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I. INTRODUCTION 

Working Paper No. 31 e s t a b l i s h e d a number of the c h a r a c t e r i s t i c s 
t h a t make f o r a f l e x i b l e economy, one t h a t i s w e l l a b l e t o a d j u s t 
t o changing c i r c u m s t a n c e s and t o t a k e advantage of a r i s i n g 
o p p o r t u n i t i e s . To n u r t u r e such c h a r a c t e r i s t i c s can t hus be 
d e s c r i b e d as one of the c h i e f o b j e c t i v e s o f adjustment p o l i c i e s . 
I t was suggested, f o r example, t h a t r i s i n g s a v i n g and investment 
r a t i o s , i n d u s t r i a l i s a t i o n and f i n a n c i a l deepening had the 
c h a r a c t e r o f b e i n g ' e n a b l i n g ' t y p e s of s t r u c t u r a l change, 
p e r m i t t i n g and encouraging a r a t e o f development t h a t o t h e r w i s e 
would be f r u s t r a t e d . I n f o r m a t i o n f l o w s and the development of 
human s k i l l s and of e n t e r p r i s e were viewed i n a s i m i l a r l i g h t , 
as f a c i l i t a t i n g a d a p t a t i o n . The importance f o r t h e 
r e s p o n s i v e n e s s of the economy of e f f i c i e n t l y working markets f o r 
the f a c t o r s of p r o d u c t i o n , and f o r goods and s e r v i c e s , was a l s o 
emphasised. The p a r t i c u l a r s e r i o u s n e s s of the f o r e i g n exchange 
c o n s t r a i n t was s i m i l a r l y s t r e s s e d . The p o t e n t i a l l y c o s t l y 
n a t u r e o f economic adjustments was a l s o d e s c r i b e d , w i t h the 
i m p l i c a t i o n t h a t one of t h e government's t a s k s i s t o minimise 
t h e s e . 

Mention was a l s o made, however, of government p o l i c i e s t h a t 
a c t u a l l y hamper f l e x i b i l i t y , so t h a t some have w r i t t e n of the 
n e c e s s i t y t o a d j u s t from a wrong s e t of p o l i c i e s , and of the 
consequences of p o l i c y mistakes as a k i n d of domestic 'shock'. 
The t a s k o f t h i s Working Paper and t h e next i n t h e s e r i e s i s t o 
e x p l o r e ways i n which p o l i c y can be made p a r t of t h e s o l u t i o n , 
r a t h e r than p a r t of the problem: how mistakes can be c o r r e c t e d , 
how p o l i c i e s can promote a d a p t a t i o n . 

Working Paper No. 33 t a k e s a d e t a i l e d l o o k a t some s p e c i f i c 
adjustment p o l i c i e s , w h i l e t h i s one i s c h i e f l y about the g e n e r a l 
p r i n c i p l e s of p o l i c y . We s t a r t w i t h a d i s c u s s i o n of t h e o v e r a l l 
r o l e o f t h e s t a t e i n t h e a d a p t i v e economy, r e l a t i v e t o the 
p r i v a t e s e c t o r , and t h e p r i n c i p l e s t h a t might be employed i n 
approaching t h i s i s s u e . We then proceed t o the s t r a t e g y c h o i c e s 
t h a t p r e s e n t themselves t o governments when d e c i d i n g t h e g e n e r a l 
t h r u s t of t h e i r approach, f o l l o w i n g t h i s w i t h a more s p e c i f i c 
d i s c u s s i o n based on an i l l u s t r a t i v e m a t r i x of p o l i c y g o a l s and 
i n s t r u m e n t s . 

T h i s l e a d s on t o c o n s i d e r a t i o n o f t h e g e n e r a l p r i n c i p l e s of 
p o l i c y : t h e n o t i o n o f tradeoffs,- t h e c r i t e r i a t h a t might be 
employed i n d e c i d i n g which p o l i c i e s t o deploy; how p o l i c i e s 
i n t e r a c t among themselves, and w i t h the economy, as a system; 
and q u e s t i o n s c o n c e r n i n g t h e implementation and s u s t a i n a b i l i t y 
of adjustment p o l i c i e s . We conclude w i t h c a u t i o n a r y words about 
the n a t u r e of t h e s t a t e as an economic agent; about the danger 
o f d i s p r o p o r t i o n between the s e r i o u s n e s s of the problems and the 
power o f t h e a v a i l a b l e p o l i c y i n s t r u m e n t s ; and about e x t e r n a l 
f i n a n c e . 



II. APPROACHING THE ROLE OF THE STATE 

There has i n r e c e n t times been some ferment i n economics about 
t h e r o l e o f t h e s t a t e i n economic l i f e . ' Many now t a k e a more 
s c e p t i c a l v i e w o f what the s t a t e can - o r s h o u l d - do, and t h i s 
change has i n t u r n f e d i n t o t h e ' c o n s e r v a t i v e r e v o l u t i o n ' t h a t 
has s i n c e t h e b e g i n n i n g of t h e 1980s had a profound i n f l u e n c e on 
p o l i c i e s i n a l a r g e number of i n d u s t r i a l c o u n t r i e s , as w e l l as 
i n some d e v e l o p i n g c o u n t r i e s . T h i s s u b j e c t remains h i g h l y 
c o n t r o v e r s i a l , however, and i t w i l l be u s e f u l t o commence our 
d i s c u s s i o n o f adjustment p o l i c i e s by b r i e f l y s u r v e y i n g t h e s t a t e 
of t h i s argument. 

II.1 Market failures 

T r a d i t i o n a l l y , the economic r o l e o f the s t a t e has been d e f i n e d 
i n terms o f a r e s p o n s i b i l i t y t o c o r r e c t f o r , o r e l i m i n a t e , 
v a r i o u s 'market f a i l u r e s ' . There i s an e x t e n s i v e l i t e r a t u r e on 
t h i s s u b j e c t , from which t h e f o l l o w i n g l i s t can be d i s t i l l e d . ^ 

[a] Failures of competition. B r i e f l y , t h i s can be s a i d t o 
e x i s t whenever monopoly o r monopsony power e x i s t s i n a 
market. I t has l e d governments t o promote by v a r i o u s 
means g r e a t e r c o m p e t i t i o n o r t o sa f e g u a r d a g a i n s t t h e abuse 
o f monopoly power. 

[b] E x t e r n a l i t i e s . These are c o s t s a s s o c i a t e d w i t h an output 
which accrue t o s o c i e t y a t l a r g e and are not r e f l e c t e d i n 
pr o d u c e r s ' c o s t s o f p r o d u c t i o n ; o r b e n e f i t s which a r e not 
r e f l e c t e d i n t h e i r revenues. The damage caused t o t h e 
environment by i n d u s t r i a l waste d i s p o s a l i s a common example 
of an e x t e r n a l c o s t . The v a l u e t o l o c a l farmers o f t r a c k s 
c r e a t e d by ti m b e r h a u l i e r s i s an example o f an e x t e r n a l 
b e n e f i t . 

[c] Incomplete markets. T h i s c o n d i t i o n can be s a i d t o e x i s t 
when markets f a i l t o produce items which people d e s i r e and 
f o r which they would be w i l l i n g t o pay more than t h e c o s t s 
o f p r o d u c t i o n . One widespread example i s t h e f r e q u e n t l y 
i n c o m p l e t e coverage o f c r e d i t markets i n r u r a l a r e a s . 
Another i s the p a u c i t y o f ' f u t u r e s ' markets, which would 
p e r m i t people t o e n t e r i n t o c o n t r a c t s f o r t h e s u p p l y o f a 
good o r s e r v i c e a t some f u t u r e date a t a p r i c e determined 

The l i t e r a t u r e on t h i s , and i t s r e l e v a n c e t o t h e r o l e 
o f t h e s t a t e i n d e v e l o p i n g - c o u n t r y c i r c u m s t a n c e s , i s e x p l o r e d 
i n K i l l i c k , 1989, on which t h e next few pages a r e based. 

^ F o r d i s c u s s i o n o f these see S t i g l i t z , 1986, upon which 
much of t h e f o l l o w i n g l i s t i s based. See a l s o A r n d t , 1988, 
p a r t i c u l a r l y on the s u b j e c t o f 'dynamic' market f a i l u r e s . 



now. One consequence of t h i s i s t o i n c r e a s e u n c e r t a i n t y , 
d i s c o u r a g i n g investment o r l e a d i n g t o investment 'mistakes' . 

[d] Information f a i l u r e s . Market f o r c e s tend t o r e s u l t i n an 
un d e r - p r o d u c t i o n of i n f o r m a t i o n t o which p u b l i c access 
cannot e a s i l y be l i m i t e d and which, t h e r e f o r e , cannot be 
p r o f i t a b l y s o l d . The r o l e o f government t o remedy t h i s 
d e f e c t has a l r e a d y been g i v e n some prominence i n the 
d i s c u s s i o n i n Working Paper No. 31 of t h e importance of 
i n f o r m a t i o n f o r economic a d a p t a t i o n . 

[e] public goods. T h i s i s the name g i v e n t o v a r i o u s d e s i r a b l e 
goods and s e r v i c e s t h a t would not be s u p p l i e d (or not 
s u p p l i e d e f f i c i e n t l y ) by p r i v a t e e n t e r p r i s e , i n c l u d i n g the 
maintenance of law and o r d e r , n a t i o n a l defence, p u b l i c 
h e a l t h , e t c . The type of c o - o p e r a t i v e a c t i o n s needed f o r 
the p r o v i s i o n o f t h i s t ype o f s e r v i c e w i l l not n o r m a l l y 
r e s u l t from t h e c o m p e t i t i v e m a x i m i s a t i o n by i n d i v i d u a l s o f 
t h e i r own w e l f a r e , n e c e s s i t a t i n g imposed p r o v i s i o n s by t h e 
s t a t e . 

[ f ] Merit goods. These r e l a t e t o items i n t h e use o f which 
i n d i v i d u a l s a r e not regarded by t h e s t a t e as a c t i n g i n t h e i r 
own b e s t i n t e r e s t s . Most o f the examples a r e n e g a t i v e : 
laws a g a i n s t the use of n a r c o t i c s ; t h e d i s c r i m i n a t o r y 
t a x a t i o n o f a l c o h o l . Compulsory e d u c a t i o n i s a p o s i t i v e 
example. 

[g] Macroeconomic i n s t a b i l i t y . T h i s r e f e r s t o the tendency f o r 
u n r e g u l a t e d market economies t o e x p e r i e n c e c y c l i c a l o r 
s h o r t - t e r m i n s t a b i l i t y - t h e p e r i o d i c o c c u r r e n c e o f 
r e c e s s i o n s and o f i n f l a t i o n a r y booms. I t was h i s a n a l y s i s 
of t h i s , and h i s a s s e r t i o n of t h e duty of t h e s t a t e t o 
r e c t i f y t h i s f a i l u r e , t h a t was Keynes' c h i e f c o n t r i b u t i o n 
t o t h e t h e o r y o f economic p o l i c y . 

[h] 'Creative* f a i l u r e s . Most of t h e above r e l a t e t o f a i l u r e s 
t h a t reduce t h e e f f i c i e n c y w i t h which r e s o u r c e s are 
a l l o c a t e d a t a g i v e n time. The i d e a o f c r e a t i v e , or 
dynamic, f a i l u r e s r e l a t e s t o s i t u a t i o n s where t h e p r o d u c t i o n 
f r o n t i e r i s not b e i n g expanded over time a t an o p t i m a l r a t e . 
T h i s may r e s u l t from suboptimal l e v e l s o f s a v i n g and 
investment, perhaps due t o s c a l e economies, or from 
inadequate s u p p l i e s o f e n t r e p r e n e u r i a l s k i l l s t o e x p l o i t 
economic o p p o r t u n i t i e s and p r o p e l t h e economy forward. 
I n d i v i s i b i l i t i e s , h i g h r i s k s o r i n e f f i c i e n t c a p i t a l markets 
may s i m i l a r l y r e s u l t i n suboptimal r a t e s o f i n n o v a t i o n . 
T h i s type o f f a i l u r e i s l i a b l e t o have p a r t i c u l a r l y s e r i o u s 
consequences f o r the pro c e s s e s of economic a d a p t a t i o n . 

[ i ] Poverty and inequality. The e x i s t e n c e o f such c o n d i t i o n s 
may be regarded as a type of f a i l u r e when market f o r c e s 
r e s u l t i n c o n d i t i o n s which are i n c o n s i s t e n t w i t h what 
s o c i e t y r e g a r d s as e q u i t a b l e o r re a s o n a b l e . 



BOX I. MARKET FAILURES 

Segmented and Incomplete Markets; Dualism In Zawbia's Agricultural sector^ 

Before 1980 Zambia's agricultural sector was split between 6,000 large commercial and 
approximately 650,000 smallholder farmers cultivating less than 2 hectares each. 
Underlying this split was dualism in input and product markets. Financial dualism meant that 
commercial farmers had access to banks and other institutions, and could borrow at lower interest 
rates than smallfaoldersy who were forced to turn to moneylenders or had no access to credit. | 
Differential access to finance in turn contributed to tecbnological diialism. Smallholdings remained | 
labour-intensive and dependent on simple hand tools: they were unable to purchase oxen ot 
tractors, and their small unspecialised farms permitted no economies of scale. Meanwhile 
commercial farmers were able to invest (notably in irrigation), and modern technology became 
concentrated in the commercial sector. Other inputs, such as fertilisers, pesticides and improved 
seed varieties, were largely confined to the commercial farmers. Their greater buying power, and 
access to information and credit, made them able to purchase at wholesale prices (while 
smallholders paid retail prices), to take advantage of changes in subsidies on fertiliser, arid to 
direct agricultural research and extension services to their needs. They were also better able to 
compete for labour, while smallholder production was constrained by labour shortages. 
Commercial farmers also had greater access to (and control over) product markets. They were 
located clo.ser to major transport links, and able to organise their own road transport or storage of 
produce. This enabled them to overcome seasonal and regional price variations; to reduce losses 
due to crop spoilage; to avoid middlemen by selling direct to retailers; to cut the costs of 
transporting inputs; and to respond more quickly to changes in the prices of different crops. 
Thus input and product markets were segmented or incomplete, with access to both of them easier 
for commercial farmers, resulting in dominance by overmechanised and import-intensive 
commercial farms. 

Environmental Externalities; Estuarine and Marine Pollution in West Africa' 

Thousands of substances enter river estuaries and coastal marine waters due to industrial and 
agricultural production processes. Some, like DDT and artificial radio-active materials, are alien 
to the water; others, such as mercury and lead, are naturally present, but unregulated industrial 
waste disposal or agricultural pesticide use increases their concentration and combines them in 
ways which pollute marine and fresh waters, with negative effects on marine wildlife, fishing and 
human health. 
Pollution of West African coastal waters became increasingly severe in the 1960s and 1970s. 
Unregulated growth of industrial production in coastal urban areas led to a rapid rise in industrial 
waste. Outside urban areas, industries (for example, making timber products, processed foods and 
textiles) released unprocessed effluents into waterways. Oil exploration and exploitation brought 
pollution, through spills of crude oil and refined products during extraction, loading and transport. 
Commercial farmers used more chemical fertilisers, herbicides and pesticides, which led to 
discharges of wastes and residues into estuaries and coastal lagoons. 
These were all examples of external diseconomies. Producers were able to keep down their 
internal costs by dumping their wastes instead of dealing with them within the production process 
- and it was society that paid. Thus, fishermen were hit in all coastal waters between Cote 
d'lvoire and Gabon. Shrimp catches collapsed in the lagoon fisheries of Abidjan; several 
commercial seafood and fish species entirely disappeared from all waters between 1973 and 1980. 
Surface oil slicks killed tuna larvae in breeding grounds off Ghana, with knock-on effects on 
regional tuna stocks. It is probable that there were adverse effects on the health of the wider 
population as well, with both human and economic consequences. 

^ Based on unpublished World Bank Sources. 

* Based on Ruddle and Manshard, 1981. 



A l t h o u g h some of th e above items a r e d i s p u t e d , t h e r e i s l i t t l e 
d i s s e n s i o n by economists from the i d e a t h a t market f a i l u r e s -
i l l u s t r a t e d i n Box I - are widespread and o f t e n s e r i o u s . What 
i s now a good d e a l more c o n t r o v e r s i a l i s t h e t r a d i t i o n a l 
i n f e r e n c e i n t h e t h e o r y o f p o l i c y t h a t t h e e x i s t e n c e o f market 
f a i l u r e s c o n s t i t u t e s an adequate case f o r s t a t e i n t e r v e n t i o n s t o 
r e c t i f y t h e s e , o r compensate f o r them. I t i s no l o n g e r taken 
f o r g r a n t e d t h a t government i n t e r v e n t i o n w i l l make t h i n g s b e t t e r . 
E x p e r i e n c e has taught c a u t i o n , f o r a number of reasons. 

II.2 TlDi» costs of poliCY 

One reason f o r c a u t i o n r e l a t e s t o t h e c o m p l e x i t y o f an economy -
even a low-income economy - and of t h e e f f e c t s on i t o f a g i v e n 
p o l i c y change. For one t h i n g , v a r y i n g time l a g s are i n v o l v e d 
between government p e r c e p t i o n of a need f o r a c t i o n , a d e c i s i o n 
t o i n t r o d u c e a p o l i c y c o r r e c t i v e , t h e implementation o f t h a t 
d e c i s i o n , and i t s e f f e c t s on the economy. I n consequence, the 
economic s i t u a t i o n may m a t e r i a l l y have changed by t h e time a 
p o l i c y s h i f t works i t s way through the economy, making i t l e s s 
r e l e v a n t , maybe even h a r m f u l . Moreover, the government's 
knowledge o f how t h e economy works i s i n e v i t a b l y i m p e r f e c t , 
making some p o l i c i e s r a t h e r h i t o r m i s s , and sometimes 
u n w i t t i n g l y m a g n i f y i n g mistakes by i n d i v i d u a l s i n the 
m a r k e t p l a c e . Governments, furth e r m o r e , have o n l y i m p e r f e c t 
c o n t r o l over the ways i n which t h e i r p o l i c i e s are a c t u a l l y 
implemented on t h e ground and, t h e r e f o r e , over the consequences 
of t h e i r a c t i o n s . In a d d i t i o n . Working Paper No. 31 has a l r e a d y 
p l a c e d importance on the ways i n which p u b l i c r e a c t i o n s can 
render government p o l i c i e s impotent, and we s h a l l be r e t u r n i n g 
t o t h i s l a t e r . 

Government a c t i o n s have a h a b i t of n e c e s s i t a t i n g h i g h e r t a x 
revenues, and a f u r t h e r reason f o r some t u r n i n g away from the 
market f a i l u r e s approach, i n i n d u s t r i a l c o u n t r i e s a t l e a s t , was 
a seemingly i n e x o r a b l e r i s e i n the share o f n a t i o n a l income taken 
i n t a x e s . There were the b e g i n n i n g s of a 'tax r e v o l t ' , 
i n d i c a t e d by growing t a x e v a s i o n and changes i n v o t i n g p a t t e r n s 
i n f a v o u r of p o l i t i c a l p a r t i e s p r o m i s i n g t o g i v e p r i o r i t y t o 
l o w e r i n g t a x e s . ' T h i s was not j u s t a matter o f p u b l i c 
p r e f e r e n c e s ; economists began a l s o t o p l a c e g r e a t e r weight on 
t h e p o t e n t i a l d i s i n c e n t i v e e f f e c t s o f h i g h t a x e s and on t h e 
' d i s t o r t i o n s ' such t a x e s can c r e a t e . One aspect o f t h i s was a 

See L a i , 1983, f o r a h i g h l y s c e p t i c a l treatment o f t h e 
e f f i c a c y of t h e s t a t e i n d e v e l o p i n g - c o u n t r y c i r c u m s t a n c e s . 

' I n t h e OECD c o u n t r i e s t a k e n t o g e t h e r c u r r e n t 
government r e c e i p t s as a percentage of GDP rose from an 
average o f 28% i n 1960 t o a peak of 36% i n t h e e a r l y - 1 9 8 0 s 
[ c f . K i l l i c k , 1989, p.16]. U n f o r t u n a t e l y , e q u i v a l e n t time 
s e r i e s a r e not a v a i l a b l e f o r low-income d e v e l o p i n g c o u n t r i e s . 



g r e a t e r tendency t o see a t r a d e - o f f between economic e f f i c i e n c y 
and measures t o reduce p o v e r t y or income i n e q u a l i t i e s . 

I n s h o r t , t h e r e i s nowadays a g r e a t e r awareness t h a t s t a t e 
i n t e r v e n t i o n s i n v o l v e c o s t s as w e l l as b e n e f i t s ; t h a t t h e r e are 
' s t a t e f a i l u r e s ' as w e l l as market f a i l u r e s . Two i l l u s t r a t i o n s 
are p r o v i d e d i n Box I I . Macroeconomic i n s t a b i l i t y i s one of t h e 
market f a i l u r e s l i s t e d e a r l i e r but t h i s p r o v i d e s a f u r t h e r 
i l l u s t r a t i o n o f s t a t e f a i l u r e , f o r t h e r e would now be wide 
acceptance t h a t the s t a t e i s i t s e l f a p o t e n t source of such 
i n s t a b i l i t y , not l e a s t because of l a r g e budget d e f i c i t s . There 
i s a l s o r e c o g n i t i o n t h a t medium-term development p l a n n i n g has 
o f t e n f a i l e d t o b r i n g many of the b e n e f i t s expected o f i t . At 
more micreoeconomic l e v e l s , government p o l i c i e s a r e a l s o seen as 
a source of i n e f f i c i e n c i e s , f o r example ad hoc and u n s y s t e m a t i c 
d e c i s i o n s about i n d u s t r i a l p r o t e c t i o n , or p o l i c i e s b i a s e d i n 
fa v o u r o f the urban p o p u l a t i o n , or through c o n t r o l s over p r i c e s 
and wages.' The poor economic and f i n a n c i a l performance o f many 
s t a t e e n t e r p r i s e s has s i m i l a r l y c o n t r i b u t e d t o the new s c e p t i c i s m 
about the e f f i c a c y o f the s t a t e . And as we w i l l see l a t e r , t h e r e 
i s a l s o l e s s i n c l i n a t i o n t o assume t h a t the s t a t e ' s i n t e n t i o n s 
are benign, w i t h some w r i t e r s s e e i n g i t i n s t e a d as p r e d a t o r y . 

T h i s type of r e - t h i n k i n g about the s t a t e i s , moreover, o c c u r r i n g 
a c r o s s t h e p o l i t i c a l spectrum; i t i s not j u s t a p r o d u c t of t h e 
' c o n s e r v a t i v e r e v o l u t i o n ' . Thus, w r i t i n g from a s o c i a l i s t 
p e r s p e c t i v e Dearlove and White [1987, p.2] conclude t h a t "The 
case f o r t h e market and a g a i n s t t h e s t a t e i s now w i d e l y a c cepted, 
not t h e l e a s t among s o c i a l i s t economists...".* Economic reforms 
under way i n the S o v i e t Union and o t h e r s o c i a l i s t c o u n t r i e s 
p r o v i d e f u r t h e r evidence, w i t h the s e n i o r S o v i e t P o l i t b u r o member 
r e s p o n s i b l e f o r i d e o l o g y s t a t i n g what would e a r l i e r have been a 
heresy, t h a t the marketplace i s an " i r r e p l a c e a b l e means" of 
meeting consumer demand. 

So, both markets and s t a t e s can f a i l . The a c t i v i t i e s o f each 
are a t t e n d e d by both c o s t s and b e n e f i t s . I d e o l o g i c a l approaches 
- l e f t o r r i g h t - t o what ought t o be the r e s p e c t i v e s i z e s o f t h e 
p u b l i c and p r i v a t e s e c t o r s are u n l i k e l y t o be v e r y s e n s i t i v e t o 
these c o m p l i c a t i o n s and hence are u n l i k e l y t o s t r i k e the b e s t 
b a l a n c e . Indeed, i t i s p r o b a b l y u n h e l p f u l t o pose t h e q u e s t i o n 
of t h e d e s i r a b l e r o l e of the s t a t e i n g e n e r a l terms. R a t h e r , 
i t i s something t h a t has t o be worked out a g a i n s t t h e s p e c i f i c 
background of the h i s t o r y , socio-economic system, e t h i c a l v a l u e s 
and g o a l s o f the country i n q u e s t i o n . 

See B a l a s s a , 1988, on p o l i c y - i n d u c e d d i s t o r t i o n i n 
d e v e l o p i n g c o u n t r i e s . He i s p a r t i c u l a r l y concerned t o t r a c e 
the ways i n which such d i s t o r t i o n s i n product and f a c t o r 
markets i n t e r a c t w i t h one another. 

See t h i s and v a r i o u s o t h e r i s s u e s o f t h e IDS B u l l e t i n 
f o r documentation of the re - e x a m i n a t i o n of s o c i a l i s t w r i t e r s 
of the r o l e o f the s t a t e i n d e v e l o p i n g c o u n t r i e s . 



BOX II. GOVERNMENT FAIJURES 1 
Kenyan Price Control° 

Since long before Independence in 1963, tlie Kenyan government regulated the prices of 
basic foodstuffs. To combat inflation and protect its own popularity the government 
decided in the early 1970s to extend controls to non-food consumer goods, construction 
materials and agricultural inputs. Prices of a list of manufactured items and some services 
were frozen and could not be increased without ministerial approval. 
The effect was to politicise price decisions, and ministers were reluctant to be seen to be 
raising prices. They thus deferred decisioas by insisting on complex supporting 
documentation and postponing face-to-face talks. Even then they delayed approval and 
implementation until the applicant gained the support of the Office of the President. 
By the early 1980s, this policy had become a drag on the industrial sector. Several 
enterprises forced to hold down prices became a burden on the credit system. 
Profitability was reduced, diminishing incentives for expansion and new investment. 
Industries, such as dry-cell batteries, which had invested ahead of domestic demand and 
exported the surplus, were discouraged by an artificially stimulated domestic demand from 
exporting and expanding employment. Price controls came to retard industrial 
development. 

Indian Regulation of Inciustrv" 

Until 1984, India's industrial policy was based on government controls designed to direct 
investment to priority industries and backward regions, and to conserve scarce resources 

I by striking a balance between domestic supply and demand. The key regulatory mechanism 
was restriction on entry into various industries. The private sector was barred from setting 
up new capacity in certain sub-sectors, large industrial groups and foreign companies were 
barred from others, and their success with applications in other sub-sectors was under 25%. 
More than 800 items were reserved for production by small firms. 
Control was exercised through industrial licenses, which were required for firms intending 
to establish new undertakings, to expand capacity substantially, or to manufacture certain 
new products. Furthermore, site selection for plants had to be approved by central, state 
and local governments. Imported capital goods also required official clearance, as did 
technological or financial collaboration with foreign companies. 
This system (including high rejection rates) helped create an industrial structure of high 
concentration and cost, and often of low technological adaptation and product quality. It 
was easily manipulated by large companies, which cornered high percentages of licensed 
capacity by submitting multiple preemptive applications through chains of associate 
companies. Having beaten off all competition, Ihey then delayed actual creation of new 
capacity, in order to create near-monopolies which yielded excessive profits. Indeed, these 
activities well illiistrate the concept of 'rent-seeking' referred to in the main text. The 
licensing system also prevented technological and productivity improvements, notably in 
motor car manufacturing. Reservation of items for small firms often fostered uneconomic 
capacity and outdated technology, and limited economies of scale. The necessity for 
multiple approvals made project delays and cost overruns inevitable. The negative effects 
of these controls were demonstrated by a surge of new investment and rapid rises in 
productivity when licensing was partially liberalised after 1984. 

° Based on Gray, 1988. 
" Based on Behara and Chandrasekhar, 1988, pp.142-47, and World Bank, 1987, 

p.116. 



W i t h i n such a c o n t e x t , t h e pragmatic s o l u t i o n i s then a mat t e r 
of d e t e r m i n i n g the comparative advantages o f t h e p r i v a t e and 
p u b l i c s e c t o r s , of b a l a n c i n g t h e c o s t s a g a i n s t t h e b e n e f i t s of any 
p o s s i b l e i n t e r v e n t i o n . The stance here, t h e n , i s one o f 
n e u t r a l i t v . o f a case-by-case c o n s i d e r a t i o n o f t h e r e l a t i v e 
m e r i t s o f any a c t i o n o r i n a c t i o n . I t i s an approach which i s 
p o w e r f u l l y r e i n f o r c e d by modern economic t h e o r y , which s t r e s s e s 
t h e d i f f i c u l t i e s o f d e r i v i n g g e n e r a l p o l i c y p r e s c r i p t i o n s i n a 
second-best w o r l d , and t h e d e s i r a b i l i t y o f c a r e f u l l y b a l a n c i n g 
t h e m e r i t s o f v o l u n t a r y ( c h i e f l y market) and c o e r c i v e ( c h i e f l y 
governmental) d e c i s i o n mechanisms. 

Having thus d e c l a r e d our n e u t r a l i t y and advocated a comparative 
advantage, o r c o s t - b e n e f i t , approach t o d e f i n i n g t h e r o l e o f t h e 
s t a t e , a g r e a t d e a l i s l e f t t o be s e t t l e d . For one t h i n g , t h e 
boundary between the p u b l i c and p r i v a t e s e c t o r s i s o f t e n u n c l e a r . 
There a r e j o i n t l y - o w n e d e n t e r p r i s e s . The s t a t e may s u b s i d i s e 
p r i v a t e p r o d u c t s , and the p r i v a t e s e c t o r may p r o v i d e s e r v i c e s 
n o r m a l l y a s s o c i a t e d w i t h t h e p u b l i c s e c t o r , e.g. i n e d u c a t i o n and 
h e a l t h . P o l i t i c i a n s , even p u b l i c s e r v a n t s , may engage i n 
b u s i n e s s ; and businessmen may depend c r u c i a l l y on f a v o u r s 
p r o v i d e d by t h e s t a t e . 

At a d i f f e r e n t l e v e l , t h e c o s t - b e n e f i t approach w i l l r a r e l y be 
capable o f b e i n g e f f e c t e d l i t e r a l l y , as i f i t were a p r o j e c t 
e v a l u a t i o n . There w i l l u s u a l l y be t o o many u n c e r t a i n t i e s , t o o 
many f a c t o r s t h a t cannot be q u a n t i f i e d o r be expressed i n 
monetary v a l u e s . The approach i s suggested m a i n l y as a l o g i c a l 
framework f o r t h i n k i n g about t h e i s s u e . As such, much i s l e f t 
f o r q u e s t i o n s of judgement, and f o r disagreements about g o a l s and 
how b e s t t o ac h i e v e them. What i s l i k e l y t o emerge, as i s 
suggested s h o r t l y , i s t h a t the na t u r e of s t a t e i n t e r v e n t i o n s i s 
l i k e l y t o be more important than t h e e x t e n t of them, p a r t i c u l a r l y 
whether p o l i c i e s work through and w i t h market f o r c e s , o r a g a i n s t 
them. 



III. STRATEGY CHOICES 

I n a pproaching i t s a t t i t u d e towards economic a d a p t a t i o n a 
government i s c o n f r o n t e d w i t h a number of s t r a t e g i c c h o i c e s . 
Three key c h o i c e s are d i s c u s s e d i n what f o l l o w s but t h e s e a r e not 
of equal s t a t u s , i n the sense t h a t one c h o i c e w i l l i n f l u e n c e the 
o t h e r s . The f i r s t d e c i s i o n i s about whether the government's 
approach t o the t a s k s of adjustment i s t o be a p o s i t i v e , p a s s i v e 
o r d e f e n s i v e one. A d e c i s i o n on t h a t has a l o g i c a l p r i o r i t y 
because i t w i l l i n f l u e n c e second-order s t r a t e g y d e c i s i o n s . 

The next d e c i s i o n d i s c u s s e d i n t h i s s e c t i o n concerns the view the 
government t a k e s about i n t e g r a t i o n i n t o t h e w o r l d system o f t r a d e 
and payments. T h i s can be dramatised as a c h o i c e between an 
open- o r a closed-economy approach, a l t h o u g h i n p r a c t i c e the 
d e c i s i o n s a r e l e s s d r a m a t i c ones about the degree and speed of 
i n t e g r a t i o n . A d e c i s i o n on the 'open v e r s u s c l o s e d ' q u e s t i o n 
w i l l i n t u r n s t r o n g l y i n f l u e n c e t h e t h i r d - o r d e r s t r a t e g y c h o i c e s 
d i s c u s s e d below about [ i ] t h e nature of s u p p o r t i v e p o l i c y 
i n t e r v e n t i o n s and [ i i ] the r o l e o f macroeconomic management. 
But t h e open v e r s u s c l o s e d c h o i c e w i l l a l s o feed back i n t o the 
f i r s t - o r d e r c h o i c e between p o s i t i v e e t c . p o l i c y s t a n c e s , as we 
w i l l see. 

I I l . l Poaitive. passive, defensive? 

The q u e s t i o n whether the stance of p o l i c i e s towards a d a p t a t i o n 
s h o u l d be p o s i t i v e , p a s s i v e o r d e f e n s i v e appears t o answer 
i t s e l f , i n f a v o u r o f a p o s i t i v e approach, but we s h o u l d f i r s t 
c l a r i f y what i s meant by these o p t i o n s . A positive s t r a t e g y can 
be d e s c r i b e d as one where the s t a t e p l a y s an a c t i v e r o l e i n 
f a c i l i t a t i n g adjustment, s e e k i n g t o a n t i c i p a t e problems and 
o p p o r t u n i t i e s and t o put i n p l a c e p o l i c y measures t h a t w i l l 
i n duce, o r support, t h e a p p r o p r i a t e changes i n economic and 
i n s t i t u t i o n a l s t r u c t u r e s . I t i s a stance t h a t embraces change 
as p o s i t i v e l y d e s i r a b l e and t h a t seeks t o d e r i v e b e n e f i t s from 
i t . I t sounds l i k e A Good Thing - but i t can be uncomfortable 
and can i m p l y a s t r o n g s t a t e which i s w i l l i n g t o r i d e roughshod 
over t r a d i t i o n , non-economic v a l u e s and o p p o s i t i o n . 

The passive a l t e r n a t i v e can be d e f i n e d as an approach t o p o l i c y 
which s t i l l r e c o g n i s e s t h e d e s i r a b i l i t y o f a d a p t a t i o n but i s more 
co n t e n t t o a l l o w t h i s t o happen a u t o m a t i c a l l y i n response t o 
economic p r e s s u r e s and i n c e n t i v e s , and w i t h a l e s s a c t i v e r o l e 
f o r t h e s t a t e . I t i m p l i e s a more r e a c t i v e , g r a d u a l pace of 
change, i n which the c o u n t r y i s u n l i k e l y t o be among the l e a d e r s 
t a k i n g maximum advantage of t h e o p p o r t u n i t i e s c r e a t e d by i t . 

F i n a l l y , t h e r e i s t h e d e f e n s i v e o p t i o n . T h i s sounds an 
u n a t t r a c t i v e s t a n c e but i t c h a r a c t e r i s e s the p o s i t i o n of a l a r g e 
number o f governments, i n i n d u s t r i a l and d e v e l o p i n g c o u n t r i e s 
a l i k e , which suggests t h a t i t too has v i r t u e s . Perhaps the key 
c h a r a c t e r i s t i c o f a d e f e n s i v e approach i s t h a t i t seeks t o reduce 



t h e s o c i a l c o s t s of change, by s l o w i n g i t down and/or by 
compensating the l o s e r s . The p r o t e c t i o n of i n d u s t r i e s t h a t have 
l o s t t h e i r a b i l i t y t o compete i s a t y p i c a l example o f a d e f e n s i v e 
p o l i c y . Faced w i t h t h e t h r e a t of unemployment i n t h e s e 
i n d u s t r i e s , t h e d e f e n s i v e response i s t o p r o t e c t t h e j o b s f o r as 
l o n g as p o s s i b l e , as a g a i n s t a p o s i t i v e stance o f l a b o u r r e ­
t r a i n i n g and r e l o c a t i o n . S i n c e s t r u c t u r a l adjustment can indeed 
r e s u l t i n major s o c i a l c o s t s and can p a r t i c u l a r l y t h r e a t e n some 
of t h e poor (see below) , i t i s e n t i r e l y a p p r o p r i a t e t h a t 
governments s h o u l d be concerned t o minimise such r i s k s - so t h e 
d e f e n s i v e s t a n c e i s perhaps not such a bad t h i n g a f t e r a l l . I t s 
g r e a t weakness, however, i s t h a t i t may prevent t h e economy from 
a d a p t i n g t o t h e e x t e n t , and a t t h e speed, necessary i f i t i s t o 
p r o s p e r i n t h e modern w o r l d . Over time i t may t h u s s e r i o u s l y 
undermine the economic base necessary i f the s t a t e i s t o be i n 
a p o s i t i o n t o safeguard t h e l i v i n g s t a n d a r d s o f t h e 
d i s a d v a n t a g e d . The U n i t e d Kingdom i n the 1960s and 1970s 
p r o v i d e s a good example of an i n d u s t r i a l c o u n t r y a d o p t i n g an 
e s s e n t i a l l y d e f e n s i v e s t a n c e , and l o s i n g e c o n o m i c a l l y as a 
r e s u l t . Among low-income d e v e l o p i n g c o u n t r i e s , i t might be s a i d 
t h a t most A f r i c a n governments have proved w i l l i n g t o p r o v i d e 
t h r e a t e n e d i n d u s t r i e s w i t h sometimes extreme degrees o f 
p r o t e c t i o n a g a i n s t f o r e i g n , and o f t e n domestic, c o m p e t i t i o n t o 
a l l o w them t o c o n t i n u e i n e x i s t e n c e w i t h out-moded p r o d u c t s , a t 
c o n s i d e r a b l e c o s t t o consumers. Because o f the u l t i m a t e l y s e l f -
d e f e a t i n g n a t u r e o f a d e f e n s i v e s t a n c e , some w r i t e r s , 
p a r t i c u l a r l y a s s o c i a t e d w i t h UNICEF [1987, 1988], have developed 
t h e i d e a of 'adjustment w i t h a human f a c e ' , i n which p r o t e c t i o n 
of t h e i n t e r e s t s of t h e poor i s b u i l t i n t o t h e d e s i g n of 
adjustment p o l i c i e s , s e e k i n g t o combine the advantages o f a 
p o s i t i v e s t a n c e w i t h t h e m i n i m i s a t i o n o f s o c i a l c o s t s . We w i l l 
r e t u r n t o t h i s t o p i c i n Working Paper No. 34. 

I t i s e v i d e n t from t h i s b r i e f d i s c u s s i o n t h a t c h o i c e between 
p o s i t i v e , p a s s i v e and d e f e n s i v e p o l i c y s t a n c e s i s not as obvious 
as i t may a t f i r s t have seemed. Each has i t s s t r e n g t h s and 
weaknesses. As w i t h so many p o l i c y c h o i c e s , i t i s a m a t t e r o f 
s t r i k i n g t h e r i g h t b a l a n c e - i n t h i s case between the advantages 
and d i s c o m f o r t s of change. A positive approach appears the most 
l i k e l y to f a c i l i t a t e successful adaptation, but t h i s needs to be 
tempered by concern to minimise the economic and s o c i a l costs 
that adaptation w i l l cause. However, a government's c h o i c e 
between these a l t e r n a t i v e s t a n c e s w i l l be i n t i m a t e l y connected 
w i t h t h e c h o i c e between an open- and a closed-economy approach, 
so l e t us next t u r n t o t h a t . 

III.2 Open versus closed economy strategies 

Meaning and significance: 

Having a l r e a d y i s s u e d the c a u t i o n t h a t we are a c t u a l l y d i s c u s s i n g 
t h e degree o f openness t h a t i s d e s i r a b l e , not a c h o i c e between 
complete f r e e t r a d e and t o t a l a u t a r c h y , what then i s meant by an 
open- o r closed-economy s t r a t e g y ? So f a r as t r a d e i s concerned, 
i t p a r t i c u l a r l y r e l a t e s t o t h e p r o f i t i n c e n t i v e s as between 



p r o d u c i n g f o r domestic or e x t e r n a l markets c r e a t e d by p o l i c y 
d e c i s i o n s about exchange r a t e s , p r o t e c t i o n , exchange c o n t r o l s and 
the l i k e . Closed-economy p o l i c i e s w i l l t i p i n c e n t i v e s i n the 
d i r e c t i o n o f prod u c i n g f o r t h e home market, emphasising import-
s u b s t i t u t i o n , food s e l f - s u f f i c i e n c y and perhaps n o n - t r a d e a b l e s ; 
open-economy p o l i c i e s w i l l c r e a t e g r e a t e r p r o f i t a b i l i t y i n 
pro d u c i n g f o r e x p o r t . I t may be u s e f u l t o i d e n t i f y two v e r s i o n s 
of an open economy s t r a t e g y : [ i ] one t h a t skews p r i c e i n c e n t i v e s 
p o s i t i v e l y i n fav o u r o f e x p o r t s , e.g. through e x p o r t s u b s i d i e s ; 
and [ i i ] one t h a t aims f o r approximate p r i c e n e u t r a l i t y as 
between p r o d u c t i o n f o r domestic and e x t e r n a l markets. S t r i c t l y 
s p e a k i n g , t h e second, b e i n g n e u t r a l , ought not t o be l a b e l l e d 
'open-economy' a t a l l . The f a c t i s , however, t h a t most 
governments run p o l i c i e s t h a t are skewed i n fav o u r of p r o d u c i n g 
f o r t h e domestic market, c h i e f l y through p r o t e c t i o n , so t h a t the 
e f f e c t o f adopting p r i c e - n e u t r a l p o l i c i e s i s t o move i n c e n t i v e s 
i n f a v o u r o f g r e a t e r openness. We might c a l l t h i s ' p r i c e -
n e u t r a l openness'. 

The essence of p r i c e - n e u t r a l openness i s t h a t i t adopts a b i l i t y 
t o produce t r a d e a b l e goods a t i n t e r n a t i o n a l l y - c o m p e t i t i v e c o s t 
l e v e l s as t h e key t e s t o f e f f i c i e n c y , which i s c l o s e t o s a y i n g 
t h a t i t a l l o w s the co m p o s i t i o n o f imports and e x p o r t s t o be 
determined by comparative advantage. I m p o r t - s u b s t i t u t i o n may 
s t i l l be a p o l i c y o b j e c t i v e , but o n l y s u b s t i t u t i o n by producers 
who need l i t t l e o r no more p r o t e c t i o n than t h a t p r o v i d e d by the 
t r a n s p o r t and o t h e r c o s t s i n v o l v e d i n i m p o r t i n g from abroad. 
T h i s i s a c l e a r l y d i f f e r e n t type of p o l i c y stance from the 
p r o t e c t i o n i s m n o r m a l l y a s s o c i a t e d w i t h i m p o r t - s u b s t i t u t i o n 
s t r a t e g i e s . 

An open-economy s t r a t e g y thus has s t r o n g i m p l i c a t i o n s f o r t a r i f f 
and o t h e r forms of p r o t e c t i o n i s t p o l i c i e s . More p o s i t i v e l y , 
s i n c e i t seeks t o remove any p r o f i t a b i l i t y b i a s a g a i n s t 
p r o d u c t i o n f o r e x p o r t , such a s t r a t e g y a l s o has s t r o n g 
i m p l i c a t i o n s f o r exchange-rate p o l i c i e s , r e q u i r i n g t h ese t o be 
mai n t a i n e d a t l e v e l s which ensure e x p o r t p r o f i t a b i l i t y . In 
p r i n c i p l e i m p o r t - s u b s t i t u t i o n i s a l s o promoted by c o m p e t i t i v e 
exchange r a t e s , but i n p r a c t i c e such s t r a t e g i e s have commonly 
been a s s o c i a t e d w i t h r e l u c t a n c e t o use t h e exchange r a t e as an 
a c t i v e p o l i c y i n s t r u m e n t , o f t e n l e a d i n g t o an ov e r - v a l u e d 
c u r r e n c y . There a r e i m p l i c a t i o n s t o o f o r domestic macroeconomic 
management, i n t h a t i t i s d i f f i c u l t t o work an open-economy 
s t r a t e g y s u c c e s s f u l l y i n t h e fac e o f s t r o n g i n f l a t i o n a r y 
p r e s s u r e s and o t h e r major imbalances a t home, p a r t i c u l a r l y 
because r a p i d i n f l a t i o n tends t o erode t h e e f f e c t s o f exchange 
r a t e p o l i c i e s . 

The openness d i s c u s s e d thus f a r as been r e l a t e d t o imports and 
e x p o r t s , o r t o the c u r r e n t account of the balance of payments. 
I t can, however, be argued t h a t the f u l l advantages of openness 
w i l l be secured o n l y by the adoption o f a thorough-going approach 
extended t o the c a p i t a l account, i n v o l v i n g t h e l i b e r a l i s a t i o n o f 
payments, an absence of c o n t r o l s over c a p i t a l movements i n and 
out o f t h e cou n t r y , and p o l i c i e s t o encourage f o r e i g n investment. 
That, however, i s a separa t e s e t o f c h o i c e s , f o r i t i s p o s s i b l e 



t o combine an open t r a d i n g p o l i c y w i t h t h e maintenance of 
exchange c o n t r o l s and d i s c r i m i n a t i o n i n f a v o u r o f l o c a l 
i n v e s t o r s . 

Whichever way t h e d e c i s i o n goes, i t i s a l r e a d y c l e a r t h a t i t i s 
a d e c i s i o n w i t h v e r y important r a m i f i c a t i o n s f o r many a s p e c t s o f 
economic l i f e . For one t h i n g , i t w i l l make a major d i f f e r e n c e 
t o t h e p a t t e r n o f p r o d u c t i o n and t o changes i n t h i s over time -
t o t h e v e r y p r o c e s s of s t r u c t u r a l change which i s t h e s u b j e c t 
of t h i s s e r i e s of Working Papers: t o t h e d i s t r i b u t i o n of 
p r o d u c t i o n as between t r a d e a b l e s and n o n - t r a d e a b l e s , and among 
t r a d e a b l e s between e x p o r t s and i m p o r t a b l e s ; t o t h e r e l a t i v e 
i n t e n s i t i e s o f r e s o u r c e use, because e x p o r t s , i m p o r t - s u b s t i t u t e s 
and n o n - t r a d e a b l e s each have t h e i r own p r o d u c t i o n 
c h a r a c t e r i s t i c s ; and through t h e e f f e c t s on f a c t o r and product 
markets t o t h e d i s t r i b u t i o n of income and p u r c h a s i n g power. I n 
m a n u f a c t u r i n g i t w i l l much a f f e c t t h e p a t t e r n and t h e pace of 
i n d u s t r i a l i s a t i o n . I n a g r i c u l t u r e i t w i l l a f f e c t t h e a l l o c a t i o n 
o f l a n d and o t h e r r e s o u r c e s as between f o o d s t u f f s and e x p o r t 
c r o p s . As we s h a l l suggest p r e s e n t l y , i t w i l l a l s o have a l a r g e 
i n f l u e n c e over t h e type of economic p o l i c i e s t h a t can be 
s u c c e s s f u l l y pursued by government and on t h e degree of freedom 
the government possesses i n choosing i t s p o l i c i e s . Indeed, one 
of t h e c o n t i n u i n g a t t r a c t i o n s t o governments of a closed-economy 
s t r a t e g y i s t h a t i t g i v e s them a g r e a t e r degree of d i s c r e t i o n a r y 
a c t i o n . 

The p r o s and const 

The c h o i c e between open and c l o s e d approaches i s thus a ' b i g ' 
one, a r g u a b l y t h e b i g one. Perhaps because of t h i s , the pros 
and cons of these a l t e r n a t i v e s remain t h e s u b j e c t of f i e r c e 
c o n t r o v e r s y . In the 1960s and beyond governments tended t o be 
more i n f l u e n c e d by those a d v o c a t i n g r e l a t i v e l y closed-economy 
approaches, p a r t i c u l a r l y i m p o r t - s u b s t i t u t i n g i n d u s t r i a l i s a t i o n 
b e h ind p r o t e c t i v e b a r r i e r s . During the l a s t decade o r more the 
b a l a n c e of o p i n i o n , a t l e a s t among development economists, has 
swung more towards the open-economy a l t e r n a t i v e . The arguments 
can be o r g a n i s e d around the d i f f e r e n t t y pes of e f f e c t t h e two 
approaches a r e expected t o have." 

There i s f i r s t the e f f e c t of t h e s t r a t e g y c h o i c e on the 
e f f i c i e n c y o f r e s o u r c e use. We have a l r e a d y seen t h a t an open-
economy s t a n d p o i n t uses i n t e r n a t i o n a l c o m p e t i t i v e n e s s as t h e key 
t e s t o f e f f i c i e n c y . The argument here, then, i s t h a t b r i n g i n g 
i n c e n t i v e s f o r domestic r e s o u r c e use c l o s e r t o i n t e r n a t i o n a l 
o p p o r t u n i t y c o s t s f a v o u r s a more e f f i c i e n t , i . e . more p r o d u c t i v e . 

For statements of the open economy approach see 
Bhagwati, 1987; and Krueger, 1978. For a view more 
f a v o u r a b l e t o a closed-economy approach see T a y l o r , 1988(A). 
From f u r t h e r o u t s i d e mainstream economics the 'dependency' 
s c h o o l of w r i t i n g s i s i n v a r i a b l y s c e p t i c a l of t h e v a l u e o f 
openness and argues f o r some ' d e - l i n k i n g ' from t h e w o r l d 
economy - see f o r example Amin 1976. 



use o f r e s o u r c e s . The g r e a t e r degree o f c o m p e t i t i o n f a c e d by 
domestic producers w i l l i n c r e a s e t h e p r e s s u r e s on them t o keep 
t h e i r c o s t s down t o an u n a v oidable minimum (what i s known as 'X-
e f f i c i e n c y ' ) , t o m a i n t a i n the q u a l i t y of t h e i r p r o d u c t s and t o 
respond t o changing t e c h n o l o g i e s and u s e r p r e f e r e n c e s . 
N e g a t i v e l y , a p r o t e c t i v e i m p o r t - s u b s t i t u t i o n s t a n c e i s l i a b l e t o 
r e s u l t i n fewer c o m p e t i t i v e p r e s s u r e s , g r e a t e r i n d u s t r i a l 
c o n c e n t r a t i o n , and a p r o b a b l y l e s s r e s p o n s i v e , more ' f r o z e n ' 
p r o d u c t i v e s t r u c t u r e - r e c a l l t h e argument o f Working Paper No. 
31 t h a t c o m p e t i t i o n promotes economic f l e x i b i l i t y . Moreover, 
an i m p o r t - s u b s t i t u t i o n s t r a t e g y i s l i k e l y t o be accompanied by 
' r e n t - s e e k i n g ' a c t i v i t y , as domestic producers use s k i l l s and 
o t h e r r e s o u r c e s t o lobby p o l i t i c i a n s and o f f i c i a l s f o r p r o t e c t i o n 
and monopoly power - r e s o u r c e s t h a t c o u l d o t h e r w i s e be put t o 
p r o d u c t i v e use - and t h i s i s l i k e l y t o be p a r t i c u l a r l y i m p o r t a n t 
i f t h e s t r a t e g y i s accompanied by the use of exchange c o n t r o l s . 
The s t a t i c e f f i c i e n c y argument, then, i s one t h a t goes i n f a v o u r 
of openness, alt h o u g h i t i s i n t h e n a t u r e of t h e case t h a t i t i s 
d i f f i c u l t t o measure these b e n e f i t s and t h e r e i s disagreement 
about how l a r g e t h ese are l i k e l y t o be. 

The arguments are b e t t e r balanced when we t u r n t o more dynamic 
c o n s i d e r a t i o n s r e l a t i n g t o i n n o v a t i o n and investment. On the 
one hand, i t can be argued t h a t f u l l involvement i n h i g h l y 
c o m p e t i t i v e i n t e r n a t i o n a l markets b r i n g s the b e n e f i t s of 
l e a r n i n g - b y - d o i n g and acquaintance w i t h up-to-date p r o d u c t i o n 
t e c h n i q u e s ; and i t i s suggested t h a t openness i s a s s o c i a t e d w i t h 
more r a p i d r a t e s of p r o d u c t i v i t y growth and i n n o v a t i o n . The 
counter-arguments p o i n t t o the b e n e f i c i a l e f f e c t s of h a v i n g a 
s u b s t a n t i a l l o c a l l y - b a s e d c a p i t a l - g o o d s s e c t o r meeting l o c a l 
needs (even i f i t needs p r o t e c t i o n ) , as a g a i n s t t h e n e g a t i v e 
e f f e c t on l o c a l know-how of dependence on imported c a p i t a l goods 
and t e c h n o l o g i e s ; and t o the e x p e r i e n c e s of c o u n t r i e s l i k e 
Japan, which a c h i e v e d i t s present-day t e c h n o l o g i c a l l e a d e r s h i p 
on t h e b a s i s of h i g h l y p r o t e c t i v e p o l i c i e s . 

E f f i c i e n c y , t e c h n o l o g i e s and i n n o v a t i o n are a l l a f f e c t e d by one 
of t h e most important f e a t u r e s of modern p r o d u c t i o n : economies 
o f l a r g e - s c a l e p r o d u c t i o n . T h i s b r i n g s us t o a c r u c i a l p o i n t , 
f o r we must r e c a l l t h a t t h i s study i s p r i m a r i l y concerned w i t h 
s m a l l , low-income economies, i . e . economies i n a poor p o s i t i o n 
t o take advantage of s c a l e economies. The argument here i s t h a t 
the o n l y way producers i n a s m a l l economy can t a k e advantage of 
s c a l e economies i s by s e l l i n g on w o r l d markets, f o r t h e i r 
domestic markets a r e f a r t o o s m a l l f o r t h i s purpose. T h i s i s 
even t r u e w i t h i n t h e medium-sized i n d u s t r i a l c o u n t r i e s of t h e 
European Community.'^ How much more t r u e i t must be, then, of 

The d e s i r e f o r European producers t o be a b l e t o t a k e 
g r e a t e r advantage of s c a l e economies was, f o r example, one o f 
t h e reasons f o r t h e move f o r f u l l e r i n t e g r a t i o n of t h e 
European Community economies i n 1992. Thus, the OECD [1983, 
p.63] w r i t e s of f i r m s i n medium-sized i n d u s t r i a l economies 
b e i n g squeezed out because of t h e i r i n a b i l i t y t o a c h i e v e s c a l e 
economies; and P r a t t e n [1988] sees the 1992 i n t e g r a t i o n as an 



p r o d u c e r s i n s m a l l , poor d e v e l o p i n g c o u n t r i e s . C o n s i d e r the 
i l l u s t r a t i v e f i g u r e s i n Table 1, which p r o v i d e s a l t e r n a t i v e 
measures o f economic s i z e f o r f o u r c o u n t r y g r o u p i n g s . 

T h i s shows f i r s t how m i s l e a d i n g i t i s l i k e l y t o be t o measure 
s i z e i n terms o f p o p u l a t i o n . By t h i s measure the averages o f 
t h e ' l a r g e low-income c o u n t r i e s ' (China and t h e c o u n t r i e s o f t h e 
I n d i a n s u b - c o n t i n e n t ) are enormously b i g g e r than o f t h e o t h e r 
g r o u p i n g s , y e t t h e i r average GDP i s l i t t l e more than a t e n t h o f 
t h a t o f t h e average i n d u s t r i a l market economy. I f we are 
concerned w i t h t o t a l market s i z e t h e GDP i s a b e t t e r i n d i c a t o r . 
I f we a r e concerned w i t h the market f o r consumer goods then t h e 
averages f o r t o t a l p r i v a t e consumption i n column (3) a r e more 
u s e f u l . I f we want t o f o c u s p a r t i c u l a r l y on i n d u s t r i a l consumer 
goods - f o r i t i s i n manufacturing t h a t s c a l e economies a r e most 
im p o r t a n t - then column (4) i s t h e most u s e f u l . I f , f i n a l l y , 
we are concerned w i t h t h e s i z e o f t h e domestic market f o r c a p i t a l 
goods, as i n f l u e n c i n g the a b i l i t y of domestic c a p i t a l goods 
i n d u s t r i e s t o achieve s c a l e economies, then t h e column (5) 
averages a r e t h e most p e r t i n e n t . 

By a l l t h e measures except p o p u l a t i o n the r e s u l t s a r e d r a m a t i c 
f o r t h e s m a l l low-income c o u n t r i e s : t h e i r average GDPs, 
consumer-good markets and c a p i t a l - g o o d markets a r e t i n y by 
comparison w i t h a l l o f the o t h e r t h r e e groupings, but e s p e c i a l l y 
by comparison w i t h an average i n d u s t r i a l economy. No r e f i n e m e n t 
of t h e f i g u r e s would s i g n i f i c a n t l y a l t e r t h i s r e s u l t . For 
i n d u s t r i a l consumer goods and investment goods, t h e i r markets a r e 
l e s s than o n e - f i v e - h u n d r e d t h of t h e s i z e of t h e average 
i n d q s t r j a l economy, y e t even i n these l a t t e r economies t h g r e i s 
concern t h a t t h e i r producers are unable t o t a k e f u l l advantage 
o f s c a l e economies! 

Of c o u r s e , s c a l e economies v a r y i n importance f o r d i f f e r e n t t y p e s 
of o u t p u t . They do not matter much f o r q u i t e a l o t o f 
a g r i c u l t u r a l p r o d u c t s and s e r v i c e s . Even w i t h i n i n d u s t r y , t h e i r 
importance v a r i e s . They are r e l a t i v e l y i n s i g n i f i c a n t i n a 
v a r i e t y of consumer goods: c l o t h i n g , food p r o c e s s i n g , j e w e l r y 
and o t h e r s . They a r e f a r more important i n t h e p r o d u c t i o n o f 
most consumer-durables and c a p i t a l goods: s t e e l and o t h e r 
m e t a l s , motor v e h i c l e s , c h e m i c a l s , e t c . But t a k i n g 
m a n u f a c t u r i n g as a whole, s c a l e economies a r e l a r g e and i t i s 
worth q u o t i n g the c o n c l u s i o n of a thorough s u r v e y o f t h e 
importance o f t h i s f o r d e v e l o p i n g c o u n t r i e s [ S u t c l i f f e , 1971 
pp.226]: 

There i s a l a r g e number of i n d u s t r i e s — i n which 
economies o f s c a l e can be o b t a i n e d up t o l e v e l s o f 
output g r e a t l y i n excess of those i n most 
underdeveloped c o u n t r i e s , and a l s o g r e a t l y i n excess 

i m p o r t a n t means of a c h i e v i n g g r e a t e r s c a l e economies thr o u g h 
l o n g e r l i n e s o f p r o d u c t i o n and through i n c r e a s i n g r e t u r n s t o 
R&D e x p e n d i t u r e s . 



Table l : Indicators of domestic market aiae, c i r c a 1985 
( c o u n t r y averages; $ b i l l i o n s except column 1) 

P o p u l a t i o n GDP P r i v a t e P r i v a t e Gross 
( m i l l i o n ) consumption consumption o f investment 

manufactures' 

(1) (2) (3) (4) (5) 

1. S m a l l low-income countries'" 12.1 2.8 2.2 0.6 0.4 

2.Large low-income countries'" 509.5 148.5 92.1 21.2 47.5 
3.Middle-income c o u n t r i e s 21.9 32.2 20.3 6.7 7.4 

4 . I n d u s t r i a l market economies 39.0 1373.4 851.4 323.6 288.4 

Source: Computed from 'World Development I n d i c a t o r ' t a b l e s of World Bank, World Development 
Report. 1988. Tables 1, 3, 5 and 6. 

Notes: (a) An approximate i n d i c a t o r o n l y , c a l c u l a t e d from share o f p r i v a t e consumption d e v o t e d 
t o c l o t h i n g and footwear, and 'other consumption' as a rough proxy f o r e x p e n d i t u r e s 
on manufactures. 

(b) 'Small' and ' l a r g e ' are d e f i n e d as c o u n t r i e s w i t h p o p u l a t i o n s of below and above 50 
m i l l i o n s . The ' l a r g e low-income c o u n t r y ' group c o n s i s t s o f Bangladesh, C h i n a , I n d i a 
and P a k i s t a n . 



of c u r r e n t consumption of those commodities i n t h e 
same c o u n t r i e s . . . 

I t i s as a r e s u l t o f such f a c t o r s t h a t we found i n Working Paper 
No. 31 t h a t c o u n t r y s i z e has a s t r o n g i n f l u e n c e on t h e 
importance o f i n t e r n a t i o n a l t r a d e r e l a t i v e t o domestic economic 
a c t i v i t y . What t h i s suggests i s t h a t t h e c o s t s t o a s m a l l low-
income economy of a d o p t i n g a closed-economy s t r a t e g y a r e l i a b l e 
t o be v e r y l a r g e . These i n c l u d e e f f e c t i v e l y f o r e c l o s i n g t h e 
p o s s i b i l i t y o f s u c c e s s f u l i n d u s t r i a l i s a t i o n - which we a l s o 
suggested i n Working Paper No. 31 would have an i m p o r t a n t 
' e n a b l i n g ' i n f l u e n c e on an economy's f l e x i b i l i t y - beyond the 
s i m p l e s t consumer-good import s u b s t i t u t i o n . The s c a l e economy 
argument, t h e n , i s one t h a t goes s t r o n g l y i n f a v o u r o f openness. 

However, t h e r e i s an a mbiguity f o r p o l i c y about t h i s c o n c l u s i o n . 
For i f t h e l o c a l market i s as minuscule as i n d i c a t e d i n T able 1 
t h e q u e s t i o n a r i s e s , how can l o c a l manufacturers ever get 
s t a r t e d , grow t o a s i z e t h a t would enable them t o compete w i t h 
t h e g i a n t s o f t h e i n d u s t r i a l world? The importance of s c a l e 
economies can be used as an argument i n f a v o u r o f p r o t e c t i o n of 
l o c a l i n d u s t r y u n t i l i t has been a b l e t o move f a r enough down 
i t s c o s t curve t o no l o n g e r need p r o t e c t i o n , which runs a g a i n s t 
t h e g e n e r a l t h r u s t o f open-economy p o l i c i e s . T h i s , 
u n f o r t u n a t e l y , i s an argument we cannot get i n t o h ere. 
B r i e f l y , i t hinges upon judgments about whether governments can 
be t r u s t e d t o c o n f i n e p r o t e c t i o n t o e c o n o m i c a l l y j u s t i f i e d 
c a s e s , p h a s i n g i t out as t h e j u s t i f i c a t i o n fades, and about t h e 
l i k e l i h o o d of r e t a l i a t i o n by t h e r e s t of the world.''' 

I t s impact on t h e balance of payments (BoP) i s another dimension 
of t h e debate about openness, one t o which much weight s h o u l d be 
a t t a c h e d g i v e n the importance of the f o r e i g n exchange c o n s t r a i n t 
d e s c r i b e d i n Working Paper No. 31. A p r i o r i i t i s d i f f i c u l t t o 
g e n e r a l i s e whether an open o r c l o s e d approach w i l l be b e s t f o r 
t h e BoP. P o l i c i e s which emphasise s e l f - s u f f i c i e n c y and import 
s u b s t i t u t i o n , by r e d u c i n g import needs, can i n p r i n c i p l e l e a v e 
t h e BoP i n s a t i s f a c t o r y c o n d i t i o n . In p r a c t i c e t hey t e n d not 
t o , however. T h i s i s c h i e f l y because closed-economy approaches 
ar e commonly (but n e e d l e s s l y ) a s s o c i a t e d w i t h o v e r - v a l u e d 
exchange r a t e s and p r i c e b i a s e s i n f a v o u r of t h e p r o d u c t i o n of 
n o n - t r a d e a b l e s . I t i s a l s o a common ex p e r i e n c e t h a t 'import-
s u b s t i t u t i n g ' i n d u s t r i e s save l i t t l e o r no f o r e i g n exchange, 
b e i n g o f t e n h e a v i l y dependent on imported i n p u t s f o r p r o d u c t i o n , 
investment and sometimes management. 

I f openness i s indeed a s s o c i a t e d w i t h maintenance of more 
c o m p e t i t i v e and f l e x i b l e exchange r a t e s , t h e r e must be a g e n e r a l 
presumption t h a t i t w i l l produce b e t t e r BoP r e s u l t s , by g i v i n g 
g r e a t e r encouragement t o e x p o r t e r s and p l a c i n g g r e a t e r 
importance on i n t e r n a t i o n a l c o m p e t i t i v e n e s s . I t may a l s o do 
b e t t e r by p r o v i d i n g a more f a v o u r a b l e environment f o r i n f l o w s o f 

See Venables and Smith, 1987, f o r an e x p l o r a t i o n o f 
t h i s i s s u e . 



f o r e i g n c a p i t a l ( although here to o the c o n t r a r y argument c o u l d 
a l s o be made - t h a t p r o t e c t i o n of l o c a l i n d u s t r y w i l l encourage 
f o r e i g n i n v e s t o r s anxious t o m a i n t a i n a f o o t h o l d i n t h e l o c a l 
m arket). But w h i l e , on b a l a n c e , the BoP c o n s i d e r a t i o n p o i n t s 
i n f a v o u r of openness, the v a l i d i t y of t h i s c o n c l u s i o n does 
depend upon t h e c o n d i t i o n s t h a t are assumed t o e x i s t i n t h e r e s t 
o f t h e w o r l d and we w i l l r e v e r t t o t h a t s h o r t l y . 

I t ought t o be p o s s i b l e t o s e t t l e disagreements about the p r o s 
and cons o f open and c l o s e d approaches by r e f e r e n c e t o the 
e vidence. The b a l a n c e of t h e arguments p r e s e n t e d above i s t o 
the advantage of openness, and from t h i s we c o u l d d e r i v e the 
h y p o t h e s i s t h a t d e v e l o p i n g c o u n t r i e s which have pursued open-
economy p o l i c i e s have achieved s u p e r i o r economic performance. 
C o n s i d e r a b l e e f f o r t has been devoted t o t e s t i n g t h e r e l a t i o n s h i p 
between e x p o r t perormance and economic growth, w i t h r e s u l t s 
which m o s t l y conclude t h a t e x p o r t performance does indeed have 
an i m p o r t a n t b e a r i n g on growth.'' Thus, Ram [1987] found 
p o s i t i v e a s s o c i a t i o n s between e x p o r t performance and growth, 
u s i n g both c r o s s - c o u n t r y and i n d i v i d u a l - c o u n t r y t e s t s . 
Moreover, he found t h a t the i n f l u e n c e of e x p o r t s on growth has 
been i n c r e a s i n g over time, and i n more r e c e n t y e a r s has been o f 
p a r t i c u l a r importance t o low-income c o u n t r i e s . However, t h e 
r e s u l t s o f the e m p i r i c a l work have not been c o m p l e t e l y 
c o n c l u s i v e , much depending on the way t h e problem i s d e f i n e d and 
t e s t e d . In-depth s t u d i e s of the e x p e r i e n c e s of s p e c i f i c 
c o u n t r i e s have a l s o been undertaken but t h ese to o are not 
c o n c l u s i v e . " So w h i l e , on b a l a n c e , the e m p i r i c a l s t u d i e s do 
f i n d i n f a v o u r of openness, c o n t r o v e r s i e s remain. 

I n t e r p r e t a t i o n o f the evidence i s c o m p l i c a t e d by t h e l a r g e 
amount o f a t t e n t i o n t h a t has been p a i d t o a s m a l l number of 
success s t o r i e s of openness, p a r t i c u l a r l y t h e 'Four L i t t l e 
T i g e r s ' of Southeast A s i a : Hong Kong, Singapore, South Korea 
and Taiwan. These, and a l i m i t e d number of o t h e r newly-
i n d u s t r i a l i s i n g c o u n t r i e s i n A s i a and L a t i n America, have 
ac h i e v e d major success i s expanding t h e i r e x p o r t s of 
manufactures, c h i e f l y t o i n d u s t r i a l - c o u n t r y markets, and have 
undergone remarkable economic t r a n s f o r m a t i o n s as a r e s u l t of 
t h i s s u c c e s s . Even here, however, t h e r e i s much c o n t r o v e r s y 
about the i n t e r p r e t a t i o n t h a t s h o u l d be p l a c e d on t h e i r r e c o r d s 
and t h e i n f e r e n c e s t h a t might be drawn f o r o t h e r d e v e l o p i n g 
c o u n t r i e s : a r e they exemplars o r s p e c i a l cases? 

See Ram, 1987, f o r a r e c e n t c o n t r i b u t i o n and u s e f u l 
b i b l i o g r a p h y of t h e e m p i r i c a l l i t e r a t u r e . Ram f i n d s t h a t 
growth i s p o s i t i v e l y a s s o c i a t e d w i t h e x p o r t performance but 
T a y l o r , 1988(A), f i n d s no c o r r e l a t i o n between t r a d e 
l i b e r a l i s a t i o n and economic performance and a weak a s s o c i a t i o n 
o n l y between e x p o r t performance and economic growth. 

" See, i n p a r t i c u l a r , t h e c o u n t r y volumes of which 
Bhagwati [1978] and Krueger [1978] p r o v i d e t h e s y n t h e s i s ; and 
the c o u n t r y s t u d i e s of which T a y l o r [1988 B] i s t h e s y n t h e s i s . 



For one t h i n g , most of them do not p r o v i d e pure examples o f an 
open-economy approach, having ( w i t h the e x c e p t i o n of Hong Kong) 
a l s o pursued p r o t e c t i o n i s t , i m p o r t - s u b s t i t u t i o n p o l i c i e s . 
Moreover, t h e i r examples do not n e c e s s a r i l y i n d i c a t e t h e 
s u p e r i o r i t y o f market over government d e c i s i o n s , s i n c e they 
( a g a i n w i t h t h e e x c e p t i o n of Hong Kong) have had h i g h l y a c t i v i s t 
governments, o f which Korea i s t h e c h i e f i l l u s t r a t i o n . The 
L i t t l e T i g e r s have a l s o b e n e f i t e d from r e l a t i v e ease o f access 
t o t h e markets o f t h e USA and from b e i n g the f i r s t d e v e l o p i n g 
c o u n t r i e s t o a c h i e v e major success w i t h i n d u s t r i a l e x p o r t s : 
t h o s e who would emulate them f a c e a h a r d e r t a s k . 
N o t w i t h s t a n d i n g these q u a l i f i c a t i o n s , however, each of these 
c o u n t r i e s has pursued g e n e r a l l y m a r k e t - o r i e n t e d s t r a t e g i e s , w i t h 
governments s u p p o r t i v e of p r i v a t e e n t e r p r i s e and w i l l i n g t o 
a l l o w t h e c o m p o s i t i o n of e x p o r t s and imports t o be b r o a d l y 
determined by comparative advantage. Each has b e n e f i t e d 
enormously as a r e s u l t , so the onus of p r o o f i s now upon those 
who argue t h a t t h e L i t t l e T i g e r s s h o u l d not s e r v e as exemplars 
f o r t h e r e s t of t h e d e v e l o p i n g world.'* 

Conclusions: 

How s h o u l d we conclude on t h i s c r u c i a l c h o i c e between open- and 
closed-economy cases? Here the d e c i s i o n t o f o c u s t h i s s e r i e s 
o f Working Papers on s m a l l , low-income d e v e l o p i n g c o u n t r i e s i s 
a c r u c i a l i n f l u e n c e , f o r i t i s t h e economies o f s c a l e argument, 
as d r a m a t i s e d i n Table 1, which i s d e c i s i v e . L e a v i n g a s i d e a l l 
t h e o t h e r p r o s and cons, i t seems t h a t such c o u n t r i e s have 
l i t t l e c h o i c e but t o adopt an open-economy s t a n c e - e s p e c i a l l y 
i f t h e y a r e t o develop the i n d u s t r i a l base which we have 
i d e n t i f i e d as one of the key e n a b l i n g d e t e r m i n a n t s o f 
f l e x i b i l i t y . Amongst present-day w r i t e r s on t h i s s u b j e c t . 
Lance T a y l o r ranks as one of the most s c e p t i c a l about the 
v i r t u e s o f openness, but even he has concluded t h a t : " I n a 
s m a l l e r n a t i o n , more openness becomes i n e v i t a b l e . The 
c o n s t r a i n t may b i n d a t a p o p u l a t i o n of (say) 20 m i l l i o n - surely 
no l e s s . " ' ' As suggested e a r l i e r , e x p r e s s i n g economic s i z e i n 
terms o f p o p u l a t i o n i s not i d e a l , but i f we bear i n mind t h a t 
the average p o p u l a t i o n of the c o u n t r i e s we a r e c o n c e n t r a t i n g on 
here i s about 12 m i l l i o n (Table 1) and t h a t they have below-
average p e r capita incomes compared w i t h the T h i r d World as a 
whole, the i m p l i c a t i o n of T a y l o r ' s c o n c l u s i o n i s s t r o n g l y 
c o n s i s t e n t w i t h o u r s : t h a t f o r t h e s m a l l low-income c o u n t r y t h e 
c o s t s o f a closed-economy approach w i l l be p r o h i b i t i v e . The 
case i s f u r t h e r strengthened i f one p l a c e s weight on t h e 
s u g g e s t i o n t h a t such an approach i s a l s o l i k e l y t o worsen 
bala n c e o f payments performance and, hence, the f o r e i g n exchange 
c o n s t r a i n t ; and on t h e importance of c o m p e t i t i v e p r e s s u r e s f o r 
e f f i c i e n c y . I t was f o r reasons such as t h e s e t h a t we concluded 

For a u s e f u l b r i e f d i s c u s s i o n of these cases see 
Campbell's 1988 review of t h r e e r e c e n t books on t h e s e 
c o u n t r i e s . 

'' T a y l o r , 1988(A), p.67 (emphasis added). 



i n Working Paper No. 31 t h a t openness was f a v o u r a b l e t o economic 
f l e x i b i l i t y . Moreover, t h e bala n c e of the evidence i s 
c o n s i s t e n t w i t h t h e view t h a t openness has a f a v o u r a b l e e f f e c t 
on GDP growth, even though i t i s not f u l l y c o n c l u s i v e . 

But i f we conclude i n favour of an open-economy s t r a t e g y , do we 
mean p r i c e - n e u t r a l openness or one i n which p r i c e s are 
p o s i t i v e l y skewed i n fav o u r of producing e x p o r t s ? There i s one 
t h e o r e t i c a l and v a r i o u s pragmatic reasons f o r p r e f e r r i n g p r i c e -
n e u t r a l i t y . The t h e o r e t i c a l argument t a k e s us back t o 
e f f i c i e n c y c o n s i d e r a t i o n s . P r i c e i n c e n t i v e s skewed i n fav o u r 
of e x p o r t s are no l e s s ' d i s t o r t i o n s ' - d e p a r t u r e s from the 
p e r f e c t l y c o m p e t i t i v e case - than i n c e n t i v e s skewed i n f a v o u r of 
non - t r a d e a b l e s . The l o g i c of s t a t i c e f f i c i e n c y arguments 
p o i n t s g e n e r a l l y i n fav o u r of p r i c e n e u t r a l i t y , a l t h o u g h the 
re c e n t l i t e r a t u r e on t r a d e p o l i c y c o n t a i n s some s o p h i s t i c a t e d 
arguments i n favour of ex p o r t s u b s i d i e s , and we suggest i n a 
moment t h e d e s i r a b i l i t y o f p o l i c i e s t h a t p o s i t i v e l y f a v o u r non-
t r a d i t i o n a l e x p o r t s . 

The pragmatic c o n s i d e r a t i o n s have m a i n l y t o do w i t h the r i s k s 
and p o t e n t i a l c o s t s of over-exposure t o an o f t e n h o s t i l e and 
u n s t a b l e w o r l d economy. Indeed, as suggested e a r l i e r , 
d e c i s i o n s about openness must a l s o be i n f l u e n c e d by e x p e c t a t i o n s 
about t h e g l o b a l economic environment. How f a s t - and how 
smoothly - w i l l the w o r l d economy and t r a d e be growing? What 
i s t h e l i k e l y t r e n d i n the world p r i c e s o f the c o u n t r y ' s 
e x p o r t s , and i n i t s terms of t r a d e ? What i s the p r o b a b i l i t y 
t h a t i t s e x p o r t s - p a r t i c u l a r l y o f manufactures - w i l l h i t 
a g a i n s t p r o t e c t i v e b a r r i e r s , i . e . how good w i l l i t s market 
access be? What r e a l i s t i c p r o s p e c t i s t h e r e t h a t g r e a t e r 
openness w i l l i n c r e a s e access t o w o r l d c a p i t a l markets and 
p r i v a t e investment, and on what terms i s any c a p i t a l l i k e l y t o 
be made a v a i l a b l e ? The g a i n s t o be had from openness w i l l much 
depend on t h e answers t o these q u e s t i o n s . The r i s k t h a t w o r l d 
c o n d i t i o n s w i l l be u n f a v o u r a b l e argues a g a i n s t going t o o f a r i n 
the promotion of openness. 

There i s a f u r t h e r p r e c a u t i o n a r y c o n s i d e r a t i o n , t h a t of food 
s e c u r i t y . Although i t i s v e r y easy t o exaggerate, t h e r e i s a 
case f o r p o l i c i e s which g i v e some p r e f e r e n c e t o producers of 
s t r a t e g i c f o o d s t u f f s . The c l i m a t i c shocks d i s c u s s e d i n Working 
Paper No. 31 can e a s i l y l e a d t o a sudden f a i l u r e o f the h a r v e s t , 
perhaps f o r a s u c c e s s i o n of y e a r s , and i t i s r i s k y t o depend 
w h o l l y on i n t e r n a t i o n a l markets t o make good the s h o r t f a l l . 
World p r i c e s may be too h i g h a t t h a t t i m e , o r imported s u p p l i e s 
slow o r u n r e l i a b l e . To recap from t h e p r e v i o u s Working Paper, 
what i s needed i s a j u d i c i o u s b l end o f p o l i c i e s which p r o t e c t 
the economy from t h e worst of the r i s k s o f over-exposure t o 
w o r l d economic c o n d i t i o n s and o f p o l i c i e s which open t h e economy 
up t o t h e o p p o r t u n i t i e s of t r a d e and investment. 

Our c o n c l u s i o n , t he n, i s i n favour o f a pragmatic p r i c e - n e u t r a l 
open-economy s t r a t e g y as the one t h a t i s most conducive t o 
economic a d a p t a b i l i t y and, t h e r e f o r e , t o lo n g - r u n development. 
But what now do we say about the c h o i c e between the p o s i t i v e , 



p a s s i v e and d e f e n s i v e p o s t u r e s w i t h which we commenced t h i s 
d i s c u s s i o n of s t r a t e g i e s ? I n p a r t t h i s c h o i c e r e l a t e s t o the 
view we t a k e of comparative advantage. I n t r a d e t h e o r y t h i s i s 
a s t a t i c concept, r e f e r r i n g t o c o u n t r i e s ' r e l a t i v e e f f i c i e n c i e s 
i n p r o d u c i n g t r a d e a b l e goods. T h i s type o f s t a t i c e f f i c i e n c y 
view i m p l i c i t l y f avours a p a s s i v e s t a n c e : i n t h e absence o f 
major d i s t o r t i o n s p r i c e s i g n a l s w i l l a u t o m a t i c a l l y l e a d 
c o u n t r i e s t o e x p o r t those goods t o which they a r e b e s t s u i t e d . 

But comparative advantages change over time, and have done so 
w i t h s p e c i a l r a p i d i t y i n r e c e n t decades. I n t h i s s i t u a t i o n 
t h e r e a r e l a r g e g a i n s f o r those c o u n t r i e s which a r e s u c c e s s f u l 
i n a n t i c i p a t i n g changes i n demand and p r o d u c t i o n c o n d i t i o n s so 
as t o 'get t h e r e f i r s t ' i n w o r l d markets. Such a dynamic view 
of comparative advantage p o i n t s more towards a p o s i t i v e p o l i c y 
s t a n c e , w i t h governments (among ot h e r s ) t a k i n g a c o n s c i o u s view 
about how t h e i r c o u n t r i e s ' c o m p e t i t i v e advantages a r e l i k e l y t o 
change i n f u t u r e . I f t h e r e i s a s i n g l e l e s s o n t h a t might be 
a p p l i e d from t h e A s i a n T i g e r s t o o t h e r d e v e l o p i n g c o u n t r i e s i t 
i s t h e importance of t a k i n g a p o s i t i v e view o f dynamic 
comparative advantage: encouraging s h i f t s i n r e s o u r c e s i n 
f a v o u r of i n d u s t r i e s f a c i n g dynamic w o r l d markets, and which 
generate t e c h n o l o g i c a l and o t h e r e x t e r n a l i t i e s a t home - and not 
b e i n g t o o p r o t e c t i v e of those i n d u s t r i e s t h a t f a c e d e c l i n e . 

For t h e c o u n t r i e s w i t h which we are concerned here, these 
c o n s i d e r a t i o n s draw s p e c i a l a t t e n t i o n t o t h e d e s i r a b i l i t y o f 
governments' t a k i n g a view of t h e i r f u t u r e dependence on 
t r a d i t i o n a l p r i m a r y product e x p o r t s , f o r reasons a l s o mentioned 
i n Working Paper No. 31. We can here do no b e t t e r than t o 
quote the c o n c l u s i o n s o f an IMF study of e x p o r t d i v e r s i f i c a t i o n , 
a l t h o u g h t h e authors do f o l l o w t h i s passage w i t h some 
q u a l i f i c a t i o n s [Bond and M i l n e , 1987, p.120]: 

Recent e m p i r i c a l evidence shows t h a t e x p o r t 
d i v e r s i f i c a t i o n i n t o manufactured goods can r a i s e t h e 
t r e n d p a t h of export e a r n i n g s s i n c e : (1) t h e net 
b a r t e r terms of t r a d e f o r primary p r o d u c t s , as a 
group, compared w i t h manufactures has d e t e r i o r a t e d 
over t h e l o n g term; (2) the income e l a s t i c i t y of 
demand i s h i g h e r f o r manufactured goods than f o r 
p r i m a r y goods, i n aggregate - i m p l y i n g t h a t , f o r a 
g i v e n i n c r e a s e i n t r a d i n g p a r t n e r s ' income, the 
i n c r e a s e i n demand f o r manufactured imports w i l l be 
g r e a t e r than f o r primary p r o d u c t s ; (3) the demand f o r 
imports of primary products i s l e s s p r i c e e l a s t i c than 
t h a t f o r manufactures - so t h a t an i n c r e a s e i n t h e 
t o t a l volume of primary e x p o r t s w i l l l e a d t o a 
g r e a t e r r e d u c t i o n i n export p r i c e than would an 
e q u i v a l e n t i n c r e a s e i n t h a t of manufactured e x p o r t s ; 
(4) i n t h e s h o r t run, supply e l a s t i c i t y f o r p r i m a r y 
p r o d u c t s i s l e s s than t h a t of manufactured goods; and 
(5) e x p o r t d i v e r s i f i c a t i o n may h e l p circumvent 
b a r r i e r s t o t r a d e . 



The s t r a t e g y suggested here, then, i s a p o s i t i v e one of 
d i v e r s i f i c a t i o n away from t r a d i t i o n a l p r i m a r y p r o d u c t s . 
Openness i s , i n e f f e c t , iropoeed by s m a l l n e s s . The t a s k i s then 
t o t r e a t t h i s as an o p p o r t u n i t y not an encumbrance; t o get the 
most out of openness. 

III.3 The poljoY gnYtr.93W«°<^ 
We concluded our e a r l i e r d i s c u s s i o n o f t h e r o l e o f t h e s t a t e i n 
f o s t e r i n g t h e a d a p t i v e economy by u r g i n g a c o s t - b e n e f i t 
approach, a l l o w i n g t h e r e s p e c t i v e r o l e s o f t h e p u b l i c and 
p r i v a t e s e c t o r s t o be determined by t h e i r comparative 
e f f i c i e n c i e s i n u n d e r t a k i n g v a r i o u s t a s k s . I n t h e l i g h t of 
t h i s and o f t h e above discus»ion o f a l t e r n a t i v e s t r a t e g i e s , we 
might now pose the f u r t h e r s t r a t e g i c g u e s t i o n , how a c t i v e s h o u l d 
t h e s t a t e be i n f o s t e r i n g the p o s i t i v e , open-economy s t r a t e g y i n 
f a v o u r of which we have j u s t concluded, as a g a i n s t l e a v i n g i t t o 
market f o r c e s ? 
The s t a t e c o u l d c o n f i n e i t s e l f , on t h e one hand, t o a r a t h e r 
l i m i t e d s e t o f i n t e r v e n t i o n s , encouraging s t r u c t u r a l a d a p t a t i o n 
by the p r o v i s i o n of i n f o r m a t i o n , a d v i c e and i n f r a s t r u c t u r e ; 
p r o v i d i n g a l e g a l and f i n a n c i a l framework which w i l l f o s t e r the 
d e s i r e d p a t t e r n o f change; s e e k i n g t o reduce o r manage the 
c o n f l i c t s of i n t e r e s t t h a t a r i s e , and t o a m e l i o r a t e t h e c o s t s of 
adjustment. I t c o u l d , however, go w e l l beyond such a 
m i n i m a l i s t r o l e : a d o p t i n g s p e c i f i c changes i n economic 
s t r u c t u r e as o b j e c t i v e s of p o l i c y ; a c t i v e l y m a n i p u l a t i n g p r i c e 
and o t h e r i n c e n t i v e s i n f a v o u r of such changes; d i r e c t l y 
p a r t i c i p a t i n g i n t h e change as r e g u l a t o r , employer and i n v e s t o r . 
R e t u r n i n g t o t h e Four L i t t l e T i g e r s of Southeast A s i a , Hong Kong 
c o u l d be c i t e d as a s u c c e s s f u l example of t h e m i n i m a l i s t 
p o s i t i o n ; and Korea as an example of a s t a t e which has pursued 
v e r y a c t i v e s t r a t e g i e s . Japan might be added as an e a r l i e r 
A s i a n example of s u c c e s s f u l s t a t e a c t i v i s m . 

In support of an a c t i v i s t s t a t e i t can be argued t h a t market 
f o r c e s work g r a d u a l l y and i n c r e m e n t a l l y - s h i f t i n g r e s o u r c e s a t 
t h e margin - whereas 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 v o l v e s more 
r a d i c a l , more d i s c o n t i n u o u s change which, t h e r e f o r e , w i l l 
r e q u i r e the g u i d i n g hand o f the s t a t e . The argument has 
p a r t i c u l a r f o r c e i n contemporary c o n d i t i o n s , when governments 
ar e under much p r e s s u r e t o a c h i e v e r a p i d adjustment i n f a c e of 
p r e s s i n g f e r e i g n exchange and s a v i n g s c o n s t r a i n t s . As we saw 
i n t h e p r e v i o u s c h a p t e r , s h o r t - r u n p r i c e e l a s t i c i t i e s are o f t e n 
s m a l l , p r o d u c i n g i n i t i a l l y o n l y l i m i t e d responses t o changed 
p r i c e s i g n a l s . We a l s o saw t h e r e t h a t market i m p e r f e c t i o n s are 
l i a b l e t o be s u b s t a n t i a l i n low-income d e v e l o p i n g c o u n t r i e s and 
t h a t t h i s and o t h e r reasons p o i n t t o a s u b s t a n t i a l r o l e f o r the 
s t a t e i n promoting economic a d a p t a t i o n . 

T h i s s e t of arguments sh o u l d not be overdone, however. While 
i t i s t r u e t h a t markets work i n c r e m e n t a l l y , t h e same i s o f t e n 
a l s o t r u e of governments fa c e d w i t h many u n c e r t a i n t i e s , i n e r t i a 



and t h e l a r g e r r i s k i n e s s o f r a d i c a l change. Moreover, a 
s u c c e s s i o n o f market-induced i n c r e m e n t a l changes can 
s u r p r i s i n g l y q u i c k l y add up t o a major s t r u c t u r a l s h i f t . A f t e r 
a l l , t h e p a t t e r n s o f t r a n s f o r m a t i o n e x p e r i e n c e d e a r l i e r i n t h e i r 
h i s t o r i e s by t h e now i n d u s t r i a l i s e d c o u n t r i e s d e s c r i b e d i n 
Working Paper No. 31 were, i n a rough and ready way, brought 
about by market f o r c e s , a l t h o u g h a d m i t t e d l y a t o f t e n h i g h s o c i a l 
c o s t s . 

I t was suggested e a r l i e r t h a t t h e c h o i c e between open- and 
closed-economy s t r a t e g i e s would i t s e l f have a s t r o n g b e a r i n g on 
the p o l i c y s t a n c e of the s t a t e . Anne Krueger has put t h e p o i n t 
f o r c e f u l l y : 

— an e x p o r t - p r o m o t i o n s t r a t e g y appears t o p l a c e 
c e r t a i n k i n d s o f c o n s t r a i n t s upon economic p o l i c y and 
i t s i m p l e m e n t a t i o n ; t h o s e c o n s t r a i n t s , i n t u r n , l i m i t 
t h e magnitude and d u r a t i o n o f p o l i c y m i s t a k e s and a l s o 
t e n d t o f o r c e p o l i c i e s t o work through p r i c i n g , r a t h e r 
t han 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 e x p o r t s e n t a i l s t h e development o f 
p o l i c i e s t h a t 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]. 

The c r u c i a l d e c i s i o n i s t o a l l o w r e s o u r c e s and t h e p a t t e r n o f 
p r o d u c t i o n t o be shaped l a r g e l y by i n t e r n a t i o n a l norms of 
c o m p e t i t i v e e f f i c i e n c y , f o r t h a t i s v e r y c l o s e t o a d e c i s i o n t o 
p e r m i t r e s o u r c e s t o be a l l o c a t e d through market s i g n a l s , as 
a g a i n s t c o n t r o l s and ' p l a n n i n g ' . While i t i s t r u e t h a t i n such 
c o u n t r i e s as Korea the s t a t e has been a c t i v e and 
i n t e r v e n t i o n i s t , i t i s a l s o t r u e t h a t t h e i n t e r v e n t i o n s have 
g e n e r a l l y worked through markets, i n f l u e n c i n g p r i c e s and 
i n c e n t i v e s . I t would be hard t o f i n d a c o u n t r y t h a t has 
s u c c e s s f u l l y pursued an open-economy s t r a t e g y on t h e b a s i s o f 
c e n t r a l p l a n n i n g and e x t e n s i v e non-market c o n t r o l s . I t i s a l s o 
t h e case t h a t few governments c o u l d be r e l i e d upon t o match t h e 
toughness o f t h e Korean i n d e a l i n g w i t h t h e p l e a d i n g s o f 
i n d u s t r i a l i s t s and o t h e r s p e c i a l - i n t e r e s t groups. 

I n p a r t i c u l a r , an open s t r a t e g y demands t h a t t h e exchange r a t e 
s h o u l d always be such as t o keep the c o u n t r y ' s e x p o r t s and 
i m p o r t - s u b s t i t u t e s h i g h l y c o m p e t i t i v e . More g e n e r a l l y , t h e 
c o n s t r a i n t s imposed by i n t e r n a t i o n a l c o m p e t i t i o n may be thought 

For a d e s c r i p t i o n and e s p o u s a l of i n c r e m e n t a l 
government d e c i s i o n - m a k i n g see Braybrooke and Lindblom, 1963. 

" Roemer, 1988 pp.9-10, sees t h e South Korean s t a t e as 
'hard' i n t h e sense o f b e i n g t h e o p p o s i t e o f t h e ' s o f t ' s t a t e s 
t h a t c h a r a c t e r i s e many low-income c o u n t r i e s . I t e x e r t e d 
s t r o n g c o n t r o l s over s u b s i d i s e d c r e d i t , promoted l a r g e f i r m s 
a t t h e expense o f s m a l l and then p r e s s u r e d t h e l a r g e t o meet 
e x p o r t t a r g e t s . I n d o i n g so i t was w i l l i n g t o see non-
perf o r m e r s go i n t o bankruptcy, w i t h r e s u l t i n g j o b l o s s e s - and 
was s t r o n g enough p o l i t i c a l l y t o get away w i t h i t . 



o f as imposing r e l a t i v e c o n s i s t e n c y o f p o l i c y upon governments: 
they have fewer degrees of freedom and t h e c o s t s of p o l i c y 
m i s t a k e s b i t e h a rder and more q u i c k l y . Such c o n s i s t e n c y i s 
l i k e l y t o g i v e t o p o l i c i e s the c r e d i b i l i t y t h e y need i f t hey are 
t o o f f e r r e l i a b l e bases f o r d e c i s i o n s about the f u t u r e (see 
Working Paper No. 31, pp.37-8). 

The case f o r p o l i c i e s which work w i t h and through market f o r c e s 
can be augmented by r e t u r n i n g t o another c o n s i d e r a t i o n 
s i g n p o s t e d i n Working Paper No. 31: t h e importance f o r economic 
a d a p t a t i o n o f the s u p p l y of e n t r e p r e n e u r s h i p . I f we extend a 
l i t t l e f u r t h e r the l e s s o n s t h a t might be l e a r n e d from the more 
a c t i v i s t o f t h e A s i a n T i g e r s , i t i s t h e importance of 
r e l a t i o n s h i p s between the s t a t e and p r i v a t e e n t e r p r i s e which are 
s u p p o r t i v e r a t h e r than c o n f r o n t a t i o n a l . While economists 
understand l i t t l e o f what i t i s t h a t determines 
e n t r e p r e n e u r s h i p , i t i s reasonable t o b e l i e v e t h a t t h e p o l i c y 
environment can do much t o s t i m u l a t e o r r e p r e s s p o t e n t i a l 
e n t r e p r e n e u r s : t a x a t i o n and o t h e r p o l i c i e s a f f e c t i n g p r o f i t s ; 
the e x t e n t of r e g u l a t i o n of b u s i n e s s ; access t o f i n a n c e 
( a f f e c t e d s p e c i f i c a l l y by t h e e x t e n t of t h e government's own 
requirements f o r c r e d i t , i . e . by t h e s i z e of t h e budget 
d e f i c i t ) ; the p r o v i s i o n of p u b l i c i n f r a s t r u c t u r e and t r a i n i n g 
i n support o f p r i v a t e investments; and so on.^" 
The p o l i c y environment matters i n o t h e r ways to o . The 
government's a b i l i t y t o m a i n t a i n r e a sonable macroeconomic 
s t a b i l i t y - the avoidance of r a p i d i n f l a t i o n , l a r g e - s c a l e 
d e f l a t i o n a r y unemployment and l a r g e b a l a n c e of payments d e f i c i t s 
- i s of c r u c i a l importance. I t p r o v i d e s t h e s t e a d i n e s s and 
p r e d i c t a b i l i t y of i n c e n t i v e s t h a t encourage long-term investment 
and p r i c e r e s p o n s i v e n e s s so important t o t h e a d a p t i v e economy. 
Rapid i n f l a t i o n i s p a r t i c u l a r l y d e s t r u c t i v e i n t h i s c o n t e x t , 
over-shadowing p r i c e s i g n a l s and i n c r e a s i n g the r i s k i n e s s of 
investment and i n n o v a t i o n . 

Our c o n c l u s i o n , t h e n , i s f o r an a c t i v i s t s t a t e which, however, 
p r e f e r s t o work w i t h and through market f o r c e s r a t h e r than 
a g a i n s t them; which e s t a b l i s h e s s u p p o r t i v e r e l a t i o n s h i p s w i t h 
the p r i v a t e s e c t o r ; and which p l a c e s a l a r g e weight on the 
avoidance of major macroeconomic d i s t u r b a n c e s . In common w i t h 
our e a r l i e r c o n c l u s i o n i n favour of a b r o a d l y p r i c e - n e u t r a l 
open-economy s t r a t e g y , t h i s c o n c l u s i o n i s , however, ve r y 
g e n e r a l . How might i t be t r a n s l a t e d i n t o s p e c i f i c p o l i c y 
changes? To b e g i n an answer t o t h i s we t u r n next t o c o n s i d e r 
the p o l i c y i n s t r u m e n t s t h a t are a v a i l a b l e t o government i n i t s 
p u r s u i t o f the a d a p t i v e economy. 

See E l k a n , 1988, f o r a b r i e f survey o f these i s s u e s 
i n an A f r i c a n c o n t e x t . 



IV. POLICY INSTRUMENTS 

IV.1 » policy matrix 

For the time b e i n g we w i l l focus our d i s c u s s i o n on t h e p o l i c y 
m a t r i x p r e s e n t e d i n Table 2. The h o r i z o n t a l a x i s sets out 
v a r i o u s ' t a r g e t v a r i a b l e s ' , or p o l i c y o b j e c t i v e s , drawn from 
those f a c t o r s which were i d e n t i f i e d i n Working Paper No. 31 as 
b e i n g o f p a r t i c u l a r importance f o r economic f l e x i b i l i t y , w i t h 
t h e a d d i t i o n i n the f i n a l column o f the f u r t h e r o b j e c t i v e of 
m i n i m i s i n g t h e s o c i a l c o s t s o f s t r u c t u r a l change. The v e r t i c a l 
a x i s l i s t s c a t e g o r i e s o f government p o l i c i e s t h a t might 
c o n t r i b u t e t o t h e achievement of t h ese o b j e c t i v e s , o r i n o t h e r 
ways impinge upon them. The m a t r i x i t s e l f i n d i c a t e s when the 
p o l i c y example i s l i k e l y t o have a p o s i t i v e (P) o r n e g a t i v e (N) 
e f f e c t on t h e v a r i o u s t a r g e t v a r i a b l e s (absence of an e n t r y 
i m p l i e s t h a t t h e p o l i c y i s not expected t o make much d i f f e r e n c e 
one way o r t h e o t h e r t o the t a r g e t v a r i a b l e i n q u e s t i o n ) . 

The t a r g e t v a r i a b l e s have a l r e a d y been e x p l a i n e d . We saw i n 
Working Paper No. 31 how e f f i c i e n t f a c t o r and p r o d u c t markets 
a s s i s t e d f l e x i b i l i t y , by i n c r e a s i n g r e s o u r c e m o b i l i t i e s , p r i c e 
e l a s t i c i t i e s and economic r e s p o n s i v e n e s s g e n e r a l l y . S i m i l a r l y 
w i t h t h e o t h e r s l i s t e d i n the t a b l e : we have shown each of 
t h e se t o c o n t r i b u t e i n v a r y i n g ways and degrees t o an economy's 
c a p a c i t y t o a d j u s t . The ' i n s t r u m e n t s ' l i s t e d i n t h e l e f t - h a n d 
column a r e , i n f a c t , s t i l l r a t h e r broad types of a c t i o n s t h a t 
governments may t a k e , w i t h more s p e c i f i c i l l u s t r a t i o n s p r o v i d e d 
i n t h e next column. H o p e f u l l y these to o are s e l f - e x p l a n a t o r y , 
a l t h o u g h we should e x p l a i n t h a t by ' f i s c a l s t a n c e ' i s meant t h e 
e x t e n t t o which the o v e r a l l balance of government revenues and 
e x p e n d i t u r e s has a s t i m u l a t i n g o r dampening e f f e c t on economic 
a c t i v i t y . 

To i l l u s t r a t e t h e use of the t a b l e , see l i n e (c) - t h e t a x a t i o n 
of f u e l . T h i s s u b j e c t arose f o r many d e v e l o p i n g c o u n t r i e s as 
a c o n t r o v e r s i a l p o l i c y i s s u e f o l l o w i n g t h e v e r y l a r g e i n c r e a s e s 
i n p etroleum p r i c e s i n 1973-74 and 1979-80: s h o u l d governments 
a l s o r a i s e t h e i r t a x a t i o n of t h i s product? Assuming the 
c o u n t r y t o be an o i l - i m p o r t e r , the e f f e c t of an i n c r e a s e i n such 
t a x a t i o n w i l l be t o dampen demand f o r the p roduct t o some 
e x t e n t , and we have t h e r e f o r e marked t h i s as h a v i n g a p o s i t i v e 
e f f e c t on t h e balance of payments. More c o n t r o v e r s i a l l y , we 
have a l s o marked i t as h a v i ng a f a v o u r a b l e e f f e c t on the 
e f f i c i e n c y of product markets, f o r the reason t h a t t h e t a x 
i n c r e a s e would r e s u l t i n a f i n a l p r i c e f o r f u e l t h a t more 
a c c u r a t e l y r e f l e c t e d i t s s c a r c i t y v a l u e and because i t c o u l d 
improve i n c e n t i v e s f o r the development of 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 t o imported o i l . However, we have suggested t h a t 
t h i s measure would tend t o d i s c o u r a g e i n d u s t r i a l i s a t i o n , because 
f u e l and o t h e r energy c o s t s are p a r t i c u l a r l y i m p o r t a n t i n p u t s t o 
the m a n u f a c t u r i n g s e c t o r . We suggest a l s o t h a t t h i s measure 
w i l l impose s o c i a l c o s t s , f o r h i g h e r f u e l p r i c e s w i l l a f f e c t t h e 
c o s t s t o poor people o f t r a n s p o r t and l i g h t i n g ( k e r o s e n e ) . 



To p i c k out another i l l u s t r a t i o n , l i n e (k) suggests t h a t the 
d e c o n t r o l o f i n t e r e s t r a t e s w i l l r a i s e f a c t o r market e f f i c i e n c y 
( f o r i n t e r e s t r a t e s w i l l now b e t t e r r e f l e c t t h e s c a r c i t y v a l u e 
of c a p i t a l ) , encourage s a v i n g (by o f f e r i n g s a v e r s b e t t e r r e t u r n s ) 
and, by c h a n n e l l i n g t h i s s a v i n g through banks and s i m i l a r 
i n s t i t u t i o n s , promote f i n a n c i a l deepening. I t a l s o suggests, 
however, t h a t the h i g h e r i n t e r e s t r a t e s w i l l tend t o d i s c o u r a g e 
investment, r e n d e r i n g some p o t e n t i a l p r o j e c t ? u n p r o f i t a b l e . I t 
would be t e d i o u s t o go through the e n t i r e m a t r i x i n t h i s way and 
these examples w i l l perhaps s u f f i c e , but t h e reader might l i k e 
t o go through a few more examples. There a r e , however, a few 
p o i n t s a r i s i n g from t h e t a b l e which are worth spending time on. 

IV.2 Points arising 

Note f i r s t how r a r e i t i s f o r a p o l i c y a c t i o n t o be an unmixed 
b l e s s i n g . Both of t h e examples j u s t p r o v i d e d were expected t o 
have some n e g a t i v e e f f e c t s and t h a t i s t y p i c a l of almost a l l the 
p o l i c y i n s t r u m e n t s l i s t e d , r e a d i n g a c r o s s t h e t a b l e . I n some 
cases a p o l i c y i n s t rument may have both p o s i t i v e and n e g a t i v e 
e f f e c t s on the same t a r g e t v a r i a b l e . Thus, i n c e l l (m8) a 
cu r r e n c y d e v a l u a t i o n may both improve macroeconomic s t a b i l i t y by 
ab s o r b i n g excess domestic demand and worsen i t by r a i s i n g p r i c e s 
(see t h e Working Paper No. 33 f o r a d e t a i l e d d i s c u s s i o n of the 
exchange r a t e ) . S i m i l a r l y , i n c e l l (pio) i n c r e a s e d a g r i c u l t u r a l 
producer p r i c e s may reduce t h e w e l f a r e of the urban poor by 
r a i s i n g food p r i c e s and improve the w e l f a r e of the r u r a l poor by 
r a i s i n g t h e i r incomes. 

T h i s m i x t u r e of e f f e c t s underscores t h e c o m p l e x i t y i n v o l v e d i n 
economic p o l i c y - m a k i n g , w i t h few e x c e p t i o n s , p o l i c y c h o i c e s are 
a matter of c a r e f u l l y weighing the p o s i t i v e and n e g a t i v e e f f e c t s 
they may produce - a t a s k made the more d i f f i c u l t by t h e l a r g e 
u n c e r t a i n t i e s which g e n e r a l l y surround p o l i c y - m a k i n g . I t i s 
r a r e f o r a l l the i n d i c a t o r s t o p o i n t t o t h e same c o n c l u s i o n or 
even f o r t h e r e t o be c o n f i d e n c e about what t h e p r e c i s e e f f e c t s 
o f a p o l i c y change w i l l be. So beware t h e p e d d l e r of 
s i m p l i s t i c , s i n g l e - p o l i c y s o l u t i o n s ! 

Table 2 does p r o v i d e some e x c e p t i o n s t o t h i s c o m p l e x i t y of 
r e s u l t s . The p r o v i s i o n o f economic and i n f o r m a t i o n a l s e r v i c e s 
( l i n e s e and t ) are rec o r d e d as having o n l y p o s i t i v e e f f e c t s , as 
are t h e maintenance and c r e a t i o n o f t h e b a s i c i n f r a s t r u c t u r e -
roads, communications, power, e t c . These are expected t o 

improve t h e e f f i c i e n c y o f f a c t o r and product markets, i n c e n t i v e s 
f o r p r i v a t e investment, i n d u s t r i a l i s a t i o n , the bala n c e of 
payments, and so on. However, t h i s p o i n t s t o one of the 
weaknesses of the m a t r i x format, t h a t i t i s s i l e n t on the 
e f f i c i e n c y w i t h which these s e r v i c e s are p r o v i d e d , o r t h e i r 
q u a l i t y . Often i n e f f i c i e n c y r u l e s : e x t e n s i o n s e r v i c e s which 
do not reach farmers w i t h p r a c t i c a l a d v i c e ; roads b u i l t on 
p o l i t i c a l grounds w i t h l i t t l e c o n s i d e r a t i o n o f t h e economic c o s t s 
and b e n e f i t s ; s t a t i s t i c s which are t a r d y and u n r e l i a b l e . In 
such c a s e s , measures t o improve t h e q u a l i t y of p u b l i c s e c t o r 
s e r v i c e s a r e themselves t o be c o n s i d e r e d p a r t of the adjustment 



Table 2: I l l u s t r a t i o n s of target variables and policy instruments 
for economic f l e x i b i l i t y 
(P = p o s i t i v e , N = n e g a t i v e e f f e c t s ) 

POLICY 
INSTRUMENTS 

EXAMPLES OF USE 

Factor Efficiency Enterprise 
market of product & 

efficiency markets innovation 
(1) (2) (3) 

FISCAL POLICIES 
Taxation 

Expenditures 

'Fiscal stance' 

J 
FINANCIAL-MONETARY 
Interest rates k. Decontrol 

a. Investment incentives 
b. Tariff protection 
c. Taxation of fuel 
d. Food subsidies 
e. Economic services 
f. Social services 
g. Infrastructure 

(maintenance & investment) 
h. Increased taxes 

(spending cuts) 
i. Domestic borrowing 

(non-bank) 
External borrowing 

Domestic credit 
control 

I. Manipulation of bank 
reserve ratios 

Exchange rate m. Devaluation 
ADMINISTRATIVE CONTROLS 
Exchange controls 

Price and wage 
controls 

n. Restriction on capital 
outflows 

o. Minimum wage laws 
p. Increased agricultural 

producer prices 
LEGISLATIVE & INSTITUTIONAL 
Relating to firms 

Relating to land 
tenure 

Public enterprises 
Information services 

q. Company law; anti-monopoly 
law; patent law 

r. Break-up of large estates 

s. Development Banks 
r. Economic indicators 

P/N 
P 

N 
P 
N 
P 

P 

P/N 

P/N 

P 

P 
P 



TARGET VARIABLES CHIEFLY AFFECTED 

Saving Private Financial Industrial- Domestic Balance Adjustment 
investment deepening isation macro of payments cost 

stability minimisation 
(4) (5) (6) (7) (8) (9) (10) 

P 
N 

P 
P 
N 

N 
N 

P 
P 
P 

N 
P 

P 
P 
P/N 

N 
P 

N 
N 

P 
N P 

P/N 

N 

N 

P 

N P 
P/N 



e f f o r t , g i v e n t h e l a r g e b e n e f i t s expected t o a r i s e from th e 
p r o p e r p r o v i s i o n of these s e r v i c e s . 

A f u r t h e r p o i n t which should be noted from the t a b l e i s t h e 
r a t h e r s t r o n g tendency f o r t h e r e t o e x i s t t e n s i o n s between the 
p u r s u i t o f improved f l e x i b i l i t y and t h e m i n i m i s a t i o n o f s o c i a l 
c o s t s . Food s u b s i d i e s are an obvious example. On t h e one 
hand, they a r e l i k e l y t o reduce the e f f i c i e n c y o f p r o d u c t markets 
by d i s t o r t i n g r e l a t i v e p r i c e s , and t o t h r e a t e n domestic 
macroeconomic s t a b i l i t y and the balance of payments through t h e 
l a r g e s t r a i n s t h ey p l a c e upon the government's budget. On t h e 
o t h e r hand, t h e s u b s i d i e s w i l l b e n e f i t those f a m i l i e s which a r e 
net consumers o f t h e s u b s i d i s e d foods. Removal o f t h e s u b s i d i e s 
can s c a r c e l y f a i l t o h u r t some disadvantaged groups, even though 
b l a n k e t s u b s i d i e s are a n o t o r i o u s l y i n e f f i c i e n t way of a i d i n g 
p o v e r t y groups. S i m i l a r t e n s i o n s e x i s t w i t h t h e enforcement of 
s t a t u t o r y minimum wages: they reduce the e f f i c i e n c y o f t h e 
l a b o u r market, d i s c o u r a g e c o r p o r a t e s a v i n g and investment, and 
i n d u s t r i a l i s a t i o n - but they p r o t e c t the l i v i n g s t a n d a r d s of some 
u n s k i l l e d workers and t h e i r dependents which o t h e r w i s e would be 
a t r i s k . We r e t u r n t o t h e ways i n which s o c i a l w e l f a r e and 
economic adjustment may be r e c o n c i l e d l a t e r i n t h i s s e r i e s of 
Working Papers. 

We s h o u l d f i n a l l y note some of the o t h e r l i m i t a t i o n s o f the 
p o l i c y m a t r i x format. One i s t h a t a l l t a r g e t v a r i a b l e s and 
p o l i c y i n s t r u m e n t s appear t o be g i v e n equal importance, which i s 
f a r from b e i n g the case i n r e a l i t y . The d i f f i c u l t y i s t h a t 
r e l a t i v e importance can be determined o n l y i n the c o n t e x t o f a 
c o n c r e t e c o u n t r y s i t u a t i o n . A l l a r e p o t e n t i a l l y o f l a r g e 
importance. 

Second, the 'examples of use' presented i n the second column 
p r o v i d e o n l y a s m a l l sample o f the t o t a l number o f s p e c i f i c 
p o l i c y i n s t r u m e n t s a v a i l a b l e t o governments and some of th e 
examples p r o v i d e d are s t i l l a g g r e g a t i o n s . Thus ' i n c r e a s e d 
t a x e s ' ( l i n e h) l e a v e s u n s e t t l e d c r u c i a l q u e s t i o n s about what 
k i n d s of t a x e s might be r a i s e d and what r a t e s t r u c t u r e s they 
might be g i v e n . The e n t r y f o r ' t a r i f f p r o t e c t i o n ' s i m i l a r l y 
f a i l s t o draw a t t e n t i o n t o t h e c r u c i a l q u e s t i o n of t h e s t r u c t u r e 
of p r o t e c t i o n , which can have a major i n f l u e n c e on t h e p a t t e r n 
of i n d u s t r i a l i s a t i o n and which t y p i c a l l y d i s c r i m i n a t e s a g a i n s t 
the domestic p r o d u c t i o n of producer goods. I f we were t o l i s t 
a l l t h e d i f f e r e n t s p e c i f i c p o l i c y i n s t r u m e n t s which the 
government c o u l d b r i n g t o bear on the t a s k o f adjustment, and a l l 
t h e d e c i s i o n s t h a t p r e s e n t themselves c o n c e r n i n g how these 
p o l i c i e s s h o u l d be designed and executed, we would have a l o n g 
l i s t indeed. 

I t s h o u l d a l s o be r e c o g n i s e d t h a t many of the i n s t r u m e n t - t a r g e t 
r e l a t i o n s h i p s p o s t u l a t e d i n the t a b l e c o u l d be d i s p u t e d , and r e l y 
h e a v i l y on t h i s w r i t e r ' s u n d e r s t a n d i n g of how economies and 
p o l i c i e s work. More t o the p o i n t , the r e l a t i o n s h i p s w i l l v a r y 
from one n a t i o n a l economy t o another; t h e m a t r i x i s i n t e n d e d t o 
be i l l u s t r a t i v e , not t o l a y down u n i v e r s a l t r u t h s . To g i v e but 
one more example, l i n e (r) i s r a t h e r p o s i t i v e about the e f f e c t s 



o f l a n d reforms which break up l a r g e e s t a t e s . Some cou n t r y 
e x p e r i e n c e s support t h a t view, o t h e r s do not. The c o u n t r y ' s 
socio-economic s t r u c t u r e s , i t s f a c t o r p r o p o r t i o n s , and t h e l e v e l 
o f l i t e r a c y among t h e p e a s a n t r y would a l l have a c r u c i a l b e a r i n g 
upon t h e outcome, as a l s o would the p r e c i s e d e s i g n o f t h e l a n d 
reform and t h e way i t was implemented on t h e ground. Once 
a g a i n , we a r e reminded o f the sheer c o m p l e x i t y of p o l i c y c h o i c e s . 

IV. 3 A coBprehen3ive..a4iustwep^ prpqramme 
To remind t h e r e a d e r o f the c o m p l e x i t i e s does not n e c e s s a r i l y 
h e l p him o r her t o an u n d e r s t a n d i n g o f the s p e c i f i c s of 
adjustment p o l i c i e s , however. I t might be u s e f u l , t h e r e f o r e , 
i f we were t o p r e s e n t i n more c o n c r e t e terms what a comprehensive 
programme o f adjustment might l o o k l i k e . F i r s t , we s h a l l 
imagine a c o u n t r y which has h i t h e r t o been p u r s u i n g an inward-
l o o k i n g s t r a t e g y and has been run a l o n g 'command' l i n e s , w i t h 
e x t e n s i v e c o n t r o l s on p r i c e s , wages, i n t e r e s t r a t e s , i m p o r t s and 
c a p i t a l movements, and e x t e n s i v e s t a t e p a r t i c i p a t i o n i n the 
p r o d u c t i v e system. We assume f u r t h e r t h a t t h e c o u n t r y has 
s e r i o u s balance of payments and i n f l a t i o n a r y d i f f i c u l t i e s , and 
an o v e r - v a l u e d exchange r a t e . P e r capita incomes have been 
s t a t i c o r d e c l i n i n g f o r some time and s a v i n g s and investment have 
f a l l e n t o low l e v e l s . Taken t o g e t h e r these c i r c u m s t a n c e s are 
perhaps r a t h e r extreme, but t h e r e a r e many c o u n t r i e s which have 
possessed a s u b s t a n t i a l p r o p o r t i o n of such a t t r i b u t e s i n g r e a t e r 
o r l e s s e r degree. What package of p o l i c i e s might be brought t o 
bear t o improve the performance and f l e x i b i l i t y o f t h i s economy? 

In such a s i t u a t i o n many of th e r e q u i r e d a c t i o n s would be the 
n e g a t i v e ones o f l o o s e n i n g e x i s t i n g c o n t r o l s i n o r d e r t o f r e e up 
markets and improve i n c e n t i v e s . Thus, t h e government would 
c o n s i d e r t h e a b o l i t i o n o r m o d i f i c a t i o n o f many of th e c o n t r o l s 
l i s t e d above, a l t h o u g h i t would have t o t r e a d c a r e f u l l y i n d o i n g 
so, p a r t i c u l a r l y when l i b e r a l i s i n g i m ports i n the f a c e of balance 
of payments d i f f i c u l t i e s . A l s o i n t h e i n t e r e s t s o f g r e a t e r 
c o m p e t i t i o n and more e f f i c i e n t markets i t would need t o reduce 
the g e n e r a l l e v e l of p r o t e c t i o n - t a r i f f and n o n - t a r i f f - as w e l l 
as r e d u c i n g anomalous d i s c r e p a n c i e s i n the e x t e n t of p r o t e c t i o n 
enjoyed by d i f f e r e n t producers. I t may a l s o c o n s i d e r 
i n t r o d u c i n g l e g i s l a t i o n aimed a t p r e v e n t i n g the misuse of 
monopoly power. 

These a c t i o n s s h o u l d go some way t o improve p r i c e i n c e n t i v e s f o r 
economic f l e x i b i l i t y but t h e government may wish t o go f u r t h e r . 
I n t h e f a c e of an o v e r - v a l u e d c u r r e n c y i t should e n g i n e e r a 
d e v a l u a t i o n or d e p r e c i a t i o n of the c u r r e n c y - and one t h a t 
'stuck', i n the sense of not b e i n g undone by i n f l a t i o n . 
D e v a l u a t i o n would i n c r e a s e t h e i n c e n t i v e t o produce t r a d e a b l e 
goods v i s 5 vis n o n - t r a d e a b l e s . Where the government c o n t r o l l e d 
the domestic p r i c e s r e c e i v e d by e x p o r t e r s , o r t a x e d these 
h e a v i l y , i t should review i t s p o l i c i e s i n o r d e r t o ensure 
improved producer i n c e n t i v e s - an a c t i o n t h a t would be made 
e a s i e r t o r e c o n c i l e w i t h a v o i d i n g l a r g e budget d e f i c i t s by the 
d e v a l u a t i o n . 



B e a r i n g i n mind the importance we a t t a c h e d e a r l i e r t o t h e o v e r a l l 
macroeconomic environment, the government would a l s o need t o 
ensure a g a i n s t r u n n i n g l a r g e budget d e f i c i t s , f o r t h ey would add 
more i n f l a t i o n a r y f u e l , weaken the b a l a n c e of payments and 
f r u s t r a t e t h e needs o f the p r i v a t e s e c t o r f o r c r e d i t by p r e ­
empting much o f i t f o r government. The f a c t t h a t macroeconomic 
s t a b i l i s a t i o n would a l s o i n v o l v e keeping the t o t a l expansion of 
c r e d i t under c a r e f u l c o n t r o l g i v e s added importance t o a v o i d i n g 
l a r g e p u b l i c s e c t o r borrowing requirements. 

I n o r d e r t o reduce budget d e f i c i t s , t h e government would 
t h e r e f o r e need t o l o o k hard a t both i t s t a x revenues and i t s 
e x p e n d i t u r e s . I t would need t o c o n s i d e r whether t h e r e were 
o p p o r t u n i t i e s f o r new t a x e s which would not a d v e r s e l y a f f e c t 
i n c e n t i v e s ; and ways of improving the c o l l e c t i o n o f e x i s t i n g 
t a x e s . I n t h e f a c e of o v e r a l l budgetary s t r i n g e n c y , i t would 
need a l s o t o l o o k hard a t i t s p a t t e r n o f spending, t o r e o r i e n t 
i t towards those economic and s o c i a l s e r v i c e s l i k e l y t o promote 
economic r e c o v e r y ; a t ways of improving the g u a l i t y of t h e se 
s e r v i c e s ; and a t ways of i n c r e a s i n g the p r o d u c t i v i t y o f i t s own 
investment d e c i s i o n s , e.g. through improved p r o j e c t e v a l u a t i o n 
p r o c e d u r e s . M i n d f u l of t h e w a s t e f u l n e s s of r e n t - s e e k i n g 
a c t i v i t i e s and of c o r r u p t i o n , i t would need f u r t h e r t o c o n s i d e r 
ways o f r e d u c i n g the d i s c r e t i o n a r y powers of t a x and r e g u l a t o r y 
b o d i e s , f o r i t i s by the e x e r c i s e of such d i s c r e t i o n t h a t p u b l i c 
s e r v a n t s a s s e r t b u r e a u c r a t i c c o n t r o l over p r i v a t e a c t i v i t i e s , 
c r e a t i n g d e l a y s and e l i c i t i n g b r i b e s . I t would a l s o want t o 
have a c r i t i c a l l o o k a t t h e economic and f i n a n c i a l performance 
of i t s p u b l i c e n t e r p r i s e s , r e h a b i l i t a t i n g o r p r i v a t i s i n g t h e poor 
p e r f o r m e r s . Among o t h e r i n s t i t u t i o n a l i n i t i a t i v e s , i t might 
c o n s i d e r promoting the c r e a t i o n of new f i n a n c i a l i n s t i t u t i o n s , 
and t h e p o s s i b i l i t y of l a n d reform. 

There i s an element of c a r i c a t u r e i n the above d e s c r i p t i o n , not 
t h e l e a s t f o r t h e s i m p l i f y i n g assumptions t h a t u n d e r l i e i t . We 
have, f o r example, i g n o r e d a l l c o n s t r a i n t s on t h e government's 
a b i l i t y t o f o r m u l a t e and implement such a wide range of p o l i c i e s 
i n a s h o r t p e r i o d of time, a l t h o u g h i n p r a c t i c e such c o n s t r a i n t s 
would l i k e l y s t a n d i n t h e way of a comprehensive programme. We 
have a l s o l e f t a s i d e t h e o b j e c t i v e of m i n i m i s i n g t h e s o c i a l c o s t s 
of t h e adjustment, as w e l l as more o v e r t l y p o l i t i c a l c o n s t r a i n t s 
on a c t i o n : t h e l i k e l y r e a c t i o n of p o w e r f u l i n t e r e s t groups t o 
some of th e changes and t h e e f f e c t s of t h e se on support f o r t h e 
government. We have s a i d l i t t l e about the d e s i r a b l e sequencing 
of such a programme, o r about the l i k e l y i n t e r a c t i o n s between 
the programme components. The p o l i c y d e s c r i b e d i s a l s o u l t r a -
orthodox. But c a r i c a t u r e s can a l s o i l l u m i n a t e , and t h e purpose 
of t h e s e l a s t few paragraphs has merely been t o p r o v i d e t h e 
r e a d e r w i t h more of a f l a v o u r of what s p e c i f i c p o l i c i e s may be 
i n v o l v e d i n an adjustment programme. 

I n the f a c e of t h e c o m p l e x i t i e s of the r e a l w o r l d , p o l i c y - m a k e r s 
need g u i d i n g p r i n c i p l e s and rules-of-thumb t o a i d them i n t h e i r 
work. Our next t a s k , t h e r e f o r e , i s t o examine what might be 
l e a r n t from w r i t i n g s on t h e t h e o r y of economic p o l i c y and from 



past experience which w i l l throw further l i g h t on the design of 
p o l i c i e s for economic adaptation. 



V. PRINCIPLES OF POLICY 

v . l Targets and Instmimenta 

We can s t a r t by l o o k i n g a l i t t l e more c l o s e l y a t t h e n o t i o n s o f 
• t a r g e t v a r i a b l e s ' and 'instrument v a r i a b l e s ' which we have been 
u s i n g . B e g i n n i n g w i t h target variables. Table 2 has a l r e a d y 
made e x p l i c i t an impo r t a n t f e a t u r e of t h e p o l i c y problem: t h a t 
governments pursue m u l t i p l e o b j e c t i v e s . They w i s h t o improve 
market e f f i c i e n c y , r a i s e s a v i n g and investment, i n d u s t r i a l i s e , 
and so on. However, as p r e s e n t e d i n t h e t a b l e , t h e s e a r e o n l y 
s u b s i d i a r y , o r i n s t r u m e n t a l , o b j e c t i v e s , s e l e c t e d because they 
w i l l c o n t r i b u t e t o economic a d a p t a t i o n . A d a p t a t i o n , i n t u r n , 
w i l l not be t h e government's o n l y economic o b j e c t i v e - economic 
growth and, perhaps, t h e r e d i s t r i b u t i o n o f income a r e l i k e l y t o 
be among t h e o t h e r s - nor w i l l the government's o b j e c t i v e s be 
c o n f i n e d t o t h e economic sphere. T h i s then b r i n g s i n t h e i d e a 
of m u l t i p l e and h i e r a r c h i c a l o b j e c t i v e s , to which we w i l l come 
back i n a moment. 

Tu r n i n g t o policy instruments, these can be d e f i n e d as means 
c o n t r o l l e d by t h e government of changing t h e b e h a v i o u r o f t h e 
economy. For some purposes i t i s useful t o d i f f e r e n t i a t e 
p o l i c i e s a c c o r d i n g t o whether t h e i r e f f e c t s a r e d i r e c t o r 
i n d i r e c t . The p r o v i s i o n o f , say, a road o r t h e a d m i n i s t r a t i o n 
of r e n t c o n t r o l s are examples of i n s t r u m e n t s which o p e r a t e 
d i r e c t l y on economic l i f e . Examples of p o l i c y i n s t r u m e n t s which 
o p e r a t e i n d i r e c t l y i n c l u d e attempts t o d i s c o u r a g e t h e consumption 
of l u x u r i e s by imposing heavy t a x e s upon them, o r t o encourage 
s a v i n g by r a i s i n g i n t e r e s t r a t e s . I n d i r e c t measures, by and 
l a r g e , work through markets and have t h e i r e f f e c t s by a l t e r i n g 
p e c u n i a r y i n c e n t i v e s ; d i r e c t measures o f t e n work i n d e p e n d e n t l y 
of t h e o p e r a t i o n of market f o r c e s . I t can be r e a l i s e d , 
t h e r e f o r e , t h a t one of the f e a t u r e s o f t h e type of adjustment 
programme d e s c r i b e d a few paragraphs ago i s t h a t i t r e p r e s e n t e d 
a s h i f t from d i r e c t t o i n d i r e c t measures. To i n t r o d u c e a 
f u r t h e r t y p e of d i s t i n c t i o n , i t can sometimes a l s o be u s e f u l t o 
d i f f e r e n t i a t e between i n s t r u m e n t s which have an impact on a wide 
range o f economic v a r i a b l e s - t h e i n t e r e s t r a t e i s an example -
and t h o s e which are much narrower i n t h e i r i n c i d e n c e , say an 
e x c i s e duty o r an e x p o r t l i c e n c e . 

The language o f t a r g e t s and in s t r u m e n t s i s a t t h e c e n t r e o f much 
of t h e t h e o r y of economic p o l i c y , which i s p a r t i c u l a r l y 
a s s o c i a t e d w i t h t h e name o f Jan Tinbergen.^' He developed a 
mathematical model of p o l i c y f o r m a t i o n which a r r i v e d a t an 
imp o r t a n t p r a c t i c a l c o n c l u s i o n : f o r a government t o a c h i e v e 
m u l t i p l e p o l i c y o b j e c t i v e s i t must use a t l e a s t as many p o l i c y 
i n s t r u m e n t s as t h e number o f t a r g e t v a r i a b l e s . Of c o u r s e , t h i s 

' See Tinbergen, 1955 and 1967. S p u l b e r and H o r o w i t z , 
1976, p r o v i d e a u s e f u l i n t r o d u c t i o n t o much of t h e p o l i c y 
t h e o r y l i t e r a t u r e . 



r e s u l t r e f l e c t e d t h e n a t u r e of t h e model he used and the 
n e c e s s i t y o f exact e q u a l i t y between t h e numbers of i n s t r u m e n t s 
and t a r g e t s f a l l s away on a l t e r n a t i v e f o r m u l a t i o n s . The 
Tinbergen r u l e n o n e t h e l e s s s e r v e s as a warning a g a i n s t t r y i n g t o 
use j u s t one o r a few p o l i c y measures t o a c h i e v e a m u l t i p l i c i t y 
of o b j e c t i v e s . S i n c e adjustment programmes n o r m a l l y possess a 
number o f t a r g e t v a r i a b l e s , i t i s a p p r o p r i a t e t h a t they s h o u l d 
a l s o b r i n g a range o f p o l i c i e s i n t o p l a y . Once a g a i n , we are 
warned a g a i n s t s i n g l e - i n s t r u m e n t s o l u t i o n s . To put t h e matter 
another way, i f p o l i t i c a l o r a d m i n i s t r a t i v e c o n s t r a i n t s prevent 
a government from implementing more than a s m a l l number o f p o l i c y 
changes t h e n i t can o n l y expect t o a c h i e v e a l i m i t e d number of 
o b j e c t i v e s . 

V.2 Tradeoffs and adjustment costs 

The p u r s u i t of m u l t i p l e o b j e c t i v e s b r i n g s w i t h i t t h e p o t e n t i a l 
f o r c o n f l i c t s between them. T h i s b r i n g s i n t h e i d e a of 
tradeoffs, when p r o g r e s s towards one o b j e c t i v e can be achieved 
o n l y a t t h e c o s t of a r e t r e a t from another o b j e c t i v e : 
r e s t r i c t i n g bank c r e d i t may ease i n f l a t i o n a r y p r e s s u r e s but at 
the c o s t o f reduced investment; p r o t e c t i n g those who depend f o r 
t h e i r l i v e l i h o o d on some d e c l i n i n g i n d u s t r y i s l i a b l e a t t h e same 
time t o p r e s e r v e e x i s t i n g s t r u c t u r e s o f p r o d u c t i o n and 
employment, r e t a r d i n g necessary s t r u c t u r a l a d a p t a t i o n . The r a t e 
a t which i t i s necessary t o s a c r i f i c e one o b j e c t i v e i n o r d e r t o 
promote another i s t h e r a t e of t r a d e o f f between them. T r a d e o f f s 
are p e r v a s i v e and f u r t h e r c o m p l i c a t e the p o l i c y problem. 

In p r i n c i p l e , c h o i c e s between c o n f l i c t i n g o b j e c t i v e s can be 
r e s o l v e d a c c o r d i n g t o t h e i r p l a c e i n t h e h i e r a r c h y , o r a c c o r d i n g 
t o the weight which the government p l a c e s upon each of them.^^ 
U n f o r t u n a t e l y , though, governments a r e r a r e l y p r e c i s e or 
c o n s i s t e n t about t h e i r o b j e c t i v e s , which l e a v e s t h e r e s o l u t i o n 
of t r a d e o f f s a r a t h e r h i t - o r - m i s s a f f a i r . P o l i t i c a l s c i e n t i s t s 
are i n c l i n e d t o say t h a t i n such s i t u a t i o n s ' p o l i t i c a l l o g i c ' 
dominates 'economic l o g i c ' . 

A lthough Table 2 i n d i c a t e s a p o t e n t i a l l y l a r g e number of p o s s i b l e 
t r a d e o f f s , when d i s c u s s i n g i t we p a r t i c u l a r l y drew a t t e n t i o n t o 
the t e n s i o n between t h e p u r s u i t of adjustment and m i n i m i s a t i o n 
of i t s c o s t s . I n f a c t , t h e i d e a o f t r a d e o f f s i n adjustment 
p o l i c i e s i s i n t i m a t e l y connected w i t h the concept of adjustment 
costs. The l i t e r a t u r e abounds w i t h r e f e r e n c e s t o the c o s t s of 
the adjustment p o l i c i e s o f the IMF and World Bank, but most of 
these are r a t h e r l o o s e l y f o r m u l a t e d and t h e r e i s s u r p r i s i n g l y 

In formal terms, and g i v e n a s p e c i f i c a t i o n o f i t s own 
p r e f e r e n c e f u n c t i o n , the government s h o u l d s e t t l e f o r p o l i c i e s 
which w i l l a c t on t h e v a r i o u s t a r g e t v a r i a b l e s so t h a t t h e 
marginal r a t e of t r a n s f o r m a t i o n i s equal t o i t s m a r g i n a l r a t e 
of s u b s t i t u t i o n . Such f o r m a l i s m i s of l i t t l e p r a c t i c a l use, 
however. 



l i t t l e d i s c u s s i o n of adjustment c o s t s as a concept. 
A n a l y t i c a l l y , t h e r e are d i f f e r e n t t ypes of c o s t t h a t may be 
i d e n t i f i e d . 

There a r e f i r s t what might be termed ' a b s o r p t i o n c o s t s ' . These 
a r i s e i n t h e common s i t u a t i o n where a c o u n t r y ' s adjustment 
p o l i c i e s a r e addressed t o improving an u n v i a b l e b a l a n c e o f 
payments s i t u a t i o n . Faced w i t h a need t o reduce a c u r r e n t 
account d e f i c i t , s t a n d a r d t e x t b o o k t h e o r y t e l l s us t h a t t h e 
c o u n t r y must reduce ' a b s o r p t i o n ' (consumption p l u s investment) 
r e l a t i v e t o income. In p r i n c i p l e i t i s p o s s i b l e t o a c h i e v e t h i s 
by i n c r e a s i n g income w h i l e h o l d i n g a b s o r p t i o n c o n s t a n t , but i n 
p r a c t i c e - and i n t h e s h o r t term - c o u n t r i e s are l i k e l y t o have 
t o c u t back on consumption and/or investment i n t h e p u b l i c and/or 
p r i v a t e s e c t o r s . Such c u t s can be seen as c o s t s , r e s u l t i n g i n 
lower consumption and/or investment l e v e l s t han would o t h e r w i s e 
have o c c u r r e d . In a sense such c o s t s a r e u n a v o i d a b l e i n t h a t 
they a r e p a r t o f the economic l o g i c o f t h e b a l a n c e o f payments 
problem, a l t h o u g h they can be minimised by d o i n g e v e r y t h i n g 
p o s s i b l e t o maximise the growth of income. 

I n i n s t i t u t i o n a l terms, a b s o r p t i o n c o s t s a r i s e more commonly i n 
c o n n e c t i o n w i t h t h e s t a b i l i s a t i o n programmes of t h e IMF, which 
i s one o f t h e reasons why so much c o n t r o v e r s y surrounds Fund 
programmes. Whether such c o s t s a r e b e s t understood as a r i s i n g 
from adjustment per se i s , however, a moot p o i n t , s i n c e they 
a c t u a l l y a r i s e from the c i r c u m s t a n c e s and p o l i c i e s which a l l o w e d 
a b s o r p t i o n t o g e t t o o f a r out of l i n e w i t h incomes i n t h e f i r s t 
p l a c e . They might b e t t e r be thought of as t h e c o s t s of adverse 
shocks o r p a s t p o l i c y weaknesses. 

See, however, Corden, 1989, and Huang and N i c h o l a s , 
1987. 

See any standard textbook o f i n t e r n a t i o n a l economics 
f o r an e x p l a n a t i o n o f t h e a b s o r p t i o n model of t h e b a l a n c e o f 
payments. 

'̂ The h i s t o r y of attempts t o d e a l w i t h t h e 'debt 
c r i s i s ' of t h e h e a v i l y - i n d e b t e d L a t i n American c o u n t r i e s a f t e r 
1982 can be t r a c e d i n these terms. The i n i t i a l e f f o r t was 
f o c u s e d on c u t t i n g a b s o r p t i o n , and both consumption and 
investment were reduced. As a r e s u l t t h e r e were major 
improvements i n the t r a d e balances of t h e debtor c o u n t r i e s 
(necessary i n order t h a t they c o u l d make i n t e r e s t payments on 
t h e i r e x t e r n a l debt) but a t the c o s t of s e v e r e l y reduced 
l i v i n g s t andards and investment l e v e l s . I n t h e b e l i e f t h a t 
such s a c r i f i c e s were not s u s t a i n a b l e i n d e f i n i t e l y and c o u l d , 
i n any case, prove c o u n t e r - p r o d u c t i v e , from about 1987 
i n t e r n a t i o n a l a t t e n t i o n switched t o 'adjustment w i t h growth', 
w i t h t h e i n t e n t i o n of b e i n g a b l e t o ease up on the a b s o r p t i o n 
v a r i a b l e s . The 'Baker p l a n ' of t h a t y e a r was t h e c a t a l y s t , 
a l t h o u g h o n l y l i m i t e d improvement was achieved i n p r a c t i c e . 



A second c a t e g o r y might be termed • f r i c t i o n a l c o s t s ' . These 
r e f e r t o l o s s e s of o u t p u t , employment and consumption r e s u l t i n g 
from the s h i f t s of r e s o u r c e s from d e c l i n i n g t o expanding s e c t o r s 
t h a t a r e i n t r i n s i c t o economic a d a p t a t i o n . They a r i s e because 
markets are i m p e r f e c t . I f they were everywhere p e r f e c t , a l l 
p r i c e s would be f l e x i b l e , r e s o u r c e s would be c o m p l e t e l y 
homogeneous and m o b i l e , and adjustment would be i n s t a n t a n e o u s . 
However, many types o f l a b o u r , c a p i t a l and n a t u r a l r e s o u r c e s are 
h i g h l y s p e c i f i c i n t h e i r p r o d u c t i v e employment. An i r r i g a t i o n 
system cannot be used i n f a c t o r i e s ; a miner cannot i n s t a n t l y 
be c o n v e r t e d i n t o an h o t e l worker; even w i t h i n a g r i c u l t u r e a 
g i v e n e c o l o g i c a l zone i s not n e c e s s a r i l y s u i t a b l e f o r c o n v e r s i o n 
from a t r a d i t i o n a l c r o p t o another. Markets are i m p e r f e c t i n 
o t h e r ways, t o o . P r i c e s a r e o f t e n ' s t i c k y ' i n t h e downward 
d i r e c t i o n , none more so than i n l a b o u r markets, where t h e r e are 
f i e r c e r e s i s t a n c e s t o c u t s i n nominal wages even i n the f a c e of 
t h e d e c l i n e of an i n d u s t r y (although they may be eroded by 
i n f l a t i o n ) . In t h e f a c e of such c o n d i t i o n s , s t r u c t u r a l 
a d a p t a t i o n w i l l be a s s o c i a t e d w i t h ' f r i c t i o n a l ' l o s s e s of 
employment and c a p a c i t y u t i l i s a t i o n - l o s s e s which may be l a r g e 
and p e r s i s t e n t . Indeed, most of t h e d i s c u s s i o n of adjustment 
c o s t s i n t h e OECD c o u n t r i e s i s about the unemployment t h a t 
r e s u l t s . 

A f u r t h e r c a t e g o r y t h a t might u s e f u l l y be i d e n t i f i e d i s what we 
can c a l l ' d i s t r i b u t i o n a l ' c o s t s . Of course, a b s o r p t i o n and 
f r i c t i o n a l c o s t s a f f e c t the d i s t r i b u t i o n of income because they 
are not spread a c r o s s the p o p u l a t i o n i n a manner e x a c t l y 
p r o p o r t i o n a t e t o t h e p r i o r d i s t r i b u t i o n of income. But t h e r e 
would be d i s t r i b u t i o n a l consequences even i n t h e absence of the 
o t h e r two c a t e g o r i e s , f o r a d a p t a t i o n i n v o l v e s r e s o u r c e s h i f t s 
between d i f f e r e n t i n d u s t r i e s which w i l l employ d i f f e r i n g f a c t o r 
p r o p o r t i o n s . Working Paper No. 31 showed t h a t t h e long-term 
h i s t o r i c a l t r e n d i s i n t h e d i r e c t i o n of g r e a t e r c a p i t a l -
i n t e n s i t y . Resource s h i f t s thus g i v e r i s e t o d i f f e r i n g groups 
of g a i n e r s and l o s e r s , whose s h o r t - t e r m i n t e r e s t s are i n c o n f l i c t 
w i t h one another. T h i s a f f e c t s the p o l i t i c s of t h e c h o i c e and 
s u s t a i n a b i l i t y of adjustment p o l i c i e s , depending upon the 
r e l a t i v e p o l i t i c a l weight of t h e two groups. 

D i s t r i b u t i o n a l c o s t s might be s a i d t o a r i s e when the v a l u e 
a t t a c h e d t o t h e l o s s e s of those a d v e r s e l y a f f e c t e d exceeds the 
v a l u e p l a c e d upon t h e b e n e f i t s of the g a i n e r s . Much of the 
d i s c u s s i o n o f the c o s t s of adjustment a r e , i n f a c t , about 
d i s t r i b u t i o n a l a s p e c t s and, i n p a r t i c u l a r , about the danger t h a t 
t h e p o o r e r groups i n the p o p u l a t i o n w i l l be disadvantaged. 
I m p l i c i t here i s t h e i d e a t h a t a d o l l a r ' s - w o r t h o f l o s s by the 
poor i s not o f f s e t by a d o l l a r g a i n by t h e r i c h , so t h a t 
d i f f e r e n t weights are p l a c e d on the income changes. 

We might f i n a l l y n o t i c e the time f a c t o r i n adjustment c o s t s . 
E s p e c i a l l y i n t h e case of a b s o r p t i o n c o s t s , t h e government i s 
faced w i t h c h o i c e s between reduced consumption and reduced 
investment, which b o i l s down t o whether consumption i s reduced 
now o r i n t h e f u t u r e . There i s an e v e r - p r e s e n t t e m p t a t i o n t o 
push r e q u i r e d r e d u c t i o n s i n a b s o r p t i o n onto investment. T h i s 



i s perhaps s p e c i a l l y t h e case i n t h e p u b l i c s e c t o r , where 
governments f i n d i t v e r y d i f f i c u l t t o c u t t h e i r c u r r e n t budgets 
(because t h a t i s l i k e l y t o r e q u i r e l a y o f f s of c i v i l s e r v a n t s ) 
and e a s i e r t o c u t back on t h e i r own c a p i t a l spending. A s i m i l a r 
c h o i c e a r i s e s w i t h f r i c t i o n a l c o s t s : i t i s t e m p t i n g t o minimise 
t h e s e by s l o w i n g down the r a t e of change, s u b s i d i s i n g i n d u s t r i e s 
t h a t o t h e r w i s e would d e c l i n e , a t t h e expense of t h e r e s t o f t h e 
economy. I n b o t h examples, economic a d a p t a t i o n i s r e t a r d e d and 
c o s t s a r e s h i f t e d forward t o t h e next g e n e r a t i o n . Such i n t e r -
g e n e r a t i o n a l i s s u e s a r e c l o s e l y r e l a t e d t o t h e c h o i c e d i s c u s s e d 
e a r l i e r between p o s i t i v e and d e f e n s i v e adjustment s t r a t e g i e s ; 
our c o n c l u s i o n t h e r e i n f a v o u r of a g e n e r a l l y p o s i t i v e s t r a t e g y 
i m p l i e d an approach which a v o i d s s h i f t i n g t h e c o s t s i n t o t h e 
f u t u r e . 

I n t h e low-income c o u n t r i e s of which we are w r i t i n g , however, 
t h i s can be a h a r s h d o c t r i n e . As we showed i n Working Paper No. 
31 (p.42), poor c o u n t r i e s have i n f l e x i b l e economies. T h i s means 
t h a t f r i c t i o n a l c o s t s a r e l i k e l y t o be p a r t i c u l a r l y s e v e r e . 
S t a r t i n g from a l r e a d y v e r y poor l i v i n g s t a n d a r d s , t h e t e m p t a t i o n 
t o s h i f t c o s t s i n t o t h e f u t u r e w i l l be l a r g e - but t h e r e s u l t s 
of d o i n g so w i l l be t o r e t a r d t h e v e r y p r o c e s s o f change upon 
which the improvement of l i v i n g standards i t s e l f u l t i m a t e l y 
depends. 

On t h e o t h e r hand, i t would be q u i t e wrong t o view s t r u c t u r a l 
adjustment, wherever i t o c c u r s , as a zero-sum game, i n which 
g a i n s a r e o f f s e t by e q u i v a l e n t l o s s e s . A l t h o u g h i t may 
sometimes seem t h a t way i n t h e s h o r t - t e r m , t h e l a r g e long-term 
g a i n s t h a t can be won from s u c c e s s f u l a d a p t a t i o n cannot be t o o 
h e a v i l y s t r e s s e d . I n an h i s t o r i c a l p e r s p e c t i v e adjustment i s 
a m a s s i v e l y p o s i t i v e - s u m game. I n the end, t h e l o s e r s a r e those 
who do not adapt. 

v.3 Choosing among instruments 

Given t h e m u l t i p l i c i t y of p o l i c y i n s t r u m e n t s a v a i l a b l e t o 
governments, the f u r t h e r q u e s t i o n a r i s e s of how they s h o u l d 
s e l e c t among them. T h i s t o o i s a n e g l e c t e d t o p i c but a number 
of e f f i c i e n c y c r i t e r i a can be suggested. A t l e a s t t h e 
f o l l o w i n g q u e s t i o n s need t o be asked about an i n s t r u m e n t i n 
e v a l u a t i n g i t s l i k e l y e f f e c t i v e n e s s : 

How l a r g e w i l l t h e response of t h e t a r g e t v a r i a b l e s be t o 
a g i v e n change i n the instrument v a r i a b l e ? 

How p r o b a b l e i s i t t h a t the expected r e s u l t s w i l l a c t u a l l y 
be a c h i e v e d , and how q u i c k l y w i l l they occur? 

Does the p o l i c y a c t upon the causes of t h e problem a t which 
i t i s d i r e c t e d ? 

Much o f the f o l l o w i n g i s adapted from K i l l i c k , 1981, 
pp.44-47. 



What are t h e r e s o u r c e c o s t s o f t h e p o l i c y ? 

I s t h e p o l i c y s e l e c t i v e i n i t s a p p l i c a t i o n and f l e x i b l e over 
time? 
What i n d i r e c t economic e f f e c t s w i l l t h e i n s t r u m e n t have and 
w i l l t h e y be p o s i t i v e or n e g a t i v e ? 

I n what ways i s t h e p u b l i c l i k e l y t o r e a c t t o t h e p o l i c y ? 
What w i l l be t h e s o c i o - p o l i t i c a l e f f e c t s ? 

We w i l l e l a b o r a t e b r i e f l y on each o f t h e s e . 
I n the case of t h e magnitude of response, t h e g e n e r a l r u l e i s t o 
choose the more p o w e r f u l . T h i s i s p a r t l y because low-income 
d e v e l o p i n g c o u n t r i e s f a c e t y p i c a l l y l a r g e adjustment problems and 
t h e r e f o r e need p o w e r f u l i n s t r u m e n t s i f they are t o be a b l e t o 
cope. There i s t h e a d d i t i o n a l c o n s i d e r a t i o n t h a t t h e p u b l i c 
a c c e p t a b i l i t y of a p o l i c y change i s l i a b l e t o depend upon the 
e x t e n t t o which i t r e p r e s e n t s a break w i t h t h e p a s t , w i t h 
i n c r e m e n t a l changes b e t t e r t o l e r a t e d than l a r g e d i s c o n t i n u o u s 
s h i f t s . To a c h i e v e a g i v e n change i n a t a r g e t v a r i a b l e a 
p o w e r f u l i n s t r u m e n t needs a s m a l l e r change than a weak 
inst r u m e n t , thus a i d i n g i t s a c c e p t a b i l i t y . 

Regarding t h e speed and p r o b a b i l i t y of r e s u l t s , t h e a d v i c e t o 
choose t h e f a s t e r - a c t i n g p o l i c i e s ( o t h e r t h i n g s b e i n g equal) 
needs no e l a b o r a t i o n but the p r o b a b i l i t y dimension needs a l i t t l e 
more e x p l a n a t i o n . An important i n f l u e n c e on the p r o b a b i l i t y 
t h a t a measure w i l l a c h i e v e t h e d e s i r e d r e s u l t s w i l l be t h e ease 
w i t h which i t can a c t u a l l y be implemented. T h i s i s something 
t o be c o n s i d e r e d a l r e a d y a t t h e p l a n n i n g s t a g e , f o r t h e more 
d i f f i c u l t t h e e x e c u t i o n the s m a l l e r the p r o b a b i l i t y o f s u c c e s s . 
A second, more ob v i o u s , i n f l u e n c e has t o do w i t h t h e s t a t e of 
knowledge: we may have o n l y a hazy i d e a what the e f f e c t s of a 
p o l i c y change w i l l be, but g r e a t e r ignorance may surround some 
ins t r u m e n t s than o t h e r s . On the whole t h i s c o n s i d e r a t i o n a l s o 
f a v o u r s an i n c r e m e n t a l approach, f o r we a r e l i k e l y t o have a 
b e t t e r i d e a of t h e consequences of m o d i f y i n g an e x i s t i n g 
i n s t r ument - r a i s i n g t h e income t a x r a t e , say - than of 
i n t r o d u c i n g a new one. 

Most p o l i c y measures are responses t o f e l t problems. Hence, we 
can ask, does i t a c t d i r e c t l y on t h e causes o f t h e problem or 
does i t merely suppress i t s symptoms, o r compensate f o r them? 
The g e n e r a l r u l e i s t o choose p o l i c i e s t h a t a c t upon causes. 
That may not always be p r a c t i c a l , however - as i n t h e case of 
problems emanating from the world economy. A government faced 
w i t h a r i s e i n import p r i c e s can do l i t t l e about the causes of 
t h a t and has t o respond i n d i r e c t l y by measures t h a t w i l l boost 
f o r e i g n exchange e a r n i n g s and reduce import demand. S i m i l a r l y , 
i t w i l l not always be d e s i r a b l e t o a c t upon causes. For 
example, a f i r m may possess monopoly power stemming from i t s 
s u p e r i o r a b i l i t y t o reap economies o f s c a l e . I n t h i s case the 



BOX III. ATTENDING TO CAUSES: THE ASSIGNMENT RULE'' 

Many policy interventions are directed at remedying the effects of some type of market 
failure, or distortion, in the economy. The assignment rule states that the best results will 
be achieved from that policy intervention which most directly addresses the original 
source of failure. This is because policy measures tend to introduce distortions of their 
own, and the further removed they are from acting on the original cause of the failure the 
more likely it is that they will introduce new distortions. Although this is a general 
proposition it has, in fact, mainly been taken up in the trade policy literature because so 
many arguments for protection are not addressed to failures resulting from the 
characteristics of international trade as such, and are instead intended to compensate for 
other types of distortion. 
Take the well-known infant industry argument for protection. This argues that where a 
newly-created firm's costs are above internationally-competitive levels because it has yet 
to take advantage of learning-by-doing it should be protected, because after a while its 
costs will fall and it will then be internationally competitive. To be strictly valid, 
however, this argument has to show why this learning period cannot be anticipated and 
privately financed. To do so it is likely to be necessary to invoke some imperfection in 
the capital market. If indeed some such imperfection does exist, application of the 
assignment rule would result in adoption of policies that would directly address the capital 
market imperfection. A protective tariff is likely to be a sub-optimal policy choice, since 
it can only compensate for the capital-market deficiency at the cost of introducing new 
distortions: creating protection for older-established firms in the same industry which 
could not justify it, affecting relative prices and the distribution of resources between 
them, adversely affecting incentives to export through its influence on domestic cost levels 
and the exchange rate, and so on. 

See Corden, 1974, pp.28-31, for a lucid exposition of the assignment rule. 

government w i l l be wise not t o d i s c o u r a g e l a r g e - s c a l e p r o d u c t i o n 
but s h o u l d i n s t e a d e r e c t safeguards a g a i n s t abuse of the 
r e s u l t i n g market power. N e v e r t h e l e s s , t h e r u l e o f thumb i s t o 
choose measures t h a t a c t on causes. I t i s a r u l e t h a t d e r i v e s 
more from common sense than economic t h e o r y , but t h e r e i s a c l o s e 
a f f i n i t y between i t and t h e s o - c a l l e d 'assignment r u l e ' developed 
i n t h e t h e o r y o f t r a d e p o l i c y (see Box I I I ) . 

The next o f our e f f i c i e n c y c r i t e r i a concerns the r e s o u r c e c o s t s 
t h a t i t s deployment w i l l n e c e s s i t a t e , w i t h the g e n e r a l p r i n c i p l e 
b e i n g t o adopt t h e l e a s t - c o s t a l t e r n a t i v e . Almost a l l p o l i c i e s 
i n v o l v e some use of government revenues, but some much more t h a n 
o t h e r s : a t a r g e t e d food s u b s i d y i s l i k e l y t o be f a r more c o s t -
e f f e c t i v e t han a g e n e r a l s u b s i d y , f o r example. P o l i c i e s may 
impose r e s o u r c e c o s t s on the p r i v a t e s e c t o r t o o . These may be 
minor and o v e r t , as i n the c o s t s t o employers of a d m i n i s t e r i n g 
a pay-as-you-earn income t a x system, o r l a r g e and c o v e r t . 
Examples o f t h e l a t t e r type might i n c l u d e , say, t h e r u n n i n g o f 
a l a r g e budget d e f i c i t which i s f i n a n c e d by borrowing from t h e 
banks and which 'crowds out' the c r e d i t needs of p r i v a t e 
p r o d u c e r s . 



The n o t i o n of ' r e n t - s e e k i n g ' can a l s o be brought i n h e r e , by 
which i s meant a c t i v i t i e s intended t o secure the b e n e f i t s o f 
monopoly power. The r e l e v a n c e here i s t h a t some types o f p o l i c y 
i n s t rument - p a r t i c u l a r l y those which i n v o l v e l i c e n c i n g and 
r e g u l a t i n g - c r e a t e s c a r c i t y r e n t s which can b r i n g l a r g e p r o f i t s 
t o those who can t a k e advantage of them. Import l i c e n s e s a r e 
an obvious example. Because the p o t e n t i a l p r o f i t a b i l i t y i s 
l a r g e , a s p i r a n t s t o t h ese r e n t s w i l l u t i l i s e s k i l l s and o t h e r 
r e s o u r c e s i n o r d e r t o t a k e advantage of t h ese o p p o r t u n i t i e s . 
These e f f o r t s w i l l t h u s absorb economic r e s o u r c e s i n a way which 
i s u n p r o d u c t i v e i n t h e sense t h a t i t does not add t o t o t a l 
o u t p u t , and t h i s w i l l impose an o p p o r t u n i t y c o s t on t h e 
economy.^* In t h i s sense, a s h i f t , say, from exchange c o n t r o l s 
t o an a c t i v e exchange r a t e p o l i c y may be thought of as a s h i f t 
i n the d i r e c t i o n of g r e a t e r c o s t - e f f e c t i v e n e s s i n t h a t i t i s 
l i k e l y t o reduce r e n t - s e e k i n g a c t i v i t i e s , r e p l a c i n g l i c e n c i n g by 
p r i c e r a t i o n i n g . P o l i c y i n t e r v e n t i o n s may a l s o impose c o s t s by 
c r e a t i n g d i s t o r t i o n s i n the economy, r e d u c i n g the e f f i c i e n c y of 
r e s o u r c e use. S t r i c t l y , t h i s i s not a r e s o u r c e c o s t , but t h e 
e f f e c t i s t h e same, o f r e d u c i n g output. 

Our next e f f i c i e n c y c r i t e r i o n i s concerned w i t h the s e l e c t i v i t y 
and f l e x i b i l i t v of an i n s t r u m e n t . By s e l e c t i v i t y we mean the 
e x t e n t t o which i t s e f f e c t s are c o n f i n e d t o t h e f u r t h e r a n c e o f 
whatever o b j e c t i v e t h e government i s u s i n g i t t o f u r t h e r . By 
and l a r g e , s e l e c t i v i t y i s t o be p r e f e r r e d because i t reduces the 
r i s k of unintended e f f e c t s and improves the p r e d i c t a b i l i t y of the 
outcome. I n the case of f l e x i b i l i t y , what i s i n t e n d e d here i s 
t h e ease w i t h which an instrument can be v a r i e d or d i s c o n t i n u e d 
over t i m e . Some in s t r u m e n t s are l e s s f l e x i b l e than o t h e r s : i t 
i s f a i r l y easy t o a l t e r t a x r a t e s i n e i t h e r d i r e c t i o n ; minimum 
wage r e g u l a t i o n s are f l e x i b l e i n o n l y one d i r e c t i o n ; r e f o r m i n g 
i n s t i t u t i o n s i s n o t o r i o u s l y slow work and f r e q u e n t changes are 
l i k e l y t o be u n d e s i r a b l e . Other t h i n g s b e i n g e q u a l , t h e n , the 
g e n e r a l r u l e here i s t o choose i n s t r u m e n t s which h i t t h e i r 
t a r g e t s i n a s e l e c t i v e manner, and t o p r e f e r those t h a t are 
f l e x i b l e . 

T h i s b r i n g s us t o the i n d i r e c t economic e f f e c t s . Our d i s c u s s i o n 
o f Table 1 s t r e s s e d t h e c o m p l e x i t y o f t h e ways i n which p o l i c i e s 
i n t e r a c t w i t h t h e economy. Even the most s e l e c t i v e p o l i c i e s are 
l i a b l e t o have e f f e c t s on v a r i a b l e s a d d i t i o n a l t o the intended 
ones. An advantage of q u a n t i f i e d , m o d e l l i n g approaches t o 
p o l i c y - f o r m a t i o n i s t h a t they i n c r e a s e our a b i l i t y t o p r e d i c t 
t h e se i n d i r e c t e f f e c t s . A p o s i t i v e e f f e c t i s one t h a t promotes 
some p o l i c y o b j e c t i v e a d d i t i o n a l t o t h e one t h a t i s t h e c h i e f 
motive f o r i n t r o d u c i n g t h e measure; a n e g a t i v e i n d i r e c t e f f e c t 

On r e n t s e e k i n g and o t h e r ' d i r e c t l y u n p r o d u c t i v e 
p r o f i t - s e e k i n g a c t i v i t i e s ' (DUPs) see Krueger, 1974; 
Bhagwati, 1982; Bhagwati and S r i n i v a s a n , 1982; and T u l l o c k , 
1980. Bhagwati and S r i n i v a s a n p l a c e DUPs i n t o two 
c a t e g o r i e s : those t r i g g e r e d by p o l i c y a c t i o n s and those 
s e e k i n g t o i n f l u e n c e p o l i c y . They may a l s o be d i v i d e d i n t o 
l e g a l ( l o b b y i n g ) and i l l e g a l ( b r i b e r y ) a c t i v i t i e s . 



i s one t h a t c o n f l i c t s w i t h o t h e r p o l i c y o b j e c t i v e s . The g e n e r a l 
r u l e i s o b v i o u s : choose the i n s t r u m e n t t h a t maximises the excess 
(or m i n i m i s e s the s h o r t f a l l ) o f f a v o u r a b l e over u n f a v o u r a b l e 
i n d i r e c t e f f e c t s . 

The importance o f t h e wavs i n which the p u b l i c r e a c t s t o a p o l i c y 
measure has a l r e a d y been r a i s e d i n Working Paper No. 31 (pp.37-
8) , i n d i s c u s s i n g the d e l i c a t e b a l a n c e t h a t governments must 
s t r i k e between f l e x i b i l i t y and c o n t i n u i t y i n t h e i r p o l i c i e s . 
Modern economic t h e o r y has shown how t h e ways i n which the p u b l i c 
r e a c t s t o macroeconomic p o l i c i e s can render t h e s e impotent, as 
t h ey l e a r n t o a n t i c i p a t e t h e s e and t o p r o t e c t themselves from 
t h e i r e f f e c t s . An example i s p r o v i d e d by t h e ways i n which 
p a r a l l e l markets s p r i n g up when governments t r y t o c o n t r o l p r i c e s 
(or exchange r a t e s , o r i n t e r e s t r a t e s ) a t below market l e v e l s , 
sometimes e n t i r e l y s u b v e r t i n g t h e government's i n t e n t i o n s . I f 
r e a c t i o n s t o a p o l i c y a r e t o be s u p p o r t i v e r a t h e r than s u b v e r s i v e 
t h a t p o l i c y must be c r e d i b l e - people must b e l i e v e i t can work, 
t h a t t h e government w i l l e n f o r c e i t and p e r s i s t w i t h i t . " The 
main r u l e here, then, i s t h a t p o l i c y - m a k e r s need t o t a k e an 
e x p l i c i t view o f t h e ways i n which people a r e l i k e l y t o r e a c t t o 
a l t e r n a t i v e i n s t r u m e n t s , t o choose those t h a t a r e l e a s t l i k e l y 
t o s p a r k a h o s t i l e o r c o u n t e r v a i l i n g response, and t o be 
concerned w i t h t h e c r e d i b i l i t y o f those i n s t r u m e n t s and w i t h 
p o l i c i e s as a whole. 

There a r e f i n a l l y the s o c i o - p o l i t i c a l e f f e c t s . Many p o l i c i e s 
are chosen - o r r e j e c t e d - on non-economic grounds, o f t e n 
r e a s o n a b l y so s i n c e m i n i s t e r s have more t h i n g s t o worry about 
than j u s t economic problems. I n f a c t , any sharp d i s t i n c t i o n 
between economic and non-economic e f f e c t s i s r a t h e r a r b i t r a r y and 
tends t o break down i n p r a c t i c e , a l t h o u g h i t i s c o n v e n i e n t f o r 
p r e s e n t purposes. Expressed most g e n e r a l l y , t h e r u l e here i s 
t o choose t h o s e i n s t r u m e n t s which w i l l b r i n g t h e maximum s o c i o ­
p o l i t i c a l b e n e f i t s o r t h e minimum s o c i o - p o l i t i c a l c o s t s , a l l 
judged i n terms of t h e v a l u e s of s o c i e t y and t h e o b j e c t i v e s o f 
t h e government. 

Circumstances w i l l d e c i d e what type of c o n s i d e r a t i o n s h o u l d be 
brought i n under t h i s heading. Among t h e most g e n e r a l we can 
i n c l u d e [ i ] t h e expected p o p u l a r i t y , o r o t h e r w i s e , o f t h e measure 
( c l o s e l y r e l a t e d t o t h e p r e v i o u s q u e s t i o n of p u b l i c r e s p o n s e ) ; 
[ i i ] i t s e f f e c t , i f any, on t h e c o u n t r y ' s r e l a t i o n s h i p s w i t h t h e 
r e s t o f t h e w o r l d (might an e x p o r t s u b s i d y provoke r e t a l i a t i o n , 
f o r example?); and [ i i i ] i t s e f f e c t s on p e r s o n a l l i b e r t y 
(sometimes used as an argument a g a i n s t d i r e c t c o n t r o l s ) , 

'' D i s c u s s i n g import l i b e r a l i s a t i o n , Edwards [1987, 
p.29] has s t r e s s e d t h e importance o f c r e d i b i l i t y . He p o i n t s 
out t h a t t h i s , i n t u r n , w i l l be much i n f l u e n c e d by t h e 
i n t e r n a l c o n s i s t e n c y o f the government's p o l i c i e s , f o r i f 
t h e r e i s i n c o n s i s t e n c y people w i l l see t h a t t h e c o n t r a d i c t i o n s 
cannot be s u s t a i n e d , and he c i t e s A r g e n t i n a as an example. 



V.4 Polioleg as a system 

While t h e r u l e s of thumb j u s t p r e s e n t e d , and t h e e a r l i e r 
d i s c u s s i o n o f t a r g e t s and i n s t r u m e n t s , can p r o v i d e u s e f u l 
guidance t o p o l i c y makers, t h e r e i s a l s o a danger i n t h e s e : t h a t 
w h i l e each i n d i v i d u a l p o l i c y d e c i s i o n w i l l be c a r e f u l l y 
c o n s i d e r e d t h i s may d i v e r t a t t e n t i o n from t h e o v e r a l l d e s i g n and 
coherence of t h e p o l i c i e s when they a r e tak e n t o g e t h e r . T h i s 
would be u n f o r t u n a t e . 

One reason f o r s a y i n g so r e l a t e s t o t h e c o m p l e x i t y o f t h e ways 
a p o l i c y change w i l l work i t s way through t h e economic system. 
One o f t h e i m p l i c a t i o n s o f t h i s i s t h a t a g i v e n p o l i c y change 
may n e c e s s i t a t e changes i n o t h e r p o l i c i e s , as t h e economy 
responds. Thus, an i n c r e a s e i n a d m i n i s t e r e d i n t e r e s t r a t e s 
designed t o encourage p r i v a t e s a v i n g (and thus t o c o n t r i b u t e t o 
h i g h e r investment l e v e l s ) may a t t h e same time d i s c o u r a g e 
investment i n s e c t o r s t o which the government a t t a c h e s p r i o r i t y -
say i n a g r i c u l t u r e - i n d i c a t i n g a need t o re-examine the t a x a t i o n 
of p r o f i t s o r o t h e r p o l i c y changes which may counter t h e unwanted 
r e d u c t i o n i n investment. 

Figure A: The interaction of adjustment p o l i c i e s 
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A second reason f o r t a k i n g an o v e r a l l view has t o do w i t h the 
incoherence t h a t can e a s i l y r e s u l t from a s u c c e s s i o n o f ad hoc 
d e c i s i o n s , even though each d e c i s i o n may i n i t s e l f have been 
c a r e f u l l y c o n s i d e r e d . Thus, analyses o f c o u n t r i e s ' p a t t e r n s o f 
i n d u s t r i a l p r o t e c t i o n commonly f i n d v e r y l a r g e v a r i a t i o n s i n the 
l e v e l s o f p r o t e c t i o n g i v e n t o d i f f e r e n t i n d u s t r i e s - v a r i a t i o n s 
t h a t cannot be r a t i o n a l i s e d i n terms o f economic p r i o r i t i e s . 
The most common reason f o r t h i s incoherence i s t h a t d e c i s i o n s 
about p r o t e c t i o n a r e o f t e n taken i n response t o i n d i v i d u a l 
r e q u e s t s f o r a s s i s t a n c e . Unless t h e r e i s an u n u s u a l l y s t r o n g 
and c l e a r l y d e f i n e d s e t o f g u i d e l i n e s g o v e r n i n g such d e c i s i o n s , 
the end r e s u l t i s a s e r i e s o f d e c i s i o n s which do not add up t o 
a c o n s i s t e n t whole. A c l o s e l y r e l a t e d c o n s i d e r a t i o n i s t h a t , 
i f t h e y a r e t o have maximum e f f e c t , p o l i c i e s need t o be m u t u a l l y 
r e i n f o r c i n g , s u p p o r t i n g one another. Thus, i t i s shown i n 
Working Paper No. 33 t h a t a currenc y d e v a l u a t i o n may make l i t t l e 
l a s t i n g d i f f e r e n c e t o the balance of payments u n l e s s i t i s backed 
up by a v a r i e t y of o t h e r p o l i c y measures. Other examples 
i n c l u d e t h e obvious need f o r c l o s e c o - o r d i n a t i o n o f f i s c a l and 
monetary p o l i c i e s , so t h a t , f o r example, a t i g h t e n i n g - u p o f 
f i s c a l p o l i c i e s i s not undone by expansionary c r e d i t p o l i c i e s . 
At a more microeconomic l e v e l , the d e s i r a b i l i t y o f c o - o r d i n a t i n g 
a g r i c u l t u r a l p r i c i n g p o l i c i e s w i t h the p r o v i s i o n o f e x t e n s i o n and 
marketing s e r v i c e s i s an obvious example. One view of key 
i n t e r c o n n e c t i o n s i s pr o v i d e d i n F i g u r e A, based on t h e 
ex p e r i e n c e s o f t h e World Bank. 

Another c l o s e l y r e l a t e d reason f o r l o o k i n g a t economic p o l i c i e s 
as a system i s the importance of the sequence i n which p o l i c i e s 
are i n t r o d u c e d , even though economics does not y e t have v e r y much 
to o f f e r on t h i s s u b j e c t . The i s s u e o f sequencing has a r i s e n , 
f o r example, i n c o n t r o v e r s i e s about the t i m i n g o f t r a d e 
l i b e r a l i s a t i o n , as i s d i s c u s s e d i n Box IV. Even though 
l i b e r a l i s a t i o n can be seen as p a r t o f an o v e r a l l e f f o r t t o 
st r e n g t h e n a c o u n t r y ' s t r a d i n g p o s i t i o n , i t s premature 
i n t r o d u c t i o n can undermine the whole process by s p a r k i n g an 
i m p o r t - l e d payments c r i s i s . T h i s i s but one of a number of 
p o l i c y a reas i n which i n t r o d u c i n g p o l i c y measures i n t h e ' r i g h t ' 
o r d e r i s import a n t . 

So a l t h o u g h each p o l i c y d e c i s i o n must be c a r e f u l l y c o n s i d e r e d , 
p a r t o f t h i s c o n s i d e r a t i o n must be t o see how i t f i t s i n t o t h e 
o v e r a l l d e s i g n o f the government's economic p o l i c i e s : i s i t 
c o n s i s t e n t w i t h , and h e l p f u l t o , o t h e r p o l i c i e s ? does i t s 
e f f e c t i v e n e s s depend upon making a d d i t i o n a l s u p p o r t i v e p o l i c y 
changes? i s i t l i k e l y t o s e t up r e a c t i o n s i n t h e economy which 
n e c e s s i t a t e f u r t h e r p o l i c y d e c i s i o n s ? i s t h i s t h e r i g h t p o i n t 
i n the secfuence f o r the p o l i c y t o be in t r o d u c e d ? Indeed, our 
e a r l i e r d i s c u s s i o n of p o l i c y s t r a t e g y i m p l i e d t h a t such an 
o v e r a l l view would be taken, f o r a s t r a t e g y c o n s i s t s o f an 
i n t e r n a l l y c o n s i s t e n t package of measures a p p l i e d c o n s i s t e n t l y 
over time. 



BOX IV. SEQUENCING TRADE UBERALISATION^" 

There remain disagreements between authors in the literature on the sequencing of trade 
liberalisation, although all agree that the best solution depends upon country situations and 
that the approach should be flexible. There is, nevertheless, substantial support for the 
view that liberalisation should follow a four-stage timetable: 

Stmt 1= ?tabilis!.tlon 
This is likely to include a large nominal devaluation, with complementary 
tight fiscal and inonetary policies to counter inflationi intended to increase 
the profitability of exporting and discourage imports. These policies will 
need to be maintained during subsequentphases, though for countries with 
low inflation and realistic exchange rates only minor subsequent currency 
depreciations should be needed. 
Stage 2; llb^iralisatlpn domestic f^ytor markets. 
The principal elements of this phase may include lifting wage controls to 
liberalise the labour market; financial sector reforms to strengthen the 
credit market, to ensure adequate investment and working capital for export 
expansion, to prevent import-competing firms which become "unprotected" 
from excessive domestic borrowing if this would jeopardise the financial 
system; removal of investment controls; and reduction of price controls. 
Stage 3: import liberalisation. 
This may be in two steps. The first could consist of the removal of 
quantitative import restrictions and their replacement by a rationalised 
tariff system which reduced the extremes in tariff rates. The second step 
could involve reduction of tariffs by cutting the bighest tariffs first and 
others later. 

Stage 4: relaxation of controls over capital movements. 
This type of sequencing is not without disadvantages, including political 
ones. Waiting until the first two stages have been completed may give 
lobbies opposed to import liberalisation time to organise, although the time 
involved in the sequence may also provide opportunities for countervailing 
exporting lobbies to emerge and become organised, In any case, the 
economic consequences of neglecting the question of the order in which 
changes should be introduced - or of getting it wrong - can be large. Thus 
import liberalisation without first going through Stages 1 and 2 will risk 
creating a balance of payments crisis, for an over-valued currency and 
domestic price level will make imports cheap; and the potential for 
exporting and import-substitution created by devaluation will not be fully 
realised if factor markets remain highly imperfect. 

Similarly, relaxation of capital controls must await the other measures. If 
not, high domestic interest rates and the need for investment by exporters 
may suck in foreign capital, push up the real exchange rate, and create a 
recession in tradeable goods industries. Premature liberalisation of 
exchange controls may also accelerate capital flight. Both events will 
undermine trade liberalisation. 

Based largely on Edwards, 1987; Mussa, 1987; and Wolf, 1986. 



V.5 implementation and sustainabilitv 

To our e f f i c i e n c y c r i t e r i a f o r t h e s e l e c t i o n o f p o l i c i e s we c o u l d 
have added another: i s i t l i k e l y t h a t t h e p o l i c y w i l l be 
implemented s u c c e s s f u l l y and s u s t a i n e d over time? I n a sense 
a d e c i s i o n i n f a v o u r o f some p o l i c y i s the easy p a r t o f t h e 
p r o c e s s . I t then has t o be executed and i n ways which p r e s e r v e 
t h e p o l i c y - m a k e r s ' i n t e n t i o n s . I t s success i s a l s o l i k e l y t o 
depend on whether i t w i l l be p e r s i s t e d w i t h over t i m e , a f t e r 
o p p o s i t i o n t o i t has had the chance t o emerge and t o o r g a n i s e . 

A l t h o u g h we t r e a t them s e p a r a t e l y , t h e r e are s t r o n g c o n n e c t i o n s 
between the implementation and s u s t a i n a b i l i t y c o n s i d e r a t i o n s . 
Thus a government which i s ' s o f t ' i s l i k e l y n e i t h e r t o implement 
w e l l nor t o p e r s i s t i n t h e f a c e of o p p o s i t i o n . The p r o s p e c t s 
f o r b o t h w i l l be i n f l u e n c e d a l s o by t h e c i r c u m s t a n c e s i n which 
t h e p o l i c y was d e c i d e d i n t h e f i r s t p l a c e . I f , f o r i n s t a n c e , 
i t i s an a c t i o n taken r e l u c t a n t l y i n c r i s i s c o n d i t i o n s o r i f i t 
i s f o r c e d on an u n w i l l i n g government as a c o n d i t i o n f o r an 
i n t e r n a t i o n a l c r e d i t , the odds a g a i n s t f a i t h f u l and s u s t a i n e d 
e x e c u t i o n a r e r a t h e r poor. Nonetheless, i t seems p r e f e r a b l e 
t o t r e a t them s e p a r a t e l y . implementation can be regarded as 
b e i n g more o f a b u r e a u c r a t i c , a d m i n i s t r a t i v e matter - t h e domain 
of t h e c i v i l s e r v i c e - which may p r e v e n t a d e c i s i o n b e i n g g i v e n 
p r a c t i c a l e f f e c t , o r d i s t o r t t h e i n t e n d e d r e s u l t s , o r e n t i r e l y 
negate i t . S u s t a i n a b i l i t y belongs more i n t h e p o l i t i c a l domain 
and r e l a t e s t o the p o s s i b i l i t y t h a t a measure w i l l be abandoned 
o r r e v e r s e d . 

D e a l i n g f i r s t w i t h implementation, d i f f i c u l t i e s of two t y p e s can 
a r i s e : t h o s e charged w i t h t h e e x e c u t i o n of a p o l i c y may be 
s i m p l y unable t o cope w i t h t h e i n f o r m a t i o n a l and a d m i n i s t r a t i v e 
demands which i t c r e a t e s ; and t h o s e r e s p o n s i b l e f o r , o r 
i n f l u e n t i a l i n , the a d m i n i s t r a t i o n of a measure may d e l i b e r a t e l y 
s e t out t o t h w a r t t h e i n t e n t i o n s o f t h e ' p o l i c y - m a k e r s ' because 
they see t h e i r i n t e r e s t s as t h r e a t e n e d by i t o r f o r o t h e r reasons 
do not agree w i t h i t . I n t h e f i r s t c a t e g o r y , t h e r e a r e many 
examples: e x p e n d i t u r e t a x e s t o o c o m p l i c a t e d t o e n f o r c e p r o p e r l y ; 
comprehensive p r i c e c o n t r o l s which r e q u i r e v a s t amounts of 
i n f o r m a t i o n and much manpower t o a d m i n i s t e r and e n f o r c e ; l a b o u r 
o r i n d u s t r i a l s a f e t y laws which would r e q u i r e an u n r e a l i s t i c a l l y 
l a r g e i n s p e c t o r a t e ; and so on. There are many examples i n t h e 
second c a t e g o r y a l s o : import l i b e r a l i s a t i o n which t h r e a t e n s t o 
reduce t h e income which some o f f i c i a l s can c o l l e c t through 
b r i b e r y ; a g r i c u l t u r a l s e r v i c e s i n t e n d e d t o b e n e f i t poor 
s m a l l h o l d e r farmers t h a t are c a p t u r e d by the w e l l - t o - d o E l i t e s ; 
c r e d i t i n s t i t u t i o n s i n t e n d e d t o encourage s m a l l - s c a l e b u s i n e s s 
which channel much of t h e i r funds t o b i g b u s i n e s s ; etc., etc. 
I t i s o f t e n a t t h e implementation phase t h a t groups o r 
i n d i v i d u a l s can i n f l u e n c e who g a i n s o r l o s e s by a measure, so t h e 
a d m i n i s t r a t i v e p r o c e s s can become an arena i n which s p e c i a l 
i n t e r e s t s a r e pursued, w i t h an obvious r i s k t o t h e i n t e n t i o n s of 
t h e ' p o l i c y makers'. 

How t o s a f e g u a r d a g a i n s t these p i t f a l l s ? The most i m p o r t a n t 
a d v i c e i s t h a t implementation a s p e c t s s h o u l d be e x p l i c i t l y 



i n c l u d e d i n d e l i b e r a t i o n s l e a d i n g t o c h o i c e s between p o l i c y 
a l t e r n a t i v e s . To l e a v e i t as something t o be worked out 
a f t e r w a r d s i s t o c o u r t t h e c h o i c e o f p o l i c i e s which w i l l not be 
s u c c e s s f u l l y executed. However, i t i s p o s s i b l e t o go beyond 
t h i s g e n e r a l p r i n c i p l e t o suggest some f u r t h e r r u l e s of thumb. 
These can be thought o f as augmenting t h e e f f i c i e n c y c r i t e r i a s e t 
out e a r l i e r . ' A p o l i c y instrument i s most l i k e l y t o be 
e f f e c t i v e i f i t meets the f o l l o w i n g c o n d i t i o n s : 

[a] The objective i t i s i n t e n d e d t o f u r t h e r s h o u l d be c l e a r l y 
and p r e c i s e l y s p e c i f i e d . The n o t i o n o f implementation 
presupposes an agreed y a r d - s t i c k a g a i n s t which we can 
measure a c t u a l r e s u l t s . 

[b] The chosen instrument s h o u l d have simplicity. By t h i s we 
mean the number of ag e n c i e s , o f f i c e s and i n d i v i d u a l s 
i n v o l v e d i n the implementation t a s k and t h e l e v e l s of s k i l l 
t h e y w i l l need t o employ. The l a r g e r t h e number of people 
and agencies and t h e g r e a t e r t h e r e q u i r e d s o p h i s t i c a t i o n , 
t h e b i g g e r t h e r i s k of d e l a y and d i s t o r t i o n . C o - o r d i n a t i n g 
t h e a c t i v i t i e s of a number of a g e n c i e s i s e s p e c i a l l y 
d i f f i c u l t , so t h e use o f m u l t i p l e a g e n c i e s should be a v o i d e d 
whenever p o s s i b l e . 

[c] I t s h o u l d be p o s s i b l e t o a d m i n i s t e r t h e p o l i c y w i t h i n an 
a l r e a d y - e x i s t i n g i n s t i t u t i o n a l and bureaucratic framework. 
When t h i s i s u n f e a s i b l e , e x p l i c i t p r o v i s i o n s h o u l d be made 
f o r t h e c r e a t i o n of whatever s p e c i a l a d m i n i s t r a t i v e 
c a p a b i l i t y t h e measure c a l l s f o r . 

[d] Decision-makers s h o u l d c l e a r l y s p e c i f y where the 
responsibility l i e s f o r c a r r y i n g t h e p o l i c y i n t o e f f e c t . 
I t i s a l l too easy f o r t h i s t o be taken f o r granted and f o r 
t h e r e t o be no c l e a r i d e n t i f i c a t i o n o f which person, o r 
agency, i s t o c a r r y out t h e p o l i c y . 

[e] Decision-makers s h o u l d be aware o f t h e interests and motives 
o f t h o s e who w i l l be i n v o l v e d i n implementation. A measure 
t h a t c u t s a g a i n s t t h e i n t e r e s t s o f those who are t o c a r r y 
i t out may be doomed u n l e s s s p e c i a l c a r e i s t a k e n . 

T h i s l a s t p o i n t may be of p a r t i c u l a r r e l e v a n c e t o adjustment 
p o l i c i e s because we have suggested a t a number o f p o i n t s t h a t 
these are l i k e l y t o i n c l u d e t h e s u b s t i t u t i o n of market measures 
f o r a d m i n i s t r a t i v e c o n t r o l s and d i s c r e t i o n a r y a c t i o n s . A t t h e 
l e a s t , c i v i l s e r v a n t s are l i a b l e t o see such changes as r e d u c i n g 
t h e i r power and i n f l u e n c e ; they may w e l l a l s o see them as 
d i m i n i s h i n g t h e i r access t o s c a r c i t y r e n t s , through c o r r u p t i o n 
and o t h e r means. In o t h e r words, t h e r e may be p a r t i c u l a r 

T h i s i s taken from K i l l i c k , 1981, p.50. For a 
s t i m u l a t i n g survey o f much of t h e ground covered by our 
d i s c u s s i o n of implementation and s u s t a i n a b i l i t y see G r i n d l e 
and Thomas, 1988. See a l s o Lamb, 1987, on t h e i n s t i t u t i o n a l 
dimensions of the t o p i c . 



d i f f i c u l t i e s i n t h e way of s u c c e s s f u l l y implementing l i b e r a l i s i n g 
measures. On t h e o t h e r hand, such measures - and t h e s h i f t from 
a d m i n i s t r a t i v e t o market measures g e n e r a l l y - w i l l , once i n 
e f f e c t , p l a c e f a r fewer demands on th e p u b l i c a d m i n i s t r a t i o n : 
compare the b u r e a u c r a t i c needs o f w i d e - r a n g i n g import c o n t r o l s 
and o f an a c t i v e exchange r a t e p o l i c y . 

What, next, w i l l determine the s u s t a i n a b i l i t v of a measure? 
P r o b a b l y the most d e c i s i v e i n f l u e n c e s w i l l be the ways i n which 
a p o l i c y a f f e c t s the i n t e r e s t s o f t h e p u b l i c , how t h e g a i n s and 
l o s s e s are spread a c r o s s s o c i e t y , and the s t r e n g t h o f t h e 
government vis k vis o t h e r c e n t r e s o f power i n s o c i e t y ( d i s c u s s e d 
i n Working Paper No. 31 - see pp.36-7). I f the b u l k o f t h e 
p o p u l a t i o n r e g a r d s i t s e l f as having been harmed by t h e measure, 
o r i f t h e l o s s e s a r e c o n c e n t r a t e d p a r t i c u l a r l y i n p o w e r f u l groups 
i n s o c i e t y , i t w i l l need a determined o r r e s o u r c e f u l government 
t o p e r s i s t . T h i s i s one of the d i f f i c u l t i e s o f measures adopted 
by h e a v i l y i n d e b t e d c o u n t r i e s t o a v o i d debt d e f a u l t : t h e i r 
c i t i z e n s p e r c e i v e t h e i r own i n t e r e s t s as b e i n g s a c r i f i c e d t o 
t h o s e o f f o r e i g n c r e d i t o r s , even though the government may be 
c o n v i n c e d t h a t i t i s i n t h e n a t i o n a l i n t e r e s t t o a v o i d d e f a u l t . 

The p o l i t i c a l i n s t i t u t i o n s and t r a d i t i o n s o f a c o u n t r y w i l l a l s o 
have a b e a r i n g on s u s t a i n a b i l i t y . The l a s t c h a p t e r touched on 
t h e p r o p o s i t i o n t h a t d i c t a t o r i a l governments are n e c e s s a r y f o r 
t h e s u c c e s s f u l p u r s u i t o f adjustment p o l i c i e s and concluded t h a t 
t h i s confuses d i c t a t o r s h i p w i t h s t r e n g t h . Some d i c t a t o r s h i p s a r e 
weak, some democratic governments are s t r o n g . But a government 
which i s i n c o n s t a n t f e a r o f overthrow, governing w i t h i n a system 
which does not have deep r o o t s i n t h e l o y a l t i e s of t h e p u b l i c , 
whether o r not i t i s d e m o c r a t i c a l l y e l e c t e d , i s u n l i k e l y t o win 
p r i z e s f o r p e r s i s t i n g w i t h unpopular p o l i c i e s . 

As a l r e a d y h i n t e d , the circumstances i n which a p o l i c y i s adopted 
are a l s o l i k e l y t o be i n f l u e n t i a l . Although t h i s i s a d m i t t e d l y 
more of an u n t e s t e d h y p o t h e s i s , i t seems reasonable t o b e l i e v e 
t h a t p o l i c y reforms t h a t have g e s t a t e d g r a d u a l l y , have been 
d i s c u s s e d w i t h i n t e r e s t e d p a r t i e s and developed w i t h i n e x i s t i n g 
i n s t i t u t i o n s , and have been s u b j e c t e d t o c a r e f u l weighing o f p r o s 
and cons stand a b e t t e r chance of b e i n g s u c c e s s f u l l y implemented 
and s u s t a i n e d over time than measures h a s t i l y put t o g e t h e r i n 
response t o a c r i s i s . U n f o r t u n a t e l y , p o l i t i c a l r e a l i t i e s are 
such t h a t i t o f t e n t a k e s a c r i s i s t o e l i c i t tough d e c i s i o n s ! 

A c l o s e l y r e l a t e d p o i n t concerns the government's sense o f 
'ownership' o f t h e measures i n q u e s t i o n . In the 1980s many of 
th e 'adjustment programmes' adopted by d e v e l o p i n g c o u n t r i e s were 
i n i t i a t e d by agencies such as the IMF and World Bank, and 
governments not uncommonly regarded the measures have h a v i n g been 
f o r c e d upon them as c o n d i t i o n s t h a t had t o be s a t i s f i e d i n o r d e r 
t o secure urgently-needed loans . In such c i r c u m s t a n c e s , t h e r e 
i s l i k e l y t o be l i t t l e sense of ownership and i t i s not 
s u r p r i s i n g i f governments q u i e t l y drop (or negate) such measures 



as soon as they get t h e chance. ' R e l a t e d l y , a government r i s k s 
l o s i n g p o p u l a r support i f i t i s p e r c e i v e d by t h e p u b l i c as 
f o l l o w i n g p o l i c i e s f o r c e d upon i t from o u t s i d e , thus r e d u c i n g i t s 
l e g i t i m a c y and the l i k e l i h o o d o f s u s t a i n e d implementation. 

V.6 A conelusion 
In the l a s t few pages we have presented r u l e s o f thumb by which 
the comparative e f f i c i e n c y o f a l t e r n a t i v e p o l i c y i n t e r v e n t i o n s 
may be asses s e d and t o safeguard the s u c c e s s f u l implementation 
of the measures chosen. I n view of t h e c o m p l e x i t y o f 
i n s t r u m e n t - t a r g e t i n t e r r e l a t i o n s h i p s and the i n t e r - c o n n e c t e d n e s s 
of d i f f e r e n t p o l i c i e s , we have a l s o urged a 'systems approach', 
i n which p o l i c i e s w i l l be viewed as a c o n s i s t e n t , m u t u a l l y -
s u p p o r t i n g package. I n doing so, we have opened o u r s e l v e s t o 
the charge o f n a i v e t y . Arguably, p o l i c y - m a k i n g p r o c e s s e s can 
never meet t h i s i d e a l because of the many i n t e r e s t - g r o u p s t h a t 
w i l l have an i n f l u e n c e on d e c i s i o n s , m i n i s t e r s ' needs t o bala n c e 
these and t o m a i n t a i n t h e i r own p e r c e i v e d l e g i t i m a c y , and t h e 
u n c e r t a i n t i e s and i n s t a b i l i t y o f p o l i t i c a l l i f e - i n s h o r t , 
because ' p o l i t i c s i s n ' t l i k e t h a t ' . C o n t r a s t our model w i t h t h e 
f o l l o w i n g account of a c t u a l p o l i c y - m a k i n g i n an un-named A f r i c a n 
c o u n t r y : 

A c o n s i s t e n t and t i m e l y response t o t h e deepening 
c r i s i s was impeded by the frag m e n t a t i o n o f i n f o r m a t i o n 
and d e c i s i o n - m a k i n g . A l l major d e c i s i o n s . . . are 
v i s i b l y c o n c e n t r a t e d i n t h e person of t h e Head o f 
S t a t e , but many o t h e r d e c i s i o n s are taken i n a 
d i s p e r s e d , h a p h a z a r d way t h r o u g h o u t t h e 
a d m i n i s t r a t i o n . . . What p l a n n i n g has taken p l a c e has 
l a r g e l y been i n a form a l b u r e a u c r a t i c sense and r a r e l y 
l i n k e d t o what has a c t u a l l y t o be done t o make what 
i s planned m a t e r i a l i z e . . . economic p r i o r i t y i s g r a n t e d 
t o s h o r t - t e r m p o l i t i c a l c o n s i d e r a t i o n s , o f t e n i n a 
d i s c o n c e r t i n g l y e r r a t i c manner. 

C e r t a i n l y , p o l i c y making i n p r a c t i c e tends t o be c r i s i s - i n d u c e d , 
ad hoc and h i g h l y p o l i t i c a l . N e v e r t h e l e s s , the f a c t remains 
t h a t p o l i c i e s w i l l not be f u l l y e f f e c t i v e u n l e s s they a r e w e l l 
designed - and, i n the end, p o l i t i c i a n s ' p o p u l a r i t y and s e c u r 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 t h e e f f e c t i v e n e s s o f t h e i r 
economic p o l i c i e s . I t i s t h e r e f o r e i m p o r t a n t t h a t economists 
who a d v i s e o r i n f l u e n c e governments sh o u l d urge the need t o l o o k 

The World Bank's 1988 review of i t s e x p e r i e n c e s w i t h 
s t r u c t u r a l adjustment l e n d i n g found programme implementation 
t o be s t r o n g l y c o r r e l a t e d w i t h the e x t e n t t o which governments 
had p l a y e d a l e a d i n g r o l e i n d e s i g n i n g t h e programme, and 
i d e n t i f i e d t h i s sense o f ownership as a p r e r e q u i s i t e f o r 
f u t u r e such l e n d i n g . 

Quoted by Lamb, 1987, p.18. 



a t p o l i c i e s s y s t e m a t i c a l l y , a l t h o u g h economists need a l s o 
t a i l o r t h e i r a d v i c e t o p o l i t i c a l and b u r e a u c r a t i c r e a l i t i e s . 



VI. CAUTIONARY WORDS 

VI.1 The nature of the state 
What was h i n t e d a t i n t h e l a s t few paragraphs was a t e n s i o n 
between how economists have i n the p a s t viewed the s t a t e as an 
economic agent and how governments a c t u a l l y behave. The view 
t h a t we suggested was n a i v e conformed t o what has been c a l l e d 
t h e ' r a t i o n a l a c t o r ' model of p o l i c y f o r m a t i o n . T h i s sees 
governments as m o t i v a t e d by a c o l l e c t i v e d e s i r e t o o p t i m i s e 
s o c i a l w e l f a r e through t h e c a r e f u l a n a l y s i s and a n t i c i p a t i o n of 
problems and t h e c h o i c e o f t e c h n i c a l l y o p t i m a l p o l i c y s o l u t i o n s . 
Of course, as c i t i z e n s economists know t h a t t h e reasons why 
governments adopt p o l i c i e s , and the ways they get chosen, a r e 
l e s s s i m p l e than t h a t and t h a t t h e r e are many c o n s t r a i n t s a c t i n g 
upon governments. N e v e r t h e l e s s , t h e b a s i c premise of most 
w r i t i n g s about economic p o l i c y i s t h a t governments see 
themselves as promoting the g e n e r a l good o f the p u b l i c , by 
promoting growth and development, t r y i n g t o ensure t h a t 
r e s o u r c e s are used e f f i c i e n t l y , p r e v e n t i n g e x c e s s i v e 
i n e q u a l i t i e s i n the d i s t r i b u t i o n of income, and so on. 

A g a i n s t t h i s b a s i c a l l y o p t i m i s t i c view, o t h e r s have p r e s e n t e d 
l e s s encouraging views of t h e s t a t e . ' ' Some view t h e s t a t e as 
a n a l y t i c a l l y s e p a r a b l e from s o c i e t y and as having i t s own 
i n t e r e s t s : m a i n t a i n i n g i t s own power vis k vis s o c i e t y and 
s e e k i n g t o maximise i t s independent freedom of a c t i o n ; and 
promoting t h e economic i n t e r e s t s of t h e E l i t e s which c o n t r o l o r 
dominate t h e s t a t e . W i t h i n t h i s o r i e n t a t i o n t h e r e i s an 
i n f l u e n t i a l body of w r i t i n g s on A f r i c a n p o l i t i c a l systems i n 
which t h e s t a t e i s d e s c r i b e d as ' p a t r i m o n i a l ' . " By t h i s i s 
meant a system of p e r s o n a l r u l e based on communal, o r e t h n i c , 
t i e s . On t h i s view t h e s t a t e becomes p e n e t r a t e d by 
p e r s o n a l i s e d r e l a t i o n s o p e r a t i n g t o s a t i s f y i n d i v i d u a l and 
communal a s p i r a t i o n s a t t h e expense of those f u n c t i o n s o f t h e 
s t a t e t h a t would more w i d e l y be accepted as l e g i t i m a t e . 
P r o f i t s accrue t o t h o s e who can manipulate t h e i n s t r u m e n t s of 
th e s t a t e , r a t h e r than through p r o d u c t i o n , but t h i s c r e a t e s a 
s e l f - r e i n f o r c i n g s p i r a l of p o l i t i c a l and economic decay. 
Development, and the economic a d a p t a t i o n on which i t depends, 
are f r u s t r a t e d . 

^ The phrase i s from A l l i s o n ' s c l a s s i c 1971 study of 
th e Cuban m i s s i l e c r i s i s . 

See G r i n d l e and Thomas, 1988, f o r a v a l u a b l e , b r i e f 
s k e t c h o f a l t e r n a t i v e models o f p o l i c y c h o i c e . 

^ See e s p e c i a l l y Sandbrook, 1985 and 1986; a l s o 
Jackson and Rosberg, 1984. Beckman, 1988, p r o v i d e s a b r i e f 
summary and c r i t i q u e of t h e i r p o s i t i o n . 



From models such as th e s e , i t i s a s h o r t s t e p t o t h e p o s i t i o n s 
of t h o s e who see t h e s t a t e as downright p r e d a t o r y on t h e g e n e r a l 
p u b l i c (and t h e economy) . I n f o r m a l terms, t h i s sees t h e 
s t a t e as u s i n g i t s l e g a l monopoly over t h e use of v i o l e n c e t o 
maximise t h e revenues o r ' p r o f i t s ' o f government, i n the 
i n t e r e s t s o f tho s e who c o n t r o l t h e machinery o f s t a t e . Or i n 
the s t a r k e r language o f a p o l i t i c a l a n a l y s t [Sandbrook, 1985, 
p.41]: 

At t h e n a d i r o f t h i s s p i r a l l i e s chaos. A f i c t i t i o u s 
s t a t e o f armed men detaches i t s e l f from s o c i e t y and 
pre y s upon a d y i n g economy. 

Nor i s t h i s view a m i l e away from the Marxian p o s i t i o n : o f 
p o l i t i c s as a m a n i f e s t a t i o n of c l a s s c o n f l i c t , i n which the 
pri m a r y f u n c t i o n o f the s t a t e i s t o per p e t u a t e the economic and 
p o l i t i c a l dominance of the r u l i n g c l a s s . 

A l l t h e views j u s t o u t l i n e d have i n common a d e n i a l t h a t 
governments a r e p r i n c i p a l l y motivated by a d e s i r e t o pursue t h e 
p u b l i c i n t e r e s t , o r even t h a t they w i l l see i t as i n t h e i r 
i n t e r e s t s t o pursue i t . To t h e e x t e n t t h a t t h i s d e n i a l i s 
v a l i d , i t must c o n d i t i o n our esp o u s a l o f t h e use of p u b l i c 
p o l i c y t o promote a d a p t a t i o n and o t h e r economic o b j e c t i v e s . 
Indeed, many of thos e who belong t o the s c e p t i c a l s c h o o l s j u s t 
summarised urge an o n l y minimal r o l e f o r t h e s t a t e , l e a d i n g t o 
the 'Kahler paradox' of u s i n g the s t a t e - t h e i r o n l y instrument 
- t o change p o l i c y i n a l e s s s t a t i s t d i r e c t i o n [ K a h l e r , 1988, 
p.29]. 

I t can h a r d l y be deni e d t h a t the s c e p t i c s have a p o i n t . We can 
a l l t h i n k o f c o u n t r i e s which one o r o t h e r of these d e s c r i p t i o n s 
f i t s w e l l . Some read e r s w i l l no doubt be l i v i n g i n c o u n t r i e s 
where t h e s t a t e i s seen by many as an instrument of o p p r e s s i o n 
and economic e x p l o i t a t i o n , and where t h e r e can be l i t t l e 
c o n f i d e n c e t h a t 'adjustment p o l i c i e s ' w i l l not be p e r v e r t e d t o 
p r o t e c t o r f a v o u r the i n t e r e s t s o f a m i n o r i t y . A t t h e same 
time we s h o u l d not plunge too deeply i n t o gloom. For one 
t h i n g , c o u n t r i e s do d i f f e r a g r e a t d e a l ; no s i n g l e model can 
cove r them a l l . I n some i t i s d i f f i c u l t t o see a way forward, 
f a i l i n g a r e v o l u t i o n . I n most the p o s i t i o n i s l e s s d e s p e r a t e , 
and i n some t h e r e i s wide support f o r government economic 
p o l i c i e s . Moreover, many economies do make p r o g r e s s and t h e 
evidence does not support those who argue t h a t the b e n e f i t s o f 
t h i s a r e i n v a r i a b l y c o n c e n t r a t e d on a s m a l l 41ite t o the 
e x c l u s i o n o f most people.'* Rather than t r y i n g t o f i t 
governmental b e h a v i o u r i n t o a s i n g l e 'pure' model of p o l i t i c a l 
b e h a v i o u r , i t i s reasonable t o t h i n k o f p o l i c i e s as an outcome 
of c o n f l i c t i n g m o t i v a t i o n s , p r e s s u r e s and i n t e r e s t s . Bad 
governments t h a t run down the economy are apt t o be removed; 

'' See L a i , 1984; a l s o W e l l i s z and F i n d l a y , 1988. 

'* See B i g s t e n , 1983, chapter 5, f o r a survey o f t h e 
evidence. 



t h e worst p o l i c i e s and p r a c t i c e s do e v e n t u a l l y tend t o g e n e r a t e 
c o u n t e r a c t i n g f o r c e s . " I n many c o u n t r i e s , t h e r e i s scope f o r 
u s i n g t h e i n s t r u m e n t a l i t i e s o f s t a t e t o promote adjustment. 
What we must l e a r n from the s c e p t i c s , however, i s t h a t we s h o u l d 
not expect t o o much o f governments and t h a t where a d e c i s i o n on 
a p o l i c y i n t e r v e n t i o n i s f a i r l y evenly b a l a n c e d t h e i r warnings 
may p r e d i s p o s e us t o p r e f e r r i n g t o a v o i d t h e i n t e r v e n t i o n . By 
g e n e r a l l y s h i f t i n g d e c i s i o n s away from the s t a t e and towards 
market mechanisms, t h e t y p e s of adjustment programmes t h a t a r e 
a s s o c i a t e d w i t h the IMF and World Bank do r e f l e c t a g r e a t e r 
d i s t r u s t of the s t a t e . 

VI.2 Bio problems, weak instruments and foreign aid 

Remaining i n a c a u t i o n a r y mood, we s h o u l d a l s o be c a r e f u l about 
the n a t u r a l human tendency t o b e l i e v e t h a t where t h e r e i s a 
problem a s o l u t i o n a l s o e x i s t s . The adjustment problems o f 
many of t h e c o u n t r i e s t h a t a r e the concern of t h i s book ar e v e r y 
severe, w h i l e the p o l i c i e s a v a i l a b l e t o t h e i r governments are 
o f t e n weak. For reasons o u t l i n e d i n Working Paper No. 31, t h e 
l e a s t developed c o u n t r i e s w i l l tend t o have t h e most i n f l e x i b l e 
economies and t h e ' s o f t e s t ' governments. A narrow t a x base 
i n h i b i t s use of f i s c a l p o l i c i e s . A s h a l l o w f i n a n c i a l system 
i n h i b i t s the s u c c e s s f u l use o f monetary p o l i c i e s . The changes 
i n p r i c e i n c e n t i v e s r e q u i r e d i n the f a c e of s m a l l s h o r t - t e r m 
e l a s t i c i t i e s may be t o o l a r g e t o be p o l i t i c a l l y a c c e p t a b l e . 
The government and i t s c i v i l s e r v a n t s may be unable t o implement 
laws and r e g u l a t i o n s intended t o promote f l e x i b i l i t y . 

I n c o u n t r i e s whose economies have a l r e a d y e x p e r i e n c e d a major 
d e t e r i o r a t i o n - where p r o d u c t i o n i s s t a g n a n t , l i v i n g s t a n d a r d s 
d e c l i n i n g and s a v i n g s low, where the black market rate i s only 
a f r a c t i o n of t h e o f f i c i a l exchange r a t e , where o t h e r p r i c e 
r e l a t i v i t i e s are a l s o s e v e r e l y d i s t o r t e d , where l o c a l i n d u s t r y 
i s propped up by h i g h l e v e l s of p r o t e c t i o n - t h e r e i s l i k e l y t o 
be a p a r t i c u l a r problem o f t r a n s i t i o n . I t i s easy t o see t h a t 
major changes are needed, and t h e r e may be a f a i r l y c l e a r i d e a 
of what the d e s i r a b l e end s i t u a t i o n s h o u l d be, but how t o g e t 
from here t o t h e r e ? We r e t u r n b r i e f l y t o t h i s q u e s t i o n i n 
Working Paper No. 33, but i t must be a d m i t t e d t h a t economics i s 
l a r g e l y s i l e n t on t r a n s i t i o n paths, f o r i t i s mainly concerned 
w i t h m a r g i n a l changes, not l a r g e d i s c o n t i n u i t i e s . The problem 
i s p a r t l y t e c h n i c a l - t h e d e s i g n o f o p t i m a l t r a n s i t i o n paths -
and p a r t l y p o l i t i c a l - t h e management of th e o p p o s i t i o n and 
t e n s i o n s t h a t the t r a n s i t i o n i s bound t o c r e a t e . 

I n the f a c e of t h e d i f f i c u l t i e s j u s t d e s c r i b e d governments may 
s i m p l y be unable t o cope, however w e l l i n t e n t i o n e d they may be. 

Thus, Beckman, 1988, argues a g a i n s t Sandbrook and 
o t h e r s t h a t the misuse of the s t a t e which they d e s c r i b e i s 
h e l p i n g t o c r e a t e a b o u r g e o i s i e w i t h some power and 
n a t i o n a l i s t c r e d e n t i a l s which has a s t r o n g m o t i v a t i o n t o 
p r e v e n t any c o l l a p s e of the modern economy. 



The magnitude of the problems they c o n f r o n t may be 
d i s p r o p o r t i o n a t e t o t h e instr u m e n t s a v a i l a b l e t o them, and t h e 
q u a l i t y o f t h e i r l e a d e r s h i p may not be up t o s u s t a i n i n g adequate 
p o l i c i e s through t h e t r a n s i t i o n u n t i l the economic r e s u l t s b e g i n 
t o be enjoyed. I n t h e end sheer d e s p e r a t i o n w i l l throw up 
r a d i c a l p o l i c y changes, but i t i s not uncommon t h a t t h i n g s have 
t o g e t worse b e f o r e they get b e t t e r - w i t h a l l t h e human 
s u f f e r i n g t h a t t h a t e n t a i l s . 

The f o r c e o f t h e s e remarks and t h e d i f f i c u l t y o f s u c c e s s f u l 
adjustment p o l i c i e s w i l l be a l l t h e g r e a t e r i n t h e absence o f 
s u p p o r t i n g f i n a n c e from t h e r e s t o f t h e w o r l d . We w i l l 
c o n c l u d e by b r i e f l y c o n s i d e r i n g t h e r o l e o f f o r e i g n a i d , f o r i t 
i s sometimes asked why a i d f o r adjustment p o l i c i e s s h o u l d be 
ne c e s s a r y s i n c e these p o l i c i e s a r e , i n any case, i n the 
i n t e r e s t s o f the c o u n t r y i n which they are being adopted. 

I n t h e l i g h t of t h e above d i s c u s s i o n , t h e case f o r f i n a n c i a l 
s u pport can be couched i n terms o f e a s i n g t h e p e r i o d o f 
t r a n s i t i o n , r e d u c i n g t h e s o c i a l c o s t s of adjustment and 
r e i n f o r c i n g the p o l i t i c a l s u s t a i n a b i l i t y o f t h e p r o c e s s . 
P a r t i c u l a r l y i n low-income c o u n t r i e s , response t o changed 
r e l a t i v e p r i c e s and o t h e r p o l i c y s t i m u l i i s l i a b l e t o be slow 
and i n i t i a l l y s m a l l , so t h e t r a n s i t i o n i s l i k e l y t o be l e n g t h y . 
S a v i n g i s l i k e l y t o be low i n poor c o u n t r i e s e x p e r i e n c i n g 
economic d i f f i c u l t i e s , but s t r u c t u r a l adjustment n e c e s s i t a t e s 
major investments i n the p r o d u c t i v e system and i t s s u p p o r t i n g 
i n f r a s t r u c t u r e . A i d and othe r forms of f o r e i g n c a p i t a l can 
pe r m i t h i g h e r investment l e v e l s by supplementing domestic 
s a v i n g . 

C o u n t r i e s faced w i t h severe shortages o f f o r e i g n exchange w i l l 
need somehow t o f i n a n c e the t r a n s i t i o n , u n t i l responses t o t h e 
p o l i c i e s b e g i n t o s t r e n g t h e n the bala n c e o f payments. During 
t h a t t r a n s i t i o n i m p o r t s w i l l be needed t o p r o v i d e raw m a t e r i a l s 
and spare p a r t s t o t h e p r o d u c t i v e system, t o p r o v i d e i n c e n t i v e 
goods t o consumers, and t o accommodate t h e needed investment. 
A i d i n t h e form o f f r e e f o r e i g n exchange - as c o n t r a s t e d w i t h 
a i d t h a t i s swallowed up by meeting debt s e r v i c i n g o b l i g a t i o n s -
can thus p l a y a key r o l e i n e a s i n g t h e t r a n s i t i o n . 

E x t e r n a l a s s i s t a n c e can a l s o p r o v i d e governments w i t h more 
r e s o u r c e s w i t h which t o cushion t h e p o o r e s t a g a i n s t t h e adverse 
e f f e c t s o f t h e i r p o l i c i e s and/or t o buy o f f the o p p o s i t i o n o f 
key i n t e r e s t groups, thus h e l p i n g p o l i t i c i a n s t o p e r s e v e r e w i t h 
the p o l i c i e s w i t h o u t t o o g r e a t l y endangering t h e i r own s u r v i v a l . 
A s s i s t a n c e , t h en, has a key r o l e t o p l a y and i t s absence i s 
l i a b l e g r e a t l y t o i n c r e a s e the d i f f i c u l t i e s o f s u c c e s s f u l 
adjustment p o l i c i e s i n low-income c o u n t r i e s f a c i n g major 
economic d i f f i c u l t i e s . I t i s f o r t h i s reason t h a t the 
s t a g n a t i o n i n a i d f l o w s t h a t has o c c u r r e d i n the 1980s - and the 
l i m i t e d r e s o u r c e s o f the IMF and World Bank - have been t h e 
s u b j e c t o f much concern. We r e t u r n t o t h i s t o p i c i n Working 
Paper No. 36, but our e a r l i e r d i s c u s s i o n o f a government's 
'ownership' o f e x t e r n a l l y - a s s i s t e d adjustment programmes has 
a l r e a d y i n t r o d u c e d t h e i d e a t h a t a i d can b r i n g a d d i t i o n a l 



d i f f i c u l t i e s of i t s own. The main burden of this section, 
however, i s to emphasise the d i f f i c u l t i e s in the way of 
successful adjustment p o l i c i e s in many low-income countries and 
to warn that the task may be beyond the c a p a b i l i t i e s of some 
governments unless t h e i r efforts are reinforced by external 
finance. 



VII. SUMMARY 

T h i s Working Paper has been wide-ranging, s e e k i n g t o d e a l w i t h 
a v a r i e t y of g e n e r a l i s s u e s a r i s i n g i n t h e d e s i g n o f p o l i c i e s 
f o r a d a p t a t i o n . L e t us now t r y t o p u l l t h e t h r e a d s t o g e t h e r . 

We s t a r t e d by c o n s i d e r i n g what was t h e d e s i r a b l e r o l e of t h e 
s t a t e i n the p u r s u i t of f l e x i b i l i t y v i s k vis market mechanisms. 
We p o i n t e d out t h a t t h e r e i s a w e l l - e s t a b l i s h e d body of t h e o r y 
on ways i n which markets f a i l , but t h a t r e c e n t l y economists have 
been p a y i n g more a t t e n t i o n t o s t a t e f a i l u r e s , o r t o t h e c o s t s o f 
p o l i c y . We suggested a n e u t r a l , pragmatic s o l u t i o n o f a l l o w i n g 
t h e b a l a n c e t o be determined by t h e comparative advantages o f 
t h e p r i v a t e and p u b l i c s e c t o r s , b a l a n c i n g the c o s t s a g a i n s t t h e 
b e n e f i t s of any p o t e n t i a l p o l i c y i n t e r v e n t i o n . A p p l i c a t i o n o f 
t h i s r u l e would l e a v e much scope f o r judgement and disagreement 
but we suggested t h a t a p p l i c a t i o n of t h e comparative advantage 
r u l e would show t h a t the nature of s t a t e i n t e r v e n t i o n s was 
l i k e l y t o be more important than the e x t e n t of them. 

We t u r n e d then t o c o n s i d e r c e r t a i n fundamental s t r a t e g y c h o i c e s 
t h a t have t o be made when approaching the d e s i g n o f adjustment 
p o l i c i e s . The f i r s t was between p o s i t i v e , p a s s i v e o r d e f e n s i v e 
approaches, where we suggested t h a t t h e c h o i c e was l e s s w h o l l y 
i n f a v o u r of a p o s i t i v e stance than might have been supposed, 
t h a t i t was a matter of s t r i k i n g a reasonable b a l a n c e between 
the advantages and c o s t s of change but t h a t a r e l a t i v e l y 
p o s i t i v e approach was the most l i k e l y t o f a c i l i t a t e s u c c e s s f u l 
a d a p t a t i o n . 
However, we suggested t h a t the ' b i g ' c h o i c e was between 
r e l a t i v e l y open- or closed-economy approaches - a c h o i c e t h a t 
would have many r a m i f i c a t i o n s f o r t h e s t r u c t u r e of t h e economy 
and f o r t h e d e s i g n o f government p o l i c i e s . Our c o n c l u s i o n i n 
f a v o u r o f ' p r i c e - n e u t r a l openness' was s t r o n g l y i n f l u e n c e d by 
the s m a l l s i z e of t h e economies about which t h i s s e r i e s of 
Working Papers i s concerned, but b a l a n c e o f payments and 
e f f i c i e n c y c o n s i d e r a t i o n s a l s o weighed - as d i d the evidence on 
the e f f e c t s of openness of economic performance. However, we 
c p i a l i f i e d t h i s c o n c l u s i o n i n important ways, p a r t i c u l a r l y by 
u r g i n g t h e need f o r those dependent on primary p r o d u c t s t o 
d i v e r s i f y t h e i r e x p o r t s i n t o l i n e s f a c i n g markets w i t h h i g h e r 
income e l a s t i c i t i e s o f demand. 

A f i n a l s t r a t e g i c q u e s t i o n concerned whether o r not t h e s t a t e 
s h o u l d t a k e on an a c t i v i s t r o l e vis k vis markets i n p u r s u i t of 
the a d a p t i v e economy. We noted t h a t the p r i o r c h o i c e between 
open- o r closed-economy approaches had a s t r o n g b e a r i n g on t h i s 
q u e s t i o n and concluded f o r an a c t i v i s t s t a t e which, however, 
works w i t h and through market f o r c e s r a t h e r than a g a i n s t them; 
which e s t a b l i s h e s s u p p o r t i v e r e l a t i o n s h i p s w i t h t h e p r i v a t e 
s e c t o r ; and which p l a c e s a l a r g e weight on the avoidance o f 
major macroeconomic d i s t u r b a n c e s . 



Our next t a s k was t o c o n s i d e r t h e p o l i c y i n s t r u m e n t s a v a i l a b l e 
t o government i n p u r s u i n g adjustment, how t h e s e r e l a t e t o p o l i c y 
o b j e c t i v e s and how a p o l i c y package might be chosen. A t a r g e t -
i n s t rument m a t r i x was p r e s e n t e d , which i l l u s t r a t e d t h e range of 
p o l i c i e s t h a t might be employed and how they might i n f l u e n c e t h e 
v a r i o u s ' t a r g e t v a r i a b l e s ' , and which demonstrated t h e i n h e r e n t 
c o m p l e x i t y of the t a s k of d e s i g n i n g p o l i c i e s . The e x i s t e n c e o f 
m u l t i p l e o b j e c t i v e s i n t r o d u c e s t h e n o t i o n o f t r a d e o f f s , and t h i s 
brought i n the concept of 'adjustment c o s t s ' . These we 
c l a s s i f i e d i n t o a b s o r p t i o n , f r i c t i o n a l and d i s t r i b u t i o n a l 
components and we a l s o p o i n t e d out a g e n e r a t i o n a l dimension, 
r e l a t i n g t o t h e e x t e n t t o which c o s t s a r e postponed i n t o the 
f u t u r e . 

Given t h e a v a i l a b i l i t y of many p o t e n t i a l p o l i c y i n s t r u m e n t s 
governments need c r i t e r i a f o r s e l e c t i n g among them, and we 
suggested a number o f r u l e s - o f - t h u n b . Other t h i n g s b e i n g e q u a l 
we suggested choosing those p o l i c i e s which: 

o had t h e most po w e r f u l impact on the t a r g e t 
v a r i a b l e s ; 

o are the most probab l e t o succeed and b r i n g t h e 
q u i c k e s t e f f e c t s ; 

o a c t upon t h e causes o f t h e problem, whenever 
p o s s i b l e ; 

o a r e s e l e c t i v e and f l e x i b l e ; 

0 maximise t h e excess of f a v o u r a b l e over 
u n f a v o u r a b l e i n d i r e c t economic and s o c i o ­
p o l i t i c a l e f f e c t s ; 

o are most l i k e l y t o evoke s u p p o r t i v e p u b l i c 
responses. 

We went on t o c o n s i d e r some supplementary r u l e s i n t e n d e d t o 
enhance the p r o b a b i l i t y t h a t the chosen p o l i c i e s would be 
s u c c e s s f u l l y implemented and a l s o s t r e s s e d the importance of 
t a k i n g an o v e r a l l view, of s e e i n g p o l i c i e s as a whole. We 
p o i n t e d out, however, t h a t a ' r a t i o n a l a c t o r ' view o f t h e 
p o l i c y - m a k i n g process was i m p l i c i t i n our recommendations and 
c o n t r a s t e d t h i s w i t h more p e s s i m i s t i c views of t h e n a t u r e of the 
s t a t e as an economic agent. To the r e s u l t i n g c a u t i o n t h a t we 
s h o u l d not expect too much of the s t a t e we added two f u r t h e r 
c a u t i o n s : t h a t i n many low-income c o u n t r i e s t h e magnitude of 
th e adjustment problems they face a r e l a r g e r e l a t i v e t o t h e 
s t r e n g t h of t h e p o l i c y i n s t r u m e n t s a v a i l a b l e t o them; and t h a t 
t h i s d i f f i c u l t y w i l l be a l l t h e more severe i n the absence of 
adequate s u p p o r t i n g f i n a n c e from the r e s t of t h e w o r l d . 



Having t h u s skinuned r a t h e r l i g h t l y over a l a r g e expanse o f 
water, we s h o u l d next d i v e a l i t t l e deeper i n t o t h e d e t a i l s of 
adjustment p o l i c y . Working Paper No. 3 3 t h e r e f o r e t a k e s up a 
number o f s p e c i f i c p o l i c y a r e a s , drawing on t h e p r i n c i p l e s 
p r e s e n t e d above. 
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