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On the Brink:

" Third World
Economies in Crisis

E
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Since 1960, Western industrial naticns have extended over $210 billion in official foreign aid to devel-
oping countries; yet, with few exceptions, Third World economic growth has been disappointing. Last
year, for instance, per capita income in the developing world actually declined for the first time in almost a
generation. And the inability of many of these nations to pay off their loans has made the world financial
community very jittery—with good reason.

Blame for this state of affairs has been placed on the usual suspects: Western “imperialism)’ the world



recession, OPEC oil prices, elc. The typical solutions offered include demands for more aid or. subsidies,
or ambitious programs like the U.N. plan for worldwide commadity cartels, the so-called ““New Interna-
tional Economic Order”

In his new book, Development Without Aid, Mehvwyn Krauss, Professor of Economics at New York
University, and a senior fellow at the Hoover Institution, demonstrates that the real cause of economic
stagnation in the developing world is bad domestic policies—in particular, inappropriate, state-sub-
sidized investment, barriers to free trade, and high-tax, high-spending government budgets. Foreign aid,
according to Professor Krauss, will not solve the problems of the Third World, and may even be an
obstacle to the elimination of poverty.

Professor Krauss recently presented his controversial ideas before a New York audience which
included representatives from over twenty African nations (on tour with Operation Crossroads Africa)
and several U.N. Missions. Edited excerpts from his address, including the question-and-answer period,
appear in this Manhattan Report. Professor Krauss also debated Professor John Fatwell (a Cambridge
economist) on the relative merits of protectionism and free trade as a development strategy for Third
World nations, particularly Mexico—the country to which Professor Eatwell served, until recently, as an
adviser. We include their exchange of views as well.

Walter Williams—Poverty has been man’s fate for
most of history. Despite what we're told,
however, there is no mystery about poverty.
People are poor either because they can't
produce very much, or because they can produce
but are prevented from exchanging their products
with others.

How did such a tiny minority of the world's
population manage to escape its natural state of
poverty? The richest countries in the world
happen to have a large measure of economic
freedom relative to their poor brethren around
the globe. Their people have the right to acquire,
keep, dispose, and exchange property more or
less as they see fit, | see private property rights asa
necessary, if not sufficient, ingredient for upward
maohility in the West, Is it, as well, for the Third

World? Or is foreign aid, and government plan-
ning, a necessity? | hope that Professor Melvyn
Krauss of New York University and the Hoover
Institution can tell us.

Melvyn Krauss—Over a year ago | wrote an article
for the Wall Street Journal in which | predicted,
correctly alas, that Mexico was in for big trouble.
The reason | argued Mexico would have a great
deal of economic difficulty was that our neighbor
to the South was depending on the government as
the source for creating wealth. But the govern-
ment was wasting oil money by investing it in
industrial white elephants like steel mills and
petrochemical plants that could never hope to be
competitive on world markets, Moreover, Mexico
was expanding its welfare state far beyond its
financial means. In this respect, Mexico, | argued,
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“Governments absorb wealth; they do not create wealth!”
- Melvyn Krauss

was becoming like Iran, where the Shah put oi
money to similar uses. in fact, the name of the
piece was “"Will Mexico Make Iran’s Mistakes?”
Unfortunately, time has shown the answer to be
affirmative.

No, I'm not predicting Mexico will get an
Avyatollah. Bet one thing we know is that political
stability does not follow economic instability. And

s0 | think we have to worry about our neighborto -

the South.

My new book, Development Without Aid,
examines the respective roles of government and
the private sector in the development process. Its
major thesis—of which Mexico is a recent, tragic
example—is that government is not and cannot be
the source of growth, Governments absorb
wealth; they do not create weaith.

The private sector, on the other hand, must
be the source for creating wealth, Exports are ¢riti-
cal for the economic prosperity of Third World
countries. The private sector exports, not the gov-
ernment sector. Technological innovation is vital
for growth, The private sector is the innovating
sector. Guest workers who send maney back to
the home country are often very important in the
development process, Guest workers are from the
private, not the public sector.

Most important, government decisions are
always based on political, not on economic logic.
Governments build roads when their people
cannot afford cars. Governments build telephone
fines when the majority of people do not have
tetephones. Governments, in shont, are very good
at uneconomic prestige industries; in fact, that is
probably where the state has a comparative
advantage,

Many Third World governments think heavy,
capitak-intensive industries are the sign of indus-
trial development and progress, simply because
these industries exist in the North, This is what |
call the “error of imitation,” which destroys the
economic base of Third World countries by ne-
glecting 10 foster those industries more suitable for
their own natural and human resources. That is
exactly what lran did. That is what Mexico is
doing, and that is what many other Third World
countries are doing as weli,

Countries with an abundance of labor and a
scarcity of capital should promote labor-intensive
industries, not capital-intensive industries.

Goverrwnents, of course, do have a role to
play in the economic life of Third World
countries, for example, by providing such social
services as housing, education, and health. But
the provision of these social services do not spark
growth, as many economists argue. They absorh,
or use up wealth. Economists of the Left, | arguein
my book, have for too long counseled less
developed countries to follow what | call “‘cart-
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Melvyn Krauss, New York University

before-the-horse’” ecanomics. These economists
teach that the public sector is the horse which
pulls society to prosperity. But the private sector is
the horse, and the public sector is the cart.

Nowhere is this message clearer than in what
[ and many other people refer to as the “Gang of
Four”: Hong Kong, Singapore, Taiwan, and South
Karea. | believe the study of those countries is ex-
tremely important for all of us who want to get
insight into how to create prosperity for the Third
World. And what we learn, above all, from the
study of those countries is that, despite the dif-
ferences between them, all have followed low tax
and free trade policies. They ailow capital as well
as goods to come in freely. They are prosperous
because they rely on the private sector. And
because they are prosperous, their social
spending has increased. The Gang of Four is proof
that “trickle-down” economics works,

Now | don't know if all of my audience here is
aware of the term trickle-down, and the contro-
versy surrounding it, pitting supply-side theorists
against the world. The idea is very simple. It is that
private sector, profit-maotivated economic activity
will benefit poor people. Of cowrse, the term
trickle-down is a Democratic pejorative, because
a trickle is not a heck of a lot. So it is used to dis-
parage supply-side economics in general and
President Reagan’s policies in particular. Fven if
they do foster growth, some argue, the poor will
henefit only marginally. But this is nonsense. In
countries which have followed true supplyside
policies, the poor have benefited enormously




Miatltilateral 6.1
Contributions

SOURCE:

Flow of Financial Resources to Developing Countries
From Industrial Nations* ($ Billions)

Officiat Development 19611976

Assistance 60.5
Bilateral Grants 366
Bilateral Loans 17.8

* Austrabia, Austria, Belgium, Canada, Denmark, Finland, France, Federal Republic of Germany, ltaly, Japan, Netherlands,
New Zealand, Norway, Sweden, Switzedand, United Kingdom and United States.

OFCD, Report by the Chairman of the Development Assistance Committee, 1980 and previously published reports.

1971-1980 20YR. Total
150.3 210.8
721 108.7
323 501
459 520

from economic growth.

Experience in Asia demonstrates that when
social. spending is financed by high tax rates, the
economy falters and social spending cannot be
maintained. But when the economy is allowed to
thrive on low tax rates, social services can be
maintained and increased. Compare India with
Singapore. In India, personal and corporate tax
rates are much higher than in Singapore. But in
the last two decades the rate of increase of public
consumption in Singapore has been dramatically
higher than in India. Look at Hong Kong. The rate
of increase of public consumption in Hong
Kong—which some uninformed demagogues
think has no public sector—has been much higher
than in maost socialist countries, including
jamaica under Michael Manley, or Ghana under
Nkrumah.

The reason is simpie. The Gang of Four has
higher rates of economic growth than India; and
when a country is poor, it can’t afford social ser-
vices, or anything else.

The title of my book, Development Without
Aid, which George Gilder and | came up with, is
more than a catchy phrase. In my view, it identi-
fies a principle—that the absence of foreign aid is
almost a precondition for economic prosperity. |
helieve that foreign aid not only does not help less
developed countries, but it hurts them. [ would
like to give you my reasons for this unorthodox
conclusion.

The first reason why foreign aid huns reci-
pient countries is that it increases exchange rates.
With an overvalued currency, the country exports
less. Also, countries with a big tourist industry
suffer.

More importtant, foreign aid sustains corrupt
governments in power. Consider the case of
Bangladesh, where a considerable amount of
food aid was given for humanitarian reasons o
help the starving in the country. We saw the ter-
rible suffering on television, and we were moved
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to help. What was the result? Did the starving
people benefit? According to people who were
there, the government used that aid to buy votes
and sustain itself in power, not to feed poor
people. And that's why many of us have become
very cynical about foreign aid.

Foreign aid neutralizes the healthy role that
crises play. Bad policy induces economic crises,
which in turn generate pressures for reform, But
foreign aid permits mistaken policies to continue
by bailing out the government which implements
them. Many in this country, for instance, want the
International Monetary Fund (IMF) to increase its
financial aid to Mexico because Mexico is in
trouble, This would be a terrible mistake. [t would
only postpane the day of judgment,

The Mexican government has been investing
in capital-intensive industries, and Mexican
industry is not providing jobs for Mexicans.
Because of this misallocation of capital,
unemployed Mexicans are migrating to the
United States in far greater numbers than would
otherwise be the case. I'm in favor of free
migration, of course, but I'm against propping up
faulty regimes which needlessly induce their
populations to leave. If we send aid to Mexico
through the IMF, the Mexican government will
have no incentive to change its policies, and we'll
have a continuation of the crisis.

My thesis about foreign aid applies also to the
Gang of Four countries. We sometimes forget that
both Taiwan and South Korea floundered until the
mid 1960s, when America cut them off from the
massive amounts of aid we were giving them.
Until the aid was terminated, both countries
followed inward-looking protectionist policies,
and did not prosper. When the aid was termi-
nated, Taiwan and Korea turned to more open
market policies. Their early industrial develop-
ment concentrated on unpretentious, labor-
intensive goods like toys, plastics, and clothing.
And they flourished. Their industries weren't the

MANHATTAN REPORT



“Foreign aid neutralizes the healthy role that crises play.”

Ambassador Guojun Mi, Chinese Mjssion to the
U.N.

sexy ones favored by the international aid
bureaucralts. Bul they are profitable, and poor as
well as rich people have thrived from them.

This leads me to compare and contrast two
radically different approaches for alleviating
poverty in the Third World: the social democratic,
“international transfer of income’” approach, and
the free market, “international transfer of pros-
perity” approach. This first emphasizes foreign
aid, and it's based on fundamentally pessimistic
assumptions about the ability of the Third World
countries to grow, as well as the ability of the
world economy to promote prosperity. American
liberals and European social democrats seem to
believe that poor people lack the ability or the ca-
pacity to prosper alone. That's why they favor in-
ternational income transfers. In their conception,
aid is a kind of booby prize for losers.

The “international transfer of prosperity” ap-
proach, on the other hand, is based on optimistic
assumptions: that poor people can escape
poverty if the right policies are put in place, which
permit capitalistic accumulation and internationat
exchange. It assumes that North and South are
linked by international trade, by capital and labor
migration, and by technology transfers. Keep
these lanes open, and growth will occur,

One of the primary agents responsible for the
transfer of prosperity from North to South is the
multinational corporation, It generates income for
less developed countries’ inhabitants, and trans-
fers capital, technology, and other much-needed
know-how to them. Multinationals also keep
governments honest, and that is why the social
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—Melvyn Krauss

democrats, North and South, hate them so much.
Multinationais have discovered how to avoid the
high tax policies of individual governments by
transferring their assets and operation to more
hospitable climes. tn so doing, multinationals
have created what | call an antitrust policy for
governments. They force governments to bid
competitively for them—that is, to keep govern-
ments from exploiting them through their
monopoly power. Intergovernmental competi-
tion keeps taxes low and regulations reasonable.
And that, of course, is the real reason why multi-
nationals are so disliked by the international
income-transfer crowd. They see multinationals
as a threat to their policies, and they are right.
They are a threat. And we should be thankful
for it!

Richard Grenier, Commentary—What effect has
the United Nations had on trade and develop-
ment between Western countries and the Third
World?

Melvyn Krauss—Because the United Nations re-
flects the assumptions of the “international trans-
fer of income” advocates, it has to that extent
done a great deal of harm. Maybe it's unfair to
single out the U.N., since so many other interna-
tional organizations subscribe to the same point of
view, The Waorld Bank, for instance, was originally
founded to create wealth, but it has become an
agent for transferring income,

Peter Brimelow, Barron’s—Has the Soviet plan-

ning model been influential among Third World

leaders?

Melvyn Krauss—The Soviet model has had a tre-

mendous amount of influence in the Third World.
- Quite frankly, countries like India have at one

African delegates, Operation Crossroads Africa







