
AGENCY FORn INTERNATIONAL DEVELOPMENT FOR AID USE ONLY 
WAIHINGrON. D.. C. 20623 

BIBLIOGRAPHIC INPUT SHEET ,. A.'JECTA)IOA TEMPORARY 
r.LASSI.
 

FICATION 
 b. SFCefIDARY 

2. TITLE AND SUBTITLE 

The two gap approach to aid and development
 

3. AUTNOR(S) 

Bruton,H.J.
 
N T 
4 E DATE I5. NUMBER.O, PAGES 6. ARC NUMBER 
19?F3p 

ARC
7, REFERENCE ORGANIZATION NAME AND ADDRESS 

Williams
 
8. SUPPLEMENTARY NOTES (Sponsorlng Oganizatlon, Pubtfahts, Asilabilty) 

(InCenter for Development Economics. Research memorandum no.21)
 
9. ABSTRACT 

(ECONOMICS R & D)
 

10. CONTROL NUMBER 


PN-AAC-976 

12. DESCRIPTORS 

AID 590-1 t4-74) 

11.PRICE OF DOCUMENT
 

13. PROJECT NUMBER 

14. CONTRACT NUMBER 

CSD-736 Res.
 
IS.TYPE OF DOCUMENT 



THE T\VO GAP APPROACII TO AID AND
 
DEVELOPMENT
 

Henry J. Bruton 

Research Memorandum No. 21 

Cenler for DuveIlmin Economics 

Williuams Collcac 

- I I ian'sovfn V1"'l USC S, II 

Juno, 1968 



THE TWO GAP APPROACll TO AID AND DEVELOPMENI 

Henry J. Bruton 

Within the last decade the "gap analysis" of the rmile of external aid 

in economic development has become a significant part of development economics. 

In a distinguished series of articles Professor Hollis Chenery and various collaborators 

f1-7, [9 7, T10_7, [11 7 have not only established a model of great relevance, 
but, even more impressively, have given that model empirical content of such 

completemess that grect light has been shed on important policy issues. The essence 

of the gap analysis is the notion that development tends to create situations which 

at various points in time are characterized by a plentiful supply of all but a few of 

the factors required for continued development. For these few a gap between the 

quantity supplied and that required slows growth or halts it completely. When growth 

is thus limited by a bottleneck, there will be underutilization of other factors. 

Aid can then serve as a means of breaking the bottleneck thereby permitting a 

fuller utilization of all resource- and a continuation of the development process. 

Chenery (read henceforth, Chenery and his collaborators) concentrates 

most of Ilis ottention on two possible gcips, lhe saving gap and the trade gap. A 

target rate of growtl, is postullctd and a capital output ratio is acceptc.d as a datum. 

Hence, a specific !Crving rate is 'derived as no-cessary to achieve the largelCd-, owlth 

rate. Si milarly, a fi':,.d relotionrhip bot cen imports ,nd output and 1lhe grov.,th of 
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output is postulated flom which one may derive a level arid rate of growth of
 

imp o r ts required to support the targeted growth of GNP. 
 A saving gap appcars
 

when the domestic saving rate is below the level necessary to achieve the target
 

while imports are adequate. 
 In this case aid covers the saving gap and permits
 

the target to be reached, and tile import potential is thereby fully utilized. 
 A 

trade gap appears if the saving rate is adequate, while the flow of imports is 

below tile required level. Here aid breaks the import bottleneck and permits tile
 

full saving potential to be realized and the target to be reached. 
 In this latter
 

case the key assumption is that the country is unable to transform its potential
 

saving into exports. 

Chenery's empirical material suggests that countries seem to experience 

first a saving gap, then a trade gap as they proceed with development. And further 

they seem to have greater difficulty overcoming the trade gap than they do the 

saving gap. The explanation of this greater difficulty is (in part) due to the fact 

that as the aid obtained to cover the saving gap is reduced (consequent to the rise 

in the domestic saving rate) exports must grow more rapidly than imports. It is this 

necessary increase in the rate of growth of c:ports that Ihe developing countries 

have special difficulty (in the Ch.,nery ciijuininl) in bringing about. Aid Ilien 

becomes necefsar,, not to SujIjplcmenl a low soving rcat e, buL rather to permit the 

required iml-orts and pryent I lie "wasl ing " of saving potential . The hwo laps are 

of cou1is necOes:,r Oxu nd (I mc g-a. e(J : ,. i rirl, ofI , i ,r of "he 

Chenery stud ies i.s in dliviit o::.1i'oUL's of pCircime r, f I r'e nu ncr:,r of coUn tries 

nop (such I)ut t hus g. myy Lu :,liov.'n to ('xi.. e:., :anteaIr foll impli,.c itor, o':plurcd. 
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The purpose of Ihis paper is not to "comment" (i .e.cril icize) in the 

conventional mnncr on the [;ap anali)s. Rather it is to examine three issues which, 

thou.'h referred to in sCvcral places by Chenery, do not receive the full treatment 

that they seem to .ierit. A more explicit treatment is useful in itself, and it also 

shows up certain policy implications somewhat different from those emphasized by 

Chenery. The thrce issues have to do with (I) the exislence of two gaps during a 

given short interval of time, (2) the origins of the separate gaps, and (3) some notions 

as to the role that productivity growth can play in the analysis. 7iiese three issues 

will be taken up in turn. 

I. The Existence of Two Gaps 

From the usual form of the national income identifies, it is evident that 

the saving-investment gap and the export-import gap are necessarily equal ex post. 

For one or the other to be larger ex ante in a given short (or intermediate) run 

requires specific argument. Consider the trade gap first. Chenery's major argument 

is familiar. Emphasis is given to a "structural" argument, i.e., in any given lime 

period a developing economy ccn neithcr incrc.,e its exporls al accelpable terms 

of trade noi decrease its imports (v,itlul irnosinc crippling unclerutilization on 

the sysen.). Expo t earnings for th b'u!L of products are largely detcrrnined by 

foreihpn dc'm ,ld conJii: n,, cnd "a ropid in,-reese in exporls typiccally requires the 

de-Cxlopllc'nt of ..,,.e.X'po:; CLucs which i s lilriled by )lroduct iv capclcit), as 

well u1s oo1cani:.:;1io :l G1-,! in0 iiWionafl. ,cctcrs" i'', pp . 6S9-90 7. Imports ar,.: 

requhiccl by llc nc0:, ai cnrid i:C Afl eH:Jililil Of Il.. I)'odlJcliv! s),:Iom anr. of 
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the composition of consumer demand. More generally Ihe argument is that the 

6conomy is so rigidly set fihal neither price adjustments (e.g., devaluation) nor 

adjustments in the composilon of acigregale demand (e.g., incrcased saving) 

can reduce the trade gap without penalizing the economy. If then the trade gap 

is larger than the saving guJp, saving potential is wasted as nothing can be done 

to convert the potential saving into exports. I.e., the resources released by the 

higher saving rate cannot be used to create the capital or other products required 

to maintain the development pace. To change this structure requires resources, 

and time. Aid then supplies the imports necessary to bring about "structural 

change."
 

It is this argument that may now be examined. 

A. The simplest assumption from which to begin is that all capital goods 

are imported (and only capital goods are imported) and that all exports are consumer 

goods. With these assumptions it is evident that to save means to export, and to 

accumulate capital means to import. Consider Diagram I. Let dd be the domestic 

P 

\ d 

\d' d 
0 Q 

Diogrnini I 
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demand curve for a typical export (consumer good) and c f the foreign demand 

curve, i.e., foreign demand 's perfectly elastic. The "total" demand curve 

(the curve relevc.nt to the producers) is daf. The supply curve is ss and the 

quantity supplied at equilibrium price OC is cb of which ca is consumed 

domestically and ab is exported. The exports of ab represent saving, the 

corresponding imports are capital, and the limitation on the rate of capital 

accumulation (and hence on growth in the Chenery model) is the saving rate. 

If the saving rate is increased, the domestic demand curve shifts leftward to d'd', 

domestic consumption is reduced and exports are increased by the same amount. 

To speed up the growth rate thesaving rate is increased. The increased saving 

rate releases consumer goods which are immediately transformed into capital 

goods via trade. Evidently there can be no trade gap distinct from the saving 

gap with these assumptions. 

Suppose, however, that the foreign demand cu!-,-, were vertical, as in 

Diagram II. (The curve tt is obtained by summing horizontally dd and ff.) In 

this event an increase in the saving rate -- shown by the shift of dd to d'd' --

P 
d f 

d\to s
 

\ .x 

ci' d r-

0 do' Q 

I)ir:j'.::n II 

http:relevc.nt
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has no effect on exports. Prices will tend to fall, but this cannot help because 

the foreign demand curve is completely inelastic, and indeed the fall in price 

must induce rn increase in the quantity demanded domeslically until the new 

equilibrium is reached at price P2 . Evidently a similar result follows if ff has 

an elasticity greater than zero but less than unity. If the elasticity of ff exceeds 

unity and is less than infinite over the relevant range, the rate of capital formation 

will rise with an increase in the saving rate, but become increasingly expensive, 

i.e., a given increase in the rate of capital formation requires "more saving" 

(more resources devoted to export proJction) than at price Pl. At some point the 

curve will become inelastic and the rate of capital formation will have reached 

its maximum. If Ihiiatget rate of growth req.uires a higher growth rote of capital 

than this maximum, then a trade gap emerges which cannot be closed by increasing 

the saving rate. Devalution will, in domestic currency, shift the foreign demand 

upward (or rightward); this of course will not solve the problem if the foreign 

demand curve in foreign currency is inelastic. 

d' Id 
" - - . .. = . .P2 

P2 

kd' __ 

Diocmcrn III 



The above explanation of a two gap situation depended on cassumpions 

about the elasticity of the foreign demand curve. here may be a problem On tIh( 

supply side in a heavily protected domesti' market. In Diagram III the foreign 

demand curve is again horizontal at price O'. At this price, however, domestic 

suppliers are unwilling to export at all and survive only because they are 

protected from foreign competition. An increase in the saving rate will move the 

domestic demland curve to d'd', but no increase in exports will be forthcoming. The 

supply curve's position in Diagram III indicates that (for a given exchange rate) the 

ratio of factor payment: of this country to those in other countries (in this activity) 

exceeds the ratio of their productivities. Consequently, the country pictured in 

the diaaram cannot compete on world markets, and exports cannot be increased 

no matter what happens to the saving rate. 

In this case devaluation will help. In terms of the domestic currency, 

devaluation will result in the foreign demand curve rising, and a sufficient 

devaluation would then push Plf to (say) P2f, where Increasing the saving rate 

will necessarily raise the rate of capital formation and the possibility of two gaps 

disappears. 

A common situalion in Il duyelopinj world involves bolh Diagrms II 

and Il1. Diagram II applies to trclilional e.:ports, where foieign demand is quite 

inelastic and d,.QvCalution will eduCe rale of forei-;n exchange earnings.tlIeC Such 

exports m y constille a aC'rI pai of' total expots. A non -tradi tio: ci sector 

(probably, bul not necersari I mcufc tune.;) nwv.'ly;,, Osicblishdd Ila), face a 

horizontu(l (or ul:'.;t horizaonl,,I) , t tn,1mld ctV', but it; cos:; be such th)(l it is 



priced out of the world market. This sector now (onstitutes a very small portion 

of total exports, hut devalualion would raise foreign exchange earnings in this 

sector. With a very large traditional sector and a small "new" sector, devaluation 

may not produce increased foreign exchange earnings. Put a dual exchange rate 

would. if dual exchange rates are not accepted, it is still c bit misleading to call 

this situation one in which two gaps exist. Without two exchange rates there 

indeed can be two gaps, but they exist not for "structural" reasons, but because 

of the inability (or unwillingness) to pursue a policy that would reduce the two 
2 

gaps to one. 

The conclusion then seems to be this: with a given structure of productive 

capacity where only consumer goods are exported and only (and all) capital goods 

are imported, the existence of two gaps depends on the existence of an inelastic 

foreign demand curve for all sectors of the economy. The analysis built around 

Diagrams II and III suggests this condition to be unlikely. 

L. in the preceding argument the assumption was made that no capital 

good sector existed in the developing country. Suppose now, however, that there 

is such a sector, but continuO to Eutppo:e thut only capialcl goods are imported. 

There are two consequences of th relaxation of this cssurmpion, one obvious and 

one not so obvious. 

1 Obviously if o country has a ccipiial gaos sector, it may Iransform 

a part of iI s scavir,; inlo cc iitul vi lkout -%.,it q thrCrujIl inturnolioncil trode. rlence, 

the rle capital foriotion Iteruir,':' to r, cjch I l a ,t0d rote01 of rmv,;vl of oultput 
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can be achice'ecv with a lower level of exports than would be the case if there 

were no capital goods sector at all. Itmay, however, still be "too" small, given 

the level of exports, and the foreign exchange bottleneck appears ao a consequence 

of the demand situation described above. Consider now a not so obvious point. 

2. A capital goods sector is a sector where machines, equipment, 

plant, and other forms of physical capial are produced, and as such it is reasonably 

well defined. So defined its capacity to produce can clearly be quite small. 

Recent literature, however, has emphasized the importance to development of 

education, technical research, health,.and a variety of factors other than physical 

capital 1712_7, 7-37. These sources of growth are not free, but use up investible
 

resources, i.e., the use of re.sources to improve education, health 
 etc. s a form 

of capital formation. The "capital goods sector" must then include all activities 

whose exercise has the effect of increasing the productive capacity of the economy. 

With this broad definition of "capital goods sector," the notion of the fixity of 

size of the sector becomes virtually untenable. For now one must say that there 

is nothing for which the investible resources made available by an increase in the 

saving rate can be used that will raise the productive capacity of the economy. 

Suppos;e foreign demand were such that there was no way to increase 

foreign exchange earnings -- even with dual exchange rates. Investible resources 

used to increase the cCpC.ciily of the export sector will, in this case, have a Social 

Mai jnkil Product of zero (or a capital output ratio infinitely high). Resources 

used in olher -- do .ienlic-- Cl)aCily increcsinn activities (irnprovinn- or extending 

education, !ckclnicl r-'ealch, economilc policy r'esuarch) will have (in virtually 
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all cases) a positive SMP (or a finite capital output ratio). Evidently, then 

investible resources should be applied to these latter activities. If, when available 

investible resources are applied in this way, the target rate of growth of GNP is 

not reached the problem is that tIle saving rate is too low, i.e., there are not two 
3 

gaps, only one. It is meaningless to say (or imply) that if exports could be 

increased at "reasonable" prices and physical capital imported, the targeted growth 

rate could be achieved with a quite low saving rate. Such a statement is equivalent 

to saying that if we had something that we do not have we could do something 

other than what we now do. 

C. In both A and Bthe assumption was made that only capital goods 

were imported. Considcr nov,..' the consequence or a uiven biructure of production 

that "requires" imports of raw materials and spare parts to keep the existing capacity 

fully utilized.4 For example automobile assembly plants may exist, with no domestic 

source of steel, and to operate the assembly plants at any given level of capacity 

requires imports of steel at some specific rate. If steel imports are not available 

at this rate, the level of utilization of automobile assembly capacity must fall. 

To curtail imports for this purposc ("mainftnancu. imports") in order to step up 

capital goods imports means that tII economy is penalized in the form of 

urrierutilization of exisoii1g plnmt and equipment This siluci'on then imioses a. 

lower limit below wiich mauirtencince imports cannot b- reduced v.,ilho t sacrificing 

the level of output as , as the rcjle of growilh of output. 

Even h re, 1rv.,idlh a ive.:n stiticlure u.f promduction, to csstmcr: llrit 



import "requirements" are independent of available policy measures is to give in 

much too easily. Consider the following simple examples. 

I. In many countries where the trade gap is apparently the prior 

constraint on growth, passenger transportation rates -- both urban and cross 

country-- are well below costs. Urban transportation rates often are so low as 

to provide little or no rationing effect. The result is a very great deal more riding 

of public trbhsportation facilities than would be the case if rates covered costs. 

Buses and trains and the;, supporting equipment are largely imported. To raise 

these rates will reduce consumption of transportation -- i.e., induce savirg or 

a shift in the composition of consumption and reduce the maintenance imports 

required to keep the fleet of buses and trains moving. More accurately, it would 

reduce the consumer demand for transportation, and permit more of the existing 

facilities to be used for investment or export purposes. 

2. A similar point can be made with respect to electric power. 

Again quite commonly electric power is underpriced, thereby encouraging "too much" 

consumption of electric power. A rise in prices ---or simply an increase in saving 

-- Will reduce consumption of electric power permitting either a reduction in 

maintenance impnirts for thit; activity or a shift in the use of power away from 

consumption to in\estment or cxport activities. In either event the reduction in 

quantity of electric pow.er u:I for consumption has contribuled to a reduction 

in 11h. imports "required" to kep the eco11inom aoin0 at fLlujlccpccit ' ,ill out 

imrasimpo q" Jn ,:r,.iIizcffin of exir.t in tcfacili ics. 

3. An in crease il :;uvirsj cc.:n reduce lhe dcerncand for proumcts, the 
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productive capacity of which cannot be used for any other purpose. Thus -- as 

in the automobile example above -- assembly capacity becomes idle, at the same 

time that maintenance imports are reduced. To the extent that this effect is 

limited to activities producing only corsumer goods, there is no real problem. 

Allowing capacity to produce consumer goods to lie idle for a short period is 

saving, and while the capacity is idle the scarce input -- imports -- is released 

for other uses. Evidently productive capacity is not constructed in order that it 

remain idle. It is, however, important to recognize that imports to maintain 

the investment rates can be increased in this manner for a reasonably short period 

of time.
 

A I.... L...,. nm
,-1les Ouv~cuu puhii on nis sane issue haS to do With pr.i..g. If 

domestic demand for consumer products fall as policies to increase the saving rate 

are implemented the appearance of excess capacity (at the going price) may -- as 

noted above -- bring about a reduction in prices. This fact alore may have some 

positive effect on exports. More importantly in the present context is the possibility 

that declines in domestic demand will lead entrepreneurs to make a greater effort 

to export. This "greater effort " ta!,cs lhe form of more intensive marleting efforts, 

altempts to maintain announced schedules, possibly financing arrai, .ements, and tihe 

like. If domestic demand is strong, thcn producers have less incentive to search 
5 

out export markets, i.e.', to ma!'e the grcter effoit. 

Summary. In this section thi: conditions necessary for a two gap 

situation to exisL in the sdI ort run Willi U Jiv,:n ai un cIal<g0eCb I producl ive 

structure we,'e examined. The oeneral con,clusio'in is t11: al11LouL, it is pos;illu 
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to devise a set of circumstances where saving cannot be transformed into capacity 

creating activities, the possibilities are neither numerous nor empirically corvincicn. 

Indeed the set of arguments surely suggests quite strongly that, although the cost 

of growth may rise, the distnctin between the two gaps as an empirical phenomenon 

is a rarity, and its explanation, where it does exist, as a structural phenomenon 

i.e., a phenomeron not lending itself to policy measures -- is most unlikely. 6 

Suppose, however, that a structure does exist where it is meaningful 

to speak of two gaps, there is still a prior question: namely, where did this structure 

come from? If it emerged as a necessary and endemic consequence of the nature 

of the development process, that is one thing. If it emerged as a consequence of 

specific policy measures. that is: of course. another mattrr. Cnnsder nnw the 

origins of a two gap situafion. 

!1. The Origins of the Two Gaps 

Professor Chenery explains the origin of a two gap economy in terms of 

the effect of aid supported exchange rates on investment allocation relative to that 

allocalion called for after aid has been reduced or discontinued entirely. In 

7"11, p. 726_7 Chenery writes, "If investment and other al localion decisions are 

based on the exchange rate that is appropriate for a substantial flow of aid, they 

are no- likely to induce sufficient import sub.titution or increased exports to ma!e 

possible a future reduction in tho c:apital flow. Planning should be bascd on le 

higher (uilIi Liun exchanetefthal wouIld bm uppropriate to a declining flow 

of (lid in ,,Jer for thlh necessc'ry c i inll,-s l procluct ive st ctlure to I:,e l.roi,'(j h 



aboul in time. " After aid is reduced, the inflexibility and una'kaptability of both 

the export sector and the import requirements prevent the adjustments that would 

have to be made if the two gaps were not to appear. There are several reasons 

why this argunlrit may be questioned. 

The first is a purely empirical point. Chenery cites Greece, Israel, 

Taiwan, and the Philippines as instanccs where "a substantial increase in investment 

financed largely by foreign loans and grcnts has led to a rapid growth of GNP followed 

by a steady decline in the dependence on external financing. Not only was growth 

accelerated by foreign assistance, but-the ability of each economy to sustain further 

developments from its own resources was substantially increased. "[-, pp. 679-80/. 

' h. .. ,,^ursi . ,,,!rl r~vr,.--rf tn fnr1, i............i........ 

cr . . -- "r--f n findIt the argument ill u Pi C -1l- . w-

that these suczessful countries based their investment and allocation decisions on the 

"higher equilibrium exchange rate that would be appropriate to a declining flow 

of aid rather than on the rcte actually prevailing during the aid receiving years. 

There is no evidence to support the view that this in fact happened. What does 

seem reasonably accurate to say is that these countries have maintained an exchange 

raic more nearly appropriate throur hout tJe postwar period than have most other 

countries. While some other countrics, not so clearly on the list of succesSfuls, 

also maintuincd an accural price for foreign exchange, those countries where the 

two 'j.p situation .ecrms most n.,crly appliccble are those where foreigjn exch::nrje 

awas a! o:,t al voys .. verely Lyen:,!lCauc:. One might concIuode fromi his ilhlt 

''correct" cuir-:l-i rale. sn:ntre ir-i,,as than is implied by the CI,'.nrry oIl:,J!nt, 

mcI dciin ° ICl.ie is le"sS in1FOI I(and Ihat bc011i: iUvt a future Cjuilibriun 
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More'important Ihan the empirical evidence, however, is the argument 

that the same exchange rate can be appropriate for a situation where aid is flowing 

in and for the situation after aid has been reduced. The central point seems not 

to be the exchange rate, but rather the composition of investment, especially the 

division between the consumer goods sector and the capital goods sector, and the 

rate of growth of productivity. 

In Part I it was shown that even with a very narrow interpretation of 

capital and defining physical capital as the chief or sole source of growth, the size 

of the capital goods sector was strategic in the existence of a two gap situation. If 

the domestic capital goods sector was large "enough," then the required savings 

could be -- by definition -- trnnrfa'rmed into 'he ph-.-icf cpitc! ncce:sry 10 

produce the targeted rate of growth of output. Thus if the capital goods sector 

is expanded "enough" during the aid receiving period, then in subsequent periods 

the two gap problem will not emerge. The question now is why does the capital 

goods sector not expand in the "balanced" way rnecessary to keep the foreign 

exchange gap from appearing? There are many possible reasons for this, but one 

is surely dominant. The following argument "sernswidely pplicable. 

A developing coun:ry, ,eoking.io industrializ-e, almost always proceeds 

by way of the curtailing of irnports, i.e., follows an import substiutilon strc.tcqy. 

In choosing the ri1UfaucJluing sectors to protect, and hence to encourage the 

domeslic e ctabi i!,tnent of, it is rcasonable and unclerstanda!,e hatpIpoicyrniC:..rs 

select sectors which arc lest di-ndvant ,.Scd in tornis of costs or are least es.-t R,1 

7
in) some ' nst1. In . ,ir''' v rioely of countrie , consi'nmr dUrublus Fall in dl-C:c 

http:eoking.io
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categories and have become the major type,, of activitie, to replace imports. Rarely 

can one find a case where capital goods fall in the protected categories, as the 

difference between inported price and domestic costs is usually much laro,r than 

it is for corrumer goods, and of course no one classifies capital goods as luxuries. 

So the economy has new consumer goods industries. It has used aid to 

import capital to build industries and possibly to import raw materials and spare parts 

to support them. The country has new activities the products of which it cannot 

export and which cannot be used to produce ccpital goods. As this process 

continues, the country acquires more activities of this sort. As the amount of
 

investment rises more 
 imports of capital goods and more maintenance imports are
 

demanded. 
 Some reduction in imports of consumer goods may be possible, but
 

this reduction must be less than the increase in imports due 
to the increase in
 

investment and in maintenance demands since not all of the increment in saving
 

can 
be realized in reduced imports of consumer goods. In this case, then, even 

if 4 S = 6 I, aid would be necessary if the investment rate were to be maintained 

over time. 

Suppose aid were maintained in sufficient quantities to support the 

investment for a number of years, and then re!duceC!. Evidently, the investmont 

rate would hove to fall . Now docs 1his problem emerge beccluse of the exchcnoe 

rale question referred to by CIIC!_0ry? It is ClifficuL I to believe so. There is 

indeed a si !ilt: c ,!'m, u it isnu, a rue:tien or t2,&,xch ,,e rate ,i'mal. 1 

is ratlher tK c b.IIIc of a rincl). velin~j in "c.a,,
1hl, eot dic)vc'n-', 

crvclte Ctcli, it i ',''lo"vs relev,,lce for Cl(enei00 (ICriuiliilHum :! ioniLiSrule,!,. 
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coincidental, and a manipulation of the exchange rate will not remove the 

difficulties. One must fall back on a projection of the "structure" of the economy 

to ascertain the "correct" allocalion of investment, i.e., the allocation that will 

prevent the growth process from grinding to a halt when aid is tapered off. 

Suppose the activities vhich are initially least disadvantaged are all 

consumer goods industries. Then as aid falls and the bottleneck previously 

described emerges, this is a "signal " that investment should have occurred in the 

capital goods sector in order for the growth to continue. To produce capital 

goods domestically is -- by assumption. (and in fact) -- more costly than producing 

consumer goods. If this were not the case, capital goods would have been 

produced initially domo.ticr l, rnrhror th,-n ror ur- - " ..y r-O cLS 

the end of its "easy" stage of import substitution ("easy stage" is Prebisch's term 

/19, p. 21_7), i.e., as it reaches the point where additional substitution of domestic 

production for imported consumer goods is not possible -- it must begin to buiiL 

capital goods. Then the cost of gro.,,'h begins to rise. More generally one might 

argue that the production of copitol becomes "prohibitively expensive." In this 

event one would be saying not that tlle country h10d hit a foreiiniexchange barrier, 

but rather that the country vas too poor to support its own development . This, 
8 

however, i precisely the Saving problkrm. The only difference between thi..stcgo 

and the "easy stoje " is the si.e of the developinent bill, and the notion that the 

d.v(,oping country con 1),7y lic lower price, but not the hi.i.her price. This t ,:n 

resolvef, ileI into a Soving problern. 

If o11e (1,jud t hut t ht u oy uld. njOt Build C101itCul gjoo s b.0cccu:.i: 
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it did not have the labor skills, organization skills and technical knowledge to CIO 

the job, this fact (assuming it to be a fact) is itself evidence of the wrong allocation 

of investment at some point in the past. Thus when Chenery writes Ihat the 
"existing economic structure at any moment of lime also limits the feasible growth 

of export earnings" 7TI, p. 6897 and that "a rapid increase in exports typically 

requires the development of new export products, which is limited by,productive
 

capacity as well as organizational and institutional factors" 
/,91,pp. 689-90 7and 

that these difficulties can be removed only over time, he is saying that investment 

allocation in the past has now proved to be wrong. It was wrong in the sense that
 

it produced a "structure" which cannot 
now be fully exploited. Where the 

difficulties are now skills, and technology, the conclusion is that earlier investments 

should have been in activities which developed these aspects of the economy. 

What emerges from these arguments is quite orthodox, and very much in
 

line with what Professor Chenery has tcught us in hi. several papers on 
 investment 

allocation criteria /-67 77_7 /-87. The point here is to emphasize that the 

special difficulties attributed by Chenery to exchange rates wilh aid and after 

the end of aid are not really the heart of the issue. If the exchange rale is "right 

will) aid, thu csame rate will be "right" afler aid if the saving tale is "right" and 

the allocation of investncnt "correct. " The problem is then the old hat one of 

achieving.3 t1,optimal scn',in,] rafe and cn invelrmerit composition hal ftllows t-; 

tcrr l. iVit 'Socia cl lPleduc c rieia, This criieria, broodlIy d,fi, .cl,9 is of c ,'rt
diffui':: lt i d Ic,.p l .in any cicu r:k nc e. Inti scase -- rn c -- on . ,;u:,t 

proi,'cl he 'i ct l l cizc alc Ih inve.Irmunt to s,k to pievunt gacps inI1,t 
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10
 
structure from emerging. The allocation criteria then must be "gap prevention" 

rather than "least disadvantaged" or some other cost based argument. 

Conclusion. In Part I it was found quite difficult to define conditions 

in which an increase in saving could not be converted into an increase in capacity 

increasing expenditure with a given structure. In this part a similar difficulty 

has been found in relating an apparent trade gap to the with aid-after aid exchange 

rate problem noted by Chenery or to "structural matters" that were beyond the pale 

of policy. Indeed in almost all instances of an apparent trade gap tin issue resolved 

itself into a resources (saving) gap or a misrN~ocation -- current or past. Thus the 

preceding arguments are not arguments against aid, but rather are arguments as to 

the rationale and purpose or aid that are somewhat different from those implied 

by the two gap model, itis useful to comment specifically on some of these 

differences in policy implications. 

I. The trade gap rationale of aid leads to a point where a saving 

potential is wasted, where in other words, no effort need be made to raise or, 

indeed, maintain the saving rate for to do so will not raise (or maintain) the growth 

rate but would in fact lower it. This is a policy conclusion of a most doubtful sort, 

and the extended treat inent given (lbove to 1howing how in any circumstance 

increased saving can be a means to raising the growth rate suggcests why. 

2. The acceptance of the existence (and especially Ihe inevitability) 

of a tradCe fOap in excess of the sacving gup suggests lhat countries reach a point 

where they cannot helIp h..mselve1 . If a given rate of imports cre "required" for 

cleve lopmnunl, Cnd it is "inl1-)ss lb1" I OTe.port Cc'that r0te, tIhen tHIe country is, 
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II 
by assumption, helpless. The country must then concentrate its energies on getting 

more and more aid, and when'such efforts fail, the country then must lapse into 

stagnation. This conclusion, a not uncommon one in the minds of many policy

makers, is surely not justified, and can lead away from development rather than 

toward it. 

3. A similar point emerging from a two gap model has to do with 

language. The terms "requirements" and "essential" are not only convenience 

assumptions in the mathematical and statistical manipulations (where they are 

defensible), but tend to slip over into more directly relevant policy decisions. 

When a country's policy-makers decide that certain goods are "required" or a 

certain level of imports is "essential," the country fails to recognize its options 

and can easily pass up or fail to search out alternative opportunities. The 

preceding arguments have emphasized the importance and some of the methods 

of seeking out alternative ways of supporting a targeted growth rate. Tie emphasis 

frequently given to the possibility of demand inelasticies and to fixed input 

coefficients also frequently ignore the wide range of sources of growth. The 

failure to recognize the wide range of sources of growth in turn is, as noted above, 

one reason why the two gap approach may seem to describe reality. 

4. A final point is of great importance. If as argued above, the 

cippcarance or a real or apparent trade gap represents a distortion, a wrong 

pltojct ion, c- (in Chnery ' :rc;um nt) (.1struclural probleCm, aid ca)n 1ro,.i(Ll 

res;ources to correct or to cIvinge this "et of cilrcLmIMonce. Aid con ls.o do 

somcthi n :hIr. It can provide tie r:-ou, ceS with wii ichIi an economy, can cOll nin[e 
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to function acceptably without bringing about the elimination of the distortions
 

or changing the structure. By relieving the pressure on 
the system, aid may also
 

reduce not only the incentive to make painful changes, 12 
 it may hide where the 
"right" allocations are. Thus allocutions decisions are of great relevance all 

along the line, and some of the (few) signals helpful to securing such right
 

allocations may be made less clear by significant quantities of aid. 
 A guide,
 

probably excessively harsh, migh 
 be that if a country claims aid because it faced
 

a trade gap while allegedly having ample domestic saving potential it should not
 

be provided aid. 
 Thus without aid to support its structure and its distortions, a
 

country may be forced to chonge, where with aid it is not so forced. 
 Similarly
 

without aid a country may see 
 its distortions and misallocations more clearly than
 

it can with aid. 
 The point here is not that international aid should be reduced,
 

but rather that its effective use 
places great demands on the policymakers as to 

the understanding of the development process, and policies built around the assumption 

that a trade gap is a necessary condition of development may impede that understanding. 

Ill. The Role of Productivity Growth 

In the int'ocluction attention was called to the fact that with the trade 
gap as the prior constraint to grow!i, potenlial saving would be "wasted," i.e., the 

society would be willing to save (it a higher rate were it possible to transform the 

saving inlo capitcil ,oo,... In liis silucition it seems obvious that a
ill ctivity which 

saved impor; or incrcc--ld exporls wOuLIcl be just ifiable irrezp'ctive of its other 

. 13cmt Thus II/ 1/.1). 27Cheonery %-,Iitos ih'wt "tlie exvcoss of tlie iradt, o~cli (w.r 
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the saving gap sbJggests that further import substitution or export promotion would 

be economical -- even if larger amounts of capital ore required per unit of foreign 

exchange saved -- since otherwise there would be a w.'aste of potential saving." 

To do this proilection or subsidy is necessary or otherwise such activities would have 

been carried out. 

Two points ma' be made. IFthere is a use of domestic resources in
 

"inefficient industries" now and the trade and saving gap brought to ex ante
 

equality, then wthat. The economy has an activity that requires protection. If 

the trade gap probLern continues and further "inefficient activities" established, 

then the economy becomes increasingly inefficient, and to maintain a given rate 

of growth requires a rising saving rate. Even if the trade pap is closed in this way 

now, it does not assure that growth can be sustained in the future. On the other 

hand if productivity in the new activities grows rapidly enough so that they become 

competitive in world wicrKcts, then as new "inefficient " activities are established, 

older ones are becoming competitive. This, of course, is a variation of the inflant 

industry argument. Ifthe "inefficienl activities" do not become competitive, then 

their esteblishment cannot pcrmanently closo the trade gap and maintain the 

growth rate at the scime time. The burden then rests on productivity growth rather 

than on closin-, the trade qap. 

The ,conln poi;t is a v.rint ion on Ihe first . Chenery notes that no 

coJnliry u,.' ,Ii, inport suuz,titluli'11, a ret0 of gDrowth of 

output il exc( of Its rc,'vth r-e of ex : . h1ence G!. the flo,', of unrcquilh. 

imporls is r, ., , th, rate: of rc,'h or (-,'poits must iiicicas,.. As ulruady nott , 
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it is this increase in exports that so many countries have difficulty in achieving. 

Chencry's emphasis is on "structucal change," i.e., a change in the composition 

of output from those commodities the demand for which is stagnant or declining to 

those for which demand appears to be rising. But "structural change" is not 

enough if new activities have costs above world prices. The situation pictured 

in Diagram IN therefore is applicable. To export the commodities represented by 

Diagram III the supply curve must fall, i.e., productivity must rise. If this does 

not occur there will be no increase in exports, there will only be inefficient 

activities. Structural change must also be accompanied by rapid productivity 

14
growth in the "new" activities. Indeed the heart of the matter seems to be 

productivity growth rather than structural chenge as such. 

Little is known about the sources of productivity growth. The 

investment in education, in research, etc. noted in Part I represents an attack on 

the problem, and as noted there investment in these types of activities may, 

therefore, yield very high return. There remains another side that is more problem 

creating than problem solving: Productivity growth may be handicapped by the 

very act of establishing and maintaining protected activities. If this were the 

case, then the bringing oabout of "succesful structural change" through import 

substitution ,ncomcis exceedir-ly difficult . Some further elaboration and some 

empirical evidence on this lier point is given in 1-4 7. The point here is to 

emphasize that "st ructural chngoe" alone will not solve the trade problem. Th 

furtl-her, and much more comi-,dcx issue of golting costs down to lle world level 

remtwins 
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The purpose of this note has been to examine several aspects of the two 

gap model of aid and economic development. 15 In Part I it was argued that even 

in a given short run interval, the existence of two distinct gaps seems unlikely and 

demands rathcr severe and unrealis.tic assumptioris. In Part II the question 

considered had to do with the origins of a two gap situation. The chief point 

here was simply that the existence of an apparent trade gap, distinct from a saving 

gap, represented investment misallocation over the past periods. In this some 

section it was further argued that accepting the two gap argument led to policy 

measures or policy ideas that were indeed harmful to the development process. 

Finally in Part Ill it was argued that structural change was not a sufficient 

condition to resoive thn difficuities many developing countries have in increasing 

thnir exports. Productivity growth is also necessary and indeed would appear to 

be the central notion rather than structural change. 

Two points remain. First, even if there is no trade gap distinct from a 

saving gap for foreign aid to cover, the saving gap is ample enough. Nothing 

said above should be tal. " as an Crument against aid as such. Second, the gap 

analysis has taught us much indeed. Especially hrjs it taught us that traditional 

allocation issues are as important in understanding development as the more 

glamorous issues of ccpital forial ion and structural change. 
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Foot notes 

1. 	 Another issue of importance, not ot be discussed here, has to do with
 

repayment problems -- assuming that aid takes the form of loans of one
 

kind or another.
 

2. 	 The advantages of a dual exchanges rate is the context of industrializa

tion hove been explnred further by Kaldor /- 3-/ and Bruton /5/. 

3. 	 The role of the criteria of allocation of investible resources is not 

completely clear in any of the literature of the gap analysis. The point 

mi II be discussed again in a slightly different context in Section 11 

below. On the argument in this paragraph see Gordon C. Winston/17-/. 

4:' 	 One may also introduce consumer good imports, but there seems no com

plication sufficiently demanding to justify a separate analysis of this 

point. An increase in saving will reduce consumer good imports ( e.g., 

foreign travel, automobile, etc. ), and thereby free foreign exchange 

for importing more capital goods. 

5. 	 Evidence on this pbint is , of course, not beyond question. Perhaps the 

most useful has to do with evidence that in periods of downturns or 

recessions, in .one of the developing countries exports rise even tlTough 

export prices do not fall or fall only moderately. This Sems especially 

true for somo of the L tin American countries. See /787 Lssim. 

LW, Io the f(act 

on acsuniplions a-, to the enipiric l ningniludes of lhe sev:ral relevant 

eci sti cit i-,s. II one doee,li, ve lh11 demr d elclicities are generally 

6. 	 Allt nlion bIc'l- that this conclusion does not depend 
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7. For a very lucid, thoroughly documented discussion of this point as it 

applies to Latin America see Santiago Macario T14-. 

8. The usual view of tIre development process in the USSR illustrates this 

point. The Soviet Union dcpended little, if at all, on imports, and did 

not hit a trade barrier. In the simplest terms the explanation is that the 

Soviet leaders were willing and able to force a level of saving on the 

economy that did permit the construction of a large and costly capital 

goods sector. More directly, the great capacity of the Soviet govern

ment to force saving solved the trade gap problem. On the general ar°. 

gument see Winston /77 aain. 

9. "Broadly defined " means inclusive of the "side" or "indirect" effects 

e.g., effect on saving rates, on labor t:raining, xopulation growth 

commonly includcd in allocation analysis. See /-37. 

10.* Jaroslav Vanek in /-16-/caries the tho gap approach beyond Chenery. 

In discussing the possibility of eliminating "dispensable" demand for foreign 

exchange by' devaluation, he concludes this to be gonerally undesirable 

because /-16,p. 119,/ "with a very high price of foreign exchange and 

hence of improtcd capital goods, internal rates-of-return computations 

might Ieod to refection of necessary development projects. This argument" 


(the opposite incidenall I to Chen.ry's) imp!ics 
 thot if fo.Cihjn exchange 

is underpriced -- i.e., pri:ed tbelow its co:.a-- "unnecesscry" projects 

will 11,o1 be undertcden, 'Maore relevor it it M:;atcs fihLt if Ilhe price of foir-,i-r 

excl,,rMje is ,Ul to its cot a milscillocution of inVest nient may thereby occur. 



29 

1I.	Vank /16, p. 1177, in discussing the inelasticity of the demand for 

imports, writes that inelaslicity "stems primarily from the fact that a 

prescribed rate of growth calls for a given volume of certain specific 

goods and services which simply cannot be substituted by domestic 

sources in substantial amounts prior to the attainment of a relatively 

advanced stage of development" ( my italics ). This argument is, in 

effect, and announcement that development is impossible unless aid is 

forthcoming. 

12. 	 In a somewhat similar fashion a large export earner outside the develop

ing sectors ( e.g., tourism ) can support misallocotions and distortions 
~wsgiit. ig? 
 , t .... . .. ..
 

ifi'.let5~ r flucluua'I -s in expuill eUIII;II s U 	 LU11I 

parable problem may appear: when export earnings are "high" there 

is no 	incentive to alter the situation, and when they are low, there are 

no resources to alter it. When there is aid, why alter things which are 

somewhat painful to alter. When there is no aid, alterations are impos

sible. 

13. 	 One might describe ,uch a ,iluution as one in which there were unlimited 

supplies of everything except foreign -exchange. 

14 .	 As noted in Part 1 dual exchcnge rates can relieve this difficulty, but 

only temporarily. If new activities ore es ablished, and exports growth 

is generated via iho dual exchanje route,.lut productivity does not grow 

rapidly enotj h to mrake ileu lctivity com:-. ifive in a "rou.onabl'' perod 
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then the problem described in the preceding paragraph Oloint 1)/2, 

emerges. The economy is permanently saddled with inefficient activities. 

15. There are other aspects of the two gap model to which attention has not 

been directed. Chief among 1hese is the argument as to a sequence of 

gaps through which a developing country travels. This histori cal sequence 

hypothesis raises a number of interesting issues, but they all depend on 

the prior acceptance of the meaningfulness of a multiple gap notion. It 

is this latter which is questioned here. 


