
THIRD WORLD DEBT: LEGACY OF
DEVELOPMENT EXPERTS

Paul Craig Roberts

In the future, we should try to move toward a common recognition
ofaid to underdeveloped countries as a collective responsibility for
the developed countries, the burden of which should be shared in
an agreed fair way, amounting to an approach to a systemof inter-
national taxation.

—Gunnar MyrdaP

Debt and Development: The Crowding-Out Effect
Four decades ago, in the wave of the internationalism ushered in

by two world wars and coincident with the beginning of large-scale
decolonization, the West found itself confronted with a new entity
that was to become known as the Third World. The terms “under-
developed countries” and “less developed countries” were coined
to take account ofthese nations and our perspective of them, and the
field, development economics, was crystallized to address the prob-
lems that these new nations faced.

Today, many ofthese nations are still underdeveloped by Western
standards. In addition, some nations that once seemed on the way
up now find themselves statistically grouped with nations that are
many generations their juniors. It would be almost farcical to refer
to many ofthese nations as “developing” in the optimistic lexicon of
the past. Instead, they are now more commonly known as the “debtor
countries.”

This revision in taxonomy is not mere whimsy or rhetoric. Latin
American debt is now approaching $400 billion. Sub-Saharan Africa
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‘Myrdal (1970, p. 365).

231



CATO JOURNAL

has foreign debts exceeding $50 billion. The focus of attention has
shifted to the inability of Third World countries to make good on
their debts—debts that are said to be crippling their respective
economies.

The debt problem elbowed its way to attention in 1982, when
Mexico announced that it could not pay its debts. The problem was
seen as a political one. The multilateral lending agencies and West-
ern governments stepped between the original principals in the
loans, private banks on one side and Third World governments on
the other. This culminated in a process of lending money to pay
interest while pushing for economic policies to facilitate debt ser-
vicing in debtor nations that generate large trade surpluses. Some-
where along the way economic development was crowded out by
debt.

The Rule ofExperts
The crowding-out process began when Third World development

was placed in the hands ofWestern academics, Third World govern-
ments, and international bureaucrats. From the beginning, “devel-
opment planning,” as it was called, substituted foreign loans for
foreign and domestic equity in order that the investment process
could be controlled by the government’s development plan. Conse-
quently, economic life in developing countries was politicized from
the start, with markets taking a back seat to governments. Peter T.
Bauer, whose skepticism of the wisdom and benevolence of govern-
ment rivaled development economists’ skepticism of markets and
private investment, doubted that development planning would suc-
ceed. He was wont to remind his colleagues (Bauer 1972, p. 73):

The state cannot create new additional productive resources. The
politicians and civil servants who direct its policy dispose only of
resources diverted from the rest of the economy. It is certainly not
clear why overriding the decisions ofprivate persons should increase
the flow of income, since the resources used by the planners must
have been diverted from other productive public or private uses.

Others, however, were confident that only planning would bring
development. Gunnar Myrdal (1965, p. v), an eventual Nobel laure-

ate, described the extent of the faith in planning in the 1960s: “In
the under-developed countries outside the Soviet Union, national
economic planning is almost everywhere a commonly acclaimed
ideal.” Earlier Myrdal (1956b, p. 201) wrote, “All special advisers to
underdeveloped countries who have taken the time and trouble to
acquaint themselves with the problems, no matter who they are
all recommend central planning as a first condition of progress.”
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Myrdal (1956a, p. 65) did not decry this mistake. He wrote,
approvingly:

But thealternative to making theheroic attempt is continued acqui-
escence in economic and cultural stagnation or regression which
is politically impossible in theworld of today; and this is, ofcourse,
the explanation why grand scale national planning is at present the
goal in underdeveloped countries all over the globe and why this
policy line is unanimously endorsed by governments and experts
in the advanced countries.

Not all development economists were ideological advocates of
planning. A committee of leading development experts, in a volume
sponsored by MIT’s Center for International Studies, simply believed
that “there are limits to the effectiveness of the private market insti-
tutions, especially where development must be accelerated. It may
be necessary to plan out in advance the key pieces of a general
development program (Millikan and Blackmer 1961, p. 64).” Colum-
bia University professor Ragnar Nurkse (1953, p. 84) believed that
“private foreign enterprise in the past has notdone much to spread
industrial development to the backward agricultural countries, but
has concentrated rather on primary production for export to the
advanced countries.”

Other economists were more strident in their beliefs. Stanford
professor Paul Baran (1962, pp. xxviii) wrote: “If what is sought is
rapid economic development, comprehensive economic planning is
indispensable.” He then explained (p. xxix): “No planning worth the
name is possible ina society inwhich the means ofproduction remain
under the control ofprivate interests which administer them with a
view to their owners’ maximum profits (or security or other private
advantage).” Baran (1962, pp. xl—xli) cast aside the history of eco-
nomic development with a wave ofthe hand:

To conclude: the dominant fact of our time is that the institution of
private property in the means ofproduction—once a powerful engine
of progress—has now come into irreconcilable contradiction with
the economic and social advancement of the people in the under-
developed countries and with the growth, development, and lib-
eration of peoples in advanced countries. That the existence and
natureofthis conflict havenot yet everywherebeenrecognized and
fullyunderstood by the majority ofpeople is one of the most impor-
tant, if not the decisive, aspect of this conflict itself. It reflects the
powerful hold on the minds of men exercised by a set of creeds,
superstitions, and fetishes stemming from the very institution of
privateproperty in the means ofproduction which now desperately
needs to be overthrown.
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The above passage, from a widely used textbook by an interna-
tionally renowned development expert, exemplifies the basic prob-
lem of the development field. Development economics asserted that
private property was incompatible with progress. By telling this to
the Third World, we exposed a lack of belief in our own institutions
and undermined the role ofprivate equity in the development process.

Baiter’s Reply to the Planners

Peter Bauer disputed the notions used to justify central planning.
In an argument similar to Nurkse’s, Baran (1962, p. 177) claimed:
“The economic surplus appropriated in lavish amounts by monopo-
listic concerns in backward countries is not employed forproductive
purposes. It is neither plowed back into their own enterprise, nor
does it serve to develop others.” Bauer’s (1984, p. 22) response was
straightforward: “This statement ispatently untrue. In the less devel-
oped world large industries such as the oil, copper, tin, rubber and
coffee industries, to mention but a few, have been financed through
reinvested profits.”

Likewise, the general argument that the manufacturing industry
was the key to a developing economy, and thus requires a govern-
ment plan to ensure its even development, was disputed by Bauer
(1972, p. 142): “This argument is again irrelevant: the development
of manufacturing industry does not depend on comprehensive cen-
tral planning; and development does notdepend on the enlargement
of the manufacturing sector.”

The endowment of governments with extensive control over their
economies set up conditions exactly opposite to those required for
economic growth. Individual initiative and independence gave way
to manipulation ofgovernment connections. Bauer (1984, p. 27) wrote:

In closely controlled economies, the decisions of politicians and
civil servants take the place of private decisions in production and
consumption. Economic life is extensively politicized. Official
directives replacevoluntary transactions. The decisions ofthe rulers
largelydeterminepeople’s incomes and employment opportunities.
Indeed, these decisions often determine the economic or even the
physical survival of large sections of the population. In such con-
ditions, who has the government becomes all-important for large
numbers of people.

Western insistence on development planning helped to saddle poorer
nations with easily corruptible economicand political systems. Today
ProfessorGeorge Ayittey (1986) damns the “kleptocrats (armed gov-
ernnient looters) and incompetent bureaucrats” who have squan-
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dered and stolen billions of dollars of development resources from
the people who could least afford to lose them.

Economic planning in the Third World came to mean much more
than government bureaus channeling loans, approving licenses, and
applying tariffs and subsidies. Planning entailed state ownership of
industries, including the nationalization of enterprises owned by
foreign companies. Third World nations have been little concerned
with the effect of outright confiscation on the flow of private invest-
ment, because, as Myrdal (1965, p. 183) noted, “There is a wide-
spread feeling that the direct attraction of private investment from
abroad is too costly a way of inducing capital inflow.”

Disregard for Property Rights

The disrespect for private property in the Third World not only
impaired the ability of underdeveloped nations to attract private
investment from abroad; it led also to a loss of massive amounts of
capital from domestic sources. A sampling of 18 Third World countries
by Morgan Guaranty Trust Company (1986,p. 13) revealed that these
nations suffered $198 billion in capital flight from 1976 to 1985.
Mexico alone lost $53 billion.

It is remarkable that in our own hemisphere, despite the example
of American capitalism, the state dominates so many economies.
After “the largest privatization campaign” in Brazilian history, there
are still over 340 state-owned companies in Brazil. It has been esti-
mated that “in 1980, 70 percent of all capital investments went to
state-owned companies” in Brazil (Infobrazil 1985).

In Argentina an estimated 60 percent ofthe economy is state owned,
with the rest subjecttoall forms of government regulation. A member
ofthe Argentine Chamber ofDeputies related an especially poignant
example of government inefficiency: the annual interest on the debt
of the Argentine coal mines amounting to more than $80 million,
compared withannual sales ofless than $30 million (Alsogaray 1984).

Mexico, which expropriated its private banks in 1982, is now sell-
ing back 34 percent of the banks’ shares. This meets privatization
demands of creditors without freeing the banking system. To secure
its latest debt bailout package, Mexico also promised to “modernize,
merge or close about 300 of its 500 state-owned corporations” (Pine
1986). Some nations find it harder to deprogram themselves of the
fear of private enterprise drummed into their heads by so-called
development experts. One would think that Peru, unwilling or unable
to service its debts, would be encouraging private investment. This
was hardly the message sent out by Peruvian President Garcia in
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August 1985, when the foreign oil company, Beloc, was confiscated
by the government, with no compensation paid for its book assets of
$400 million (Graham 1986).

Bias Against Private Investment

Third World distrust of foreign private enterprise, called by the
MIT committee “a convenient symbol of the external domination
from which such a society seeks to liberate itself,” led in many
countries to an outright blockage of direct private investment (Mil-
likan and Blackmer 1961, p. 65). This sort of policy was urged by
Baran (1962, p. 184), who wrote:

It is very hard to say what has been the greater evil as far as the
economic development of underdeveloped countries is concerned:
the removal of their economic surplus by foreign capital or its rein-
vestment by foreign enterprise.

Baran (1962, p. 184) complained of “the pronounced paucity of the
direct benefits derived by the underdeveloped countries from foreign
investment.” Countries wishing to finance the planned development
prescribed by experts were advised not to depend on private invest-
ment (domestic or foreign); instead, they borrowed and relied on
fore:ign loans to finance their pet projects. As Nurkse (1953, p. 89)
advised, “Foreign loans for capital expenditure by public authorities
have the advantage that they can be used for domestic economic
development in accordance with a coherent over-all programme.”
This program, of course, devised and implemented by government
bureaucrats, was by definition the best use ofresources, and it would
easily pay back the debts incurred, or so it was thought.

Some Western observers realized the danger of leaving to chance
the ability of underdeveloped nations’ governments to borrow the
necessary resources. They proposed stepped-up lending by Western
governments. In his famous report to President Truman, Gordon
Gray (1950, p. 13) asserted, “Under present conditions a heavy reli-
ance on public lending must be recognized as essential for an aggres-
sive development program.” Gray (1950, p. 63) explained:

The probable inadequacy of the total volume of private foreign
investment available for most areas is not the only reason for this
conclusion. Economic development requires fundsfor theconstruc-
tion of facilitieswhich areordinarily not attractive to private capital
and therefore inmost cases must be financed by public funds.

The argument for loans tied toprojectswas undermined toa degree
by Nurkse (1953, p. 96), who argued, “The desire of the lending or
giving country to tie its aid tospecific investments is understandable,

236



THIRD WORLD DEBT

but this procedure by itself cannot assure the desired effect. There
is no substitute for comprehensive planning and budgeting ofnatural
resources.” In this reasoning, the projects themselves took a back
seat to the existence of a central investment plan, which determined
the priority of investments.

In other words, development experts were claiming either that
private investment was evil and should not be allowed, that private
investment was inadequate and public aid was necessary for certain
projects, or that public aid was necessary regardless of the projects.
No matter what line was taken, private property took a bashing.

Debts Gone Sour

Bauer was suspicious of public aid and insisted on introducing
alien concepts into the discussion: such notions as “productive,”
“market demand,” and “motivations.” Noticeably absent from the
development plans was the idea that what the people of the under-
developed country wanted actually mattered. Moreover, there was
an almost supernatural belief that government investments would
generate the wealth to pay back the debts incurred despite these
investments not being guided by any market sense ofprofitability or
productivity. The factthat private investment does not flow into these
uses on its own implies that the projects would not generate the
wealth necessary to service the loans that finance the projects. Sep-
arating the projects from the only objective measure of their worth
resulted in declining economic performance and rising political
instability. It is no accident that the reliance on planning and bor-
rowing has culminated in the debt crisis. These twin beliefs of the
development creed placed resources in unaccountable government
hands.

The matter was compounded when Western banks, forgetting the
laws of capitalism to which they owe their existence, made large
loans to socialist Third World governments. By discounting the like-
lihood that enough wealth would be generated topay back the loans,
banks removed the last market condition from the process, virtually
ensuring that the loans, and the entire development process, would
sour.

By following the development creed, Third World leaders found
themselves with vast amounts ofresources at their fingertips for use
at their discretion. As we should know by now,entrance intogovern-
ment does not magically transform human nature. It cannot be sur-
prising that Third World leaders are among the richest people in the
world.
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The approach taken to the debt crisis has worsened economic and
political conditions in debtor countries. The loans that have been
used to prevent technical default have increased the debtors’ indebt-
edness. Total debt has risen 25 percent over the past four years, from
$809 billion to $1.01 trillion. Long-term debt has grown by more than
37 percent from 1982 to 1986(World Bank 1986, p. xi). These statistics
can hardly be viewed favorably, and the growth of debt hardly con-
stitutes a solution to the debt problem.

Western policymakers still have not shaken off the reliance on
debt. Treasury Secretary James Baker’s plan, laudable in its attempt
to force privatization in the debtor countries, offers the carrot of more
loans. The Mexican bailout ofJuly 1986 is primarily a mechanism to
furnish Mexico with $12 billion in new loans. The World Bank seeks
to “nearly double its loan authority for Third World aid by 1990,”
increasing its loan level to $21.5 billion (Rowen 1986). Proposals to
reduce the debt have been attacked because development is still
believed to depend on loans. Unfortunately, more loans are probably
the last thing these nations need.

The Failure of Austerity Programs

The other cornerstone ofthe debt “solution” has been the adoption
of austerity programs in debtor countries under the advisement and
monitoring of the International Monetary Fund (IMF), Typically,
these programs entail cutting government spending and raising taxes
tobalance the budget; slowingmonetary growth and freezing wages
and prices to slow inflation; and devaluing the currency and raising
taxes further to cut domestic demand. This mishmash of policies is
designed to facilitate debt payment in the short run, but it hurts it in
the longrun by damaging the economy and adding to political insta-
bility. The combination of wage freezes, tax increases, and import
restrictions destroys the incentives of workers and drives the most
enterprising citizens into the underground economy or out of the
country.

The wrenching austerity plans are not out of character with the
original thinking of some development planners. Myrdal (1957, p.
84), for example, wrote, “There is no other road to economic devel-
opment than a forceful rise in the share ofthe national income which
is withheld from consumption and devoted to investment. This implies
a policy of the utmost austerity.”

Today the populace ofmany Third World nations finds itself in the
position ofenforced poverty in order to pay for the mistakes ofdevel-
opment planners. The per capita gross domestic product of debtor
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countries that haveaccepted austerity in exchange for a rescheduling
oftheir debts is now on average about 10 percent below the precrisis
level. For many countries, such as Peru, Venezuela, and the Philip-
pines, the decline has been about 20 percent, with Mexico, Chile,
and Uruguay experiencing even larger declines. It is a dangerously
destabilizing situation that breeds resentment toward the West. Even
relatively responsible politicians often have no recourse but to point
their finger at the West. In Argentina, the workers occupied the
factories when President Alfonsin first agreed to an IMF austerity
plan. Strikes and protests inPanama forced the government to repeal
its austerity plan. Violent riots greeted the announcement of plans
in Jamaica and Dominican Republic. The most dramatic addition to
the unemployment rolls due to IMF austerity was Sudan’s former
leader, Nimeri, who wasdeposed in a 1985 coup while inWashington
conferring with the IMF.

Institutionalized Barriers to Development
Bauer (1972, p. 78) has stressed the attitudinal basis ofeconomic

development. “What is not in doubt,” he wrote, “is the presence in
many underdeveloped countries of long-standing and interrelated
attitudes, beliefs and cultural traditions uncongenial to material
advance, and often also a comparative weakness of personal capaci-
ties which favour it.” Foremost among these unfavorable attributes
he listed: “lack of initiative, self-reliance and a sense of personal
responsibility for the economic fortune of oneself and one’s family.”
It is a cruel irony that development planning institutionalized these
barriers to economic development in the social systems of Third
World countries.

References
Alsogaray, A. “Economic DesperationLeads Argentines Away from Statism.”

Wall StreetJournal (9 November 1984): op-ed.
Ayittey, George B. N. “Kleptocrats Loot the Third World.” Wall StreetJour-

nal (20 August 1986): op-ed.
Baran, Paul. The Political Economy ofGrowth. New York: Monthly Review

Press, 1962.
Bauer, Peter T. Dissent on Development. Cambridge, Mass.: Harvard Uni-

versity Press, 1972.
Bauer, Peter T. Reality and Rhetoric. Cambridge, Mass.: Harvard University

Press, 1984.
Graham, R. “Peru Puts Its Creditors’ Patience to the Test.” Financial Times

(30 July 1986).
Gray, Gordon. Report to thePresident on Foreign Economic Policies. Wash-

ington, D.C.: Government Printing Office, 10 November 1950.

239



CATO JOURNAL

Infobrazil (newsletter). Johns Hopkins University, October 1985.
Milliken, M., and Blackmer, D., eds. The Emerging Nations: Their Growth

and United States Policy. Boston: Little, Brown and Co., 1961.
Morgan Guaranty Trust Company. “World Financial Markets.” March 1986.
Myrdal, Gunnar. Development and Underdevelopment. National Bank of

EgyptFiftieth Anniversary Commemoration Lectures, Cairo, 1956a.
Myrdal, Gunnar. An International Economy. New York: Harper and Broth-

ers, 1956b.
Myrdal, Gunnar. Rich Lands and Poor Lands. New York: Harper and Row,

1957.
Myrdal, Gunnar. Beyond the Welfare State. London: Methuen, 1965.
Myrdal, Gunnar. The Challenge of World Poverty: A World Anti-Poverty

Program in Outline. New York: Random House, 1970,
Nurske, Ragnar. Problems ofCapital Formation in Underdeveloped Countries.

Oxford: Oxford University Press, 1953.
Pine, Art. “Mexico-IMF Pact Is Seen Easing Cash Crunch, Altering Econ-

omy.” Wall Street Journal (23 July 1986): 1.
Rowen, Hobart. “World Bank May Nearly Double Loans for Third World by

1990.” Washington Post (22 September 1986).
World Bank. Developmentand Debt Service: Dilemma of the 1 980s. Wash-

ington, D.C.: World Bank, 1986.

240


