange rates between the
gold points. If one of the gold points 1s reached, a movement of
gold will follow, tending to keep the rate of exchange at that
point. If it should go on for some time there is the threat of an
exhaustion of the gold stock of one of the countries concerned.
This can be prevented by (a) ‘indirect’ or (b) ¢ direct’ action.

1v.5. Indirect action may be (1) automatic, resulting from the
changes in the monetary circulation: a decrease in gold stock
leading to a decrease in note circulation or deposits, a reduction
in incomes and hence reduced imports and lower prices which
will stimulate exports. This automatism does not, however, work
very strongly and quickly. Indirect action may also be (2) deliber-
ate interference, namely arazsing of the rate of discount in the threat-
ened country, owing to which partly the same results are obtained
(though again only weakly and slowly), and partly more important
changes, namely an inflow of short-term credits from abroad —
provided there are no counteracting factors such as lack of con-
fidence. This remedy can, however, only work temporarily : after
some time a new equilibrium in the capital market will be
reached. The ‘defence of the Dutch guilder’ during 1935/6.

1v.6. Direct action is equivalent to stopping the sale of gold; this
means either the end of the free gold standard or of the previous
parity. The old parity may be maintained at the cost of freedom.
Of course, the danger of an exhaustion of the gold stock 1s
smallest when a country has a large gold reserve.

1v.7. Apart from gold a country’s currency system may be
based upon (1) other currencies (gold exchange standard) or (2)
other commodities (silver, raw materials). Consequences of a
raw material standard: stabilization of the average price level
of raw materials and reduction of cyclic movements as far as due
to ‘accounting errors’ in income determination. '

1v.8. In principle, the system of flexible rates operates in the
same way as the gold standard. The limits between which the
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rate of exchange is allowed to fluctuate can be chosen wider or
narrower. Smaller fluctuations may be counteracted by the
operations of an equalization fund. In the longer run, changes 1n
the rate of exchange will be helpful to equilibrate the balance of
payments, since they affect imports and exports via the price
system. By only permitting gradual movements the influence of

speculation may be kept down, which proved disastrous in a
number of cases (Germany 1923).

CHAPTER V. Disequilibrium and Equilibrium in the Balance of
Payments '

v.1. In this chapter some consequences of disequilibrium will
be considered ; the conditions for equilibrium will be formulated
and some techniques of short-term adaptation discussed. With
multilateral equilibrium, i.e. equilibrium in the balances of pay-
ments of all countries, there will be the possibility of complete
convertibility.

v.2. If not every balance of payments i1s in equlibrium there
will be deficit and surplus countries. The currency reserves of the
deficit countries will gradually diminish. Once they are exhausted
the currency of the country will be inconvertible or a ‘soft
currency’ as distinguished from ‘hard’ currencies. The ‘degree of
softness’.

v.3. Partial convertrbility may be instituted by decree, but can
only be maintained if the country concerned is near to the
equilibrium position which 1s relevant to the type of convertibility
considered. It may bear on convertibility into some other
currency, or for certain types of transactions. Convertibility with
respect to current transactions with a given group of other
countries requires that the total of these transactions — under the
new circumstances — be in equilibrium. The ‘new circumstances’

imply the shifts in transactions as a consequence of convertibility
itself.

v.4. Detailed examination of consequences.

v.5. Convertibility for all transactions, including capital trans-
actions, 1s exposed to far greater risks, because of the incal-
culability of switches in capital assets that the public may desire.
Example of the British convertibility attempt in 1947. Conver-
tibility of currency A into currency B and of B into C has to
imply convertibility of A into C also; there have to be groups of
mutually convertible currencies, consisting of currencies of about
equal strength. - o ' .

v.6. Equivalence, for small countries, of balance of payments

#

14



equilibrium and monetary equilibrium; inflationary and deflationary
gap. Meaning of monetary equilibrium for small and for large
countries. Regulation of national expenditure and of the price
level needed in order to maintain balance of payments equilibrium
at a level of high and stable employment.

v.7. Equilibrium, just described, to be understood as one
relatively to other countries. Possibility of world inflation. ‘I'm-

ported’ inflation and ‘exported’ inflation.
v.8. In order to attain or to maintain equilibrium in the

balances of payments various instruments are available.

A distinction may be made between:
- (1) autonomous changes in quantities demanded, without changes
in price ratios or absolute prices; and

v.9.(2) changes in price ratios, inducing changes in quantities,
and themselves to be obtained by: (i) direct changes in absolute
prices; (11) indirect changes, i.e. changes in wage levels or rates of
exchange.

A closer examination teaches that:
(A) sometimes price ratios need not be changed, if the automatic

quantitative reactions upon the disturbing forces restore equili-

brium already;
v.10. (B) in other cases price ratio changes do not work (the

case of the c¢ritical or nearly critical elasticities of imports and
exports) ;

(C) 1n still other cases price changes do work, but cannot be
obtained by changes in wage or exchange rates (the case of purely

static reactions);
(D) and hence price ratio changes, when necessary, can be

obtained by wage or exchange rate policy only under certain

conditions.
In case B, autonomous changes in quantities demanded (such

as an ‘austerity policy’ or continued imports of capital or the
cancellation of debts) are the only way out; in case C either direct
price policy or autonomous changes in quantities will be necessary.

SECOND PART
INTERNATIONAL ECONOMICINTEGRATION

CHAPTER V1. Targets and Instruments of International Economic
- Integration ’ -

v1.1. After having dealt with the nature of international
economic relations between autonomous nations and the possi-
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bilities to regulate them, we shall now discuss how far we want to
regulate them, orin modern terms, how far we want to integratethe
various national economies. This problem of integration has to be
seen as a part of the more general problem of the optimum economic
policy. When making recommendations of economic policy we are
to some extent leaving the territory of economic science. We shall
be careful to warn the reader each time we do so. |

vi.2. It 1s useful, in order to clarify problems of economic
policy, to distinguish between qualitative and quantitative policy;
qualitative policy being a change in organization and quantitative
policy a change, within a given frame of organization, of certain
data to be called instrumenits. Changes in organization may be of
a very fundamental character and then be called reforms or even
revolutions; or they may be changes in details of organization.
Quantitative policies may either use numerous or a small number
of instruments, and a distinction may be made between direct
and indirect policies, where the former directly interfere with
market forces and the latter only indirectly.

v1.3. An important aspect of qualitative changes in policy is the
one of centralization or decentralization, especially in international
affairs.

VI.4. Directives for the desirable degree of centralization in
international economic policy: decentralization of neutral, or
almost neutral, instruments and centralization of clearly sup-
porting and clearly conflicting instruments.

vi.5. The choice of a policy has to depend on circumstances
and will, in addition, be a question of taste. Necessity of a policy
of intervention in cases of serious disturbances or of serious

emergencies. Difference in tastes and pre-conceived ideas also
determine the choice of instruments. Examples.

V1.6 The aims of economic policy cannot be formulated on the
basis of economic science alone. Welfare dependent on individual
wellbeing and the relations to other individuals. Incomparability
of satisfaction of different individuals and the resulting difficulties.
Almost generally accepted aims are those of high productiorn and
of a more equal distribution in case of strong inequality. High
production requires the use of all productive resources (implying
avoidance of instability) and the use of these resources in the most
efficitent way. The use of instruments of detailed intervention
should be restricted to the prevention of strong disequilibria. '
- v1.47. The differences in economic policy between the commu-
nist and the non-communist countries may partly be explained
by circumstances. They are strong enough to make it impossible
to aim at one world policy. International relations with communist
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countries have to be highly centralized. Only relations between
non~-communist countries may be adapted to what we consider
an optimum degree of centralization.

vI.8. Problem of integration to be studied, in succession, for

national instruments and for international instruments of
economic policy.

CuAPTER VII. National Economic Policies and International
Integration

VII.I. Since the basic circumstances may be different from
country to country economic policy or even the basic organiza-
tion of economic life may be widely different. As far as centrally
organized or highly interventionist, countries may accordingly
organize their international relations. Less strongly centralized
countries will prefer less organized international relations. The
question of the optimum degree of decentralization then arises.

ViL.z. In order to attain the general goals enumerated in ch. VI,
national policies of such countries will have to satisfy certain
conditions, 1.e. a certain unification of their economic policy is
required. In the terminology introduced before this means that
they should adapt their use of supporting and conflicting instru-
ments to the international requirements. Perhaps the most
important condition is that they should maintain monetary | ‘5
equiltbrium at a high level of employment. '

vil.3. T'here are two main groups of instruments for this policy
and a number of subsidiary ones. The first main group is that of
financial policy, consisting of public expenditure policy and tax
policy. By an appropriate manipulation of these instruments total
internal demand will be kept at the desired level and its composi-
tion may be made optimal.

Vil.4. The second group of instruments is that of wages or
exchange rates. Either of them may be used to adjust the general
price level of the country to its competitive strength and hence
to regulate foreign demand.

vil.5. Necessity of understanding in business circles for meas-
ures just discussed.

viL.6. Desirability of a centralized use of the instruments of
economic policy discussed. In view of the strong resistance to
integration in this field the centralization might be confined to
central decisions about the ‘inflationary’ or ‘deflationary gap’ 1n
the public sector and the general price level of each country.

vil.7. These two main groups of instruments may have to be
supplemented by others, in order to make minor adjustments.
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Temporary subsidies, specific taxes or even temporary import duties
may be necessary to support industries or regions whose com-
petitive force falls short of the requirements. In t.he case ‘of sudden
disturbances of equilibrium or of particular industries, guan-
titative regulations may be needed. None of these policies should
in the long run hamper the correct use of the productive resources

from the international point of view.

CuAPTER V1I1. The Integration of Current Transactions

viri.1. This chapter deals with the non-monetary instruments
of economic policy which are relevant in particular for the cur:!:'ent
items on the balance of payments: trade and current transactions
in services. It discusses the policies needed to integrate these
transactions between nations. The instruments are in particular
quantitative restrictions and import duties, the primary subjects of
(negative) integration.

viir.2. Certain preliminary conditions have to be fulfilled: the
full use of productive resources should be warranted by an appro-
priate national policy. As a supplement to these internal policies
and a further condition to economic stability, international
co-operation in order to stabilize raw material prices is advocated.
This stabilization may be obtained by a system of commodity
agreements or by the introduction of a ‘raw material standard’.

VIIL.3. Since the optimum division of labour is obtained mostly
by free trade, abolition of quantitative restrictions and of import
duties i1s advocated. Because of inevitable losses of transition a
gradual abolition will be optimal. ‘

viIL.4. Certain well-known exceptions (agriculture, infant
industries) may be admitted. Subsidies preferable, however, in so
far as organizational difficulties are not too large.

viIL.5. Abolition of duties will require adjustments in the rates
of exchange.
~ VIIL6. Abolition or reduction of quantitative restrictions and
import duties may be effectuated for the economy as a whole or
for one sector after the other (partial integration) ; in the latter
case there are dgngers, however, of disequilibria and tensions.
~ VIIL7. Alongside negative integration there is a need for positive
ation: the need for the equalization of certain duties and
s; ?ssi ggd&higzﬁi‘ fc:; hae dleliberate organization of the optimu{n
n o I. atter need not be a task of public
authorities. -

| VIII.S.: Attempts to estimate the extent of the consequences of
mtegration,




CHAPTER 1X. Monetary Integration

1X.1. This chapter deals with the monetary instruments, 1.e.
with the techniques of international payments and their integra-
tion. The simplest theoretical solution would be the introduction
of a world currency, but political unity would be its prerequisite.
It 1s probable, moreover, that capital flight from war-threatened
countries would disturb such a monetary sytem. Impossibility
to liberalize capital transactions completely.

1x.2. A system of national currencies almost equivalent to a
world currency. Flexible exchange rates, as advocated before
World War 11, seemed useful during the confusion of the Great
Depression, but imply more arbitrariness than seems desirable.
Something more similar to the gold standard, with a nunimum of
autonomous changes, seems more attractive. .

1%.3. The changes should be under international control, but
in practice this is difficult. Their frequency will be reduced if
equilibrium in the balances of payments is preserved as much as
possible. National reserves and an international equalization fund,
such as the I.M.F., will be helpful to overcome short-term
disequilibria. In order to warrant long-term equilibrium national
policies should be directed towards monetary equilibrium and a
competitive price and wage level.

1X.4. Apart from these policies capital movements may help to
maintain equilibrium. Short-term capital movements are not
always helpful (‘hot money’), and long-term movements might be
used for this purpose to a greater extent, as in the case of dollar
scarcity and of the Italian balance of payments. The distribution
of a country’s assets and liabilities over the various degrees of
liquidity should be such as not to disturb equilibrium.

1X.5. The Second World War caused heavy disturbances in
financial equilibria that have only partly been overcome; the
question of the sterling balances being the most important example.
In large parts of the world current items of the balances of pay-
ments were thrown out of equilibrium too, necessitating numerous
restrictions in trade and payments. Early attempts at restoring
convertibility of sterling by decree were not successful.

1X.6. In 1950 mutual convertibility between European cur-
rencies was introduced by the establishment of the European
Payments Union, which was prolonged in 1952 and 1954. The
system was not completely self-contained, however. Nevertheless
the Western European situation as a whole was very near to
equilibrium in 1954. Dollar convertibility for a number of
European countries would seem possible; there remains the
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question of some of the weaker European countries as well as of
many underdeveloped countries. A complete solution of the

world’s payments problems would have to be ba:sed on (a? a
T8 ' tal transfers, (b) further reductions in tariffs

(c) more orthodox financial policies in a

number of weaker countries.

CHAPTER X. The Integration of Development

v 1. So far international economic policy has been discussed
on the basis of a given distribution of resources over nations. As
was discussed already in ch. I this distribution, however, is far
from satisfactory. Its extreme unevenness may be source of
important future tensions: the divergency of -huing standards
threatens political unity.

x.2. Factor price equalization only works to a limited extent as
¢ as factors are not permitted to move. Necessity for factors to
move, i.e. of capital transfers and population transfers. Necessity
also, to integrate the process of growth. Impossibility to neglect
population problem.

x.3. Raising the standards of life of the poorer countries by
decree is an economic impossibility : prescription of higher wages
e.g. will lead to more unemployment. Rise in production needed,
requiring a simultaneous increase in capital and training and
spread of technical knowledge. Nature of investments needed first.

possibility to increase capital formation inside the countries
concerned to as sufficient degree.

X.4. Order of magnitude of capital transfers needed in order to
stop divergency of living standards. Order of magnitude of
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present capital transfers. Impossibility to attract private capital

Desirability of an ‘international budget’. Necessity
- an efhcient use of capitals involved.

CHAPTER X1. The Agencies of International Economic Co-operation

XI.1. *In the preceding chapters a system of international
economic policy and the corresponding tasks in various fields
were described. We will now discuss what agencies will have to
De charged with these tasks. To what extent will the existing
national agencies be able to perform them, to what extent will

hey 1}@%@*&% to be switched over to existing or new international
agencies 7 'I:h& problem is intimately connected with the pro blem
we 1688 or more mterventionist which should also depend on




circumstances. As long as the preparedness to co-operate falls
short of the degree of co-operation needed, less effective methods
will have to be followed. Tasks of local or national interest only
should of course be left to local or national organs. It is primarily
where one government may adversely or favourably affect the
interests of other nations that a central agency will be needed.
With the former, the central agency will be a supervising rather
than an active agency. Agencies to be arranged according to
instruments of economic policy. General and partial instruments
and agencies. From our survey it has become clear that general
agencies will be needed for six groups of tasks, to be discussed in
succession. In principle all these tasks should be performed on a
world basis. With the unhappy controversy between the Coms-
munist and the Non-Communist countries incomplete provisions
may be unavoidable. Moreover, regional integration may be
useful as an example or because of differences in technical level.
In principle, agencies have been created by the United Nations
for each of the six main tasks indicated, but various difficulties
have been encountered.

X1.2. 'I'he supervision and reduction of trade restrictions should
have been the task of I.'T'.O., which has not, however, come into
existence. Although the tasks with regard to trade restrictions
have been taken over by the G.A.T.T., the main difficulties are
(1) the unwillingness of many countries to go faster into the
direction of free trade, and (ii) the extremely complicated
technique adopted to negotiate reductions in tariffs. Although
considerable advance has been made on a European basis, within
O.E.E.C., to reduce quantitative restrictions, the gains are not
permanent. The difficulties encountered point to the necessity of
financial integration.

x1.3. The regulation of raw material markets is in principle
entrusted to the F.A.QO. and to the Raw Materials Conference,
created after the Korean crisis. A considerable degree of success
has been obtained with the Wheat Agreement which succeeded
in keeping prices of wheat at a stable and moderate level since
1949. Activities with regard to raw materials have not been too
promising. Various U.N. experts’ reports stress the importance
that more be done in this field. It is less the machinery that 1s
lacking than the preparedness of governments to commit
themselves. Possibly the ‘Raw Material Standard’ might be a
simpler solution.

x1.4. The supervision of the convertibility of currencies and a
number of related tasks are the tasks of the International Monetary
Fund, which represents an international reserve bank though with
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only limited competence and very limited means. Among the
international institutions created by the United Nations the
Fund 1s no doubt the best prepared and the best equipped,
qualitatively speaking. 'T'he possibilities for the Fund are, however,
far too restricted: as the experts just quoted emphasize, a reserve
of about $ 3 milliards in hard currency is much too little when
moderate cyclic fluctuations may easily create a temporary need
for about $ 1o milliards. This 1s why these experts rightly propose
an increase in the quota and a more liberal use of the means. By
E.P.U. and the Sterling Area arrangements convertibility within
restricted non-dollar areas was established. If sterling and some
continental currencies are made convertible, some assistance to
the remaining inconvertible currencies will be needed.

x1.5. The supervision of monetary equilibrium is less clearly the
task of an existing agency. Together with other elements of
employment policy, monetary equilibrium of the member countries
1s now annually being discussed in the Economic and Social
Council of the U.N., on the basis of extensive reports asked from
the governments. Although such a discussion in public may
certainly have some positive influence on the governments that
may be in default, there is no direct competence of any institute
to give directives to the governments concerned. This seems to be
too weak a construction. A similar situation prevails at the Euro-
pean level. There have been discussions on the internal and
external financial stability of the co-operating countries. In case
a country shows either an accumulated deficit or a surplus of a
certain size and wishes to restrict its imports it will have to
explain its policy to the other members. But also in the O.E.E.C.
a firm employment policy is lacking.

X1.6. The most important instrument in influencing both the
employment situation and development generally 1s public finance.
Desirability of an international agency prescribing the inflationary
or deflationary gaps in public finance. Sanctions might be found
1n restricting credit facilities for the weaker countries and non-
participation in the execution of international investment pro-
jects for the stronger countries. Importance of a ‘common budget’.

x1.7. The task of supplyving capital for development pertains to
the International Bank, and some partial schemes (Colombo
Plan, Technical Assistance, Point Four). Limitations to the
Bank’s activity have led to the proposal to create a Special U.N.
Fund for Economic Development; but more resources than have
so far been promised are needed. Importance, also for this
purpose, of a common budget. 'The same applies to the European
situation, especially in view of the problems of Southern Italy.
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An international regulation of migration would seem to be farther
ahead than any of the other tasks mentioned. The problem cannot

be separated from the population problem, an undogmatic
approach to which 1s needed.

x1.8. Summary of findings; centres of activity from which fresh
initiatives may emanate; the desirability of financial integration
the most important single conclusion reached.
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FIRST PART

THE ESSENCE OF INTERNATIONAL ECONOMIC

RELATIONS BETWEEN AUTONOMOUS NATIONS



CHAPTER I

INTRODUCTION

THE HETEROGENEITY OF WORLD ECONOMY

I.1. This book is an attempt to clarify the main problems
of international economics and of international economic
policy for those who are not economists by profession, but
take an interest in these problems. Not being written for
specialists, 1t tries to give a simple approach to the problems
without neglecting, however, some of the complications
that have proved to be of importance to practical problems
of international economic co-operation. For the same
reason 1t also deals with some common misunderstandings
about the subject.

T'he desirability of international co-operation is taken as
the starting point of this book. International co-operation
is concervable in nearly every field of human activity.
Economic co-operation is only one of its aspects. It has
sometimes been considered as the basic aspect, particularly
by those who consider economic relations generally to be
basic to human relations. The big and dramatic inter-
ruptions of international co-operation which we call wars
have, in this same train of thought, been explained by
economic causes. 1'he occurrence of the Second World War
has shown the limits of this philosophy only too clearly.
Certainly autonomous factors of another kind are at work
in the causation of war and hence other forms of co-
operation than purely economic co-operation will be very
important in the struggle for peace. Nevertheless economic
factors remain of importance too, by the simple fact that
economic activity must necessarily, in a poor world, take
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up a large part of total human life. International eConomic
co-operation therefore still constitutes an essential part of
international co-operation generally. This text deals with
its nature and problems. In Part I we will consider the
essence of international relations in the economic field;
Part II is devoted to the question in what respect these
relations should be the subject of deliberate regulation; in
a modern terminology it deals with international economic
integration where this term is taken to express the optimum
of international economic co-operation.

1.2. International economic relations are a subject by
itself because of the fact that world economy is not homo-
geneous. On the contrary, the world is divided in sixty
national economies showing wide differences in their more
relevant features and being even themselves often not very
homogeneous. In several respects these national economies
are almost independent from each other; in other respects,
however, they are intimately connected, as will be clear
from our further analysis.

In order to get a first rough picture of the heterogeneity
of world economy we may describe the national economies
by taking their population and their wealth. It is well known
that populations show large differences in quantity as well
as 1n quality. The wealth of any nation consists of two
components: (1) its natural wealth, such as land for agri-
cultural purposes, minerals, natural means of communi-
cation, geographic position and climate, and (ii) the capital
goods it owns, i.e. the goods partly produced by human
labour which are used for further production or con-
sumption: buildings, roads, harbours, machinery, raw
material stocks, stocks of consumer goods. Table I gives
some figures about the population and the wealth per head '
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of some national economies, among which the most
important.

TABLE I

POPULATION, AREA PER HEAD AND CAPITAL PER HEAD
FOR SOME COUNTRIES

Population Caprtal 1n

Countries 073 g; BDiic. kﬁ:ﬁ%; nr ;%f £fqﬁj ﬁz: ; rﬁ'ﬁ:
mullions wnnadiiants populations®

U.S.A. 131 61 4360
Canada II 870 4240
Gr. Britain and

N. Ireland 4.3 - 5.1 5000
France 42 I3.1 2’740
Netherlands 0 4.0 2910
Germany and Austria 26 7.8 2670
Italy 44 7.3 1460
Poland 35 11.3 1200
Australia i 1130 4400
Russia 1’70 124 1130
Japan 73 5-5 1350
India and Pakistan 3058 I2. 580
China 500 133 180

D :ﬁ Lt A e P b 21 b e

Apart from differences in physical wealth there are differ-
ences in abilities of the population, in market and social
orgamization and in social climate which may account for
the differences in output per head. A big and uniform

market e.g. enables a population to apply large-scale
methods of production which cannot be used in small

areas; free competition may be a better stimulus to pro-

1 Around 1936 ; Statistisches Jahrbuch fiir das Deutsche Reich,

1937, P- 7. _ _
2 Dollars with the purchasing power of 1925-1934.

3 Colin Clark, The Economics of 1960, p. 8o.
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duction than rather ngid forms of social organization:
countries with good ‘industral relations’, 1.e. good relations
between management and employees, may show better
productivity figures, etc. Very little 1s known yet about the
exact influence of each of these factors on the level of pro-
ductivity; important attempts to determine them have
recently been made, but they seem to be inconclusive as yet.

1.3. In view of the big differences in wealth (in land as
well as 1n capital goods) WAGEMANN, the well-known
German statistician, has divided the world into four areas.
By the area of ‘high-capitalisrn’ he means the countries
with a dense¢ population and a high degree of capitalization
(high figures for capital per head). As the density of the
population is the reverse of the quantity of land available
per head, it may also be said that these are the areas with
relatively little land or ‘space’ and with relatively much
capital. They are chiefly Europe and the United States;
also Japan. A second group of countries constitutes the
area of ‘half-capitalism’, they are poor in land and mn
capital; chiefly China and India. A third group consists of
the ‘new-capitalistic’ countries; here there 1s comparative
wealth of capital and land; they are the British ‘dominions’
and South America. The remaining territory, which in
view of its population may be called insignificant and is
chiefly formed by large parts of Africa, WAGEMANN called
the ‘nom-capitalistic’ area. It 1s rich in land, but poor in
capital.

1.4. In each of the national economies there is a compli-
cated process of production going on: goods and services are
created with the aid of the three so-called factors of pro-
duction: labour, nature or land and capital. Th
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factors are the same elements which we have already
discussed. Labour 1s supplied by the population and the
natural forces are especially those of the soil. As is well
known, very different goods and services are being pro-
duced: agricultural products such as wheat, rice, potatoes,
cotton, butter, etc., mineral raw materials, such as coal,
oil and iron; finished products such as clothing, houses and
transport equipment, and services, such as the traffic of
goods, the distribution of consumer goods, the cinema or
ladies hairdressing; and an enormous number of semi-
finished intermediary products. If we want to get an idea
of the total quantity of goods produced by a country, we
may calculate the total net value produced, or national
product. In order to yield comparable figures, the value
of each product has to be calculated by applying the same
prices 1n all countries, e.g. the price a commodity had, in a
certain period, in the United States. We sometimes call
such figures ‘real’ values, as against the ‘nominal’ figures,
where 1n each country current prices are applied.

CoLiN CLARK, the well-known British statistician, who
has made many investigations in this field, has expressed
the production of all countries in the amount of dollars for
which these goods could be bought in the United States
on an average during the period 1925-1934, 1.e. a period
with five prosperous years and five years of depression’.
The quantity of goods worth one dollar in that period he
calls an International Unit (I.U.). When calculating the
net value of production we have — apart from some com-
plications which will not interest the layman — to deduct
the value of goods absorbed by the production process,
such as imported raw materials, worn-out partsof machines,
etc. The result of our calculation is called the real net

1 Colin Clark, The Economics of 1960, London 1942.
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geographical product (in 1925/34 dollars) or real income
from home production. (Of course the use of other units
than the I.U. would also be permitted.) Income from home
production is, for all countries, by far the largest part of
national income, which includes also income from other
sources, such as forelgn investment. Real income from
home production calculated per head appears to diverge
largely for different countries. CoLIN CLARK states that
calculated per head of the population and assuming
everyone 1s working 2500 hours per year income, in 1.U.,
was 1n 1925/29:

TABLE 11

REAL INCOME PER 2500 HOURS OF WORK,
IN I.U. 1925/29

United States 590
Canada 550
United Kingdom 502
Netherlands 357
Germany and Austria 202
Poland ' 117
Russia 05
India (incl. Pakistan, Birma and Ceylon) 64
China (incl. Korea and Formosa) 44

Currently figures are being calculated by the United
Nations which 1n various respects are more accurate but
in others less appropriate for our purpose, although also
illustrative of the lack of homogeneity in world economy.
Such figures are e.g. the figures of national income per
head expressed in one currency, namely dollars. They are
not so well comparable since they disregard price differ-
ences; but the differences in prices are much less than
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those in incomes and therefore they still have some
illustrative power. The most recent of these figures are

given here:

TABLE III
INCOME PER HEAD IN §, 1949

United States 1453 Israel 389
Canada 870 Czechoslovakia 371
Sweden 780 Western Germany 320
United Kingdom ik U.S.S.R. 308
Norway 587 Italy , 235
Belgium 582 Egvypt 100
Netherlands 502 India (1948/49) 5%
France 482 China 27

Source : Nat. and per Capita Incomes of Seventy Countries-1949,
U.N. (Stat. Papers, Series E no 1, New York 1950).

Of these figures those for Western Germany were in rapid
development and may therefore be less comparable. It
appears from this table, as it did from table 1I, that the
most important underdeveloped countries among the larger
nations are China and India. ' *

1.5. It has been observed already that there are various
reasons for these differences. One, as we saw, is the differ-
ence in capital per head and land per head available for
production. The low figure for China, e.g., 1s partly con-
nected with the fact that in that country only about 4 acres
(1.6 hectare) is available per farmer, whereas 13 acres 1s
the most economic size. This makes it compulsory to follow
methods of production leading to a much lower return than
would otherwise have been obtained. Moreover the quantity
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of capital goods, i.e. agricultural machinery, cattle etc. per
head is very low; all in all, the Chinese farmer produces
only 1/14 of what his American colleague produces.

As already noted, the extent of the quantitative influence
of the various factors is not yet known quite exactly. Some
investigations suggest that the influence of capital per head
is rather important; an increase by 1 per cent of capital per
head may yield an increase in product per head by 1/4 or 1/3
per cent (P. DouGLas).

It has become customary, in recent years, to use the
concept of the ‘capital coefficient’, 1.e. the ratio between
total capital of a country and its total income, or, as the
case may be, between an increase in capital and the ac-
companying increase in income. The former ratio might be
called the average capital coefficient; the latter the marginal
capital coefhicient. Since the increase in capital over a
certain period represents the country’s net investments, the
marginal capital coefficient may also be defined as the ratio
of net investment to the increase in income. The numerical
- values of capital coefficients are only known very crudely
~and are between 3 and 6. It 1s interesting to note that they
do not show, i1n countries for which older statistics are
available, very much change over the last century. It should
be kept in mind that the increase in income need not
necessarily be caused by an increase in capital only.

It 1s also obvious that, within certain boundaries at
least, an increase in land available per head will also tend
to increase production per head. Formulated in another
way, population density will affect productivity, and hence
welfare, in an inverse way. There is some difference of
opinion about this point; it is sometimes maintained that
the relation is more complicated and that up to certain
densities an increase in population de<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>