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r. INTRODUCTION 

In i t s economic dimensions, development i s concerned wi t h r a i s i n g peoples' 
m a t e r i a l w e l f a r e . T h i s , i n t u r n , can be thought of as the product of three 
i n t e r r e l a t e d f a c t o r s : the e f f i c i e n c y with which e x i s t i n g resources are 
employed; the growth of productive resources over time; and the ways i n 
which the r e s u l t i n g output and income are d i s t r i b u t e d among the f a c t o r s of 
production and d i f f e r e n t income groups. Underlying - and i n f l u e n c i n g - these 
b a s i c determinants of welf a r e i s a c e r t a i n s o c i a l and economic s t r u c t u r e . 
I t i s t h i s s t r u c t u r e , how i t changes and the r e l a t i o n s h i p of these changes to 
economic development that i s the subject of the f o l l o w i n g pages. 

I . l The meaning of ' s t r u c t u r e ' 

Given i t s c e n t r a l importance f o r t h i s study, we ought perhaps to c l a r i f y t h i s 
idea of s t r u c t u r e . The three a l t e r n a t i v e ways of computing the n a t i o n a l 
accounts provide an entry p o i n t . Thus we can thi n k of the s t r u c t u r e of 
production, represented by i n d u s t r i a l o r i g i n accounts, which i s probably the 
most common meaning given to the concept of the s t r u c t u r e o f an economy. In 
a d d i t i o n to the obvious sectors of a g r i c u l t u r e and i n d u s t r y , we might mention 
the f i n a n c i a l system as a s e c t o r of p a r t i c u l a r l y l a r g e importance i n an 
economy's s t r u c t u r e . When focusing on the balance of payments, i t can al s o 
be u s e f u l to r e - c l a s s i f y the productive s e c t o r s i n t o those producing tradeable 
and non-tradeable goods and s e r v i c e s . Second, we can t h i n k of the f a c t o r a l 
composition of value added, the a v a i l a b i l i t y at a given time of labour, 
e n t e r p r i s e , c a p i t a l and na t u r a l resources. T h i r d l y , we can thi n k of the 
composition of demand, or of the sources and uses of resources, as a dimension 
of s t r u c t u r e , p a r t i c u l a r l y the breakdown of resource uses as between 
consumption and investment. 

National accounting aggregates, however, give us only part of the p i c t u r e . 
There i s a more e l u s i v e - but very important - aspect of an economy's 
s t r u c t u r e which can be l o o s e l y c a l l e d i t s i n s t i t u t i o n a l base. Included i n 
t h i s i s the p o l i t i c a l system, the l e g a l framework and the agencies f o r i t s 
enforcement, e s t a b l i s h e d patterns of s o c i a l o r g a n i s a t i o n and c o n t r o l 
( i n c l u d i n g the e x i s t e n c e and freedoms of s p e c i a l - i n t e r e s t o r g a n i s a t i o n s l i k e 
trade u n i o n s ) , the agencies of p u b l i c a d m i n i s t r a t i o n , and the p h y s i c a l 
i n f r a s t r u c t u r e , p r o v i d i n g t r a n s p o r t and communications. Demographic v a r i a b l e s 
can be counted i n too, i n c l u d i n g the age and dependency c h a r a c t e r i s t i c s of the 
po p u l a t i o n , and the degree of u r b a n i s a t i o n . 

In s h o r t , when we t a l k of an economy's s t r u c t u r e we are r e f e r r i n g to aspects 
which are i n some sense b a s i c , l o n g - l a s t i n g and under-pinning more t r a n s i t o r y 
aspects of economic l i f e . By i m p l i c a t i o n , s t r u c t u r a l v a r i a b l e s are mostly 
r a t h e r deep-seated and normally change only r a t h e r g r a d u a l l y . 

Although we do not yet have an adequate theory to describ e the connections, 
i t i s w e l l e s t a b l i s h e d , both h i s t o r i c a l l y and through cross-country s t u d i e s , 
that there are a number of long-term r e g u l a r i t i e s i n the way an economy's 
s t r u c t u r e changes as per c a p i t a incomes r i s e . There are other types of change 
to which the economy must a l s o respond. 



This Working Paper t h e r e f o r e explores the r e l a t i o n s h i p s between development 
and s t r u c t u r a l change, the causes of these connections and a d d i t i o n a l claims 
upon the a d a p t a b i l i t y of an economy. I t turns then t o e l u c i d a t e the f e a t u r e s 
that c o n t r i b u t e to an economy's f l e x i b i l i t y , as a p r e l i m i n a r y t o the 
d i s c u s s i o n i n Working Papers Nos. 32 and 33 of ways i n which economic p o l i c y 
may promote t h i s a t t r i b u t e . F i n a l l y , i t turns b r i e f l y t o set present-day 
d i s c u s s i o n s of ' s t r u c t u r a l adjustment p o l i c i e s ' i n the r a t h e r broader context 
provided here. 



II. LONG-TERM STRUCTURAL TRENDS 

II.1 The structure of production 

Much of what we know about the r e l a t i o n s h i p s between economic growth and 
s t r u c t u r e i s derived from the work of Simon Kuznets. His work on the 
patterns of 'modern economic growth' i n the now i n d u s t r i a l c o u n t r i e s - meaning 
growth from about the middle of the eighteenth century - generated a s e r i e s 
of h i s t o r i c a l g e n e r a l i s a t i o n s about changes tha t occur during the process of 
modernisation t h a t remain g e n e r a l l y v a l i d today. Kuznets' h i s t o r i c a l 
o bservations are s t r o n g l y c o n s i s t e n t with cross-country observations of the 
d i f f e r e n c e s between c o u n t r i e s at various l e v e l s of per c a p i t a income, with 
which the name of H o l l i s Chenery i s a l s o p a r t i c u l a r l y a s s o c i a t e d . Table 1 
summarises the r e s u l t s of some of h i s work and i l l u s t r a t e s a number of the 
g e n e r a l i s a t i o n s about s t r u c t u r a l change which emerge from the work of both 
these writers.'' 

Some of the c h i e f r e g u l a r i t i e s that have been observed are t h a t : 

[a] The share of a g r i c u l t u r e i n both t o t a l output and employment diminishes 
continuously as per c a p i t a incomes r i s e . 

[b] The share of i n d u s t r y (mainly mining and manufacturing) i n output and 
employment r i s e s and, w i t h i n t h a t , the share of manufacturing r i s e s 
r e l a t i v e to mining. 

[c] Manufacturing tends to s t a r t with r e l a t i v e l y simple consumer goods, such 
as processed foods and c l o t h i n g , g r a d u a l l y s h i f t s t o the production of 
heavy c a p i t a l goods, proceeding f i n a l l y to m i c r o e l e c t r o n i c s and other 
h i - t e c h products. 

[d] There i s a l s o a trend f o r the s e r v i c e i n d u s t r i e s to grow in importance 
r e l a t i v e to GOP and t o t a l employment. 

[e] Large trade dependence - high r a t i o s of imports and exports to GDP -
a l s o tends to d i m i n i s h with per c a p i t a income. This i s a r e s u l t of the 
enlargement of the n a t i o n a l economy as development proceeds, r a t h e r than 
being i n t r i n s i c to development per se. f o r there i s a strong negative 
c o r r e l a t i o n between economy s i z e and openness. Since a high p r o p o r t i o n 
of Idcs (and almost a l l A f r i c a n c o u n t r i e s ) have small economies they 
t h e r e f o r e tend a l s o to be h e a v i l y dependent on trade.^ 

The reader wishing to pursue t h i s l i t e r a t u r e f u r t h e r should 
c o n s u l t Kuznets, 1965 and 1966; Chenery, 1979 and 1988; and Chenery et 
a K , 1986. 

^ When measurements are adjusted f o r economy s i z e , cross-country 
comparisons a c t u a l l y suggest that a country tends t o increase i t s trade 
r e l a t i v e to GDP as incomes r i s e . This e x p l a i n s the s t a t i s t i c s i n l i n e 11 
of Table 1 showing l a r g e r exports r e l a t i v e to GDP at higher per c a p i t a 
income l e v e l s . 



Table 1 Quantitative indicators of structural diange in the process of econoaic developaent 

Proportion of 
change 

coopleted by Timing 
per capita c l a s s i f i -

KoriMt Value of Structural Indicator at per capita GDP level of: 6DP of: " t i o n 

S50 $100 S200 MOO UOO 12,000 S200 (400 
Structural Indicator (1) (2) (3) (4) (5) (6) (7) (8) (9) 

1. Gross National Saving as percent of GNP 7 .8 11 .0 14.1 17.1 19 .9 23.4 40 78 Early 

2. Gross Domestic Investment as percent of GOP 12 .7 14 .8 17.1 19.4 21 .8 25.2 35 73 Early 

3. Capital inflow as percent of GDP 4 .9 3 .8 3.0 2.4 2 .0 1.8 61 93 Early 

4. Government revenue as percent of GOP 12, .2 14, .2 17.0 20.6 25 .1 32.4 24 42 Late 

5. Primary and secondary enrolment ratio 17, .5 36 .2 52.6 66.9 78 .9 91.4 48 67 Early 

6. Adult literacy ratio 15, .3 36 .5 55.2 71.5 85 .4 100.0 47 66 Early 

7. Food consumption as percent of total consumption 61 .9 56 .1 49.9 43.0 35 .9 25.6 33 52 Neither 

8. Gross product of primary sector as percent of GDP 58 .1 46 .4 36.0 26.7 18 .6 9.8 46 65 Early 

9. Gross product of industry sector as percent of GOP 7, .3 13 .5 19.6 25.5 31 .4 38.9 39 58 Early 

10. Gross product of service sector as percent of GOP 29, .9 34 .6 37.9 39.9 40, .5 39.3 85 100 Early 

11. Exports as percent of GOP 16, .5 17 .1 18.2 19.7 21 .6 24.8 21 39 Late 

12. Industry exports as percent of GDP 0, .0 0 .8 3.7 6.9 10 .5 15.7 24 44 Late 

13. Birth rate 46, .6 41 .8 36.6 31.1 25 .3 17.1 34 53 Neither 

14. Death rate 20, .5 15, .2 11.4 9.3 8 .9 10.9 93 114 Early 

15. Urban population as percent of total population 6, .9 20, .0 33.8 45.5 55, .3 65.1 49 68 Early 

16. Primary employment as percent of total employment 84, .2 74 .0 57.4 43.9 29 .0 7.1 35 52 Neither 

17. Industry employment as percent of total employment 6, .5 9 .9 15.3 23.4 31 .1 40.5 26 50 Neither 

18. Service employment as percent of total employment 19, .5 21, .8 27.3 32.7 40, .0 52.4 24 40 Late 

Source: Yotopoulos and Nugent, 1976 p.288, based on Chenery, H.B., H. Elkington and C.Sims (1970), "A Uniform 
Analysis of Development Patterns", Economic Development Report No. 148 (July), Project for Quantitative 
Research in Economic Development. Cambridge: Harvard Center for International Af f a i r s , Table G, pp.42-
43. 



[ f ] P a r a l l e l w i t h the changes i n productive s t r u c t u r e , the share of primary 
products i n t o t a l exports diminishes as development proceeds. This i s 
perhaps i m p l i c i t i n the f i g u r e s i n l i n e s 11 and 12 of the t a b l e but i s 
more d i r e c t l y i l l u s t r a t e d by World Bank s t a t i s t i c s f o r 1986 which show 
primary commodities t o make up 68% of the exports of low-income 
c o u n t r i e s , 41% of upper-middle-income c o u n t r i e s and only 20% f o r 
i n d u s t r i a l market economies.^ This f e a t u r e of i n t e r n a t i o n a l trade i n 
turn a f f e c t s the rate of transformation of the domestic economy, f o r the 
d e c l i n e of primary production i n GDP i s slower i n c o u n t r i e s whose 
commodity exports are large r e l a t i v e t o t o t a l production. 

Two q u a l i f i c a t i o n s are necessary here. F i r s t , although there i s some 
tendency f o r manufacturing to go through the phases mentioned i n paragraph [c] 
above, the tendency i s q u i t e weak s t a t i s t i c a l l y because of the i n f l u e n c e of 
exports and i m p o r t - s u b s t i t u t i o n . The pattern of manufacturing w i t h i n any one 
country w i l l be s t r o n g l y a f f e c t e d by any comparative advantage which that 
country may have e s t a b l i s h e d on world markets, and by domestic p o l i c i e s 
r e l a t i n g to p r o t e c t i o n and i m p o r t - s u b s t i t u t i o n . 

Second, there i s i n the l a t e twentieth century some weakening of the tendency 
f o r the share of manufacturing to r i s e as incomes go up. A recent study by 
the World Bank suggests, i n f a c t , an inverted-U r e l a t i o n s h i p , w i t h the share 
of manufacturing f i r s t r i s i n g then, a f t e r a per c a p i t a income of around 
$8,000, f a l l i n g . This i s i l l u s t r a t e d i n Figure A. This study goes on to 
point out, however, that t h i s r e s u l t may be due, i n part at l e a s t , to the 
c l a s s i f i c a t i o n as ' s e r v i c e s ' of a v a r i e t y of a c t i v i t i e s a s s o c i a t e d with 
manufacturing which were formerly undertaken w i t h i n manufacturing companies 
but are now contracted out to more s p e c i a l i s e d e n t e r p r i s e s . In any case, 
among low-income c o u n t r i e s Figure A r e i n f o r c e s the strong presumption that 
manufacturing w i l l be of i n c r e a s i n g importance as the economy develops. 

What i s i m p l i c i t i n these observed r e g u l a r i t i e s i s that growth i s associated 
with a d i v e r s i f i c a t i o n of production. An i n c r e a s i n g l y wide range of 
manufactured products and s e r v i c e s w i l l augment a productive s t r u c t u r e 
p r e v i o u s l y dominated by a g r i c u l t u r e and, i n some cases, mining. 
S p e c i a l i s a t i o n w i l l i n c r e a s e , i n production and i n d i s t r i b u t i o n , as demands 
w i t h i n the economy become more d i v e r s e . The same trends w i l l be observed 
w i t h i n a g r i c u l t u r e i t s e l f . Output w i l l become l e s s dominated by the 
production of starchy foods and other b a s i c s , and resources w i l l be s h i f t e d 
i n t o the production of meat, h o r t i c u l t u r a l and other 'luxury' foods, 
p a r t i c u l a r l y t o meet the needs of the towns as u r b a n i s a t i o n proceeds. Also 
w i t h i n the r u r a l economy, o f f - f a r m a c t i v i t i e s of various kinds w i l l become 
i n c r e a s i n g l y important as sources of income and employment, r e l a t i v e to income 
derived d i r e c t l y from farming. 

Another approach to the a n a l y s i s of changes i n the s t r u c t u r e of production 
during development i s to c l a s s i f y output i n t o tradeable and non-tradeable 
goods and s e r v i c e s . Tradeables c o n s i s t of a l l goods that do or can enter 
i n t o trade as exports or imports; the domestic production of such goods 
t h e r e f o r e covers both exports and import s u b s t i t u t e s . Non-tradeables c o n s i s t 
of e v e r y t h i n g e l s e . As a very rough approximation, tradeables can be thought 
of as l a r g e l y made up of the t o t a l output of a g r i c u l t u r e , mining and 

' From World Bank, World Development Report. 1988. Table 12. China 
and India excluded from low-income c o u n t r i e s . 



Figure A Relationship between GDP per capita and the share of 
manufacturing value added in GOP in selected economies, 1984 
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manufacturing, plus c e r t a i n s e r v i c e i n d u s t r i e s such as tourism and s h i p p i n g . 
Note tha t i t i s not necessary f o r a tradeable a c t u a l l y t o be tr a d e d , i t must 
merely be capable of being exported or imported. The most important non-
trad e a b l e s are various government and other s e r v i c e s , such as h e a l t h , 
e d u c ation, defence and domestic s e r v i c e . 

This i s a d i s t i n c t i o n of some importance f o r our study.' As w i l l be shown, 
balance of payments d i f f i c u l t i e s are the l a r g e s t s i n g l e motive f o r the 
adoption of adjustment p o l i c i e s i n developing c o u n t r i e s . Such adjustments 
almost c e r t a i n l y r e q u i r e the r e l a t i v e t r a n s f e r o f resources out of non-
tr a d e a b l e i n t o tradeables - t o boost exports and reduce import requirements. 
The a b i l i t y t o do so with reasonable speed i s t h e r e f o r e an important 
a t t r i b u t e . At the same time, there i s some evidence t h a t the importance of 
tradeables i n t o t a l output tends to diminish as development proceeds, c h i e f l y 
as a r e s u l t of the r e l a t i v e r i s e i n s e r v i c e s already noted.' 

* See K i l l i c k , 1986 pp.83-85, f o r a d i s c u s s i o n of t h i s d i s t i n c t i o n . 

' See Chenery et a1.. 1986, e s p e c i a l l y Table 3-7. This shows an 8% 
increase i n the share of non-tradeables i n t o t a l value added between e a r l y 
and l a t e stages of development, with a corresponding r e d u c t i o n i n the share 
of t r a d e a b l e s . 



I t i s the d i s t i n c t i o n between tradeable and non-tradeable goods tha t l i e s at 
the heart of the need f o r a separate theory of i n t e r n a t i o n a l t r a d e , f o r i t 
i m p l i e s a d i f f e r e n c e between domestic and i n t e r n a t i o n a l markets. 
T r a n s p o r t a b i l i t y i s the key q u a l i t y . Non-tradeables are e i t h e r not 
t r a n s p o r t a b l e by t h e i r i n t r i n s i c nature, or the cost of t r a n s p o r t i n g them i s 
so p r o h i b i t i v e l y high as e f f e c t i v e l y t o preclude them from being traded 
between c o u n t r i e s . L i k e many other d i s t i n c t i o n s , t h i s one tends to break 
down on c l o s e examination, however. I t i s a c t u a l l y q u i t e hard to t h i n k of 
a good or s e r v i c e which i s not tradeable at a l l . Thus defence can be traded, 
as i s i l l u s t r a t e d by the use of mercenaries from other c o u n t r i e s . E l e c t r i c 
power i s already traded between a number of a d j o i n i n g c o u n t r i e s . Education 
i s traded, as evidenced by the l a r g e number of fee-paying students from 
developing c o u n t r i e s studying i n Western u n i v e r s i t i e s . And so on. 
Moreover, there are so many i n t e r - s e c t o r a ! linkages i n a modern economy that 
the output of a g r i c u l t u r e and i n d u s t r y w i l l depend c r u c i a l l y on inputs from 
'non-traded' s e c t o r s , thus f u r t h e r weakening the d i s t i n c t i o n . I t i s probably 
best to t h i n k of t r a d e a b i l i t y as a q u a l i t y possessed by almost a l l outputs, 
but i n v a r y i n g degrees. So when we t a l k of s h i f t i n g resources from non-
tradeable to tradeables t h i s should be i n t e r p r e t e d as s h i f t i n g from outputs 
which do not enter much i n t o trade to those which make up the bulk of exports 
and imports. 

In a d d i t i o n t o those summarised above, g e n e r a l i s a t i o n s can be made concerning 
f i n a n c i a l development. This aspect has been examined by Raymond Goldsmith 
i n a s e r i e s of s t u d i e s of r e l a t i o n s h i p s between the development of the 
f i n a n c i a l and ' r e a l ' sectors of the economy. He too has employed both 
h i s t o r i c a l and cross-country methods. From these he has been able to 
e s t a b l i s h another inverted-U r e l a t i o n s h i p : that at the e a r l i e r stages of 
development the f i n a n c i a l system grows s u b s t a n t i a l l y f a s t e r than both GDP and 
wealth before l e v e l l i n g o f f or d e c l i n i n g beyond some l e v e l of per c a p i t a 
income. He uses a ' f i n a n c i a l i n t e r r e l a t i o n s r a t i o ' as a measure of t h i s , 
defined as the r a t i o of the value of a l l f i n a n c i a l instruments to the t o t a l 
value of wealth i n the economy, and the f o l l o w i n g r a t i o s i l l u s t r a t e the 
general p a t t e r n that he observed:' 

India Japan USA 

1876-1913 0.15 1886-1913 0.62 1881-1912 0.77 
1914-39 0.24 1914-40 1.41 1913-39 1.11 
1951-75 0.39 1956-75 0.93 1940-55 1.18 

1956-75 0.92 

Thus, a l l three c o u n t r i e s revealed r i s i n g r a t i o s i n the e a r l i e r periods. 
This trend p e r s i s t s throughout i n the case of I n d i a , a country with low per 
c a p i t a incomes, whereas the r a t i o d e c l i n e s i n both Japan and the USA i n the 
l a t e r y ears, when most modernisation had already been achieved. During the 
e a r l i e r stages, the value of a g r i c u l t u r a l land and l i v e s t o c k diminishes 
r e l a t i v e to the t o t a l value of a l l assets w h i l e bank d e p o s i t s , holdings of 
government-issued debt and other f i n a n c i a l claims increase t h e i r share. This 
process of ' f i n a n c i a l deepening' s t a r t s with the commercial banks and the 
raonetisation of economic a c t i v i t y . A f t e r a time, however, more s p e c i a l i s e d 
f i n a n c i a l i n s t i t u t i o n s - insurance companies, b u i l d i n g s o c i e t i e s , pension 
funds, savings banks, e t c . - become of i n c r e a s i n g importance and the f i n a n c i a l 

' From Goldsmith, 1983. 



s e c t o r thus experiences the d i v e r s i f i c a t i o n of output noted e a r l i e r f o r other 
p a r t s of the productive s t r u c t u r e . 

11.2 Other trends 

Aside from the r e g u l a r i t i e s j u s t described concerning the productive 
s t r u c t u r e , there are others r e l e v a n t to our purposes which should a l s o be 
noted. F i r s t , and u n s u r p r i s i n g l y , the r a t i o o f domestic saving t o GDP tends 
t o r i s e with per c a p i t a income. At low l e v e l s o f average income a high 
p r o p o r t i o n of a l l income i s consumed. This has a depressing e f f e c t on 
investment and hence on economic growth - what used t o be c a l l e d the poverty 
t r a p - but developing c o u n t r i e s are g e n e r a l l y a b l e t o augment t h e i r own saving 
by a t t r a c t i n g f i n a n c e from the r e s t of the world and are thus able to s u s t a i n 
higher investment l e v e l s . As incomes grow the savings r a t i o r i s e s , the gap 
between saving and investment narrows and - i n the general case - i s f i n a l l y 
reversed, so that the country u l t i m a t e l y becomes a net exporter of c a p i t a l . 
Lines 1 to 3 of Table 1 show t h i s trend at work, although i t does not go f a r 
enough up the income s c a l e t o demonstrate the c a p i t a l - e x p o r t i n g phase. 

A r e l a t e d s t r u c t u r a l f e a t u r e i s the tendency f o r the a v a i l a b i l i t y of c a p i t a l 
t o r i s e r e l a t i v e to labour during the process of development. This i s tru e 
both of inanimate c a p i t a l - b u i l d i n g s , machines, the t r a n s p o r t network, e t c . -
and of 'human c a p i t a l ' , or the income-earning s k i l l s of the labour f o r c e . 
These c a p i t a l r l a b o u r r a t i o s are d i f f i c u l t t o measure d i r e c t l y but one rough-
and-ready proxy that i s sometimes used f o r the employment of inanimate c a p i t a l 
i s energy use (although there i s a la r g e consumption element i n that t o o ) . 
This i s i l l u s t r a t e d by the f o l l o w i n g 1986 s t a t i s t i c s (expressed i n kgs of o i l 
e q u i v a l e n t ) , which show the i n d u s t r i a l c o u n t r i e s using nearly 60 times as much 
energy per head of the population as the low-income c o u n t r i e s : * 

Low-income economies 86 
Lower-middle-income economies 346 
Upper-middle-income economies 1527 
I n d u s t r i a l market economies 4952 

So f a r as human c a p i t a l i s concerned, the s t a t i s t i c s i n l i n e s 5 and 6 of 
Table 1 give some proxy i n d i c a t o r s of the spread of education and modern 
s k i l l s . Although these are only imperfect i n d i c a t o r s , they do convey 
something of the r a p i d spread of modern knowledge during the course of 
development. Another fe a t u r e t h a t may be observed from the t a b l e ( l i n e 15) 
i s the pr o g r e s s i v e u r b a n i s a t i o n of the po p u l a t i o n , l a r g e l y a r e s u l t of the 
i n d u s t r i a l i s a t i o n noted e a r l i e r . 

' I t i s with t h i s i n mind that economists have r e f e r r e d to the heavy 
importations of c a p i t a l by the USA i n the 1980s as "perverse*. 

* Figures are f o r 1986. India and China excluded from low-income 
c o u n t r i e s . Source: as i n footnote 1, Table 10. 



III. EXPLAINING THE REGULARITIES 

I I I . l The sovereignty of the consumer 

Our next task i s to c l a r i f y the forces underlying the r e g u l a r i t i e s we haye 
observed above, p a r t i c u l a r l y with respect t o the productive s t r u c t u r e . The 
preferences of the consumer provide the most obvious s t a r t i n g p o i n t . A now 
rat h e r old-fashioned idea i n economics i s that the consumer i s sovereign. 
This i s a way of saying t h a t , subject to t e c h n i c a l and resource c o n s t r a i n t s , 
i t i s the preferences of consumers i n the expenditure of t h e i r money incomes 
which u l t i m a t e l y determine what s h a l l be produced. When there i s a l i v e l y 
demand f o r a product consumers w i l l be w i l l i n g to pay a high p r i c e f o r i t and 
t h i s w i l l induce s u p p l i e s onto the market. The opposite w i l l happen with a 
product which i s no longer much d e s i r e d . I t i s an old-fashioned idea because 
i t o v e r - s i m p l i f i e s r e a l i t y , e.g. by i g n o r i n g the r o l e of producers' 
a d v e r t i s i n g i n manipulating demand, but i t does go q u i t e a long way towards 
p r o v i d i n g an explanation f o r the long-run changes in productive s t r u c t u r e 
noted e a r l i e r . I t does so because there are observed r e g u l a r i t i e s i n patterns 
of demand which broadly match the s h i f t s i n the productive mix. 

The best-known such r e g u l a r i t y i s expressed i n Engel's Law. This s t a t e s 
that the prop o r t i o n of income spent on food diminishes as income i n c r e a s e s , 
and i s one of the most robust of e m p i r i c a l g e n e r a l i s a t i o n s about economic 
l i f e . I t i s r e f l e c t e d i n l i n e 7 of Table 1, which shows the share of food in 
t o t a l consumption to diminish s t e a d i l y as per c a p i t a income r i s e s . Given 
t h i s , i t i s hardly s u r p r i s i n g that there i s a l s o a long-run tendency f o r the 
share of a g r i c u l t u r e to di m i n i s h i n t o t a l output. 

I t i s , moreover, p o s s i b l e to go beyond Engel's Law to o f f e r a r a t h e r r i c h e r 
set of g e n e r a l i s a t i o n s about consumption p a t t e r n s . Various cross-country 
s t u d i e s of consumption patterns reveal a remarkably u n i v e r s a l pattern of 
consumer preferences, apparently v a l i d across enormously v a r i e d economic and 
c u l t u r a l d i f f e r e n c e s ^ . Figure B sets out unweighted means of income 
e l a s t i c i t i e s of demand" f o r various c a t e g o r i e s of consumption c a l c u l a t e d from 
estimates f o r 30 co u n t r i e s on 1975 data. The c o u n t r i e s v a r i e d from the very 
poor (In d i a ) t o the very r i c h (the USA), and the use of unweighted means can 
be j u s t i f i e d by the very l i m i t e d d i s p e r s i o n of the country r e s u l t s around the 
means i n Figure B. 

It w i l l be seen from t h i s t h a t : 

[a] Engel's Law i s confirmed, with an income e l a s t i c i t y f o r food of well 
below one. With a mean e l a s t i c i t y of 0.46, a 10% r i s e i n income w i l l 
induce l e s s than a 5% r i s e i n food expenditures. 

^ For references on t h i s see Clements, Suhm and T h e i l , 1979; Finke, 
Rosalsky and T h e i l , 1983; and T h e i l and Seale, 1987. 

" The income e l a s t i c i t y of demand measures the pro p o r t i o n a t e 
increase i n demand f o r an item r e s u l t i n g from a given p r o p o r t i o n a t e 
increase i n income, holding a l l other v a r i a b l e s constant. I t i s thus a 
measure of the s e n s i t i v i t y of the demand f o r an item to changes i n income. 



Figure B Mean income e l a s t i c i t i e s of demand for 30 countries, selected 
comnodity groups, in 1975 

1 2 3 4 
Food Beveragfis Clothing Gross rent 

& & & 
tobacco footwear fuel 

Source: Finke, Rosalsky and T h e i l , 1983, Table 1. 

Notes: * I n d i a , P a k i s t a n , S r i Lanka, P h i l i p p i n e s & Thaila n d ; 
Germany, France, Denmark, Luxembourg & USA. 



[b] The income e l a s t i c i t i e s f o r beverages and tobacco, c l o t h i n g and 
footwear, and education are around u n i t y , i . e . demand grows at about the 
same pace as income. 

[c] Housing (represented by 'gross rent and f u e l ' ) , household f u r n i s h i n g s , 
medical care, t r a n s p o r t and communications, and r e c r e a t i o n a l l have 
income e l a s t i c i t i e s w e l l above u n i t y . S i g n i f i c a n t l y , most of these 
items r e l a t e to the products of various s e r v i c e i n d u s t r i e s and t h i s can 
be r e l a t e d to the long-run tendency f o r the share of s e r v i c e s s e c t o r i n 
GDP to grow. Unfor t u n a t e l y , the system of c l a s s i f i c a t i o n used does not 
b r i n g out the general tendency f o r income e l a s t i c i t i e s f o r manufactured 
goods, taken together, a l s o t o have r e l a t i v e l y l a r g e income 
e l a s t i c i t i e s . 

[d] Although the above g e n e r a l i s a t i o n s are v a l i d f o r the complete sample of 
c o u n t r i e s , poor and r i c h , there are a l s o some important d i f f e r e n c e s 
between them. The income e l a s t i c i t y f o r food i s much lower i n wealthy 
c o u n t r i e s than poor c o u n t r i e s . The same tendency i s t r u e , i n varying 
degrees, of housing, f u r n i t u r e , medical care, t r a n s p o r t and 
communications, r e c r e a t i o n and medical care. I t may seem paradoxical 
t h a t there are no examples recorded of an opposite tendency, f o r 
e l a s t i c i t i e s to r i s e with income. How can there be a general tendency 
f o r income e l a s t i c i t i e s to d e c l i n e with income? The answer i s that the 
income e l a s t i c i t y of household saving increases with income - a feature 
t h a t can be r e l a t e d t o the e a r l i e r observation of higher savings rates 
i n r i c h c o u n t r i e s than poor. 

I I I . 2 Other i n f l u e n c e s 

Notwithstanding these r e g u l a r i t i e s i n demand patterns and t h e i r conformity to 
the s h i f t s i n the pattern of production noted e a r l i e r , s t a t i s t i c a l l y speaking 
they provide an only p a r t i a l e xplanation of the r e l a t i v e r i s e of manufacturing 
and s e r v i c e s , and the f a l l of the primary s e c t o r s . I n t e r n a t i o n a l trade 
patterns and p o l i c i e s provide a stronger e x p l a n a t i o n , f o r trade f r e e s domestic 
producers of tradeables from the confines of the domestic market and the 
a b i l i t y to import means that much demand i s s a t i s f i e d by production abroad. 
The explanatory power of trade i s large p a r t l y because world trade has had 
a long-term tendency to grow f a s t e r than world output, as i s shown by the 
f o l l o w i n g r a t i o s of the growth of world trade r e l a t i v e to the growth of world 
GDP: 

1960-70 1.56 1980-87 1.03 
1970-79 1.51 1960-87 1.40 

P a r a d o x i c a l l y trade a l s o provides an important negative e x p l a n a t i o n , f o r a 
country's pattern of i n d u s t r i a l i s a t i o n i s a l s o much a f f e c t e d by i t s p o l i c i e s 
and achievements i n import s u b s t i t u t i o n . With t h i s the domestic economy 
expands to meet more of the demands of l o c a l consumers, as w e l l as the demands 
of producers f o r c a p i t a l goods f o r the expansion of productive c a p a c i t y . 

But w h i l e trade and the o p p o r t u n i t i e s f o r s p e c i a l i s a t i o n w i t h i n i t do g r e a t l y 
loosen the t i e s between demand patterns and domestic production, i n the end 
the demand patterns r e a s s e r t themselves through t h e i r i n f l u e n c e on world 
p r i c e s and the p r o f i t a b i l i t y of d i f f e r e n t c a t e g o r i e s of tr a d e . Note the 
large d i f f e r e n c e s i n the rates of growth of world export volumes by commodity 



group set out i n Table 2. Although these are the j o i n t outcome of t e c h n i c a l , 
p r i c e and income changes, they do nonetheless conform t o what would be 
expected on the ba s i s of long-term trends i n demand p a t t e r n s . World trade 
in a g r i c u l t u r a l products i s shown as expanding much le s s r a p i d l y , and trade 
in metals and manufactures much more r a p i d l y , than t o t a l world trade. 
U n f o r t u n a t e l y , data on trade i n s e r v i c e s are l e s s good and many s e r v i c e s are 
e s s e n t i a l l y non-tradeable, but i t i s c e r t a i n l y the case that t r a d e i n s e r v i c e s 
has become an important part of t o t a l commerce between n a t i o n s . According 
to one estimate, world r e c e i p t s i n respect of s e r v i c e t r a n s a c t i o n s i n 1986 
amounted t o ne a r l y $1000 b i l l i o n , e q uivalent to about h a l f the value of 
merchandise trade.'^ 

Table 2 Growth of world export volumes by conmodlty group 
(percent p.a.) 

1965-73 1973-80 1980-87 1965-87 
growth r e l a t i v e to 

a l l exports 

1. Food 5.0 6.6 2.4 4.7 0.89 
2. Non-food a g r i c u l t u r e 3.1 1.0 2.5 2.2 0.42 
3. Metals and minerals 6.8 8.7 2.1 5.9 1.11 
4. Fuels 8.6 0.0 -2.0 2.4 0.45 
5. Manufactures 10.7 6.1 3.8 7.0 1.32 
6. ALL EXPORTS 8.8 4.4 2.4 5.3 1.00 

Source: C a l c u l a t e d from World Bank, World Development Report. 1988, 
Table A8. 

Engel's Law and a s i m i l a r tendency f o r other primary products t o d i s p l a y small 
- and probably d e c l i n i n g - income e l a s t i c i t i e s of world demand i s , i n f a c t , 
a grave problem f o r the c o u n t r i e s with which t h i s s e r i e s of Working Papers 
i s c h i e f l y concerned, which are h e a v i l y dependent on primary product exports, 
as they are s e l l i n g on markets with g e n e r a l l y small income e l a s t i c i t i e s of 
demand.'^ I t i s h e a l t h i e r to s p e c i a l i s e i n items f o r which demand grows at 
l e a s t i n l i n e with income. 

The increased d i v e r s i t y of demand and output, along with the i n f l u e n c e of 
t e c h n i c a l progress, have had the f u r t h e r e f f e c t of i n c r e a s i n g the s t r u c t u r a l 
complexity of economies, the extent of i n t e r - l i n k a g e s between the various 
s e c t o r s of production and the increased use of intermediate goods w i t h i n the 
economic system. Indeed, t h i s increased demand by producers f o r 
intermediates has been found s t a t i s t i c a l l y to be an important reason f o r the 
r e l a t i v e growth of the i n d u s t r i a l and some s e r v i c e s e c t o r s . Thus, both f i n a l 
and intermediate demand are important. 

" See UNCTAD, 1988, chapter 11, box 12. 

See Bond, 1987, f o r estimates of income e l a s t i c i t i e s of demand 
f o r primary commodities. 



There are other ways i n which the v a r i a b l e s traced i n Table 1 i n t e r a c t with 
each other. We have already n o t i c e d from l i n e s 1 and 2 of the t a b l e how 
saving and investment tend t o r i s e p r o p o r t i o n a t e l y to GNP as per c a p i t a income 
goes up, and the trend f o r inanimate and human c a p i t a l to grow r e l a t i v e to 
u n s k i l l e d labour. This too has i m p l i c a t i o n s f o r the productive s t r u c t u r e , 
f a c i l i t a t i n g the development of a c t i v i t i e s t h a t make i n t e n s i v e use of s k i l l e d 
labour and/or inanimate c a p i t a l , and leading t o a movement of resources out 
of t r a d i t i o n a l l i n e s . 

The growing a v a i l a b i l i t y of c a p i t a l has i m p l i c a t i o n s too f o r a country's 
pattern of i n t e r n a t i o n a l t r a d e . According t o the standard trade theory, a 
country w i l l have comparative advantage i n goods r e q u i r i n g p r o p o r t i o n a t e l y 
large inputs of f a c t o r s of production which are i n abundant supply (and 
t h e r e f o r e r e l a t i v e l y cheap) w i t h i n the economy." On the b a s i s of t h i s , a 
country might at the e a r l i e s t stages of development be expected to export 
a g r i c u l t u r a l and other t r a d i t i o n a l products which r e q u i r e l i t t l e c a p i t a l and 
few modern s k i l l s , proceed to the export of the s i m p l e r types of manufactured 
consumer goods, on the basis of l i m i t e d c a p i t a l and p l e n t i f u l s e m i - s k i l l e d 
labour, and then graduate to more s o p h i s t i c a t e d manufactured goods and 
s e r v i c e s , which make heavy use of both p h y s i c a l c a p i t a l and s k i l l s . Such a 
model i s i n l i n e with the patterns of s t r u c t u r a l t r a n s f o r m a t i o n observed 
e a r l i e r , and w i t h the r e l a t i v e growth of i n d u s t r i a l exports shown i n l i n e 12 
of Table 1. 

Another consequence of the i n c r e a s i n g complexity and s p e c i a l i s a t i o n which 
marks the modern economy i s the separation of the f u n c t i o n s of saving and 
i n v e s t i n g . In an economy dominated by s m a l l - s c a l e a g r i c u l t u r e , petty trade 
and other ' i n f o r m a l ' e n t e r p r i s e s , a large share of investment i s undertaken 
d i r e c t l y by those who save f o r t h i s purpose. As the demands of production 
grow more complex and r e q u i r e more c a p i t a l , and as the saving c a p a c i t i e s of 
other households grow with income, so there i s an i n c r e a s i n g need f o r banks 
and s i m i l a r i n s t i t u t i o n s to mediate between savers and i n v e s t o r s . Hence the 
f i n a n c i a l deepening recorded e a r l i e r as an aspect of economic growth, and the 
i n c r e a s i n g d i v e r s i t y of f i n a n c i a l i n s t i t u t i o n s . 

O v e r a l l , then, we see that economic s t r u c t u r e s a l t e r r a d i c a l l y i n the course 
of development, responding to the o p p o r t u n i t i e s - and warning s i g n a l s -
generated by changing patterns of demand by consumers and producers, e v o l v i n g 
f a c t o r p r o p o r t i o n s and t e c h n o l o g i e s , and s h i f t i n g comparative advantages in 
trade. The key question that remains i s whether these p a t t e r n s are best 
regarded as more-or-less i n c i d e n t a l and automatic outcomes of the development 
process or whether there i s c a u s a l i t y i n v o l v e d , running from s t r u c t u r a l change 
to development. 

" The reference here i s to the well-known Hekscher-Ohlin theory. 
Although t h i s has been subjected to a good deal of c r i t i c i s m as not 
e x p l a i n i n g w e l l the observed pattern of t r a d e , the most thorough and 
s o p h i s t i c a t e d recent study of t h i s concludes that i t i s p o s s i b l e to e x p l a i n 
much trade by reference to the r e l a t i v e abundance of productive resources 
and that the theory "comes out looking r a t h e r w e l l " . See Leamer, 1984. 



III.3 The question of causality 

Lurking beneath t h i s question i s another: how do we p e r c e i v e developing 
economies as working? In the n e o c l a s s i c a l t r a d i t i o n s of economists who 
s t r e s s the e f f i c i e n c y of market mechanisms s t r u c t u r a l change i s b e t t e r thought 
Of as a consequence of growth, a gradual response brought about f a i r l y 
smoothly through p r i c e s i g n a l s , the m o b i l i t y of f a c t o r s between a l t e r n a t i v e 
uses and the a b i l i t y of entrepreneurs to e x e r t f o r e s i g h t and a n t i c i p a t e f u t u r e 
needs i n the search f o r maximum rates of r e t u r n on t h e i r c a p i t a l . A f t e r a l l , 
Engel's Law and such l i k e are hardly s e c r e t s . The s t r e s s placed above on the 
power of f i n a l demand t o determine s h i f t s i n the productive s t r u c t u r e i s 
c o n s i s t e n t with t h i s n e o c l a s s i c a l view. 

On the other hand, we have a l s o drawn a t t e n t i o n to the r a t h e r i n t i m a t e 
i n t e r r e l a t i o n s between various aspects of s t r u c t u r a l t r a n s f o r m a t i o n , which at 
l e a s t suggests that i t w i l l be d i f f i c u l t to disentangle cause from e f f e c t , and 
t h a t i t may be unwise t o take too simple a view. We w i l l a l s o be r e f e r r i n g 
l a t e r to f e a t u r e s of developing economies which w i l l stand i n the way of 
smooth adaptation - imperfect information flows, d u a l i s t i c markets, the 
i n f l u e n c e of t r a d i t i o n a l value systems and s o c i a l s t r u c t u r e s - c r e a t i n g 
b o t t l e n e c k s and discouraging l a r g e responses to p r i c e i n c e n t i v e s . 

We have, moreover, already r e f e r r e d to the increased s p e c i a l i s a t i o n and 
d i v e r s i f i c a t i o n which i s part of development and u n d e r l i e s the s t r u c t u r a l 
changes we have been examining. This s p e c i a l i s a t i o n f u r t h e r i l l u s t r a t e s 
the d i f f i c u l t i e s of d i s e n t a n g l i n g cause from e f f e c t as, w h i l e i t might be 
seen as a more or l e s s passive response to i n c r e a s i n g l y s o p h i s t i c a t e d demands 
by consumers and producers, s p e c i a l i s a t i o n has a d d i t i o n a l advantages. I t 
permits g r e a t e r e x p l o i t a t i o n of t e c h n i c a l and managerial economies of s c a l e 
and the development of purpose-designed equipment and s k i l l s , and g e n e r a l l y 
creates l a r g e r b e n e f i t s from learning-by-doing. I t i s p r e c i s e l y f o r reasons 
of t h i s kind t h a t trade has been seen as an 'engine of growth'. Depending 
on how important we b e l i e v e such b e n e f i t s t o be, i t becomes d i f f i c u l t t o say 
whether production i s responding to demand or demand i s growing because of the 
b e n e f i t s of s p e c i a l i s a t i o n . 

So w h i l e much s t r u c t u r a l transformation doubtless i s a more-or-less automatic 
response to changing demands and o p p o r t u n i t i e s , i t i s a l s o reasonable to 
b e l i e v e that to some extent the c a u s a l i t y runs i n the opposite d i r e c t i o n . 
Some changes, at l e a s t , can be thought of as 'enabling', as p e r m i t t i n g and 
encouraging a r a t e of growth tha t otherwise would be f r u s t r a t e d . 

I n d u s t r i a l i s a t i o n belongs i n the 'enabling' category, p a r t i c u l a r l y i f the 
a l t e r n a t i v e i s seen as s p e c i a l i s a t i o n i n a g r i c u l t u r a l p r o d u c t i o n . Balance 
of payments c o n s i d e r a t i o n s provide one reason f o r t h i s . A country which 
t r i e s t o develop using a g r i c u l t u r e as the leading s e c t o r must earn s u f f i c i e n t 
from i t s a g r i c u l t u r a l exports to meet through import the growing domestic 
demand f o r manufactures. I t must do so, moreover, i n the face of g e n e r a l l y 
low world income e l a s t i c i t i e s of demand f o r a g r i c u l t u r a l products, leading as 
we have seen t o only slowly expanding world demand and a d e c l i n i n g share of 
a g r i c u l t u r e i n trade (Table 2 ) . This i s not an impossible t a s k , and 
A u s t r a l i a and New Zealand are o f t e n c i t e d as examples of c o u n t r i e s which have 
s u c c e s s f u l l y pursued such a path, In both of these, however, a g r i c u l t u r e 
makes up only a modest part of t o t a l GDP (5% and 11% r e s p e c t i v e l y i n 1986) and 
manufacturing i s much l a r g e r (17% and 24%). And even i f t h i s i s not an 



impossible development path, i t i s c e r t a i n l y a d i f f i c u l t one, as many 
s t r u g g l i n g primary product exporting c o u n t r i e s can a t t e s t . 

In a d d i t i o n to the balance of payments case, manufacturing has recorded a 
s u p e r i o r a b i l i t y to generate t e c h n o l o g i c a l advances, t o take advantage of the 
economies of s c a l e which are such a fe a t u r e of modern production economics, 
and to s t i m u l a t e growth i n other parts of the economy through i t s purchases 
of inputs and production of c a p i t a l and intermediate goods. 

None of these c o n s i d e r a t i o n s i s an argument f o r n e g l e c t i n g the primary 
s e c t o r s . For one t h i n g , the w e l l - b e i n g of a g r i c u l t u r e and mining i s l i k e l y 
t o be c r u c i a l t o the success of i n d u s t r i a l i s a t i o n . They w i l l be supplying 
the raw m a t e r i a l s f o r much of manufacturing; a g r i c u l t u r e w i l l a l s o be a 
source of c a p i t a l and labour; and, i n c o u n t r i e s where the bulk of the 
population s t i l l l i v e s i n r u r a l communities, i t w i l l be the main source of 
domestic demand f o r the manufactured consumer goods being produced. And 
s l u g g i s h world demand notwithstanding, the performance of the mining and 
a g r i c u l t u r a l sectors i s l i a b l e a l s o to make a c r u c i a l d i f f e r e n c e to the 
a v a i l a b i l i t y of f o r e i g n exchange which manufacturing w i l l need i n the e a r l i e r 
stages of i n d u s t r i a l i s a t i o n , producing minerals and cash crops f o r export as 
w e l l as f o o d s t u f f s that otherwise would have t o be imported. The argument, 
then, i s f o r a balanced expansion of the various s e c t o r s , not f o r a s i n g l e -
s e c t o r s t r a t e g y . Moreover, the developmental advantages of manufacturing are 
l i k e l y to be reaped only i f i n d u s t r y i s e f f i c i e n t i n i n t e r n a t i o n a l terms. 
They do not point towards a hot-house f o s t e r i n g of i n d u s t r y behind high 
p r o t e c t i v e b a r r i e r s with scant regard to c o m p e t i t i v e e f f i c i e n c y . 

A r i s i n g investment r a t i o may a l s o be thought of as one of the 'enabling' 
aspects of s t r u c t u r a l t r a n s f o r m a t i o n , i n c l u d i n g l a r g e r investments i n human 
s k i l l s . In the sense that investment i n productive c a p a c i t y must precede 
output from th a t c a p a c i t y , the c a u s a l i t y must run from investment to growth, 
although i t i s a l s o t r u e that an expanding economy i s l i k e l y to s t i m u l a t e 
f u r t h e r investment. One of the advantages of economies with high investment 
rates i s that they are b e t t e r able to take advantage of t e c h n o l o g i c a l 
advances, f o r much technology i s 'embodied' i n f i x e d or human c a p i t a l . Quite 
apart from investments i n f a c t o r i e s , farms, w h o l e s a l i n g , r e t a i l i n g and the 
i n f r a s t r u c t u r e , of at l e a s t equal importance are investments i n education and 
t r a i n i n g , and i n the c r e a t i o n of research c a p a c i t i e s . That development i s 
investment-led i s perhaps the l e a s t c o n t r o v e r s i a l of our 'enabling' changes, 
so long as we do not f a l l i n t o the mistake of t h i n k i n g that investment i s the 
unique determinant of growth." 

F i n a n c i a l deepening i s another of the s t r u c t u r a l changes which i s best thought 
of as 'enabling' accelerated development. The f i n a n c i a l system, and the 
money i t c r e a t e s , i s unique i n the extent to which i t a f f e c t s the r e s t of the 
economy, f o r money i s the only product which trades against a l l other 
products; the i n t e r e s t rates which emanate from f i n a n c i a l markets a l s o have 
f a r - r e a c h i n g e f f e c t s on the economy as a whole [Shaw, 1973 p.3]. 

" Some of the e a r l i e r l i t e r a t u r e on development, under the 
i n f l u e n c e of the Harrod-Domar growth model or Rostow's h i s t o r i c a l model of 
development, tended t o place undue s t r e s s on investment as the determinant 
of growth. As experience showed us that there was f a r more t o i t than 
t h a t , so there has sometimes been a tendency f o r l a t e r w r i t e r s to down­
play investment too much. 



There are a number of ways i n which the development of the f i n a n c i a l system 
may be expected to promote the expansion of the r e s t of the economy. By 
reducing r i s k s and l o s s e s of l i q u i d i t y and by o f f e r i n g a f i n a n c i a l reward i t 
w i l l encourage saving. T h i s , i n t u r n , w i l l encourage g r e a t e r c a p i t a l 
formation, as w i l l the reduced r i s k s and improved a v a i l a b i l i t y of c a p i t a l i n 
the q u a n t i t i e s desired by intending i n v e s t o r s . The same f a c t o r s w i l l a l s o 
discourage c a p i t a l f l i g h t - the e x p o r t a t i o n of domestic saving f o r investment 
overseas - and encourage i n f l o w s from the r e s t of the world. In a d d i t i o n t o 
encouraging more sa v i n g , deepening may a l s o a t t r a c t i n t o the f i n a n c i a l system 
more of e x i s t i n g stocks of savings, held i n hoards of cash, j e w e l r y and other 
precious items, making i t a v a i l a b l e f o r investment i n the modern economy. 
And, i f we agree th a t not everyone i s e q u a l l y equipped to put savings t o 
productive use, i t i s l i k e l y t o r a i s e the average returns achieved from 
investment by p r o v i d i n g a mechanism f o r making the savings of the many 
a v a i l a b l e f o r productive investment by entrepreneurs. Moreover, on the 
n e o c l a s s i c a l model, a w e l l - f u n c t i o n i n g c a p i t a l market w i l l ensure that 
i n v e s t i b l e resources w i l l be put to the uses which promise the highest rates 
of r e t u r n . 

Some cautions are again i n order, however. For one t h i n g , there are w e l l -
known reasons why the workings of p r i v a t e markets may not maximise s o c i a l 
rates of r e t u r n , because of e x t e r n a l i t i e s , monopoly power and other c o n d i t i o n s 
which d r i v e wedges between p r i v a t e and s o c i a l v a l u a t i o n s . Another reason f o r 
caution i s that the connections between f i n a n c i a l deepening and the r e s t of 
the economy are complex, with various i n t e r a c t i o n s , so that we need to be wary 
about imputing any one-way c a u s a l i t y . Goldsmith's researches i n t o the 
behaviour of the ' f i n a n c i a l i n t e r r e l a t i o n s r a t i o ' , reported e a r l i e r (page 7), 
by no means i n d i c a t e any r i g i d or simple r e l a t i o n s h i p and he was very r e t i c e n t 
about imputing c a u s a l i t y . However, more recent econometric t e s t s do provide 
some support f o r the view that c a u s a l i t y runs from f i n a n c i a l to ' r e a l ' 
development and that developing countries whose f i n a n c i a l systems have been 
a leading s e c t o r i n development have experienced more rapid growth than those 
with lagging f i n a n c i a l systems." I n t e r e s t i n g l y , and c o n s i s t e n t with the 
r a t i o s on page 7, evidence was a l s o found that beyond some l e v e l of income 
c a u s a l i t y becomes reversed, with f i n a n c i a l development becoming demand-led. 

The trends described above place a premium on economies which have the 
f l e x i b i l i t y to accommodate the s t r u c t u r a l transformations t h a t accompany, 
and promote, long-run development. Before t u r n i n g to explore how t h i s 
f l e x i b i l i t y might be promoted, however, there are a d d i t i o n a l reasons f o r 
p l a c i n g value on t h i s c h a r a c t e r i s t i c and i t i s to these we turn next. 

See Jung, 1986. The references given i n h i s a r t i c l e make up a 
valuable b i b l i o g r a p h y of the l i t e r a t u r e on t h i s t o p i c . 



IV. COPING WITH THE UNEXPECTED 
These a d d i t i o n a l reasons are o f t e n expressed i n terms of the need f o r 
economies to adjust to 'shocks' of various kinds. We need t o be c a r e f u l 
about t h i s language, however. A d i c t i o n a r y d e f i n i t i o n of a shock i s 'a 
sudden and v i o l e n t e f f e c t tending to impair the s t a b i l i t y of something'. A 
number of the v a r i a b l e s we d i s c u s s below f a l l w e l l w i t h i n such a d e f i n i t i o n 
but others do not. Some are more i n the nature of trends. This i s more 
than a q u i b b l e . I f an economy i s required t o adjust t o an adverse trend t h i s 
n e c e s s i t y can be expected to p e r s i s t over a p e r i o d of years but, i n most 
cases, w i l l not i n v o l v e very l a r g e changes i n any one year. A shock, on the 
other hand, i s l i k e l y to be more severe but of s h o r t e r d u r a t i o n . 

IV. 1 Influences from the outside world 

In an i n c r e a s i n g l y interdependent world, developing c o u n t r i e s cannot avoid 
being s t r o n g l y i n f l u e n c e d by what happens on the r e s t of the globe, 
p a r t i c u l a r l y i n the i n d u s t r i a l i s e d OECD c o u n t r i e s . The pace of expansion of 
these economies s t r o n g l y a f f e c t s t h e i r demand (and t o l e r a n c e ) f o r imports from 
developing c o u n t r i e s . Trends w i t h i n the c a p i t a l and f o r e i g n exchange markets 
of those c o u n t r i e s , and on i n t e r n a t i o n a l markets, s t r o n g l y i n f l u e n c e the 
a v a i l a b i l i t y to developing c o u n t r i e s of i n t e r n a t i o n a l c a p i t a l , the terms upon 
which i t can be provided and the degree of exchange r a t e s t a b i l i t y that r u l e s 
among the major c u r r e n c i e s . A number of such i n f l u e n c e s have turned against 
developing c o u n t r i e s i n recent years, meaning tha t they must pursue t h e i r 
economic goals i n a more h o s t i l e world environment. I t i s t h i s , i n 
p a r t i c u l a r , which has led to so much a t t e n t i o n being paid t o the need f o r 
'adjustment' to these new r e a l i t i e s by developing c o u n t r i e s . 

Table 3 brings together some of the evidence on these trends and on some of 
t h e i r e f f e c t s . Line 1 records the growth rate s of the i n d u s t r i a l c o u n t r i e s . 
We can see two things from t h i s : [ i ] that growth in the 1980s has been a 

!
ood deal slower than i n the 1970s - 2.4% p.a. against 3.3% i n the 1970s; 
i i ] t h a t there have been large f l u c t u a t i o n s around tha t trend i n the 1980s, 

with a mean annual d e v i a t i o n of nearly 50%. The i n d u s t r i a l world has been 
growing more s l o w l y and i n a l e s s s t a b l e manner, and these f a c t s have impinged 
s t r o n g l y upon the developing regions. Moreover, the general opinion i s that 
the f a s t e r growth of e a r l i e r periods i s u n l i k e l y t o be resumed. The reasons 
f o r t h i s o p i n i o n are not always c l e a r but i f i t i s c o r r e c t i t has serious 
i m p l i c a t i o n s f o r developing c o u n t r i e s . 

The e f f e c t of these adverse developments has been magnified by a tendency 
during the same period f o r an even grea t e r slow-down - as w e l l as l a r g e r 
f l u c t u a t i o n s - i n the expansion of world trade ( l i n e 2 ) , with trade i n the 
1980s, at 3.0% p.a., growing at l e s s than h a l f the r a t e of the 1970s. To put 
i t another way, expansion i n the OECD c o u n t r i e s has become l e s s potent as a 
stimulant to trade. One reason f o r t h i s i s a spread of p r o t e c t i o n i s m by the 
i n d u s t r i a l world. That there has been such a spread i s widely acknowledged, 
although i t i s d i f f i c u l t to be p r e c i s e because most of i t has taken the form 
of a p r o l i f e r a t i o n of ' n o n - t a r i f f b a r r i e r s ' (NTBs), which are not r e a d i l y 
amenable to q u a n t i f i c a t i o n . I t a l s o seems h i g h l y l i k e l y t h a t these NTBs have 
been a p p l i e d i n ways that d i s c r i m i n a t e against exports from developing 
c o u n t r i e s . These c h i e f l y a f f e c t e d manufactures but the high l e v e l s of 



Table 3 Exterral shoclcs in the 1980s - indicators for small low-incoiie countries and sii>-Saharan Afr i c a ^ 

Average 
1970-79, 

(1) 
1980 
(2) 

1981 
(3) 

1982 
(4) 

1983 
(5) 

1984 
(6) 

1985 
(7) 

1986 
<8) 

1987 
(9) 

Average Mean Annual 
1980-87 Deviation 
(10) (11) 

1. GMP growth in industrial countries (% p.a.) 3.3 1.3 1.5 - 0.3 2.7 4.9 3.2 2.7 3.1 2.4 48.4 

2. Growth in world trade volume C% p.a.) 6.2 1.2 1.0 - 2.3 2.9 8.8 2.9 4.6 4.9 3.0 77.5 

3. Total capital flows (t bn)'' 

a) small low-income countries 8.4 8.5 7.9 7.0 5.1 6.1 6.8 7.5 7.2 12.7 
b) SSA 8.4 9.3 7.9 6.8 3.3 4.0 5.8 6.7 6.5 25.0 

U. World real interest rates', deflated by 

a) industrial country i n f l a t i o n rate 4.3 7.2 6.0 4.4 6.4 4.1 2.7 5.0* 26.0^ 
b) developing country export price changes - 1.6"* •23.0 12.0 18.0 17.0 12.0 13.0 - 5.0 6.0 117.0 

5. Terms of trade changes (% p.a.) 

a) small low-incoffle countries 10.1 1.5 -13.9 -11.0 B.9 9.7 -13.7 1.6 - 3.9 - 2.9 276.7 
b) SSA 10.6 - 0.1 -17.9 - 8.5 8.0 5.1 - 8.7 3.4 - 2.3 - 2.9 237.1 

6. Import volune changes (% p.a.) 

a) small low*income countries 2.0 3.5 - 3.2 0.7 - 2.7 5.9 1.8 - 2.5 2.3 0.7 378.6 
b) SSA 3.3 5.5 - 0.1 - 4.1 - 8.0 - 1.1 0.1 - 2.9 0.7 - 1.4 204.5 

f 

Sources: Item 4: UN World Economic Survey. 1967. Table A.9, but with line 4(b) deflated by IMF index of developing 
country export unit values; 
A l l other items: IMF, World Economic Outlook. April 1988, S t a t i s t i c a l Appendix. 

Notes; a) Sub-Saharan Africa (SSA) excludes Nigeria and South Africa; 
b) Net external borrowings, as defined by IMF; 
c) LIBOR; 
d) 1975-79; 
e) 1980-86 
f) Mean annual deviations, 1980-87, from means in column (10), ignoring signs, expressed as percentage 

of mean in column (10). 



a g r i c u l t u r a l p r o t e c t i o n a l s o had an impact on commodity markets. According 
t o UNCTAD, i n 1987 NTBs a f f e c t e d nearly 25% of a l l imports by Western 
i n d u s t r i a l c o u n t r i e s of goods from developing c o u n t r i e s , a g a i n s t 21% of 
imports from each o t h e r . " Both proportions were higher than i n 1981, 
although only m a r g i n a l l y so i n the case of NTBs against imports from 
developing c o u n t r i e s . I t i s a l s o l i k e l y t h a t the g r e a t e r v o l a t i l i t y of 
major-currency exchange rates c o n t r i b u t e d to the dampened growth of world 
t r a d e , by i n c r e a s i n g costs and u n c e r t a i n t i e s and adding t o p r o t e c t i o n i s t 
pressures i n i n d u s t r i a l c o u n t r i e s . " 

The l a r g e movements in the p r i c e of petroleum s i n c e the early-1970s have been 
another major source of disturbance, and here the word 'shock' i s wholly 
a p p r o p r i a t e , f o r the major changes were both sudden and v i o l e n t , as can be 
seen i n Figure C. There was f i r s t a quadrupling i n 1973-74. This was 
followed by a gradual d e c l i n e i n ' r e a l ' o i l p r i c e s , i .e. when d e f l a t e d by an 
index of manufactured good p r i c e s , before another major jump i n 1979-81, when 
there was a f u r t h e r doubling. F i n a l l y , there was a major d e c l i n e i n 1985-
86, l e a v i n g the r e a l p r i c e at only about a t h i r d of the 1982 peak, but s t i l l 
two-and-a-half times the 1972 l e v e l . Not s u r p r i s i n g l y , these swings had 
major i m p l i c a t i o n s f o r both o i l importing and exporting c o u n t r i e s . The 
second, 1979-81, shock h i t o i l importing Idcs p a r t i c u l a r l y hard and many found 
a high p r o p o r t i o n of t h e i r export earnings being used up by the cost of o i l 
imports. They s i m i l a r l y were major b e n e f i c i a r i e s of the subsequent o i l p r i c e 
d e c l i n e . 

Figure C a l s o shows a p a r t i c u l a r l y steep d e c l i n e i n the r e a l p r i c e of non-
o i l primary products on world markets during the 1980s. The slower growth 
among the OECD c o u n t r i e s was probably the strongest i n f l u e n c e on t h i s but 
there were other f a c t o r s too. As we noted in the previous s e c t i o n , 
s t r u c t u r a l changes are o c c u r r i n g i n the p a t t e r n s of i n d u s t r i a l - c o u n t r y 
production and demand. These are tending to reduce t h e i r i n c o m e - e l a s t i c i t y 
of demand f o r primary products, most notably Engel's Law and the s h i f t away 
from i n d u s t r i a l production i n favour of the s e r v i c e sectors discussed e a r l i e r . 
Technological change i s a l s o tending to dampen demand in many cases, by 
reducing the primary m a t e r i a l content of f i n i s h e d output. On the supply 
s i d e , there was great balance of payments pressure on many ex p o r t i n g c o u n t r i e s 
t o expand export volumes and there were some more s p e c i f i c i n f l u e n c e s 
i n c r e a s i n g s u p p l i e s on v a r i o u s markets. 

These developments on world commodity markets i l l u s t r a t e the danger of 
t h i n k i n g i n terms of 'shocks', however, f o r there i s now r a t h e r wide 
r e c o g n i t i o n that there i s a long-term trend f o r r e a l commodity p r i c e s to f a l l . 
By 1987 these had f a l l e n to t h e i r lowest point s i n c e at l e a s t the 1870s. 

" See UNCTAD, 1988, annex t a b l e 3. See a l s o World Bank, World 
Development Report. 1987. Table 8.3. For a general survey of trends i n 
p r o t e c t i o n s i n c e 1974 see Page, 1987. 

" See de Grauwe, 1988, who found that c l o s e to 20% of the observed 
slow-down i n trade among i n d u s t r i a l c o u n t r i e s s i n c e the early-1970s could 
be a t t r i b u t e d to increased exchange rate v a r i a b i l i t y . 

" See ODI, 1988, f o r a s u c c i n c t d i s c u s s i o n of these and r e l a t e d 
developments. For f u l l e r treatments see the s p e c i a l issue of World 
Development. May 1987; and MacBean and Nguyen, 1987. 



Figure C Real coniiiodity prices, 1970 to 1987 
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Real p r i c e s are annual average nominal p r i c e s i n d o l l a r s , 
d e f l a t e d by the annual change i n the manufacturing u n i t value 
index (MUV), a measure of the p r i c e of i n d u s t r i a l country 
exports to developing c o u n t r i e s . 

Source: World Development Report. 1988. Figure 1.6. 

They revived sharply i n 1988 but, although the p o s i t i o n v a r i e s g r e a t l y from 
commodity t o commodity, a recent study concluded that d u r i n g the tv<entieth 
century r e a l non-oil commodity p r i c e s , taken together, have d e c l i n e d at a 
trend r a t e of 0.6% p.a." 

It i s c l e a r , then, t h a t on the side of trade there have been many major 
changes i n recent years, g e n e r a l l y i n the d i r e c t i o n of making l i f e harder f o r 
non-oil developing c o u n t r i e s . There have a l s o been adverse changes a f f e c t i n g 
the c a p i t a l account. Item 3 i n Table 3 records inflows of c a p i t a l to small 
low-income Idcs and to A f r i c a n c o u n t r i e s during the 1980s. We can see there 
the very s u b s t a n t i a l f a l l that occurred i n 1981-84. In the case of sub-
Saharan A f r i c a t h i s was by almost two-thirds during these y e a r s , although f o r 
both country groups there was then a s u b s t a n t i a l r e v i v a l . The d e c l i n e was, 
of course, a r e s u l t of the 'debt c r i s i s ' t h a t surfaced during 1982. Although 
severe, the impact of t h i s on the c o u n t r i e s which are the s p e c i a l i n t e r e s t of 
t h i s s e r i e s of Working Papers was s m a l l e r than f o r the L a t i n American and 
other c o u n t r i e s which had been borrowing h e a v i l y from commercial banks. They 

" G r i l l i and Yang, 1988. For other recent c o n t r i b u t i o n s t o t h i s 
debate see Spraos, 1983; and Sapsford, 1985. 



experienced a traumatic and more l a s t i n g d e c l i n e i n access to the world's 
savings. 

In a d d i t i o n to the adverse trade developments j u s t d e s c r i b e d , another f a c t o r 
which c o n t r i b u t e d t o the debt c r i s i s was the very l a r g e increase t h a t occurred 
in world r e a l i n t e r e s t r a t e s during the 1980s, as recorded i n item 4 of the 
table.^° From having been negative or n e g l i g i b l e i n the 1970s, r e a l i n t e r e s t 
rates rose s t e e p l y i n the early-1980s, e s p e c i a l l y when d e f l a t e d by changes i n 
export p r i c e s , and were a l s o h i g h l y v a r i a b l e year by year. This too was a 
'shock', h i t t i n g hardest at those c o u n t r i e s which owed large accumulations of 
v a r i a b l e - i n t e r e s t debt t o commercial banks, and which unexpectedly found the 
r e a l cost of t h e i r debt to have g r e a t l y increased. This was l e s s the 
p o s i t i o n of most small low-income and A f r i c a n c o u n t r i e s , few of which had 
borrowed h e a v i l y on conmercial terms, but i t nevertheless s t i l l had an 
appreciable impact upon them. 

Table 3 a l s o records some of the consequences of the developments j u s t 
d escribed. Note f i r s t the c o n t r a s t between the experiences i n the terms of 
trade as between the 1970s, when they were on an improving t r e n d , and the 
1980s, when they d e t e r i o r a t e d , with very s i m i l a r r e s u l t s f o r both groups of 
c o u n t r i e s . Given the l a r g e f a l l s that occurred i n petroleum p r i c e s i n the 
m i d - e i g h t i e s , i t i s remarkable that t h i s d i d not r e s u l t i n an improvement in 
the terms of trade f o r these c o u n t r i e s , but d e c l i n i n g commodity p r i c e s were 
more than enough to outweigh the favourable movement of o i l p r i c e s . We 
should note too the p a r t i c u l a r l y l a r g e year-to-year v a r i a b i l i t y i n the terms 
of t r a d e , as shown by the column (11) s t a t i s t i c s . 

A f u r t h e r consequence of increased balance of payments d i f f i c u l t i e s i n the 
1980s has been that developing c o u n t r i e s had to cut back on imports, often 
s e v e r e l y . This too i s shown in the t a b l e , i n item 6. In the case of small 
low-income c o u n t r i e s taken together, the extent of the import compression was 
r e l a t i v e l y moderate, but i t nevertheless cut the import volume growth r a t e by 
almost t w o - t h i r d s (compare the column (1) and (10 e n t r i e s ) . Taking sub-
Saharan A f r i c a by i t s e l f , the cuts were more severe, with imports by 1987 
well below t h e i r 1979 l e v e l s , e s p e c i a l l y i f expressed in per c a p i t a terras. 
With t h i s v a r i a b l e too the f l u c t u a t i o n s around the trend were very large - a 
point of s i g n i f i c a n c e as we w i l l see l a t e r . 

An a d d i t i o n a l way of approaching t h i s matter i s to add up the combined e f f e c t s 
of a l l the adverse developments described above. This has been done f o r sub-
Saharan A f r i c a , f o r which i t has been estimated t h a t the s i z e of terms of 
trade l o s s e s , higher i n t e r e s t c o s t s , reduced c r e d i t and p r i v a t e investment 
flows i n 1980-86 amounted t o $6.5 b i l l i o n p.a. even a f t e r a l l o w i n g f o r 

" A ' r e a l ' i n t e r e s t r a t e i s one t h a t has been adjusted f o r changes 
in the p r i c e l e v e l . Two a l t e r n a t i v e measures are given i n the t a b l e . In 
p r i n c i p l e , i t would be p r e f e r a b l e as a measure of tine r e a l cost of 
borrowing to d e f l a t e nominal i n t e r e s t rates by an index of the export 
p r i c e s of the borrowing c o u n t r i e s . Line 4[b] does t h i s . However, t h i s 
procedure gives h i g h l y v a r i a b l e r e s u l t s . Line 4[a] d e f l a t e s by a measure 
of i n f l a t i o n i n i n d u s t r i a l c o u n t r i e s , which i s l e s s appropriate but which 
gives r e s u l t s that are b e t t e r behaved. 



enlarged a i d g r a n t s / ' This was equivalent t o nearly a h a l f of export 
earnings and about a t h i r d of t o t a l imports. By any standards, these are 
very l a r g e magnitudes. 

IV.2 Troubles at home 

Quite apart from the i n f l u e n c e of the world economy, there are a l s o more 
domestic d i f f i c u l t i e s which are l a r g e l y o u t s i d e the c o n t r o l of economic 
policy-makers (although they are sometimes worsened by the a c t i o n s of mankind) 
but w i t h which t h e i r p o l i c i e s must cope. C l i m a t i c d i f f i c u l t i e s are the c h i e f 
of these and these too can be d i v i d e d i n t o shocks and trends. Perhaps the 
most s p e c t a c u l a r example of a country plagued by an u n r e l i a b l e c l i m a t e i s 
Bangladesh, c h r o n i c a l l y prone t o f l o o d s and cyclones. Indeed, during 1960-
81 Bangladesh experienced no l e s s than 17 major floods and 37 cyclones, 
leading to a recorded l o s s of l i f e of nearly 800,000 people, probably f a r more 
i f the f u l l f a c t s could be known^^ and culminating i n e s p e c i a l l y d e v a s t a t i n g 
f l o o d s i n 1988. The Sahelian zone of A f r i c a i s another region deeply 
a f f e c t e d by an u n r e l i a b l e c l i m a t e , where average r a i n f a l l i s not only s l i g h t 
but annual v a r i a b i l i t y i s 30% t o 40% around the mean. This b r i n g s w i t h i t 
v u l n e r a b i l i t y to droughts, making farming something of a l o t t e r y , g r e a t l y 
i n c r e a s i n g i t s r i s k i n e s s . The famine th a t ravaged much of A f r i c a i n 1983-
84 was a d r a m a t i s a t i o n of the u n r e l i a b i l i t y of i t s r a i n f a l l . 

It may have s i g n i f i e d more than t h a t , however. There i s now a growing 
consensus among s c i e n t i s t s t h a t a gradual warming-up of the earth's atmosphere 
i s under way - what i s known as the 'hothouse' or 'greenhouse' e f f e c t . T h e 
1983-84 A f r i c a n drought was a c t u a l l y the c u l m i n a t i o n of 16 years of g r a d u a l l y 
d i m i n i s h i n g mean r a i n f a l l i n the Sahel, beginning i n the l a t e 1960s. Thus, 
r a i n f a l l s t a t i s t i c s f o r Mali i n d i c a t e a 25% d e c l i n e i n mean r a i n f a l l , 
comparing 1968-83 with 1934-68, from 774 m i l l i m e t r e s a year to 577. The same 
trend i s apparent i n Senegal, Burkina Faso and Niger. 

The hothouse e f f e c t , r e s u l t i n g p r i n c i p a l l y from accumulations of carbon 
d i o x i d e i n the earth's atmosphere, may have dramatic e f f e c t s on f u t u r e 
r a i n f a l l p atterns by changing flows of moisture-bearing a i r , even though i t 
may a f f e c t average temperatures by only a few degrees. I t seems probable 
that the earth's temperature may w i t h i n the next 50 years be caused t o r i s e 
by an average of 1.5° t o 4.5° centigrade. Even a g l o b a l warming of 1.5°C 
over so b r i e f a period could a l t e r the earth's c l i m a t e t o an extent o u t s i d e 
the range of experience during the l a s t 10,000 years! The r a i n f a l l 
i m p l i c a t i o n s of such developments are not yet f u l l y understood but, f o r 
example, are thought to place the Sahelian zone p a r t i c u l a r l y at r i s k . 

UN, 1988 Table 4 and passim. In some respects the impact was 
even more severe on the h e a v i l y - i n d e b t e d c o u n t r i e s - see Selowky and van 
der Tak, 1985, who emphasise the long-term nature of any p o s s i b l e economic 
recovery by the h e a v i l y - i n d e b t e d c o u n t r i e s . 

World Resources I n s t i t u t e e t c . . 1986 Table 9.4. The f o l l o w i n g 
paragraphs are l a r g e l y based on chapter 8 of t h i s p u b l i c a t i o n and on ODI, 
1987. 

See, f o r example, M i n t z e r , 1987. 



Awareness tha t the problem i s not so much the f a m i l i a r r i s k of occasional 
c l i m a t i c shocks but rather a f a r more p r o t r a c t e d d e t e r i o r a t i o n i s only 
g r a d u a l l y dawning, however, and the c o u n t r i e s at r i s k remain p o o r l y prepared 
to cope with a succession of bad years. Not the l e a s t of the dangers i s that 
i n such s i t u a t i o n s the a f f e c t e d peoples w i l l , l e f t t o fend f o r themselves, be 
forced to destroy t h e i r own productive resources - c a t t l e and t r e e s - i n t h e i r 
attempts to s u r v i v e , thus c r e a t i n g a v i c i o u s c i r c l e . I f indeed there i s a 
hothouse e f f e c t i t represents an enormous challenge t o which policy-makers 
must respond. 

Two other sources of domestic disturbance may be mentioned. One i s organised 
v i o l e n c e , by which i s meant c i v i l and i n t e r n a t i o n a l wars, border i n c u r s i o n s 
and the f o r c i b l e overthrow o f governments. The world i s f u l l of such events 
and they feed through to economic performance i n many ways. An econometric 
study of sub-Saharan A f r i c a found a h i g h l y s i g n i f i c a n t negative c o r r e l a t i o n 
between the incidence of v i o l e n c e and economic growth, with c a u s a l i t y running 
from v i o l e n c e t o slower growth [Wheeler, 1984]. C l e a r l y an in v a s i o n or a 
coup d'6tat i s a 'shock', but sin c e the government i s i t s e l f a p r o t a g o n i s t i t 
s t r a i n s the language to t a l k of the need to 'adjust' t o such a shock, so we 
w i l l not co n s i d e r i t f u r t h e r here. 

What should a l s o be mentioned, however, i s that both organised v i o l e n c e and 
the c l i m a t i c events mentioned e a r l i e r can r e s u l t i n major m i g r a t i o n s of 
people, o f t e n across i n t e r n a t i o n a l boundaries, seeking peace and sustenance. 
There are lar g e populations of refugees i n many c o u n t r i e s . A f r i c a has been 

described as 'the continent of refugees', with at l e a s t 2.5 m i l l i o n refugees 
s c a t t e r e d across many A f r i c a n c o u n t r i e s . P a k i s t a n , the Lebanon and Thailand 
are among other l a r g e - s c a l e r e c i p i e n t s . The need to care f o r these l a r g e , 
sometimes sudden, i n f l u x e s amidst indigenous populations o f t e n already poor 
can a l s o impose major economic s t r a i n s , to say nothing of the p o l i t i c a l and 
s e c u r i t y c o m p l i c a t i o n s . 

Some w r i t e r s [e.g. Balassa, 1981 p.4] t a l k of "economic d i s r u p t i o n s r e s u l t i n g 
from government p o l i c i e s " as an i n t e r n a l shock. There i s no doubt that 
p o l i c y d e f i c i e n c i e s can aggravate problems or cause new ones of t h e i r own but 
here again i t seems a r t i f i c i a l to t a l k of these as shocks. This i s the main 
subject of Working Paper No. 32, where we consider ways i n which p o l i c y can 
be changed from being part of the problem to part of the s o l u t i o n , and we 
defer t h i s t o p i c u n t i l then. 

IV.3 The special importance of the foreign exchange constraint 

The ex t e r n a l shocks and trends described above feed themselves through to the 
domestic economy p r i n c i p a l l y through t h e i r e f f e c t s on the balance of payments. 
In a d d i t i o n , some of the c l i m a t i c and other domestic shocks are l i a b l e to 
have adverse balance of payments i m p l i c a t i o n s , due f o r example to an increased 
need to import food. As a r e s u l t of developments of the type summarised i n 
Table 3, shortages of f o r e i g n exchange became acute f o r many developing 
c o u n t r i e s during the 1980s, which i s why they had to embark upon the import 
compression already described. 

Because i t i s so important, i t i s worth spending a l i t t l e time to co n s i d e r how 
shortages of f o r e i g n exchange can act as a c o n s t r a i n t upon economic progress. 
We w i l l analyse t h i s from two viewpoints. 



The f i r s t of these focuses on the connections between imports and economic 
performance. In the type of economy on which t h i s s e r i e s o f Working Papers 
i s c o n c e n t r a t i n g there are l i k e l y to be r a t h e r strong s t r u c t u r a l l i n k s between 
imports and o u t p u t . " Probably the strongest of these w i l l be with respect 
t o capital goods. S m a l l , low-income economies where much of GDP i s derived 
from primary production are u n l i k e l y to have much c a p a c i t y f o r the production 
of modern c a p i t a l goods, nor are they l i k e l y to be able t o c r e a t e such a 
ca p a c i t y at l e v e l s of e f f i c i e n c y even remotely c l o s e t o i n t e r n a t i o n a l p r i c e s . 
So a high proportion of investment w i l l depend upon the a v a i l a b i l i t y of 
fo r e i g n exchange f o r the importation of such goods, as a l s o w i l l much of the 
maintenance of the e x i s t i n g c a p i t a l stock. To put i t another way, there 
w i l l be l i t t l e s u b s t i t u t a b i l i t y between imports of c a p i t a l goods and l o c a l 
products. 

The p o s i t i o n with regard to raw materials and other intermediate inputs i s 
l i k e l y to be more complex - and more amenable to p o l i c y . I t i s the 
i n d u s t r i a l s e c t o r , i n p a r t i c u l a r , which i s l i a b l e to depend upon imported 
inputs although, as a general p r o p o s i t i o n , i n d u s t r i e s are more l i k e l y t o be 
compet i t i v e i n t e r n a t i o n a l l y i f they are based upon l o c a l s u p p l i e s . Past 
p o l i c i e s which fostered import s u b s t i t u t i o n through i n d i s c r i m i n a t e p r o t e c t i o n 
from overseas competition and maintained over-valued exchange rate s have 
commonly r e s u l t e d i n i n d u s t r i a l sectors which depend almost e n t i r e l y upon 
imported s u p p l i e s , however. P a r t i c u l a r l y i n the s h o r t - t o medium-term, there 
are l i k e l y to be severe t e c h n i c a l c o n s t r a i n t s on the extent to which i t i s 
p o s s i b l e t o s u b s t i t u t e l o c a l l y - p r o d u c e d intermediate goods f o r imported ones; 
and, as with many c a p i t a l goods, i t would not be economic to produce l o c a l l y 
some of i n d u s t r y ' s needs. These c o n s i d e r a t i o n s thus a l s o point t o a strong 
connection between the a b i l i t i e s to import and produce, p a r t i c u l a r l y i n the 
sh o r t e r term. Over a longer period there are greater p o s s i b i l i t i e s of 
in t r o d u c i n g l o c a l l y - p r o d u c e d a l t e r n a t i v e s . 

Taking these two v a r i a b l e s together, we might expect there t o be strong 
c o r r e l a t i o n s between imports and economic growth. However, other f a c t o r s 
m i t i g a t e t h i s connection. For one t h i n g , much depends on the s e c t o r a l source 
of the growth. A g r i c u l t u r e and many s e r v i c e a c t i v i t i e s are f a i r l y economical 
in t h e i r requirements f o r imported producer goods; i t i s manufacturing and 
other i n d u s t r i a l a c t i v i t i e s which are p a r t i c u l a r l y v u l n e r a b l e . Moreover, and 
as already h i n t e d , the r e l a t i o n s h i p i s not independent of p o l i c i e s . Exchange 
ra t e p o l i c y , f o r example, w i l l make a key d i f f e r e n c e t o the r e l a t i v e c ost of 
imported and do m e s t i c a l l y produced s u p p l i e s , as a l s o might commercial and 
i n t e r e s t r a t e p o l i c i e s . A l s o , r i s i n g world p r i c e s w i l l encourage a search 
f o r domestic s u b s t i t u t e s . For the purposes of s t a t i s t i c a l t e s t i n g , 
q u a n t i t a t i v e r e s t r i c t i o n s and f l u c t u a t i o n s i n inventory l e v e l s on imports may 
f u r t h e r weaken the r e l a t i o n s h i p , as also may the choice of perio d f o r study. 

As a r e s u l t of such i n f l u e n c e s , econometric t e s t s of the r e l a t i o n s h i p between 
imports and growth, although f i n d i n g the expected p o s i t i v e r e l a t i o n s h i p , found 
other v a r i a b l e s a l s o to have important explanatory power, and that output 

" See Mirakhor and M o n t i e l , 1987, f o r a valuable d i s c u s s i o n of t h i s 
i s s u e , from which the f o l l o w i n g paragraphs borrow h e a v i l y . 



growth alone could only ' e x p l a i n ' a modest part of changes i n imports.^' 
However, three other types of connection may a l s o be mentioned. 

One r e l a t e s t o the s t a b i l i t y of import volumes, f o r there i s evidence that 
growth i s adversely a f f e c t e d by import i n s t a b i l i t y [ H e l l e i n e r , 1986]. The 
reason why t h i s might be so i s not e n t i r e l y c l e a r , but presumably r e l a t e s to 
the d i f f i c u l t i e s of production planning and of maintaining an even flow of 
output i n the face of v o l a t i l e s u p p l i e s of imported producer goods. 

A f u r t h e r connection may e x i s t i n the form of a type of v i c i o u s c i r c l e i n 
which import scarcity Interacts with export performance. This i s r e a l l y a 
s p e c i a l case of the import-output connections j u s t discussed. In t h i s case, 
imports are required as inputs i n t o export a c t i v i t i e s . In c o n d i t i o n s of 
import compression even the export sectors may not be able t o maintain 
s u p p l i e s and w i l l hence be forced t o reduce output. T h i s , i n t u r n , reduces 
f o r e i g n exchange earnings, leading to f u r t h e r import c u t s , and so a v i c i o u s 
c i r c l e i s under way. Khan and Knight, 1988, t e s t e d a model along these l i n e s 
f o r a sample of 34 developing c o u n t r i e s and found a l a r g e and h i g h l y 
s i g n i f i c a n t c o r r e l a t i o n between export volumes and the a v a i l a b i l i t y of 
imported i n p u t s . The obvious i m p l i c a t i o n here i s t h a t i t i s s e l f - d e f e a t i n g 
f o r governments to s t a r v e t h e i r exporters of needed imports and t h a t high 
p r i o r i t y should be given to keeping them s u p p l i e d . A f u r t h e r lesson i s that 
IMF-style ' s t a b i l i s a t i o n ' programmes that n e c e s s i t a t e large reductions i n 
imports are l i a b l e to be s e l f - d e f e a t i n g . 

The f i n a l connection r e l a t e s to imports of consumer goods. In c e r t a i n 
circumstances such imports can have productive value, by a c t i n g as i n c e n t i v e s 
f o r e f f o r t and output. Where there i s an acute s c a r c i t y of imports and these 
are r a t i o n e d by q u a n t i t a t i v e r e s t r i c t i o n s the e f f e c t may not merely weaken the 
i n c e n t i v e s of farmers and other workers t o produce because there i s "nothing 
t o spend our money on"; i t may i n c e r t a i n circumstances induce actual 
reductions i n domestic output. Offered higher producer p r i c e s , farmers may 
reduce t h e i r output of cash crops because the f i x e d supply of d e s i r e d imported 
consumer goods which are a v a i l a b l e can now be purchased from a s m a l l e r 
o u t p u t . T h e circumstances described are admittedly r a t h e r s p e c i a l but 
there i s evidence that there was such a process i n Tanzania and s i m i l a r 
behaviour i s widely regarded to have occurred i n other import-starved 
c o u n t r i e s , such as Ghana.^' 

S o - c a l l e d two-qap models provide a more formal way of analysing the nature of 
a f o r e i g n exchange c o n s t r a i n t . A c r u c i a l issue here i s the ease w i t h which 
resources, and demand, can be switched between tradeables and non-tradeables. 

" See Mirakhor and M o n t i e l , 1987, pp.78-81. See a l s o H e l l e i n e r , 
1986, who d i d not f i n d any s t a t i s t i c a l l y s i g n i f i c a n t r e l a t i o n s h i p between 
GDP growth and changes i n the share of imports to GDP i n samples of low-
income and A f r i c a n c o u n t r i e s . 

See Bevan et a l . . 1986 and 1987. 

^' Given the r a t h e r r e s t r i c t e d circumstances i n which we would 
expect imports to have a measurable incentive-goods e f f e c t , i t i s perhaps 
not s u r p r i s i n g that Wheeler, 1984, d i d not f i n d general econometric 
evidence of t h i s , although he d i d c a l l f o r more r e f i n e d t e s t i n g of t h i s 
hypothesis. 



Imagine f i r s t a f l e x i b l e economy i n which i t i s easy f o r demand t o s h i f t 
between d o m e s t i c a l l y produced and imported goods, f o r producers t o s h i f t 
between the production of tradeable and non-tradeable goods and s e r v i c e s , and 
in which the exchange r a t e moves f r e e l y i n response to changes i n the supply 
and demand f o r f o r e i g n currency. Imagine a l s o t h a t companies, households and 
the government f i n d i t r e l a t i v e l y easy t o switch between saving and 
consumption. Such an economy i s u n l i k e l y ever t o experience a f o r e i g n 
exchange c o n s t r a i n t , except t e m p o r a r i l y . I f a balance of payments problem 
begins to emerge t h i s w i l l set i n t r a i n income, monetary and exchange rate 
movements which w i l l reduce the demand f o r imports and investment, and 
increase the i n c e n t i v e s f o r the production of exports and import s u b s t i t u t e s , 
and f o r saving. The balance of trade w i l l be improved, the savings-
investment gap w i l l be narrowed and before long the payments s i t u a t i o n w i l l 
be back i n e q u i l i b r i u m . 

Now take the case of an economy with more r i g i d s t r u c t u r e s of production and 
demand, w h i l e r e t a i n i n g the assumption of an e l a s t i c supply of savings. I f 
the balance of payments - and t h e r e f o r e the saving-investment gap -
d e t e r i o r a t e s , perhaps because of a sudden worsening i n the terms of t r a d e , i t 
w i l l be f e a s i b l e t o r a i s e savings but i t may not be p o s s i b l e t o convert t h i s 
i n t o f o r e i g n exchange. I t w i l l be d i f f i c u l t t o switch resources from non-
tradeables to t r a d e a b l e s ; f o r e i g n p r o t e c t i o n or depressed world demand might 
hamper export expansion, as might shortages of imported i n p u t s . Import 
demand may be p r i c e i n e l a s t i c , at l e a s t i n the s h o r t e r term, because of the 
i n a b i l i t y of domestic producers to supply l o c a l s u b s t i t u t e s . In such a 
s i t u a t i o n the payments problem w i l l p e r s i s t , even though there may be excess 
savings c a p a c i t y i n the economy. 

It i s t h i s l a t t e r type of s i t u a t i o n that i s analysed i n two-gap models.^' I t 
envisages e i t h e r (ex ante) savings or the a v a i l a b i l i t y of f o r e i g n exchange 
to be the b i n d i n g c o n s t r a i n t on the growth of the economy. In the s i t u a t i o n 
j u s t described i t i s f o r e i g n exchange which holds back the economy. As a 
formal approach such models have gone out of f a s h i o n . They depend on some 
ra t h e r r e s t r i c t i v e assumptions, f o r example about import requirements, the 
f i x i t y of exchange rate s and the p r o d u c t i v i t y of investment. In p r a c t i c e , 
i t i s d i f f i c u l t t o d i s t i n g u i s h between saving and f o r e i g n exchange c o n s t r a i n t s 
and i t i s easy t o mistake the former f o r the l a t t e r . Thus, w h i l e i t seems 
obvious on casual observation t h a t many A f r i c a n economies are being c r u c i a l l y 
held back by shortages of f o r e i g n exchange, i t i s a l s o the case tha t saving 
i n such economies has g e n e r a l l y f a l l e n to very low l e v e l s . I t i s f o r 
reasons such as t h i s t h a t economists from the IMF are apt t o t r a c e balance of 
payments d e f i c i t s to l a r g e budget d e f i c i t s , i .e. to d i s - s a v i n g by governments. 
Nevertheless, the two-gap model does o f f e r a useful i n s i g h t i n t o the nature 
of the growth and payments problems of the poor, s t r u c t u r a l l y r i g i d economies 
that we are c o n c e n t r a t i n g on i n t h i s s e r i e s of Working Papers. 

°̂ See J o s h i , 1970, f o r an account and c r i t i c a l assessment of such 
models, together with the references i n h i s b i b l i o g r a p h y . 

" Note tha t the World Bank's World Development Report. 1988. Table 
5, shows the gross domestic saving of low-income c o u n t r i e s (other than 
China and India) to have f a l l e n to only 7% of GDP by 1986, against 12% i n 
1965. 



What emerges from the for e g o i n g , then, i s that the s t r u c t u r a l imbalances, 
shocks and adverse trends discussed e a r l i e r are l i k e l y t o place p a r t i c u l a r l y 
large burdens on a country's balance of payments and that t h i s , i n t u r n , w i l l 
hamper f u t u r e growth and development. When, i n succeeding Working Papers, 
we consider p o l i c i e s to adapt the economy to changing c o n d i t i o n s , t h e r e f o r e , 
measures d i r e c t e d at the balance of payments w i l l r e c e i v e much a t t e n t i o n . 
Next we b r i e f l y describe the experiences of three c o u n t r i e s to provide more 
concrete i l l u s t r a t i o n s of the d i f f i c u l t i e s analysed above. 

IV.4 Three country illustrations 

External shocks for Malawi^" 

During the 1970s Malawi was regarded as an A f r i c a n success s t o r y . Per c a p i t a 
income grew r a p i d l y , buoyed by a strong a g r i c u l t u r a l export performance. The 
balance of payments was s t r o n g , with modest current account d e f i c i t s 
comfortably covered by c a p i t a l i n f l o w s . The 'second o i l shock' of 1979-80 
changed a l l t h a t , however. During those years import p r i c e s rose by an 
average of 54% and the balance of payments d e t e r i o r a t e d sharply d e s p i t e a two-
t h i r d s expansion i n the q u a n t i t y of exports i n the three years to 1981 and a 
p o l i c y of maintaining a competitive exchange r a t e . By 1986 the country's 
terms of trade were 40% worse than i n 1978. The increased need to finance 
payments d e f i c i t s and r i s i n g world i n t e r e s t rates caused a ra p i d growth i n the 
cost of ex t e r n a l debt s e r v i c i n g , which doubled from under 13% of exports in 
1973-78 to nearly 25% i n 1979-84, and was as high as 40% i n the l a t t e r year. 

For a time the problems were compounded by a drought and subsequent crop 
f a i l u r e and the p o s i t i o n was a l s o made worse by South A f r i c a ' s d e s t a b i l i s a t i o n 
p o l i c i e s i n the region. As a landlocked country, Malawi had t r a d i t i o n a l l y 
moved almost a l l i t s imports and exports by r a i l through Mozambique. Since 
d i s r u p t i o n of t h i s r a i l l i n k by the South African-backed Mozambique National 
Resistance Movement Malawi has been forced to d i v e r t t r a f f i c t o other routes. 
The economic cost of t h i s i s estimated to be at l e a s t $50 m i l l i o n p.a. -
equivalent to about a f i f t h of the value of exports. There has a l s o been an 
i n f l u x of refugees from Mozambique, imposing f u r t h e r economic c o s t s . 

Associated with the d e t e r i o r a t i o n i n the balance of payments was a severe 
economic r e c e s s i o n . Having grown at over 3% a year i n 1965-80, per c a p i t a 
income has si n c e f a l l e n back by nearly 1% a year. Both saving and investment 
r a t i o s have f a l l e n , and the government has been forced to impose severe import 
cu t s . 

Bolivia: the perils of commodity concentration^' 

B o l i v i a was another country which experienced a boom i n the 1970s, funded 
mainly by f o r e i g n borrowing but rooted i n favourable world markets f o r i t s 
exports. Tin made up over h a l f of t o t a l exports in the early-1970s but 
natural gas became important during that decade and surpassed t i n as a source 

See Kydd, 1988, and works c i t e d there. 

^' See annual reports on Economic and S o c i a l Progress i n L a t i n 
America by the Inter-American Development Bank, Washington. 



of export earnings i n the early-1980s. By 1985 these two products made up 
90% of a l l exports. 

In the b e l i e f that past loans had not been w i s e l y i n v e s t e d , i n t e r n a t i o n a l 
lenders became i n c r e a s i n g l y r e l u c t a n t t o extend new c r e d i t s at the beginning 
of the 1980s, and at the same time world t i n p r i c e s began t o weaken. The 
value of B o l i v i a ' s t i n exports f e l l by 46% i n 1981-85 and although t h i s 
d e c l i n e was p a r t l y o f f s e t by the emergence of n a t u r a l gas as a major export 
the high cost and p h y s i c a l d i f f i c u l t i e s of p i p i n g t h i s from a landlocked 
country to an A r g e n t i n i a n port imposed l i m i t s . 

Thus by 1985 the economy was already i n d e c l i n e , with a l a r g e debt s e r v i c i n g 
problem, major reductions i n imports, f o u r - d i g i t i n f l a t i o n , r i s i n g 
unemployment and severe reductions i n average incomes. In 1986 a large 
f u r t h e r e x t e r n a l shock was heaped onto t h i s misery and mismanagement: a 
d e c l i n e i n r e a l i s e d t i n p r i c e s from an index of 71 i n 1985 (1980 = 100) to 34 
in 1986, with only a s l i g h t recovery i n the f o l l o w i n g year. The p r i c e of 
n a t u r a l gas a l s o plummeted i n 1985-87, by n e a r l y t w o - f i f t h s . Not 
s u r p r i s i n g l y , t h i s combination led to huge increases i n the balance of 
payments d e f i c i t , with a l l the consequences th a t was bound t o have f o r the 
domestic economy. By 1986 per c a p i t a income was 25% down on the 1981 l e v e l . 

Without doubt, these problems have been compounded by past domestic 
mismanagement i n B o l i v i a , although important p o l i c y reforms were introduced 
in the l a t t e r part of the decade, but i t s heavy dependence on e x c e p t i o n a l l y 
v o l a t i l e world markets which became g e n e r a l l y weak in the mid-1980s has a l s o 
imposed a considerable cost i n recent years. 

Climatic and other shocks in the Sudan" 

Although some have seen a p o t e n t i a l f o r Sudan to become 'the bread-basket of 
the Middle-East', and a g r i c u l t u r e dominates as a source both of l i v e l i h o o d f o r 
f o u r - f i f t h s of i t s population and of over nine-tenths of export e a r n i n g s , the 
country has experienced acute a g r i c u l t u r a l d i f f i c u l t i e s i n recent years. 
There was a prolonged drought i n 1981-85, when h a l f the p o p u l a t i o n was 
a f f e c t e d by famine. I t i s estimated t h a t , i n value terms, between 60% and 
65% of the country's l i v e s t o c k perished i n t h i s p e r i o d . This r e s u l t e d i n 
l a r g e - s c a l e unemployment, displacements and mass movements of people i n search 
of new sources of l i v e l i h o o d . 

The e f f e c t s of t h i s n a t ural catastrophe were m u l t i p l i e d by the c i v i l war i n 
the country, f o r c i n g the n a t i o n a l government t o devote l a r g e resources i t 
could i l l a f f o r d to f i g h t a s e c e s s i o n i s t movement i n the south. In a d d i t i o n 
to l a r g e numbers of southern Sudanese f l e e i n g the c i v i l war, the government 
had t o cope with the i n f l u x of an estimated 1.5 m i l l i o n refugees from wars and 
famines i n neighbouring c o u n t r i e s , and to do so with an extremely weak system 
of t r a n s p o r t and communications. A coup i n 1985 added f u r t h e r to the 
d i s r u p t i o n and u n c e r t a i n t i e s , although i t replaced a government which had 
become n o t o r i o u s l y unable t o cope with the economic and s o c i a l problems 
c o n f r o n t i n g i t . Then, to cap i t a l l , i n 1988 there was abnormal r a i n f a l l , 
r e s u l t i n g i n extensive f l o o d i n g , l e a v i n g many thousands homeless and causing 
much disease and death. 

C u l l e d from v a r i o u s sources, i n c l u d i n g A t i , 1988. 



SURVIVING FAVOURABLE SHOCKS 
Not all shocks are adverse. Good weather can bring bumper harvests. World interest rates 
can go down as well as up. Commodity prices can boom as well as slump. But economies 
and policies ought to react to these favourable changes no less than to the adverse ones - and 
failure to do so can turn the good news into an unwanted gift. 

Take the example of an unexpected but temporary increase in the world price of a country's 
chief commodity export, such as the boom in coffee prices in the latter 1970s." Such a 
development will commonly raise tax revenues, either directly, as In the case of export taxes, 
or indirectly, as a result of the higher level of economic activity which the commodity boom 
will generate. Faced with an unexpected bonus of larger revenues the government will be 
tempted to step up its own spending, by raising civil service salaries, expanding various 
activities, or starting new capital projects. The larger export earnings will increase the liquidity 
of [he banking system and enable them to expand their lending to domestic borrowers. There 
may also be increased willingness by foreign banks to provide new credits, increasing external 
indebtedness. 

Increased spending in both the public and private sectors will suck in additional imports, 
weakening the beneficial effects to the balance of payments of the higher export prices and 
putting pressure on the price level, and these effects may be magnified by a diversion of 
resources out of other exports and goods for the home market in response to the higher 
commodity price. 

When the boom ends and commodity prices go back down again the government and private 
sectors alike will find it much harder to cut back than it was to expand. A s Figure D illustrates 
for cote d'lvoire and Kenya, any cut in government spending will likely lag well behind the 
declines in revenue, leaving it with an enlarged budget deficit that will threaten both inflation 
and the balance of payments. Moreover, experience suggests that the new projects which were 
quickly embarked upon during the boom will often not have been carefully considered and will 
do little for economic development. It is likely also that the monetary authorities will have 
difficulty in cutting back adequately on credit to private borrowers, thus further adding to 
excess demand in the economy. In the worst case - of which there are examples - the economy 
ends up in a weaker state than it was at the beginning of the boom. Without careful 
management - to neutralise much of the expansionary fiscal, monetary and income effects and 
husband the windfall gains for use when world prices slump - 'favourable' shocks can be bad 
news! 

Figure D Government revenues and expenditures during commodity booms 
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Note: Both revenues and expenditures exclude transfers, so their difference is not 
equal to an overall public sector balance. Figures for Kenya are for central 
government only. 

Source: World Development Report. 19S«. Figure 3.6. 

^ For fuller discussions of this topic see World Bank, 1988, p.71-74; Garcia and 
Llamas, 1988; and Killick, 1984, pp.260-61. 



IV.5 R e c a p i t u l a t i o n 

Let us r e c a p i t u l a t e . We have explored a number of reasons f o r regarding the 
f l e x i b i l i t y of economies - and p o l i c i e s - as an important a t t r i b u t e . We have 
shown that major s t r u c t u r a l change i s i n t r i n s i c to long-run economic 
development. The pattern of t h i s change i s p o w e r f u l l y i n f l u e n c e d by 
worldwide r e g u l a r i t i e s i n consumer preferences, by t e c h n o l o g i c a l and other 
i n f l u e n c e s on the s i d e of supply and by the composition of i n t e r n a t i o n a l 
trade. This suggests that an economy with a f l e x i b l e s t r u c t u r e , which can 
more r e a d i l y adjust t o the changing needs of the time, i s l i a b l e to achieve 
f a s t e r development. Conversely, an economy with a r i g i d s t r u c t u r e , incapable 
of meeting new needs, can expect retarded development, with d i s j u n c t u r e s 
between demand and supply c r e a t i n g bottlenecks and balance of payments 
s t r a i n s , i n f l a t i o n a r y pressures and other economic d i s l o c a t i o n s . 

These observations are born out by econometric t e s t s of c o r r e l a t i o n between 
the growth of an economy and i t s 'balance', i .e. i t s a b i l i t y t o grow i n 
conformity to income e l a s t i c i t i e s of demand. These show a c o n s i s t e n t and 
uniform negative c o r r e l a t i o n between unbalance and growth, and a l s o that the 
more advanced economies have tended in the past to grow i n a roughly balanced 
manner^^. We furthermore suggested that some kinds of s t r u c t u r a l change are 
of p a r t i c u l a r importance, enabling more r a p i d progress elsewhere i n the 
economy. These included i n d u s t r i a l i s a t i o n , f i n a n c i a l deepening, high l e v e l s 
of human and f i x e d c a p i t a l formation, and p o l i t i c a l modernisation. 
S t r u c t u r a l r i g i d i t y , then, i s bad f o r development, f l e x i b i l i t y a p l u s . 

We then turned t o consider other reasons f o r v a l u i n g t h i s a t t r i b u t e . These 
are o f t e n expressed i n terms of various e x t e r n a l and domestic shocks, such as 
sudden changes in world p r i c e s and c a p i t a l market c o n d i t i o n s , and natural 
d i s a s t e r s . However, we have a l s o pointed out the e x i s t e n c e of a v a r i e t y of 
l o n g e r - l a s t i n g trends to which adjustment i s a l s o necessary, i n c l u d i n g long-
term adverse trends i n the markets f o r primary commodities, a p o s s i b l e long-
term slowing-down i n the growth of the OECD economies, and the adverse 
consequences of a warming-up of the world's atmosphere. Our country 
i l l u s t r a t i o n s have shown j u s t how severe the e f f e c t s of these various f a c t o r s 
can be. 

These c o n s i d e r a t i o n s thus c o n s t i t u t e f u r t h e r reasons f o r p l a c i n g a premium on 
the f l e x i b i l i t y of an economy and of the p o l i c i e s which i n f l u e n c e t h a t . Taken 
together, the various arguments create a powerful prima f a c i e e x p e c t a t i o n that 
c o u n t r i e s blessed with such a d a p t a b i l i t y w i l l be much b e t t e r able to s a t i s f y 
the m a t e r i a l a s p i r a t i o n s of t h e i r c i t i z e n s than those which are not. But 
what a c t u a l l y are the determinants of economic f l e x i b i l i t y ? To c l a r i f y t h i s 
i s our next step. This has not been one of the t r a d i t i o n a l questions i n 
economics, however, and so our search f o r an answer must be r a t h e r t e n t a t i v e . 

See Yotopoulos and Nugent, 1976, chapter 16. 



V. THE ADAPTIVE ECONOMY 

Expressed i n i t s broadest terms, an adaptive economy i s one i n which ends and 
means are r e a d i l y adjusted t o changing c o n s t r a i n t s and o p p o r t u n i t i e s . This 
incl u d e s f l e x i b i l i t y i n the i n s t i t u t i o n a l base of the socio-economic system, 
as w e l l as f l e x i b i l i t y by the government i n adapting p o l i c i e s t o changing 
c o n d i t i o n s . I t i m p l i e s an economy i n which there i s a r e l a t i v e l y 
f r i c t i o n l e s s and c o s t l e s s movement of resources among a l t e r n a t i v e employments, 
leading t o changing f a c t o r p r o p o r t i o n s , technologies and composition of 
output. On the s i d e of demand, i t i m p l i e s responsiveness to changing 
r e l a t i v e s c a r c i t i e s , and comparative ease of s u b s t i t u t i o n i n the d i s p o s i t i o n 
of income as between consumption and saving. 

The extent to which an economy possesses a d a p t a b i l i t y of t h i s type depends, 
i n t u r n , on two sets of c o n d i t i o n s . F i r s t , there must be e f f i c i e n t 
i n f o r m a t i o n a l and i n c e n t i v e systems. There have t o be adequate data on 
changes i n economic c o n d i t i o n s to which the economy must adapt and there a l s o 
has to be a way of g i v i n g people i n c e n t i v e s to b r i n g about those changes which 
the data i n d i c a t e t o be d e s i r a b l e . Given the information and i n c e n t i v e s , the 
second set of c o n d i t i o n s r e l a t e s to the r e a c t i o n s of people to these s t i m u l i , 
t h e i r responsiveness to economic s i g n a l s . We w i l l d i s c u s s these two sets of 
c o n d i t i o n s i n t h a t order. 

V.l Information and incentives 

Even the l e a s t developed economy i s complex, with many linkages between i t s 
various p a r t s . A huge number of d e c i s i o n s has to be taken - about how 
incomes should be used, what should be produced and i n what q u a n t i t i e s , about 
investment, employment, and so on. In a d d i t i o n , these d e c i s i o n s must somehow 
be co-ordinated, so that the preferences of purchasers and s e l l e r s are made 
c o n s i s t e n t , and human needs and economic a s p i r a t i o n s can be s a t i s f i e d . In 
theory, there are two c h i e f a l t e r n a t i v e ways of a c h i e v i n g t h i s c o - o r d i n a t i o n : 
through the market mechanism or through pla n n i n g , although in p r a c t i c e i t i s 
always through some combination of the two. 

S t a r t i n g with the market mechanism, a market may be s a i d to e x i s t when there 
are buyers and s e l l e r s f o r some commodity or s e r v i c e who are i n s u f f i c i e n t l y 
c l o s e touch with each other to be aware o f , and a f f e c t e d by, the a c t i o n s of 
the r e s t . The market p r i c e w i l l be the outcome of the i n t e r a c t i n g 
preferences of buyers and s e l l e r s , who w i l l respond to the p o s i t i v e and 
negative i n c e n t i v e s o f f e r e d them by p r i c e s . Of p a r t i c u l a r i n t e r e s t f o r our 
purposes, however, i s that markets may a l s o be viewed as means of processing 
very l a r g e amounts of information about the preferences of buyers and s e l l e r s , 
d i s s e m i n a t i n g t h i s i n the form of p r i c e s i g n a l s . 

There should be such a market f o r every good and s e r v i c e . These markets w i l l 
be i n f l u e n c e d by each other and w i l l thus c o n s t i t u t e an interdependent 
network. Such a network i s c a l l e d 'the p r i c e system' or a 'market economy'. 
It s d i s t i n g u i s h i n g features are a high degree of d e c e n t r a l i s a t i o n of d e c i s i o n ­
making through the impersonal workings of myriad markets, i n which e n t e r p r i s e s 
and persons pursue t h e i r own i n t e r e s t s by responding to the i n c e n t i v e s i g n a l s 
of market p r i c e s and i n which the i n t e r a c t i o n s between markets can be thought 



o f as a mechanism of c o - o r d i n a t i o n . In a pure market economy, the r o l e of 
the s t a t e i s r e s t r i c t e d t o p r o v i d i n g the framework of law and order e s s e n t i a l 
i f markets are to work e f f i c i e n t l y , and of i n t e r v e n i n g t o ensure that the 
system works as i t ought. 

A c e n t r a l l y planned economy stands at the opposite end of the spectrum, f o r 
i t i s c h a r a c t e r i s e d by a high degree of c e n t r a l i s a t i o n , w i t h decision-making 
powers concentrated i n the planning a u t h o r i t i e s of the s t a t e . Planners 
r e c e i v e and process information about the economy and take the most important 
d e c i s i o n s . I t i s they who play the c o - o r d i n a t i o n r o l e but t h i s i s achieved 
through the conscious e x e r c i s e of forethought r a t h e r than through the 
' i n v i s i b l e hand' of the market. I n d i v i d u a l s have a more r e s t r i c t e d r o l e , 
w i t h t h e i r freedom of choice subordinated to planning d e c i s i o n s . 

There i s , of course, much long-standing controversy about the r e l a t i v e merits 
of market and planned economies, although i n p r a c t i c e the choices are about 
the balance th a t should be s t r u c k between market and non-market mechanisms, 
not about pure forms. We cannot go i n t o the r e l a t i v e m e r i t s of a l t e r n a t i v e 
systems here but what can be s a i d i s that there has been a c l e a r s h i f t i n 
p r o f e s s i o n a l o p i n i o n during the l a s t two decades. Economists now tend t o 
place g r e a t e r emphasis on the e f f i c i e n c y of market mechanisms and s t r e s s the 
sometimes high costs of planning and other forms of s t a t e i n t e r v e n t i o n . " 

P o l i t i c i a n s have moved i n the same d i r e c t i o n , e i t h e r as p a r t of the 
'conservative r e v o l u t i o n ' t h a t has been a f e a t u r e of the 1980s or - as i n some 
s o c i a l i s t c o u n t r i e s - as a pragmatic response to revealed weaknesses. There 
i s a l s o a g r e a t e r tendency f o r planning and other s t a t e i n t e r v e n t i o n s to be 
designed t o work through market processes, r a t h e r than i n o p p o s i t i o n t o them, 
i f only because market f o r c e s have a way of s u c c e s s f u l l y a s s e r t i n g themselves 
against the wishes of planners. 

In p r a c t i c e , most c o u n t r i e s have 'mixed' economies, in which most production 
i s undertaken i n the p r i v a t e s e c t o r and the b a s i c a l l o c a t i v e mechanism i s a 
market system, modified i n g r e a t e r or l e s s e r degree by government 
' i n t e r v e n t i o n s ' . In what f o l l o w s we w i l l take the mixed economy case. But 
however the balance i s s t r u c k between the market and the s t a t e we should note 
the importance of adequate information flows. The adaptive economy needs 
good i n t e l l i g e n c e : about changing c o n d i t i o n s i n world trade and f i n a n c e ; 
about developments w i t h i n the domestic economy; about s c i e n t i f i c matters, 
e.g. as they bear upon t e c h n o l o g i c a l progress and c l i m a t i c changes; and about 
how these and other v a r i a b l e s i n t e r a c t with each other. 

This sounds so obvious th a t i t can be taken f o r granted, but i n many c o u n t r i e s 
economic data are s t i l l sparse, u n r e l i a b l e and out-of-date. In such 
circumstances n e i t h e r p r i v a t e nor government decision-makers can operate 
e f f i c i e n t l y . Thus, not a few governments have lurched i n t o a debt problem 
simply because they d i d not know the r a t e at which debts were being 
accumulated; businessmen have over-invested because they d i d not know about 
investments elsewhere; governments and t h e i r c i t i z e n s have experienced famines 
because ' e a r l y warning' information systems were not i n p l a c e . There are, 
moreover, reasons why i t cannot be assumed that market i n c e n t i v e s w i l l throw 
up necessary i n f o r m a t i o n , or make i t a v a i l a b l e to a l l who need i t . 
Governments everywhere thus include information-gathering as among t h e i r 
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t a s k s . There i s l i t t l e controversy about the d e s i r a b i l i t y of t h i s but i n 
developing c o u n t r i e s data flow often remains w o e f u l l y inadequate. F l e x i b i l i t y 
i s bound to be l i m i t e d i n the face of s e v e r e l y l i m i t e d knowledge of the 
changes i n circumstance to which the economy must adapt. 

Information i s not enough, however. I t must then be fed i n t o d e c i s i o n 
systems and t r a n s l a t e d i n t o rewards and p e n a l t i e s t h a t w i l l induce appropriate 
responses. I t i s here tha t markets g e n e r a l l y e x c e l . T h e i r d e c e n t r a l i s e d 
nature, t h e i r a b i l i t y t o t r a n s l a t e information i n t o p r i c e i n c e n t i v e s and to 
co-ordinate a huge number of i n d i v i d u a l d e c i s i o n s through an i n t e r a c t i n g 
network of markets are u s u a l l y w e l l i n advance of what c e n t r a l planners can 
hope to achieve. Quite apart from the huge volume of information that 
planners need to be able t o r e c e i v e and absorb, one problem i s t h a t c o n t r o l s 
often create i n c e n t i v e s f o r m i s i n f o r m a t i o n . S t a t e e n t e r p r i s e s exaggerate 
t h e i r output or e f f i c i e n c y i n order to secure l a r g e r a l l o c a t i o n s of s u p p l i e s . 
P r i v a t e firms exaggerate t h e i r costs i n order to persuade the government to 
r a i s e c o n t r o l l e d p r i c e s . Exporters understate the value of t h e i r s a l e s i n 
order to r e t a i n some of the f o r e i g n exchange they earn. Borrowers m i s - s t a t e 
the uses f o r which they r e q u i r e a loan t o get access to funds earmarked by 
government p o l i c y f o r other uses. And so on. 

In s h o r t , a w e l l - f u n c t i o n i n g market system i s conducive to economic 
f l e x i b i l i t y when compared with one dominated by planning and c o n t r o l s . The 
key e x p r e s s i o n , however, i s " w e l l - f u n c t i o n i n g " , f o r there are many f a c t o r s 
which prevent markets from achieving maximum e f f i c i e n c y , p a r t i c u l a r l y when 
viewed from a s o c i a l viewpoint. I t i s the e x i s t e n c e of such market f a i l u r e s 
which c o n s t i t u t e s the case f o r s t a t e i n t e r v e n t i o n i n a mixed economy, always 
assuming tha t the costs of the i n t e r v e n t i o n s are s m a l l e r than the b e n e f i t s 
produced. We return to t h i s t o p i c of market f a i l u r e s h o r t l y . 

V.2 Responsiveness 

Turning now to c o n s i d e r the responsiveness of economic agents to information 
and i n c e n t i v e s , i t i s useful to c o n s i d e r two r e l a t e d aspects: r e c e p t i v i t y to 
change; and demand and supply e l a s t i c i t i e s . 

[i] Receptivity to change 

The i n f l u e n c e of t r a d i t i o n provides a n a t u r a l s t a r t i n g p o i n t . The adaptive 
economy requ i r e s a population which i s r e c e p t i v e to change and i s marked by 
w i l l i n g n e s s to take a c t i o n to maximise whatever m a t e r i a l b e n e f i t s may be 
derived from changing c o n d i t i o n s (or t o minimise the c o s t s ) . This i m p l i e s 
an i n d i v i d u a l i s t i c welfare-maximising approach, and m o b i l i t y i n p u r s u i t of 
t h i s o b j e c t i v e . These a t t r i b u t e s may c l a s h with t r a d i t i o n a l v alues, which 
often place more s t r e s s on the value of c o l l e c t i v e w e l l - b e i n g and erect a 
number of o b s t a c l e s to m o b i l i t y . 

The p u r s u i t of economic self-improvement, f o r example, r e q u i r e s some f a i t h 
that advancement w i l l be on the b a s i s of personal a b i l i t y and e f f o r t . 
T r a d i t i o n a l values may undermine such f a i t h . Promotion may be more on the 
b a s i s of s e n i o r i t y , or f a m i l y , or c a s t e . An a t t r i b u t e of a wide range of 
t r a d i t i o n a l s o c i e t i e s i s that they deny e q u a l i t y of opportunity t o women, 
discour a g i n g the education and weakening the economic i n c e n t i v e s of over h a l f 
the p o p u l a t i o n . E q u a l i t y of opportunity i s often a l s o denied on ethnic 
grounds, where a dominant t r i b e or race holds down the progress of others and 
gives preferment to i t s own members. 



T r a d i t i o n a l values may a l s o be opposed to the s e l f - r e g a r d i n g p u r s u i t of 
ma t e r i a l w e l l - b e i n g . Extended family o b l i g a t i o n s , f o r i n s t a n c e , may weaken 
i n c e n t i v e s , when a person may b e l i e v e that there i s l i t t l e use i n t r y i n g to 
improve h i s l o t because the b e n e f i t s w i l l have t o be shared among numerous, 
more-or-less d i s t a n t , r e l a t i v e s . There may be s i m i l a r t r a d i t i o n a l i n f l u e n c e s 
standing i n the way o f , or weakening the i n c e n t i v e s f o r , p u b l i c servants 
adopting the r o l e o r i e n t a t i o n necessary f o r the e f f i c i e n t conduct of t h e i r 
d u t i e s . In s h o r t , t r a d i t i o n a l values may be at odds with the 'modernisation' 
of outlook which i s necessary f o r the adaptive economy. 

Education i s of key importance i n t h i s context, both i n i t s extent and i t s 
q u a l i t y . The educated person w i l l understand more of h i s or her environment 
and how he or she can i n f l u e n c e and take advantage of i t . He or she w i l l be 
more knowledgeable about changing o p p o r t u n i t i e s and more s e l f - c o n f i d e n t of 
being able to take advantage of them. I t i s from the well-educated that any 
upwardly-mobile middle c l a s s with c a p i t a l i s t i c values i s most l i k e l y to be 
created and i t i s from t h i s group that most Western-style modernisation i s 
l i k e l y to o r i g i n a t e . I t i s they who may then come to serve as exemplars to 
the r e s t of the p o p u l a t i o n , an i m p l i c i t i n v i t a t i o n f o r them a l s o t o shed the 
i n f l u e n c e of t r a d i t i o n . 

Religion i s another potent f o r c e . Perhaps the key question here i s what a 
r e l i g i o n teaches concerning man's r e l a t i o n s h i p to h i s environment. Some 
f a i t h s see man's fate as predetermined by God's w i l l and acceptance of poverty 
i n t h i s world as a mere prelude to a b e t t e r l i f e to come i n the next. Such 
i s not a f a i t h that i s l i k e l y to encourage e n t e r p r i s i n g s e l f - h e l p i n response 
to a changing environment. Passive f a t a l i s m i s a more l i k e l y r e s u l t , d u l l i n g 
responsiveness to economic challenges. The Buddhist and Hindu r e l i g i o n s are 
perhaps most often a s s o c i a t e d with such teachings. Conversely, the C h r i s t i a n 
and Jewish f a i t h s are viewed as emphasising the i n d i v i d u a l ' s r e s p o n s i b i l i t y 
f o r h i s a c t i o n s and w e l l - b e i n g , with the 'Protestant e t h i c ' sometimes 
p a r t i c u l a r l y associated w i t h c a p i t a l i s t i c values. The Isl a m i c f a i t h i s given 
an intermediate ranking. 

More g e n e r a l l y , r e l i g i o n i s often seen as a conservative f o r c e , a p r o t e c t o r 
of t r a d i t i o n a l values, r e s i s t a n t to modernisation and m a t e r i a l i s m . Some 
r e l i g i o n s have placed l i m i t e d value on s e c u l a r education; many have r e s i s t e d 
s c i e n t i f i c explanations of the world's workings as c o n f l i c t i n g w i t h r e l i g i o u s 
teachings. The v a l i d i t y and i n f l u e n c e of such c o n s i d e r a t i o n s remains h i g h l y 
c o n t r o v e r s i a l , of course, not l e a s t because of la r g e d i f f e r e n c e s w i t h i n a l l 
the main r e l i g i o n s , and the s e n s i t i v i t y of t h i s t o p i c becomes immediately 
obvious as soon as one begins to mention p a r t i c u l a r f a i t h s . 

None of the above i s intended to denigrate the i n f l u e n c e s of t r a d i t i o n and 
r e l i g i o n . The i n d i v i d u a l i s t i c p u r s u i t of maximum s e l f - w e l f a r e that l i e s at 
the heart of the c a p i t a l i s t economy does not n e c e s s a r i l y represent man's most 
elevated s o c i a l or moral s t a t e . Moreover, some r e j e c t the 'modernisation' 
model of development that i s i m p l i c i t i n the above. Our task here i s not t o 
argue the pros and cons of these viewpoints but the much narrower one of 
c l a r i f y i n g the nature of an adaptive economy. S i m i l a r l y , our remarks on the 
i n f l u e n c e of t r a d i t i o n should not be i n t e r p r e t e d as suggesting t h a t there are 
major s o c i e t i e s which are unresponsive to m a t e r i a l i n c e n t i v e s . The evidence 
provides few such examples, i n d i c a t i n g r a t h e r that 'economic man' populates 
a l l c o u n t r i e s . The negative influences we have been r e f e r r i n g t o are best 
viewed as d u l l i n g responses, reducing e l a s t i c i t i e s , not u s u a l l y as g i v i n g r i s e 
to 'perverse' responses. 



The supply of entrepreneurship Is another important i n f l u e n c e on 
responsiveness to change. The most important c h a r a c t e r i s t i c s of an 
entrepreneur f o r our present purposes i s t h a t he or she t h i n k s ahead, takes 
an a c t i v e i n t e r e s t i n information about economic trends, looks f o r 
o p p o r t u n i t i e s , moves q u i c k l y i n order t o be a step ahead of competitors, t r i e s 
to a n t i c i p a t e f u t u r e o p p o r t u n i t i e s , i s w i l l i n g t o take r i s k s , t o innovate, to 
embrace the u n f a m i l i a r . An economy with an ample supply of such dynamic 
char a c t e r s should be a f l e x i b l e one. 

U n f o r t u n a t e l y , e n t e r p r i s e of t h i s kind i s unevenly d i s t r i b u t e d w i t h i n and 
across peoples. There i s no assurance th a t there w i l l be an adequate supply 
of t h i s q u a l i t y i n an economy and there can r e s u l t what has been c a l l e d a 
' c r e a t i v e ' market f a i l u r e , a f a i l u r e to i n v e s t and innovate on an adequate 
s c a l e . " 

Even more u n f o r t u n a t e l y , we understand l i t t l e about the determinants of the 
supply of entrepreneurship, even l e s s about how i t may be encouraged by 
economic p o l i c y . The issue has strong l i n k s with the above d i s c u s s i o n of the 
determinants of p u b l i c a t t i t u d e s towards change. S o c i e t i e s which value 
i n d i v i d u a l i t y and award s t a t u s to the prosperous apparently provide an 
environment more conducive to the f l o w e r i n g of e n t e r p r i s e . S o c i e t i e s which 
are c u l t u r a l l y r i c h are perhaps more l i k e l y to engender the s e l f - c o n f i d e n c e 
that the entrepreneur must possess. But i t may be that entrepreneurship i s 
r a t h e r a response of disadvantaged groups, those denied s t a t u s by s o c i e t y at 
l a r g e , who cannot expect normal preferment to push them up the ladder [Hagen, 
1962]. On t h i s view, we would expect e n t r e p r e n e u r i a l groups to emerge 
p a r t i c u l a r l y from m i n o r i t i e s of various k i n d s , i n c l u d i n g immigrants. The 
important r o l e of the Indian and Lebanese communities i n commerce and 
manufacturing i n A f r i c a and the South P a c i f i c i s an example, as are the 
Chinese i n South-east A s i a . 

An economy's maturity w i l l be a f u r t h e r , negative, i n f l u e n c e on an economy's 
r e c e p t i v i t y t o change. There i s an analogy here with human beings. Beyond 
a c e r t a i n age people tend to become more set i n the o l d ways, more r e s i s t a n t 
t o change, l e s s adaptable. F l e x i b i l i t y i s an a t t r i b u t e of youth. We need 
to be wary of simple b i o l o g i c a l analogies i n economics but there i s some l o g i c 
to t h i s one. The c h i e f point here r e l a t e s to the age-structure of the stock 
of p h y s i c a l c a p i t a l and the technologies embodied i n i t . A mature economy, 
as we saw e a r l i e r , w i l l be r e l a t i v e l y c a p i t a l - i n t e n s i v e . The volume of new 
investment w i l l be small r e l a t i v e t o the e x i s t i n g c a p i t a l stock and t h a t stock 
w i l l hence tend to be r e l a t i v e l y o l d . I t i s f o r t h i s type of reason that i t 
i s reckoned to have been an advantage of the German and Japanese economies 
that much of t h e i r c a p i t a l stock was destroyed during World War I I , g i v i n g 
them today a more modern i n f r a s t r u c t u r e than some of t h e i r European and North 
American competitors. 

Conversely, an economy at an e a r l y stage of development w i l l be adding to i t s 
c a p i t a l at a f a s t e r r a t e and, at l e a s t i n p r i n c i p l e , w i l l be i n a b e t t e r 
p o s i t i o n both to a l t e r the d i s p o s i t i o n of c a p i t a l across a c t i v i t i e s and to 
i n c o r p o r a t e t e c h n o l o g i c a l advances. There are, of course, major 
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disadvantages to set a g a i n s t t h i s , but i t i s as w e l l to remind ourselves that 
low-income c o u n t r i e s do possess some advantages. 

Plunging yet f u r t h e r i n t o the quicksands of amateur s o c i o l o g y , we come next 
to a v a r i e t y of f a c t o r s t h a t i n f l u e n c e r e c e p t i v i t y to change and which r e l a t e 
t o the nature and a c t i o n s of governments. The i n f l u e n c e of p o l i t i c a l systems 
was among the issues explored by Kuznets (1966, pp.445-53) i n the 1960s. 
Comparing the p o l i t i c a l s t r u c t u r e s of developing and developed c o u n t r i e s he 
saw the l a t t e r as u n s t a b l e , i n e f f e c t u a l and ambiguous about the merits of 
modernisation; l e s s r e p r e s e n t a t i v e , l e s s t o l e r a n t of i n t e r e s t groups, with 
power more concentrated and more p e r s o n a l i s e d . Kuznets noted t h a t modern 
economic growth was achieved i n the nineteenth and t w e n t i e t h c e n t u r i e s by 
c o u n t r i e s which by the 1960s had p o l i t i c a l s t r u c t u r e s q u i t e d i f f e r e n t from 
those then p r e v a i l i n g i n developing c o u n t r i e s . But he went beyond that to 
suggest th a t the c h a r a c t e r i s t i c s j u s t noted c o n s t i t u t e formidable o b s t a c l e s 
to economic growth i n many developing c o u n t r i e s : " P o l i t i c a l i n s t a b i l i t y and 
nonrepresentativeness of the regimes, combined with an a u t h o r i t a r i a n 
s t r u c t u r e dominated by p e r s o n a l i s t leaders and backed by f a m i l i a l and e t h n i c 
t i e s and the p o l i c e , are hardly favourable c o n d i t i o n s f o r economic growth" 
[p.453]. The i n f l u e n c e of t r a d i t i o n a l values on governments and t h e i r 
r e s u l t i n g ambiguity about the d e s i r a b i l i t y of modernisation observed by 
Kuznets i s a s i t u a t i o n which has been i l l u s t r a t e d i n the 1980s by the spread 
of an Islamic fundamentalism which appears to r e j e c t much of the modernisation 
model. 

Of course, f a r from a l l developing c o u n t r i e s have p o l i t i c a l systems with the 
c h a r a c t e r i s t i c s mentioned above. Much has happened s i n c e the 1960s, 
p a r t i c u l a r l y i n L a t i n America. Moreover, there i s no suggestion t h a t there 
i s some simple, mechanistic connection running from p o l i t i c a l modernisation 
to economic development. Indeed, economic development i s i t s e l f l i k e l y to 
generate i n c r e a s i n g pressures f o r p o l i t i c a l d emocratisation. Nevertheless, 
there are enough resonances between Kuznets' observations and the contemporary 
scene in A f r i c a and elsewhere f o r us t o take h i s comments s e r i o u s l y , and 
enough developing c o u n t r i e s have experienced adjustment d i f f i c u l t i e s t h a t 
emanate from the p o l i t i c a l system f o r h i s warning to be underlined.'' 

Even i f there i s i n power a modernising government which values f l e x i b i l i t y 
that i s f a r from being the end of the matter. Another f a c t o r bearing upon 
i t s a b i l i t y t o encourage a d a p t a b i l i t y w i l l be the government's strength 
relative to other centres of power. Many developing s o c i e t i e s are 
fragmented, with power widely dispersed and l i m i t e d s o c i a l cohesion. Various 
groups w i l l be forces to be reckoned w i t h , even by apparently a u t h o r i t a r i a n 
governments. In the general case, s p e c i a l i n t e r e s t groups are c o n s e r v a t i v e , 
r e s i s t a n t t o change, defensive of e x i s t i n g p r i v i l e g e s of t h e i r c o n s t i t u e n t s , 
whether they represent employers, organised labour, landowners or whatever. 
To b r i n g about economic adaptation governments are l i k e l y to have to persuade 
such groups to accept change or to enforce i t against t h e i r wishes, but they 
may not have the power t o achieve the l a t t e r . A r e s u l t of a fragmented 
s o c i e t y i s t h a t the s t a t e w i l l tend to be ' s o f t ' , by which i s meant a 

On t h i s s ubject see Kuznets, 1965 pp. 186-90. 

" See Sandbrook, 1986, f o r an e x p l o r a t i o n along these l i n e s a p p l i e d 
to sub-Saharan A f r i c a , examining the i m p l i c a t i o n s of ' p a t r i m o n i a l ' 
government f o r economic management. 



s i t u a t i o n i n which p o l i c i e s decided upon are o f t e n not enforced and the 
a u t h o r i t i e s are r e l u c t a n t to place o b l i g a t i o n s upon t h e i r c i t i z e n s , i n c l u d i n g 
the o b l i g a t i o n to pay due taxes. 

This i s s u e of the power of government v i s a v i s t r a d i t i o n a l centres of 
i n f l u e n c e and s p e c i a l i n t e r e s t groups i s of p a r t i c u l a r importance because 
adjustment to the type of economic shocks described i n the previous s e c t i o n 
i n v o l v e tough d e c i s i o n s and s u b s t a n t i a l costs.^* Given the i n e v i t a b l y 
p a i n f u l and c o s t l y nature of adjustment, at l e a s t i n the short term, the 
p o l i t i c s of adjustment are l i a b l e t o confront the government with the 
i n t e r e s t s of important groups, not the l e a s t of which w i l l be i t s own 
bureaucracy. Adjustment p o l i c i e s are then only l i k e l y t o p r e v a i l i f the 
government can s u c c e s s f u l l y evade such c o n f r o n t a t i o n or as s e r t i t s a u t h o r i t y . 

This c o n s i d e r a t i o n has led some observers t o suggest tha t s u c c e s s f u l 
adjustment r e q u i r e s strong, a u t h o r i t a r i a n governments but t h i s should be 
tempered by the c o n s i d e r a t i o n that the power of a government t o implement and 
gain acceptance of i t s p o l i c i e s w i l l be s t r o n g l y i n f l u e n c e d by what p o l i t i c a l 
s c i e n t i s t s c a l l i t s ' l e g i t i m a c y ' - a b e l i e f by the general p u b l i c that i t has 
a proper c l a i m to e x e r c i s e a u t h o r i t y , derived from some c o n s t i t u t i o n a l or 
other p r i n c i p l e . A u t h o r i t a r i a n governments, o f t e n m i l i t a r y , tend to be short 
on l e g i t i m a c y . In f a c t , the evidence on the r e l a t i o n s h i p between regime type 
and a b i l i t y to implement major programmes of p o l i c y reform i s i n d e c i s i v e . 
Indeed, i t i s not even c l e a r t h a t regime-type i s a key determinant." 

F i n a l l y under t h i s heading we should mention a d e l i c a t e balance to be struck 
between f l e x i b i l i t y and continuity in government policies. Modern 
macroeconomic theory has taught us the importance of the ways i n which people 
react to - and seek to a n t i c i p a t e - government a c t i o n s , and of the techniques 
that people develop f o r f r u s t r a t i n g government i n t e n t i o n s . " Corruption and 
p a r a l l e l (or 'black') markets are examples of the l a t t e r . To have maximum 
e f f e c t p o l i c i e s must be c r e d i b l e ; people must b e l i e v e they w i l l be 
implemented and w i l l s t i c k . To go back to our e a r l i e r example, i f the 

Thus, Wheeler's 1984 study of the sources of stagnation i n A f r i c a 
found that the most i n f l u e n t i a l p o l i c y v a r i a b l e i n h i s t e s t s was an a b i l i t y 
to engage i n retrenchment i n the face of economic d e t e r i o r a t i o n . 
"Rationing systems which adhere t i g h t l y to previous l e v e l s of importation 
of c a p i t a l or consumption goods during periods of f o r e i g n exchange 
reduction appear to have done s u b s t a n t i a l l y worse, c e t e r i s p a r i b u s , than 
those which have retained more f l e x i b i l i t y " [p.18]. 

For a survey of the rel e v a n t l i t e r a t u r e see Nelson et a l . . 
forthcoming, chapter 1. See a l s o Sheahan, 1980; Remmer, 1986; and 
Fi n d l a y , 1988. Unfortunately, much of t h i s l i t e r a t u r e i s confined t o 
L a t i n American cases. 

''° I t i s ' r a t i o n a l e x p e c t a t i o n s ' theory which i s p a r t i c u l a r l y i n 
mind here. Although the d i r e c t relevance of t h i s theory i n a l l i t s r i g o u r 
and on a l l i t s necessary assumptions i s l i m i t e d , there i s now wide 
acceptance of the importance of t a k i n g p u b l i c r e a c t i o n s i n t o account when 
d e v i s i n g macroeconomic p o l i c i e s . See Shaw, 1984, f o r a s t r a i g h t f o r w a r d 
e x p o s i t i o n of r a t i o n a l expectations theory and Corden, 1987, f o r d i s c u s s i o n 
of i t s relevance to developing c o u n t r i e s . 



government embarks on a currency devaluation economic agents must take the new 
exchange r a t e as a r e l i a b l e b asis f o r d e c i s i o n s about the f u t u r e . S i g n a l s 
have t o be b e l i e v e d . This i s a reason why ' s o f t * s t a t e s have d i f f i c u l t y i n 
improving the performance of the economy: c i t i z e n s do not b e l i e v e t h a t t h e i r 
government means what i t says, or can enforce i t s d e c i s i o n s . This i s a l s o 
a reason f o r v a l u i n g p o l i t i c a l s t a b i l i t y , f o r who can plan on the r e l i a b i l i t y 
of some new p o l i c y s i g n a l i f governments have only b r i e f l i f e expectancies? 

Economic responsiveness w i l l be much enhanced when these v a r i o u s c o n d i t i o n s 
f o r r e c e p t i v i t y to change are s a t i s f i e d . To adopt now more the language of 
economics, s a t i s f a c t i o n of these c o n d i t i o n s w i l l r e s u l t i n l a r g e p r i c e 
e l a s t i c i t i e s - which brings us to the second aspect of responsiveness to 
information and i n c e n t i v e s . 

[ i i ] Supply e l a s t i c i t i e s 

We have seen e a r l i e r how the productive s t r u c t u r e i s required to change during 
the course of development. We have a l s o seen the importance of f l e x i b i l i t y 
on both the demand and supply sides i n the face of adverse trends and shocks, 
i n c l u d i n g an a b i l i t y to s h i f t resources between tradeables and non-tradeables. 
These c o n s i d e r a t i o n s have pointed to the d e s i r a b i l i t y of economic f l e x i b i l i t y 
and we have suggested that t h i s w i l l be an a t t r i b u t e of a w e l l - f u n c t i o n i n g 
market economy. E i t h e r through the forces of supply and demand or as a 
r e s u l t of government i n t e r v e n t i o n s , p r i c e s i g n a l s should be generated tha t 
w i l l provide i n c e n t i v e s f o r s t r u c t u r a l change. E l a s t i c i t i e s measure the 
extent to which supply or demand responds to a p r i c e s i g n a l and f o r the 
adaptive economy we want these e l a s t i c i t i e s t o be as l a r g e as p o s s i b l e , 
p a r t i c u l a r l y on the s i d e of supply. Let us t h e r e f o r e now c o n s i d e r what 
determines e l a s t i c i t i e s of response to p r i c e changes a d d i t i o n a l to those 
already discussed. We w i l l concentrate on supply e l a s t i c i t i e s as the most 
important. 

Assuming that a p r i c e change i s taken to be more than temporary, f o r the 
economy as a whole supply e l a s t i c i t i e s w i l l be s t r o n g l y i n f l u e n c e d by the 
a v a i l a b i l i t y of f a c t o r s of production and other i n p u t s . Key f a c t o r s w i l l 
i n c l u d e : 

[a] The p r i o r existence of u n u t i l i s e d c a p a c i t y . This i n c l u d e s unemployment 
of both labour and c a p i t a l . I t i s f a i r l y evident that there i s l i k e l y 
to be rapid and s u b s t a n t i a l response to improved p r o f i t o p p o r t u n i t i e s 
i f these can be reaped simply by b r i n g i n g i n t o production p l a n t or 
labour that are unemployed. I n d u s t r i a l i s e d economies w i l l be at an 
advantage i n t h i s respect, f o r i t i s i n manufacturing and raining that 
excess capacity i s most l i k e l y to occur which can f a i r l y r e a d i l y be 
brought i n t o production, as against a g r i c u l t u r e where there are l a r g e r 
d i f f i c u l t i e s and longer time lags.*' 

[b] Factor m o b i l i t i e s . The m o b i l i t y of labour and c a p i t a l r e f e r s t o the 
ease with which i t can move between a l t e r n a t i v e employments. In t u r n , 
t h i s w i l l be influenced by the e f f i c i e n c y of the f a c t o r markets, 
i n c l u d i n g the f l e x i b i l i t y of wages and returns to c a p i t a l and the speed 
with which these markets c l e a r . I t w i l l a l s o be i n f l u e n c e d by the 

" See Schydlowsky, 1982, f o r a d i s c u s s i o n of economic management in 
the face of excess c a p a c i t y . 



degree of ' s p e c i f i c i t y ' of the f a c t o r s , i . e . the extent t o which they 
are v e r s a t i l e or are t r a i n e d or designed to perform a narrow range of 
t a s k s . In such s i t u a t i o n s an i n d u s t r y w i l l not r e a d i l y be able to put 
to p roductive use resources a v a i l a b l e elsewhere i n the economy. This 
too works i n favour of r e l a t i v e l y i n d u s t r i a l i s e d economies, f o r f a c t o r s 
tend t o be p a r t i c u l a r l y s p e c i f i c i n the primary s e c t o r s of production -
the human and p h y s i c a l c a p i t a l employed i n a c o f f e e p l a n t a t i o n or a 

bauxite mine cannot r e a d i l y be used i n other a c t i v i t i e s . Related to 
f a c t o r s p e c i f i c i t y i s the extent to which technologies are 'embodied' 
i n equipment and other f i x e d c a p i t a l , or are a v a i l a b l e i n the form of 
disembodied knowledge f o r a wide range of a p p l i c a t i o n s . 

[c] As a s p e c i a l case of f a c t o r m o b i l i t y , we may mention access t o c r e d i t 
f o r working c a p i t a l . New or increased output w i l l c r e a t e a need f o r 
a d d i t i o n a l working c a p i t a l , t o f i n a n c e the necessary a d d i t i o n s to 
i n v e n t o r i e s and the time lags between production and r e c e i p t of s a l e s 
proceeds. Unless the producer can f i n a n c e t h i s from h i s e x i s t i n g 
resources, he w i l l look to the banks f o r c r e d i t and h i s a b i l i t y to 
expand w i l l thus be s e n s i t i v e to h i s access to such c r e d i t and the terms 
upon which i t i s a v a i l a b l e . This i s worth mention because during 
periods of ' s t r u c t u r a l adjustment' a country w i l l commonly be 
undertaking a stand-by programme with the I n t e r n a t i o n a l Monetary Fund. 
These i n v a r i a b l y incorporate r e s t r i c t i o n s on domestic bank c r e d i t , so 
t h a t the p u r s u i t of short-term balance of payments s t a b i l i s a t i o n with 
the IMF can come i n t o c o n f l i c t with the longer-term r e s t r u c t u r i n g with 
which we are p r i n c i p a l l y concerned here.'^ 

[d] The extent of competition. E l a s t i c i t i e s of supply are l a r g e r i n 
c o m p e t i t i v e firms and tend to be so f o r competitive i n d u s t r i e s . 
N e g a t i v e l y , a f i r m which i s a s o l e producer has no p a r t i c u l a r imperative 
to respond s t r o n g l y to changes i n market c o n d i t i o n s , f o r i t s monopoly 
power can already earn i t l a r g e p r o f i t s . It can get away with 
u n n e c e s s a r i l y high cost s t r u c t u r e s - what i s known as ' X - i n e f f i c i e n c y ' " 
- and i t can postpone the discomfort of change. 

[e] Availability of raw materials and other intermediate inputs. There are 
a number of c o n s i d e r a t i o n s at work here. Where an i n d u s t r y u t i l i s e s 
inputs from a g r i c u l t u r e or elsewhere in the domestic economy, the issue 
becomes one of how large are t h e i r own e l a s t i c i t i e s of supply - a reason 
already mentioned f o r not n e g l e c t i n g the primary sectors of production. 
Where an i n d u s t r y depends upon imported s u p p l i e s , f o r raw m a t e r i a l s , 
spare parts or c a p i t a l equipment, the key question becomes one of the 
economy's import c a p a c i t y , i n c l u d i n g i t s access to i n t e r n a t i o n a l 
l i q u i d i t y and c a p i t a l . This has often been a p a r t i c u l a r l y s e r i o u s 
issue i n the c o n d i t i o n s of "import s t r a n g u l a t i o n ' mentioned e a r l i e r 
(pp.24-25). We might a l s o mention here the adequacy of the economy's 
basic i n f r a s t r u c t u r e . I f t h i s i s inadequate, i t w i l l be d i f f i c u l t to 
obtain ample and secure a d d i t i o n a l s u p p l i e s . The s t a t e of the 
i n f r a s t r u c t u r e also has d i r e c t bearing on the m o b i l i t y of labour and, 
more g e n e r a l l y , on the s t r u c t u r a l f l e x i b i l i t y of an economy, f o r i t 
helps t o i n t e g r a t e markets and r a i s e t h e i r e f f i c i e n c y . 

See K i l l i c k et a l . . 1984, 291-92 and passim. 

" On t h i s see L e i b e n s t e i n , 1966 and 1976. 



Although i t i s r e l a t e d only i n d i r e c t l y t o the e l a s t i c i t y of supply, we should 
a l s o mention the e l a s t i c i t y of s u b s t i t u t i o n . I f we c o n f i n e ourselves to 
labour and c a p i t a l , t h i s measures the p r o p o r t i o n a t e change i n the 
c a p i t a l r l a b o u r r a t i o i n response to a given change i n the r e l a t i v e p r i c e s of 
these two f a c t o r s . The s i z e of t h i s e l a s t i c i t y t e l l s us t h i n g s about the 
f l e x i b i l i t y of the productive system i n the face of changing c o n d i t i o n s . In 
economies g e n e r a l l y marked by u n d e r - u t i l i s e d labour forces and s c a r c i t i e s of 
c a p i t a l , the extent to which labour can be s u b s t i t u t e d f o r c a p i t a l , and hence 
reduce unemployment, i s an issue of much importance, p a r t i c u l a r l y when i t 
comes t o p o l i c i e s which reduce r e a l wages and r a i s e the r e a l c ost of c a p i t a l . 
There has been much controversy about the l i k e l y s i z e of s u b s t i t u t i o n 
e l a s t i c i t i e s i n developing country c o n d i t i o n s . Writers of the s t r u c t u r a l i s t 
school have been p e s s i m i s t i c , emphasising t e c h n i c a l and other c o n s t r a i n t s on 
f a c t o r s u b s t i t u t i o n , w h i l e n e o - c l a s s i c i s t s have been more o p t i m i s t i c . 
E l a s t i c i t i e s of s u b s t i t u t i o n are d i f f i c u l t to measure, and there are l a r g e 
d i f f e r e n c e s between i n d u s t r i e s and c o u n t r i e s , but to the extent t h a t i t makes 
sense to g e n e r a l i s e , the t r u t h seems to be somewhere down the middle: there 
i s o f t e n scope f o r s u b s t i t u t i o n but t h i s i s commonly subject t o c o n s i d e r a b l e 
l i m i t a t i o n s and c o m p l e x i t i e s . " ' 

In a d d i t i o n to s t r e s s i n g the importance of being able t o switch resources from 
non-tradeable to tradeable production i n the face of a s t r u c t u r a l balance of 
payments problem, the e a r l i e r d i s c u s s i o n drew a t t e n t i o n t o the key importance 
of export performance - but a l s o the d e s i r a b i l i t y of avoiding over-production 
of exports and of being able withdraw from an export market i n the face of 
unfavourable trends i n p r i c e or comparative advantage. In a d d i t i o n to the 
general i n f l u e n c e s on supply e l a s t i c i t i e s discussed above, the ease of 
s u b s t i t u t i o n between production f o r the home and f o r e i g n markets w i l l be 
another important v a r i a b l e . Once again, t h i s i s a c o n s i d e r a t i o n which works 
to the advantage of more advanced economies. There w i l l o f t e n be a s i z e a b l e 
domestic demand f o r manufactured goods which are a l s o exported, making i t 
e a s i e r to switch between production f o r domestic and f o r e i g n markets. Those 
co n c e n t r a t i n g on the e x p o r t a t i o n of primary products w i l l not u s u a l l y be i n 
such a p o s i t i o n because there w i l l normally be l i t t l e domestic demand f o r the 
commodities i n question. 

Time i s another v a r i a b l e with a c r u c i a l i n f l u e n c e on the s i z e of supply 
e l a s t i c i t i e s . For supply t o respond to a l t e r e d p r i c e s i g n a l s d e c i s i o n s have 
to be made - d e c i s i o n s by businessmen about whether to i n v e s t i n a d d i t i o n a l 
c a p a c i t y ; by workers whether to change j o b s , perhaps t o undertake r e ­
t r a i n i n g or move to a new l o c a l i t y ; by f i n a n c i a l i n s t i t u t i o n s whether to 
agree to c r e d i t requests. Time i s needed f o r people to decide t h e i r response 
to new o p p o r t u n i t i e s and f o r those d e c i s i o n s to take e f f e c t . Sometimes 
there are long g e s t a t i o n lags between a d e c i s i o n and the r e s u l t i n g change in 
production, as i n the case of a major new investment or the r e - t r a i n i n g of 
labour. Even p r i c e s themselves are not completely f l e x i b l e , p a r t i c u l a r l y 
those which are s e t t l e d c o n t r a c t u a l l y f o r f i x e d periods of time, so t h a t 
markets may be slow to c l e a r . Labour markets are p a r t i c u l a r l y l i k e l y t o 
c l e a r only s l o w l y , i f at a l l . For a l l these reasons, e l a s t i c i t i e s are l a r g e r 
i n the long run than i n the s h o r t . 

T h i s , however, points to a dilemma. Often c o u n t r i e s faced w i t h severe 
payments or other d i s e q u i 1 i b r i a need quick r e s u l t s . C e r t a i n l y , many of the 

" See Bruton, 1987, f o r an a u t h o r i t a t i v e survey of the evidence. 



adjustment programmes with which the IMF and, t o a l e s s e r e x t e n t , the World 
Bank are ass o c i a t e d are predicated on quick r e s u l t s . E l a s t i c i t i e s and the 
responses they measure are g e n e r a l l y small i n the short term, however, which 
poin t s t o a danger i n r e l y i n g too g r e a t l y on market fo r c e s f o r ra p i d 
s t r u c t u r a l change." 

Res u l t s may be reduced by other kinds of market f a i l u r e s too. Dualism i s 
common i n the type of economy with which we are mainly concerned. Dualism 
r e f e r s to various asymmetries of production and o r g a n i s a t i o n which confront 
buyers and s e l l e r s with v a r y i n g p r i c e s f o r the same good or s e r v i c e , 
preventing p r o d u c t i v i t i e s from being maximised at the margin and o b s t r u c t i n g 
the f r e e movement of resources. For example, i t i s common f o r d i f f e r e n t 
lenders and borrowers t o be faced with l a r g e d i f f e r e n c e s i n the rates of 
i n t e r e s t o b t a i n i n g on d i f f e r e n t p a r t s of the c a p i t a l market, c h i e f l y as 
between the organised and t r a d i t i o n a l segments of the market. There may 
s i m i l a r l y be e x c e p t i o n a l l y l a r g e and non-equalising d i f f e r e n c e s i n wages as 
between urban (or formal) and r u r a l (or informal) employment. 

Industry i s l i a b l e to be marked by r e l a t i v e l y high c o n c e n t r a t i o n s of monopoly 
power i n poor economies with small domestic markets, depending on government 
p o l i c i e s of p r o t e c t i o n , f o r the market w i l l not be large enough to support 
more than one o r a small number of f i r m s . The banking s e c t o r may a l s o be 
marked by mo n o p o l i s t i c or o l i g o p o l i s t i c dominance by a few l a r g e banks. We 
have already mentioned the negative i n f l u e n c e of labour market segmentation 
on the b a s i s of sex or ethnic a f f i l i a t i o n . Markets may a l s o be l e s s complete 
than i n more developed economies, p a r t i c u l a r l y i n the r u r a l economy, c r e a t i n g 
vacuums i n such matters as food marketing and c r e d i t . ' ^ There are l i k e l y to 
be few forward markets, i n c r e a s i n g r i s k s and reducing the e f f i c i e n c y of 
investment." I t i s because of the adverse consequences of these 
d e f i c i e n c i e s that we e a r l i e r s t r e s s e d the importance of a "well working" 
market system f o r economic f l e x i b i l i t y . 

"Markets ... work i n c r e m e n t a l l y . A l l required changes - i n 
p r i c e s i g n a l s , i n people's responses to i n c e n t i v e s , i n s h i f t s i n 
resources - take time. These lags account f o r the f a c t t h a t e l a s t i c i t i e s 
of supply and demand are l a r g e r i n the long than i n the short run. Even 
i n Western market economies, i t has been recognised that very l a r g e changes 
that have had t o be accomplished q u i c k l y . . . cannot be l e f t to market 
f o r c e s . The l i k e l i h o o d of market f a i l u r e t h e r e f o r e i s a f u n c t i o n of the 
degree of urgency - or impatience - attached to a p a r t i c u l a r change". 
[Arndt, 1988 p.227]. 

'•̂  See L e l e , 1988, f o r an i n t e r e s t i n g e x p l o r a t i o n of some of these 
i s s u e s . 

" A forward (or futures) market i s one where a good or s e r v i c e i s 
contracted to be d e l i v e r e d at some f u t u r e date at a p r i c e agreed today. 
I t i s a device c h i e f l y used i n order t o reduce r i s k s , f o r example when 
d e a l i n g i n f o r e i g n c u r r e n c i e s i n the face o f u n c e r t a i n t i e s about f u t u r e 
exchange r a t e s . 



V.3 Adaptability, openness and development 

Before concluding our e x p l o r a t i o n of the c h a r a c t e r i s t i c s of an adaptive 
economy, there are two a d d i t i o n a l questions t h a t deserve an a i r i n g . 

The f i r s t takes us back to the r e l a t i o n s h i p between a d a p t a b i l i t y and 
development. Even though we were cautious about a t t r i b u t i n g c a u s a l i t y from 
s t r u c t u r a l transformation t o development, the t h r u s t of the e a r l i e r parts of 
t h i s Working Paper was nonetheless t o s t r e s s the b e n e f i c i a l e f f e c t s of 
economic f l e x i b i l i t y f o r long-term development. However, r e c o n s i d e r i n g what 
i s w r i t t e n above about the nature of an adaptive economy i t i s e q u a l l y c l e a r 
t h a t development aids f l e x i b i l i t y . Consider the reasons f o r t h i s . 

F i r s t , the data base and flows of new information w i l l be s u p e r i o r i n a more 
developed economy, because i t w i l l be f e a s i b l e to devote l a r g e r resources to 
t h i s task and a l s o because a l a r g e r part of economic a c t i v i t y w i l l take place 
w i t h i n the 'organised' s e c t o r s of the economy that are more amenable to 
measurement. Second, the hold of t r a d i t i o n a l values and modes i s l i k e l y to 
be weaker, and modernising a t t i t u d e s more the norm. T h i r d , the economy w i l l 
be more i n d u s t r i a l i s e d . For reasons already mentioned, t h i s w i l l give 
g r e a t e r p o t e n t i a l f o r r a p i d response of output to changing p r i c e r e l a t i v i t i e s 
and f a c t o r s of production w i l l be l e s s s p e c i f i c than i n the primary s e c t o r s . 
P a r t l y because the domestic market w i l l be l a r g e r , there w i l l be more 
competition among domestic producers, i n c r e a s i n g t h e i r i n c e n t i v e s to be 
responsive. Markets w i l l be b e t t e r i n t e g r a t e d and dualism reduced, f o r 
dualism i s p a r t i c u l a r l y a f e a t u r e of l e s s developed economies. Markets can 
be expected to be more complete and i n other respects we would expect the 
market mechanism to work b e t t e r . 

The l a r g e r s i z e of developed economies i s an advantage i n other ways. They 
w i l l be l e s s vulnerable to shocks transmitted from the r e s t of the world. 
They w i l l have more d i v e r s i f i e d patterns of demand and production, 
f a c i l i t a t i n g the movement of resources between a c t i v i t i e s . * ' I t w i l l a l s o 
be e a s i e r to s h i f t between production f o r the home and export markets. 
F i n a l l y , we would expect there to be at l e a s t some tendency f o r governments 
to be l e s s ' s o f t ' , more e f f e c t i v e , i n developed c o u n t r i e s , as suggested by 
Kuznets . The only disadvantage of more developed economies tha t we have 
found i n our d i s c u s s i o n was the grea t e r d i f f i c u l t y they may have i n 
modernising t h e i r c a p i t a l stock (see page 35). 

An i m p l i c a t i o n of t h i s i s tha t small poor c o u n t r i e s - the c o u n t r i e s with which 
we are p a r t i c u l a r l y concerned here - are l i a b l e to have i n f l e x i b l e economies. 
There i s thus something of a v i c i o u s c i r c l e at work: i n f l e x i b i l i t y r etards 
development but under-development retards f l e x i b i l i t y . However, i t would not 
be j u s t i f i e d to go so f a r as to describe t h i s as a lo w - l e v e l t r a p . The 
r e l a t i o n s h i p between f l e x i b i l i t y and development i s not so strong as to 
determine completely outcomes, and there are things that governments of even 
poor c o u n t r i e s can do to increase the a d a p t a b i l i t y of t h e i r economies. What 
i s c l e a r , however, i s that they w i l l face an u p h i l l task and w i l l r e q u i r e more 

Thus the United Nations World Economic Survey. 1985 [p.15] 
commented that the l a r g e r and more d i v e r s i f i e d economies wi t h l a r g e 
production c a p a c i t i e s were b e t t e r able to adjust to e x t e r n a l shocks, t a k i n g 
advantage of u n d e r - u t i l i s e d manufacturing c a p a c i t y and an a b i l i t y to switch 
from home to f o r e i g n markets i n order to expand t h e i r e xports. 



time f o r i t than more advanced economies. I t i s f o r such reasons th a t there 
have been c a l l s f o r the i n t e r n a t i o n a l f i n a n c i a l i n s t i t u t i o n s to recognise 
these s p e c i a l needs i n t h e i r p o l i c i e s towards A f r i c a n and other low-income 
c o u n t r i e s . 

Since most low-income c o u n t r i e s have small economies and small economies are 
almost i n v a r i a b l y h e a v i l y dependent on i n t e r n a t i o n a l t r a d e , the f u r t h e r 
question a r i s e s , i s t h i s openness good f o r economic f l e x i b i l i t y ? The answer 
i s yes. One of the great advantages of trade i s that i t allows l o c a l 
manufacturers t o escape the confines of domestic demand, t o s e l l on world 
markets. This permits them to s p e c i a l i s e more and achieve more economies of 
scale.*^ Openness a l s o exposes l o c a l producers t o more competition than 
could be sustained d o m e s t i c a l l y , and we have suggested e a r l i e r t h a t t h i s i s 
l i k e l y to make them more responsive t o changing c o n d i t i o n s and o p p o r t u n i t i e s . 

The high l e v e l s of imports which mark the open economy a l s o have the advantage 
of g i v i n g lower-cost access t o intermediate and c a p i t a l goods that could be 
produced at home only very i n e f f i c i e n t l y , and to the t e c h n o l o g i c a l advances 
incorporated i n them. More g e n e r a l l y , a s o c i e t y which i s thoroughly exposed 
to commerce w i t h , and investment from, the r e s t of the world i s more l i k e l y 
to be aware of a c t u a l and prospective trends, and more r e c e p t i v e to new ideas. 
F i n a l l y , the economic p o l i c i e s that governments must adopt i f they a c t i v e l y 
promote an outward-oriented development s t r a t e g y w i l l themselves probably 
lead to g r e a t e r economic e f f i c i e n c y and b e t t e r a b i l i t y to adjust to e x t e r n a l 
shocks.''^ 

Against these c o n s i d e r a t i o n s , we must, however, set the f a c t that open 
economies are more vulnerable to shocks from the outside world, r e l a t i v e to 
the s c a l e of domestic economic a c t i v i t y . The g r e a t e r i n s t a b i l i t y of world 
economic c o n d i t i o n s over most of the l a s t twenty years has increased the r i s k s 
and costs associated with i n t e g r a t i o n i n t o i t . In s h o r t , openness both 
f a c i l i t a t e s f l e x i b i l i t y and n e c e s s i t a t e s i t ! What, t h e r e f o r e , seems to be 
i n d i c a t e d i s a j u d i c i o u s blend of p o l i c i e s intended both to p r o t e c t the 
economy from the worst of these r i s k s ( f o r example, by o p t i n g f o r a measure 
of s e l f - s u f f i c i e n c y i n food production and by p l a c i n g more weight on other 
forms of i m p o r t - s u b s t i t u t i o n ) and to open i t up to the o p p o r t u n i t i e s of trade 
and investment. 

Kubo et a l . . 1986 p.224, note t h i s and t h a t , i n consequence, 
trade led to more r a p i d s t r u c t u r a l transformation than otherwise would have 
occurred i n the c o u n t r i e s they s t u d i e d . 

°̂ "...an export-promotion s t r a t e g y appears to place c e r t a i n kinds 
of c o n s t r a i n t s upon economic p o l i c y and i t s implementation; those 
c o n s t r a i n t s , i n t u r n , l i m i t the magnitude and d u r a t i o n of p o l i c y mistakes 
and a l s o tend to f o r c e p o l i c i e s to work through p r i c i n g , r a t h e r than 
q u a n t i t a t i v e , i n t e r v e n t i o n s . . . a growth s t r a t e g y o r i e n t e d towards exports 
e n t a i l s the development of p o l i c i e s that make markets and i n c e n t i v e s 
f u n c t i o n b e t t e r . . . " [Krueger, 1978, p.284]. 



V.4 The adaptive economy - summary 

What, i n summary, are the key c h a r a c t e r i s t i c s of an adaptive economy? We 
have argued tha t one b a s i c requirement i s that there must be e f f i c i e n t 
i n f o r m a t i o n a l and i n c e n t i v e systems, and we have suggested tha t a w e l l 
f u n c t i o n i n g market system i s conducive to f l e x i b i l i t y because i t can handle 
l a r g e volumes of information i n a d e c e n t r a l i s e d way and convert t h i s i n t o 
a p p r o p r i a t e i n c e n t i v e s i g n a l s . However, we have a l s o s t r e s s e d the important 
r o l e o f government i n m a r s h a l l i n g i n f o r m a t i o n , a task which markets cannot be 
r e l i e d upon to perform adequately. 

The second basic requirement i s t h a t economic agents - i n p u b l i c and p r i v a t e 
s e c t o r s a l i k e - must be responsive t o the information and i n c e n t i v e s , and we 
broke t h i s responsiveness i n t o [ i ] r e c e p t i v i t y t o change and [ i i ] 
e l a s t i c i t i e s . We suggested that r e c e p t i v i t y w i l l be s t r o n g l y i n f l u e n c e d by 
the balance i n a s o c i e t y between t r a d i t i o n a l and modernising v a l u e s , with 
education a p a r t i c u l a r l y important f a c t o r ; by the s i z e and q u a l i t y o f the 
en t r e p r e n e u r i a l c l a s s ; and by the maturity of an economy and i t s c a p i t a l 
stock. We suggested f u r t h e r that the a b i l i t y of a government t o promote an 
adaptive economy w i l l be a f u n c t i o n of the d i s t r i b u t i o n of power between 
i t s e l f and s o c i e t y at l a r g e , p a r t i c u l a r l y i t s a b i l i t y t o a s s e r t i t s e l f over 
organised i n t e r e s t groups; i t s perceived l e g i t i m a c y and s t a b i l i t y ; and the 
c r e d i b i l i t y of i t s p o l i c i e s as enduring s i g n a l s f o r d e c i s i o n s about the 
f u t u r e . 

We then considered the f a c t o r s that promote the large supply e l a s t i c i t i e s t h a t 
are conducive to f l e x i b i l i t y , emphasising again the importance of market 
for c e s and drawing a t t e n t i o n t o various market f a i l u r e s which may stand i n the 
way of adequate supply responses. F i n a l l y , we have suggested tha t 
f l e x i b i l i t y i s a r i s i n g f u n c t i o n of the l e v e l of development and thus i s not 
a n a t u r a l a t t r i b u t e o f poor c o u n t r i e s ; and that i n t e g r a t i o n i n t o the world 
system of trade and payments both increases an economy's v u l n e r a b i l i t y t o 
adverse e x t e r n a l developments and increases i t s a b i l i t y t o adju s t t o these. 



VI. THE PLACE OF 'STRUCTURAL ADJUSTMENT' 

VI.1 Adjustment as induced adaptation 

During the 1980s 'structural adjustment' became one of the most commonly used 
expressions In discussions of the policies of developing countries and of the 
Bretton Woods institutions - the IMF and the World Bank. The question 
arises, therefore, how the above discussion relates to the term as It Is used 
by these Institutions. One l a r g e d i f f i c u l t y here i s t h a t s t r u c t u r a l 
adjustment i s an expression th a t has been used f a r more of t e n than i t has been 
de f i n e d . Moreover, various d e f i n i t i o n s have been o f f e r e d , these have changed 
over time and no consensus has emerged on a 'proper' meaning.'' 

In the l i g h t of the d i s c u s s i o n of t h i s Working Paper, how might we understand 
the term ' s t r u c t u r a l adjustment'? We can here u s e f u l l y introduce a 
d i s t i n c t i o n between change which occurs n a t u r a l l y , as the autonomous response 
of economic agents t o changing demands and o p p o r t u n i t i e s , and change tha t i s 
induced by the manipulation of p o l i c y . There i s an ancient controversy among 
philosophers about whether we possess f r e e w i l l or whether what we do i s 
predetermined. Do economies possess f r e e w i l l i n the matter of s t r u c t u r a l 
adaptation? Although we have emphasised the l a r g e l y autonomous or e x t e r n a l 
nature of many of the trends and shocks to which economies need to respond, 
i t should not be i n f e r r e d from t h i s t h a t the p a t t e r n of change i s beyond 
government i n f l u e n c e . There i s , i n f a c t , much scope f o r c h o i c e , p a r t i c u l a r l y 
i n the longer term, and the q u a l i t y of a government's response to the 
a l t e r n a t i v e s a v a i l a b l e to i t can make a l l the d i f f e r e n c e between a laggard and 
a t h r i v i n g economy. One such choice already touched upon i s of the degree 
of openness of the economy, i n v o l v i n g important d e c i s i o n s about p o l i c i e s 
towards exchange r a t e s , p r o t e c t i o n i s m , a g r i c u l t u r a l p r i c i n g and so on. 

What i f a government d e c l i n e s to make such d e c i s i o n s , refuses to recognise the 
need f o r hard choices i n these matters? The answer i s not th a t the economy 
w i l l cease t o respond but that i t s responses are l i k e l y to be sub-optimal and 
to impose la r g e avoidable costs on i t s i n h a b i t a n t s . This i s most e a s i l y 
explained when the balance of payments i s the c h i e f symptom of s t r u c t u r a l 
weakness. In t h i s case, a shortage of f o r e i g n exchange imposes adjustment, 
and the only r e a l choice i s whether there i s to be a planned or i n v o l u n t a r y 
adjustment. In the l a t t e r case, i . e . i n the absence of e f f e c t i v e p o l i c i e s , 
import s u p p l i e s w i l l dry up, as i n t e r n a t i o n a l c r e d i t w o r t h i n e s s i s eroded and 
the a v a i l a b i l i t y of f o r e i g n exchange to pay f o r imports d i m i n i s h e s . The 
economy w i l l thus be forced to l i v e with whatever reduced volume of imports 
can be a f f o r d e d , and 'adjustment' w i l l take the form of reduced output, 
income, employment and l i v i n g standards. 

Adjustment can hence be thought of as induced or planned adaptation. 
Adjustment p o l i c i e s are then the instruments deployed i n order t o achieve the 
d e s i r e d adaptation and to enhance the f l e x i b i l i t y of the economy. 
' S t r u c t u r a l ' adjustment should l o g i c a l l y be regarded as measures to adapt 

" See K i l l i c k , 1986 pp.64-75, f o r a d i s c u s s i o n of the use of t h i s 
term, although t h i s i s confined to i t s uses i n connection with the 
strengthening of a country's balance of payments. 



s p e c i f i c a l l y s t r u c t u r a l v a r i a b l e s , as discussed e a r l i e r , p a r t i c u l a r l y the 
p r o d u c t i v e system and the p h y s i c a l and i n s t i t u t i o n a l i n f r a s t r u c t u r e . 

How does such an approach square with the usages w i t h i n the Bretton Woods 
i n s t i t u t i o n s ? 

VI.2 Fund and Bank approaches 

' S t r u c t u r a l adjustment' entered i n t o i n t e r n a t i o n a l parlance when, i n 1980, the 
World Bank introduced S t r u c t u r a l Adjustment Loans (SALs) as a new type of 
c r e d i t . There were two p r i n c i p a l reasons f o r t h i s i n n o v a t i o n : 

[a] a perception t h a t the world environment had become markedly more h o s t i l e 
f o r most developing c o u n t r i e s - remember t h i s was the time of the second 
' o i l shock' and an associated r e c e s s i o n i n the i n d u s t r i a l world - and 
t h a t they stood i n urgent need of a longer-term support f o r t h e i r 
e f f o r t s to cope with the r e s u l t i n g balance of payments d i s l o c a t i o n s than 
the IMF was designed to provide; 

[b] a growing perception that p o l i c y mistakes i n developing c o u n t r i e s were 
in some cases preventing an adequate response t o the worsened 
environment and, more g e n e r a l l y , were r e t a r d i n g economic development -
as w e l l as reducing returns on past Bank-financed p r o j e c t s . " 

SALs were thus to provide q u i c k - d i s b u r s i n g loans to f i n a n c e general imports 
over a period of years i n support of an agreed set of measures intended to 
strengthen the balance of payments w h i l s t maintaining a development momentum. 
During the course of the 1980s, however, the o r i g i n a l emphasis i n the Bank on 
the balance of payments g r a d u a l l y faded, with a corresponding increase i n the 
s t r e s s i t placed upon 'economy-wide programmes of reforms' intended t o 
increase the e f f i c i e n c y of resource-use through 'changes i n p r i c i n g and trade 
p o l i c i e s , i n the s i z e and s t r u c t u r e of government expenditures, and i n the 
extent of government c o n t r o l s on productive a c t i v i t y ' . However, there was 
no attempt at a formal d e f i n i t i o n of s t r u c t u r a l adjustment per se. and even 
w i t h i n the Bank the term i s subject t o a range of i n t e r p r e t a t i o n s . In 
o p e r a t i o n a l terms, the Bank i n the most recent years has switched emphasis 
from SALs to Sec t o r a l Adjustment Loans. The l a t t e r have narrower p o l i c y 
o b j e c t i v e s , although the general p o l i c y t h r u s t i s s i m i l a r . 

The subject was f u r t h e r complicated when in 1986 a new S t r u c t u r a l Adjustment 
F a c i l i t y was set up w i t h i n the IMF. This too was to provide medium-terra 
balance of payments a s s i s t a n c e t o low-income c o u n t r i e s f a c i n g p r o t r a c t e d 
balance of payments d i f f i c u l t i e s f o r a programme of p o l i c y measures to be 
worked out with the s t a f f s of the IMF and the Bank. This was replaced at the 
end of 1987 by an Enhanced S t r u c t u r a l Adjustment F a c i l i t y , w i t h c o n s i d e r a b l y 
g r e a t e r resources than the o r i g i n a l SAF. In some r e s p e c t s , the Extended 
F a c i l i t y of the Fund (EFF), set up i n 1974, was a precursor of the SAF, not 
l e a s t because, f o r the f i r s t time, i t engaged the IMF i n medium-term p o l i c y 

" For an account of the e a r l y h i s t o r y of SALs and an espousal of 
t h i s type of lending by the Bank, see Please, 1984 chapters 3 and 4. 



programmes addressed to the strengthening of the productive s t r u c t u r e . " 
Given the nature of the Fund, the c h i e f o b j e c t i v e i n each of these f a c i l i t i e s 
was t o help a country achieve balance of payments v i a b i l i t y . In most cases, 
the s u p p l y - s id e measures w r i t t e n i n t o t h e i r programmes were i n a d d i t i o n t o the 
Fund's t r a d i t i o n a l emphasis on short-term demand management, i n v o l v i n g c r e d i t 
r e s t r i c t i o n s , reduced budget d e f i c i t s and exchange r a t e d e p r e c i a t i o n s . L i k e 
the Bank, the Fund has not o f f e r e d a forma d e f i n i t i o n of s t r u c t u r a l 
adjustment. 

As i s apparent from the above, there are l a r g e areas of overlap between the 
ways i n which the Bretton Woods i n s t i t u t i o n s i n t e r p r e t s t r u c t u r a l adjustment 
and our own d e f i n i t i o n o f f e r e d above. Common t o them a l l are the ideas that 
i t i s a response to shocks and other changes i n the economic environment; 
that i t i n v o l v e s p o l i c y changes, i . e . i s a planned adjustment; th a t i t i s not 
a short-term process; and that i t i n v o l v e s a t t e n t i o n to an economy's b a s i c 
s t r u c t u r e . Important d i f f e r e n c e s may be noted, however, concerning breadth 
and length. 

As regards breadth, our own approach has s t r e s s e d a wider range of i n f l u e n c e s 
t o which economies must adapt than those to which, understandably, the Fund 
and the Bank co n f i n e themselves. We agree with them about the s p e c i a l 
importance of the f o r e i g n exchange c o n s t r a i n t but a l s o b r i n g i n f a c t o r s such 
as changing c l i m a t i c c o n d i t i o n s , t e c h n o l o g i c a l progress and long-term s h i f t s 
i n the pattern of demand. 

The point about length i s more important. I t has t o do with the speed with 
which economies are able to respond to changing circumstances and to the 
per i o d over which such responsiveness i s necessary. I t i s a long-standing 
complaint about the IMF's p o l i c i e s towards developing c o u n t r i e s that i t s 
programmes are too short-term to be able to cope with the o f t e n deep-seated 
nature of t h e i r payments weaknesses. The EFF and SAF were responses to t h i s 
complaint. Even the Bank's longer-term programmes have been c r i t i c i s e d 
along s i m i l a r l i n e s , and i t s own evaluations of SALs have drawn the conclusion 
tha t s t r u c t u r a l change takes longer than i t had e a r l i e r envisaged. No l e s s 
s i g n i f i c a n t l y , there i s a d e s i r e i n both i n s t i t u t i o n s , at l e a s t i n t h e i r 
governing bodies, f o r the phase of s t r u c t u r a l adjustment lending to be 
concluded as q u i c k l y as p o s s i b l e , so that each can r e t u r n t o i t s more 
t r a d i t i o n a l r o l e s , whereas our own treatment has shown adaptation to change 
as a continuous n e c e s s i t y , inseparable from development, not at a l l as a 
d i s c r e t e phase. 

In other words, we can think of the s t r u c t u r a l adjustment programmes of the 
Fund and Bank as an important sub-set of our own understanding of the term: 
more confined i n time and coverage but nevertheless addressed to some of the 
most pressi n g of the problems of economic adaptation. D i f f i c u l t i e s are, 
however, created i n r e c o n c i l i n g these various approaches by the d i f f e r i n g time 
spans i n which 'adjustment' can be s e t . There i s d i f f i c u l t y , too, i n 
r e c o n c i l i n g p o l i c i e s f o r the c o n t r o l of aggregate demand wit h those f o r the 
r e s t r u c t u r i n g of the productive system. There was an echo of t h i s i n our 
e a r l i e r d i s c u s s i o n of the e f f e c t s of import compression (page 25). We w i l l 
r e t u r n to these matters i n Working Paper No. 34. 

" See de V r i e s , 1987, f o r the Fund's o f f i c i a l account of the EFF 
and SAF; and K i l l i c k et a l . . 1984 pp.247-50, f o r an e v a l u a t i o n of the EFF. 



VII. SUMMARY 

In t h i s Working Paper we have considered reasons why the f l e x i b i l i t y of an 
economy, and of economic p o l i c i e s , i s an important a t t r i b u t e ; the nature of 
an adaptive economy; and the r e l a t i o n s h i p between our view of these matters 
and the ' s t r u c t u r a l adjustment' p o l i c i e s of the IMF and the World Bank. 

As regards the reasons f o r f l e x i b i l i t y , we have shown t h a t major s t r u c t u r a l 
change i s i n t r i n s i c to long-run economic development. The p a t t e r n of t h i s 
change i s p o w e r f u l l y i n f l u e n c e d by worldwide r e g u l a r i t i e s i n consumer 
preferences, by t e c h n o l o g i c a l and other i n f l u e n c e s on the s i d e of supply and 
by the s h i f t i n g composition of i n t e r n a t i o n a l t r a d e . We have suggested that 
an economy with a f l e x i b l e s t r u c t u r e , which can more r e a d i l y adjust to the 
changing needs of the time, i s l i a b l e t o achieve f a s t e r development. 
Conversely, an economy w i t h a r i g i d s t r u c t u r e , incapable of meeting new needs, 
can expect retarded development, w i t h d i s j u n c t u r e s between demand and supply 
c r e a t i n g b o t t l e n e c k s and balance of payments s t r a i n s , i n f l a t i o n a r y pressures 
and other economic d i s l o c a t i o n s . 

These observations are borne out by econometric t e s t s of c o r r e l a t i o n between 
the growth of an economy and i t s 'balance', i . e . i t s a b i l i t y to grow i n 
conformity t o income e l a s t i c i t i e s of demand. We furthermore suggested t h a t 
some kinds of s t r u c t u r a l change are of p a r t i c u l a r importance, enabling more 
r a p i d progress elsewhere i n the economy. These in c l u d e i n d u s t r i a l i s a t i o n , 
f i n a n c i a l deepening, high l e v e l s of human and f i x e d c a p i t a l formation, and 
p o l i t i c a l modernisation. S t r u c t u r a l r i g i d i t y , then, i s bad f o r development, 
f l e x i b i l i t y a plus. 

We then turned to c o n s i d e r other reasons f o r v a l u i n g t h i s a t t r i b u t e . These 
are often expressed i n terms of e x t e r n a l and domestic shocks, such as sudden 
changes i n world p r i c e s and c a p i t a l market c o n d i t i o n s , and n a t u r a l d i s a s t e r s . 
However, we pointed out the e x i s t e n c e of a v a r i e t y of l o n g e r - l a s t i n g trends 
to which adjustment i s a l s o necessary, i n c l u d i n g long-term adverse trends i n 
the markets f o r primary commodities, a p o s s i b l e s e c u l a r slowing-down in the 
growth of the OECD economies, and the adverse consequences of a warming-up of 
the world's atmosphere. Country i l l u s t r a t i o n s were provided to show how 
severe the e f f e c t s of these various f a c t o r s can be. 

These c o n s i d e r a t i o n s thus c o n s t i t u t e f u r t h e r reasons f o r p l a c i n g a premium on 
the f l e x i b i l i t y of an economy and of the p o l i c i e s which i n f l u e n c e i t . Taken 
together, the various arguments create a powerful prima f a c i e e x p e c t a t i o n that 
c o u n t r i e s blessed with such a d a p t a b i l i t y w i l l be b e t t e r able t o s a t i s f y the 
m a t e r i a l a s p i r a t i o n s of t h e i r c i t i z e n s than those which are not. We turned 
next to c l a r i f y the determinants of economic f l e x i b i l i t y . We argued that one 
basi c requirement was t h a t there must be e f f i c i e n t i n f o r m a t i o n a l and i n c e n t i v e 
systems and t h a t a w e l l f u n c t i o n i n g market system i s conducive t o f l e x i b i l i t y . 
This i s because i t can handle large volumes of information i n a d e c e n t r a l i s e d 

way and convert t h i s i n t o appropriate i n c e n t i v e s i g n a l s . However, we a l s o 
s t r e s s e d the important r o l e of government i n m a r s h a l l i n g i n f o r m a t i o n , a task 
which markets cannot be r e l i e d upon to perform adequately. 

The second basi c requirement i s that economic agents - i n the p u b l i c and 
p r i v a t e s e c t o r s a l i k e - must be responsive t o the information and i n c e n t i v e s . 



and we broke t h i s responsiveness i n t o r e c e p t i v i t y to change and e i a s t c i t i e s . 
We suggested th a t r e c e p t i v i t y w i l l be s t r o n g l y i n f l u e n c e d by the ba ance i n 
a s o c i e t y between t r a d i t i o n a l and modernising v a l u e s , with education a 
p a r t i c u l a r l y important f a c t o r ; by the s i z e and q u a l i t y of the e n t r e p r e n e u r i a l 
c l a s s ; and by the mat u r i t y of an economy and i t s c a p i t a l stock. We 
suggested f u r t h e r that the a b i l i t y of a government t o promote an adaptive 
economy w i l l be a f u n c t i o n of the d i s t r i b u t i o n of power between i t s e l f and 
s o c i e t y at l a r g e , p a r t i c u l a r l y i t s a b i l i t y to a s s e r t i t s e l f over organised 
i n t e r e s t groups; i t s perceived l e g i t i m a c y and s t a b i l i t y ; and the c r e d i b i l i t y 
of i t s p o l i c i e s as enduring s i g n a l s f o r d e c i s i o n s about the f u t u r e . 

We then considered the f a c t o r s t h a t promote the l a r g e supply e l a s t i c i t i e s that 
are conducive t o f l e x i b i l i t y , emphasising again the importance of market 
for c e s and drawing a t t e n t i o n t o various market f a i l u r e s which may stand i n the 
way of adequate supply responses. We f u r t h e r suggested th a t f l e x i b i l i t y i s 
a r i s i n g f u n c t i o n of the l e v e l of development and thus i s not a na t u r a l 
a t t r i b u t e of poor c o u n t r i e s ; and that i n t e g r a t i o n i n t o the world system of 
trade and payments increases both an economy's v u l n e r a b i l i t y t o adverse 
e x t e r n a l developments and i t s a b i l i t y to adjust to these. 

F i n a l l y , we defined s t r u c t u r a l adjustment as induced a d a p t a t i o n , and 
adjustment p o l i c i e s as the instruments employed by governments to b r i n g t h i s 
about. This d i s c u s s i o n served t o provide a broader context w i t h i n which to 
set the ' s t r u c t u r a l adjustment' p o l i c i e s of the Bretton Woods agencies. We 
suggested that t h e i r approaches were more confined than ours, i n breadth of 
coverage and the treatment of time. Nevertheless, t h e i r programmes do 
address c r u c i a l l y important aspects of the task of economic ada p t a t i o n , 
p a r t i c u l a r l y as i t r e l a t e s to the f o r e i g n exchange c o n s t r a i n t . 

Having defined adjustment i n t h i s way, the next task i s to con s i d e r the r o l e 
of economic p o l i c y i n the process. We have r e f e r r e d at a number of p o i n t s 
to ways i n which government p o l i c i e s may a c t u a l l y make things worse and to the 
task , t h e r e f o r e , of ensuring that p o l i c i e s are part of the s o l u t i o n r a t h e r 
than part of the problem. The r o l e of p o l i c y i s the subject of Working 
Papers Nos. 32 and 33. 
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