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This critique is based on a substantial but still only partial
 
reading of the EEPA project output over the past five years. Papers
 
read included EEPA Discussion Papers #1, 6, 7, 8, 9, 11, 12, 13, 14,
 
15, 16, 18, 20, 23, 24, 25 and 27, as well as the Philippine Small
 
Business Policy Direction Study. Since I did not have the
 
opportunity to absorb the full output of the Project, it is, of
 
course, possible that, for that reason alone, I may well miss the
 
mark in some of these comments. Nor was any effort expended to
 
provide a summary of the findings--only to pick out some of the
 
highlights. In the same vein, -ilbough-t--iL.moe-4xQductivet.o
 
curtail the volume of obligatory laudatory comments and to focus
 
instead on issu--whic- fI believe raise questions and require
 
additional attention.
 

What I have consequently endeavored to do is approximately as
 
follows: first (in Section I), I enumerate what I consider to be the
 
main contributions, in terms of methodology as well as findings, made
 
by the Project to our conceptual understanding of the basic issues
 
under discussion. Second (in Section II), I list some perceived gaps
 
and shortcomings, hopefully in a constructive fashion and in the
 
context of offering suggestions for future priority emphasis.
 

I. 	Contributions to our Enhanced Understanding Resulting from the
 
EEPA Project
 

1) I believe the overall results of this Project agedto
 
reach substantially beyond tha traditional relative prices story in
 
terms of both the exig-tse-ce and e -jistence
of the small-and medium
 
scale (S&M) industrial sector in various types of T i-g
 
countries andthe role it plays in terms of overall LDC performance.
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The papers include a lucid analysis of how the S&M sector is affected
 
by
 

a) 	 vXarous t sof controls which governments choose
 
to imp-se on the economy in general, industry in
 
particular, and, most frequently, differentially by

scale of industrial activities;
 

b) 	 the diffa==i ifficulty of meeting fixed costs
 
of information, marketing, -etc., especially in
 
export markets, which affect both the survivability
 
and the contributory role of the S&M sub-sector;
 

c) 	 the importance of differential delays even in the
 
implementation of automatic, uniform and
 
across-the-board rules with respect to tariff
 
rebates, etc., which again affect the S&M sector
 
differentially and unfavorably.
 

It is not always clear whether the S&M sector is or is not
 
intended to include both the formal and informal components of the
 
landscape, especially when "informal" activities are defined simply
 
as 
those beyond the reach of government regulation. Both in terms of
 
directional controls which benefit specific enterprises, e.g. various
 
kinds of direct allocations or across-the- board subsidies, and
 
controls which inhibit some scale of enterprises across-the-board,
 
e.g. minimum wage legislation, the conventional wisdom, i.e. that the
 
S&M sub-sector faces a comparatively more competitive environment in
 
which it is forced to try to survive, is undoubtedly borne out by the
 
papers. Moreover, the evidenc that such a "survival of the more
 
fit" environment plays a more important role in the successful East
 
Asian 	NIC's than in your "average" LDC is well documented.
 

2) The notion of historical phasing, with cottage industries
 
giving way to S&M and, ultimateiy, to large-scale industry, is
 
inherently attractive and is made use of in a number of the papers.

Questions of graduation from one average size to another are raised.
 
Tjeprogresionseems to be from cottage to S&M to large scale in
 
East Asia, while it is often from the large scale to S&M in some of
 
tF-rica- cases. This may be a useful way of initiating the
 
analysis, even though a full examination of this differential process

under different initial conditions, e.g. as to expatriate

multi-national and/or state enterprise presence, and as to the
 
overall macro-economic and institutional environment over time is not
 
presented.
 

3) The papers preset.ted make good use of the recently rapidly

growing literature on transactions costs, asymmetric inforuation and
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institutional change to help explain the differential fate of the S&M
 
sub-sector in Korea and Taiwan. Movin beyond "getting relative
 
prices right" and into the question o. ggett
ndustr=ia-structures
 
r!&h", i.e the "right" degree of industriaI-coce-iir-rationand

workable competition, is indeed refreshing and useful. In my view,
 
the Korea/Taiwan comparison provides an excellent laboratory for the
 
examination of the trade-off between increased transactions costs and
 
productivity gains which accompany different types of organizational
 
change. Even if the papers do not provide definitive answers as to
 
the comparative costs and benefits of the chaebol structure of Korea,
 
in constrast to the preponderance of independent medium and
 
small-scale firms in Taiwan, the research raises just the right
 
questions and at least begins to address them.
 

4) Not surprisingly, the output mix and the changing structure
 
of production in terms of product, process and attribute changes are
 
treated as independent in determining the relative size of the S&M
 
sub-sector in a comparative setting. The output mix is found to be
 
relatively more important than intra-industry structural changes,

presumably related to issues of the prevalence or non-prevalence of
 
economies of scale and thus the under-representation of the S&M. Thus
 
the "excluded middle" is seen largely as a consequence of output

mixes biased towards industries whose output is sensitive to
 
economies of scale and therefore dominated by large firms. But this
 
"independence" can only be statistical, not substantive; the output

mix obviously adjusts to the technology choices available and
 
exercised, for example in determining trade patterns.
 

Moreover, linking all this to import substitution policies,

while tempting, can also be misleading if one does not clearly
 
differentiate between real economies of scale i.e. of the
 
technolo icalvarieya and "economies of scale" which are really a
 

auncton
of man-made benetfts pf-vided only to large firms, as
 
frie-qn referred to in theseppers. The authors rightly point

out that the decision as to whether structure or composition matters
 
most must be made at the industry level. But I would argue that the
 
underrepresentation of S&M firms in some country cases cannot be
 
explained by simply examining deviations from cross-sectional
 
patterns without comparing the macro-economic policy setting to
 
explain different individual country points, especially, of course,
 
outliers, in the cross-section in some detail. The policy

conclusions stated seem to be the same, regardless of whiether
 
structure or composition matters the most; this is an indication of
 
the validity of my earlier observation, i.e. that while I am pleased

with the emphasis on the micro-level at which these findings are
 
made, the need to place the results within a differential macro
 
framework should never be lost sight of. While most of the a _ers 
Lesidewithin the welcome confinesof a ecuetlyIn 
ascendancy, which may be called comparative analyticagl economic 
h tb ere_sisalso _ occasional mbiguous return to 
more rigorous (if also more empty) cross-sectional analysis.
 

'
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5) I would indeed give the Project high marks for its ability
 
to link, at least across most of these papers, sectoral and
 
macro-evidence with specific micro-data, even though this marriage is
 
not fully consummated in all cases, as 
I have just pointed out.
 
While there is no effort made to establish a tight causal chain, a
 
large volume of evidence is presented to the effect that Taiwan has
 
done better than Korea at the macro-performance level, as well as at
 
the sectoral level, and that this is not unrelated to the greater

relative predominance of the S&M sub-sector in Taiwan. 
In fact, even
 
in five technologically intensive industries examined, as 
long as the
 
capital outlay required is not too large, i.e. where economies of
 
scale can be presumed not to be too pronounced, Taiwan has done
 
better, certainly in terms of static efficiency. The overall notion
 
that economies of scale are not as important as sometimes assumed at
 

les eor7C19887even iff~iti- _sT~nWTz--. iih'chi~yte
alreadj progresedsg-inti a Iifi fterms of income and demand 
pattern changes, shoul-d be of subst-antlal importance to -oth-er )C's

still much farther down the ladder. This is especially relevant in
 
the context of recent arguments relating to the "new trade theory" of
 
Helpman and Krugman which has given some LDCs a second chance to
 
construct a theoretical defense on behalf of interventionist import

substitution policies in the expectation of acquiring true strategic

"winners"--if possibly competitive only in the long run.
 

6) The Project should also be given credit for trying to ask
 
some more basic questions as to the causes of the predominance of
 
_ in Taiwan, as compared to Korea, in the first place.


Proceeding from initial conditions to intermediate indicators of
 
performance to bottom line performance is, 
I believe, the appropriate
 
way of assessing the problem before the house. While I do not
 
necessarily agree with the emphasis pLaced her 
 on the early,

psZ.independence Mainland/business community_ antagonisms in Taiwan
 
in contrast to Korea, and am instead more willing tocredit1the
 
compara 
 jjmn capital stock end phsical infrastructural
 
situation in place at the end of the colonial epoch, it is, I think,
 
appropriate and enlightening to focus heavily on these initial
 
conditions. This is the kind of research which is often missing,

including in the context of much of the above-referenced comparative

analytical economic history literature which is now becoming more
 
common.
 

7) In the same context, I found the emphasis given to the
 
difr~ttypesand 
 _________of_____-,differe nd _ualites of tt ders Including trading


cmanies as a way of explaining the differential importance of S&M
 
activities in Korea and Taiwan over time, both interesting and
 
potentially useful. Cf course, one has to take one step back and ask
 
why the initial human capital in place in the early 1950's was all so
 
different, if it is, 
in fact, to be an important explanatory

variable. At some point such a legitimate--indeed necessary--search
 
for exogeneity, of course, also has its limitations--and must stop

somewhere short of Adam and Eve. 
 But I did find its pursuit here
 
both interesting and potentially useful. 
Were the trading companies
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which grew up in Korea a response to the absence of dispersed small
 
traders, and in turn caused the chaebol structure to predominate in
 
Korea? Was the presence of large numbers of traders responsible for
 
the prospering of large numbers of independent medium and small-scale
 
firms in Taiwan? These hypotheses are broadly hinted at, even if the
 
proof of the propositions and their generalizability cries out for
 
further exploration. The origin of traders and the extent to which 
their appearancet(or non-appearance) can be rendered endogenous would 
certainly seem to be aquestion worthrst Th. 

8) Related to the previous point, I believe the niche approach,
associated with the relatively more important role for product 
innovations in Taiwan, in contrast to the more Nomogeneous product
appoach associated_;ithdeh-E_ domina--ce of p cess innovation in 
Korea, is both correct and-promi.-ng as an avenu-eir-fturie
 
research. It has, moreover, substantial value in terms of potential

generalization to other developing countries. 
On the other hand, the
 
relationship between the niche approach and such factors as 
the size
 
of the populacion, its geographic dispersal, the state of
 
infrastructure and related transportation costs, plus the existence
 
or non-existence of economies of scale for industries likely to
 
become more important at different levels of development cries out to
 
be more fully integrated conceptually and examined empirically (more
 
on this below).
 

9) With respect to credit , usually given a lot of attention in
 
the examination of the S&M sector's role and contribution, the papers

here make an effort to reexamine the conventional wisdom and refute
 
it, at least in part. Several of the papers point out that the
 
relatively higL&viS rates in Taiwan proved to be possible in the
 
presence of a preponderance ofgovernnent-owned banking and within a
 
modestly reprasitlarket. Some of the papers also emphasize

the importance of the curb market for the survival of the information
 
intensive S&M sector and raise a number of valuable insights. This
 
is in contrast tQ the role of larpqfj psserving as financial
 
intermediaries in what must be intep2reted as linked markets, more
 
typicalin the Koreancase. It is of additional interest to
 
determine whether or not such linked market arrangements also extend
 
to the observed differences in the wage bargin for similarly sized
 
firms in the two countries, especially Korea.
 

10) Unfortunately, there was only one paper, at least in my

collection, on the human resources dimensions ot -.
problem, I do 
wish to commend the focus of-that paper, particularly with respect to 
its emphasis on Taiwan's vocational education efforts. Some of 
Taiwan's policies in this general area were broadly similar to 
Korea's, e.g. to attempt to selectively reverse the brain-drain by
 
overseas recruitment devices, establishing science parks, etc. But
 
the comparison with Korea's overall educational strategy is
 
unfortunately not made, in this paper or elsewhere. It might well
 
have helped considerably in solving some of the puzzles before us.
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11) I also welcomed the initial venture into the political
 
economy arena in at least one of the papers. Unfortunately, however,
 
the Korea/Taiwan contrast which lies at the heart of so many of the
 
papers reviewed is again not subjected to a comparative approach.

Moreover, I saw too little attention paid to the relationship between
 
thetype of governmen-r --bette r plity relevant dimensions of 
polic- change, and bottom line outcomes, wi the role of 
donors/creditors in such apolitical economy context brought to bear 
as appropriate. 

12) The papers in general exhibit a nice combination of
 
analytical competence, empirical content, and policy sensitivity. In
 
the above, I have purposely chosen not to comment paper by paper but
 
rather theme by theme. The existence of a synthesis paper covering

the entire Project would, of course, have facilitated the absorption
 
and dissemination tasks, both for the general consumer, within A.I.D.
 
and elsewhere, as well as for this reviewer - though I believe that
 
such a paper may be currently under preparation.
 

II. Perceived Gaps and Missed Opportunities
 

I am fully aware of the fact that the research carried out
 
under this Project is voluminous and of generally high quality, that
 
there inevitably existed human and financial constraints and, most
 
important of all, that it is altogether too "cheap" to suggest how
 
things might have been done better or to list other issues that
 
should have or might have been tackled. Nevertheless, I think it is
 
my task as reviewer to emphasize what I consider to be missed
 
opportunities rather than to simply applaud the substantial
 
achievements made in the body of the work under discussion. In this
 
section I therefore intend to elaborate on dimensions which might
 
have received some (or more) attention.
 

1) Perhaps the most glaring gap, but by no means easy to
 
repair, is the perceived lack of a consistent effort to model and
 
empirically examine the reli between the macro-level, on the
 
one hand andthe sectoral and/or micro-levels, hich constitute the


Urfocus of thes prson the oth-r.--- example, I believe
 

there exists a close relationship between the phasing perceived in
 
East Asia, in particular Taiwan, from virtual cottage industry, to
 
medium and small, to large-scale, and the changing macro policy
 
setting, from the relatively short period of flexible import
 
substitution in the 50's, to early export orientation, which itself
 
shifts from the labor-intensive to the more technology, capital and
 
skill-intensive output mixes of the late 60's and early 70's. In
 
other words, the relationship between the differential phasing of
 
industry structure and the differential phasing of macro-economic
 
policy (and the macroeconomic results in terms of growth and equity
 

I 
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etc.) cry out to be more fully examined and can, I believe, be
 
established. Indeed, the time or historical dimension, brought out
 
nicely in some of the papers, is all too frequently missing in
 
others. For example, the view that the East Asian countries, which
 
by and large did not try to "skip" the labor intensive industrial
 
export phase, were more likely to provide scope for efficient medium
 
and small-scale industry development--as compared to other countries
 
which moved directly from "easy" import substitution to export
 
promotion of intermediate, capital and consumer durable goods, more
 
typical of the Latin American case--should and could have been
 
supported conceptually and empirically.
 

2) The last comment leads into another general criticism, which
 
is the lack of representativeness of the sample of countries
 
examined. There seems to be a predominance of East Asian and some
 
African experience in the sample, with a notable scarcity of Latin
 
American cases and relatively little on the South-East Asian cases.
 
Cer-tainy the same problems are not examined systematically across
 
the board. The kind of typological comparison carried on for Korea
 
and Taiwan in a number of the papers, for example, would have been
 
extremely useful, both in terms of some Latin American pairs, e.g.

Brazil and Mexico, some South-East Asian pairs, e.g. the Philippines

and Thailand, as well as some African pairs, e.g. Ghana and Ivory

Coast. One has the impression that the subject to be tackled or the
 
methodology to be deployed were left too much to individual
 
researchers' preferences, interests and/or experiences; one sees no
 
evidence of an effort--obviously limited if you have high quality
 
researchers--to examine typologically different cases with respect to
 
the same problem. Tne extreme version of this is illustrated by the
 
fact, previously referred to, that I encountered but one paper on
 
some dimensions of the human capital situation in Taiwan but nothing
 
on Korea or any other country. The fact that this dimension, as a
 
possible constraint on S&M development, was not examined
 
comparatively in the context of, for example, Africa and other parts
 
of the developing world strikes me as a potentially quite serious
 
shortcoming. Both in terms of contrasting initial conditions and
 
public policy over time, it is patently too critical a component to
 
only touch on once over lightly.
 

3) With the notable exception of some of the Michigan State
 
contributions, not enough attention seems to have been paid to the
 
interactions between the S&ub_-sector and the nature and rapidity

of agricultural _evelopment, both its food-proucing and cash crop

sub-sectors. This is related to my general comment about placing the
 
S&M issue into a broader macro-context, but it is especially
 
important to trace the interactions between agriculture and the S&M
 
sector if we are to understand the contributions of the latter to
 
solving the overall problems of employment, poverty, income
 
distribution and growth. What I am referring to here is the
 
importance of linkages, especially rural linkages as between
 
agricultural and non-agricultural activities, which usually turn out
 
to be predominantly relationships between agriculture and the S&M
 
type of non-agricultural growth. These linkages run both from
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agriculture to non-agriculture as well as from non-agriculture to
 
agriculture, the latter a much more neglected subject, even by the
 
Michigan State group.
 

While a full analysis of forward and backward linkages might
 
appear to some to lie beyond the scope of this particular Project, I

really don't think so. Linkages make sense if the economy is
 
producing inside its production possibility curve, i.e. there are
 
clearly "bargains" to be had, in terms of underemployed resources,

the removal of distortions, etc. Concretely this means that
 
developing countries 
are not at the frontier and that an increase in

agricultural output can be found empirically to be associated with an
 
almost immediate increase in non-agricultural, mostly S&M, output;

increasing the extent of modernization of rural non-agricultural

activity, in turn, may raise agricultural productivity substantially

by changing attitudes and incentives and improving markets as well as
 
the supply of modern inputs.
 

The extent of these two-way linkage effects, of course,

depends not only on the quantitative dimensions of productivity

increase in each sector, but also on the nature of the technology and
 
output mix. For example, in the case of agriculture to industry

linkages, the .listribution of assets in agriculture as well as the
 
choice of techiology and crop mix together determine the distribution
 
of income, which in turn is bound to have a very important effect on
 
the type of non-agricultural production which results. 
 The more
equall _distributed land and the more labor-intensive the technology
 
cum cr es the more are S&M-supp ied non-agicu th-pro -E
 
baskets likely. to be The benefica-e -as opposed larte-scale
 
producers of urban or even foreign gogs. 
This not only increases
 
the total level of consv,_mtion linkages, in other words, but, more
 
importantly, the extent t, which consumption expansion can be met by

local production of niche-t'yi goods as against imports or
 
urban-produced import substituuion types of elite goods. 
 This is
 
true to some extent also for backward linkages, e.g. the demand for
 
inputs, as between the demand for large-scale tractors produced in
 
large-scale urban enterprises or imported, while smaller implements
 
are more frequently produced in S&M-type industries, often located in
 
the rural areas.
 

The same kind of arguments can be offered for the impact of
 
non-agricultural growth back on agriculture. 
Clearly, the demand
 
patterns generated, in both directions, represent an important

determinant of the potential for niche production in a domestic
 
balanced growth context; niche production for export is usually much
 
more limited by international specifications governing product

quality and attributes. In that same connection, I believe that the
 
development of Z-goods, from their colonial antecedents to their
 
non-traditional post-colonial variety, possibly linked up with urban
 
industry in a complementary rather than competitive fashion,
 
constitutes one of the major contributors to the Taiwan success story
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(as well as to the earlier Japanese success story). This, it seems
 
me, should very much play an integral role in the previously referred
 
to historical three phases approach to industrial activity as
 
presented in these papers.
 

In general, RNA (rural non-agricultural activities), Z-goods,
 
or off-farm employment opportunities, as the phenomenon is sometimes
 
called, really constitute schn-- --lortant dimension of the total
 
S&M problem that I was surprised to see so little done with it,
 
except in the African context. In my observation, the vigorous
 
growth of such activities is highly correlated with developmental
 
success, not only in terms of growth, but also in terms of the
 
equitable distribution of income and poverty alleviation. The
 
contrast between, e.g. Taiwan, which has s6mewhere between 40% (in
 
the 60's) and 60% (today) of total]agricultural househboldinale_
 
g~erated by non-agricultural activities, and the Philippines, where
 
this amounts to about16 or 17 percent--with Thailand, at 38 percent,
 
somewhere in between--indicates the high correlation between
 
developmental success and this particular phenomenon. While a full
 
causal analysis is beyond the scope of this paper, I would argue that
 
it is usuall the landless and poorest (smallest) farmers who
 
part-cipate more than equal-ly n this type of S&M a-cti-i , 
contributing substantially to efficient non-agricultural growth,
 
while at the same time improvintrhe d btributio iofncome.
 
Contrary to Kuznets' assumption, this meians that, as income shifts
 
from agricultural to non-agricultural activities, e activities
 
can euificient~ly labor-intensiye__ f fe-t shift-fru-a less 
equal tomare___qa1lydistributed productivpe,_activitv. This
 
phenomenon was one of the main reasons why rapid growth could be
 
associated with improved distribution in Taiwan during the 1960's.
 

4) Still in this general context, but warranting special
 
emphasis, is the relative negto__ MMgctites in the services
 
sector. I realize that it is difficult enough to obtain data on S&M
 
'industry, in general, and on RNA in particular, but we must also
 
recognize that the services sector, urban and rural, is usually
 
extremely large, accounting for 40-50% of the total employment of
 
typical LDCs, with -substantial h-erogeneity and a changn-
composition of output over the various phases of development. Much
 
of this activity is informal, some of it is formal, but, in any case,
 
the sector represents an im__mrtant omponent of the growth cum
 
equity problem and of its possible solution. Some-serices are
 
linked to industrial acEiVty in an-input-output sense and are
 
differentiated only by the critical choice between vertical
 
integration and sub-contracting. Others are quite independent and
 
abundant labor supply-pushed. Services are now recognized as
 
important in international trade terms as well. At any rate, the
 
bottom line performance issues of employment, growth and equity, to 
which this Project s malya-ercddresse an' t eal ye bana ed 
satisfactorily in the absence of any effort to fully include the 
ser s component of on 

Ia
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5) In explaining the differential performance of S&Ms in
 
different LDC contexts, much more attention should have been paid, I
 
believe, to the issue of technology choice and technology change,
 
from borrowing and search processes to domestic adaptation and
 
diffusion. The kind of environment, both legal and market structure
 
related, which encourages or discourages better, if not optimal,

selection, adaptation and diffusion processes is critical to the
 
question of the size and contribution of S&M's.
 

There, of course, exists a vast literature on these subjects

and I am not suggesting that it be duplicated. In this particular
 
context it is, however, necessary to remember that the absence of an
 
environment forcin trepreneurs to search for appropriate

techniqUes nproduct-attri6utes may--be--op he mostt 
considerations in driVnig-a-wege between ivate and socially 
otmqlh impair te role of the S&M

sub-sector. The impact on S&M's arising 

__i 

from the distortio-n-o
 
relative factor and product prices which is emphasized in this
 
Project, is probably dwarfed by the impact of diffcrences in the
 
extent of workable competition and thus the existence of unearned
 
rents on the search for the most appropriate technology. This is
 
certainly the conclusion I have come to in comparing both technology

choices and the direction of technology change in the Indian and
 
Japanese cotton textile industries historically. Import substitution
 
policy, especially in countries which adopt a more inflexible version
 
and persevere longer with it, tends to provide rents and levels of
 
protection that become deeply encrusted. When private parties expect

the continuous dispensation of all kinds of non-competitive favors to
 
large-scale urban import substitution industries, both in terms of
 
protection from foreign competition and the restriction of free entry

in domestic markets, the result is satisficing behavior and the
 
inappropriate choice of both scale and related technology and output

mixes. The authors of t sincluded here ag. al
 
r elucta. ilke most conoisj ~ to abandon the profit maximizing
assumption on the part of industrialists. Thus scale economies are
 
9iought out, a ong with distortions in relative f-ctor prices. But I 
am afraid the reality is that satisficin represents an important 
reason why theS&M sub-sector is underrepresentedin many developing 
countries. The typical entrepreneur who is earning an 18 percent
 
rate o-return from rents and is, moreover, guaranteed their
 
indefinite continuation is much less likely to search out "better"
 
scales and associated technology choices.
 

While I fully agree that most of the attention ought to be paid
 
to ensuring that there exists a strong and effective demand for
 
appropriate technology and associated scales of industrial operation,

it is also important not to ignore the supply side. By this I mean
 
both information about alternative technologies, attribute mixes etc.
 
as well as the system of incentives which permits the pool of
 
relevant choices to be extended. Even if we assume that
 
industrialists are 
"knocking on the door" and we have a propitious
 

I I
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workably competitive macro-economic environment, there still exists a
 
question of information search costs, etc. 
 There is little question

that a lack o- umination lmit-s the cpacity to obtain relevant 
information which affects not only markets, mentioned in the Project
but also technological inputs. S&M entrepreneurs may not, in fact,
have much access to information about what technology has been used
 
elsewhere 20 years ago in some 
location abroad, in other developing

countries last year, or even in another region of the country today.

The so-called technology shelf is itself a basically mistaken
 
concept; both internationally and even internally, there exists a lot
 
ofeence of a remarkable Jack of information at the disposal of
 
most individuafl--deision make rIs.-


The relevant, interrelated, acts of technology selection,

adaptation, and diffusion are often not easily separable, at least
 
not empirically. They usually occur simultaneously, but require a
 
combination of institutional, organizational and educational
 
preparedness which lies at the heart of the supply side issue before
 
us. On the organizational side, diffusion systems, including trade
 
organizations and special windows of commercial banks, have proven

helpful in some country contexts; this is less true of the official
 
family of science and technology institutes which, as is well-known,

often cater to very different internal objectives--though the
 
time-phased withdrawal of government subsidies, as 
in the case of
 
KIST, and the decentralization of technical assistance functions, as
 
in the case of the JCRR structure in Taiwan, can encourage the
 
diffusion of real world information and access to potential S&M
 
actors. Enhanced "tinkering" capacity as well as policies designed

to encourage firm size parity in the application of tax provisions

that permit the current costing of R&D can provide supply-side help

to the S&M sub-sector in this particular dimension.
 

I also would have included in the Project's range of inquiry

the issue of the existence or non-existence of the legal alternative
 
of a petty patent--which may serve to e aeon-dramatic
 
scale-insensitive innovations, especially in medium and small scale
 
firms. Svuch petty patent or "utility models" exist in a number of
 
developing countries and provide for a lower discovery threshold,

compensated for by a lower cost as well as shorter period of
 
protection and reduced likelihood of legal challenges. The bottom
 
line is that this institutional device apparentlv encourages the kind
 
of blue collar innovations most relevant to the S&M sub-sector.
 
C;osely relWt-ed to this are possible variations- iitheintra-firm
 
hierarchical relations, i.e. the sociology of S&M firms related to

the method of eliciting and rewarding suggestions for innovations
 
arising from the factory floor, the machine shops, repair shops etc.
 
There is evidence of a large variety of institutional alternatives in
 
vogue across countries, with very different kinds of results. 
 The
 
overall point here is that the encouragement of technological

tinkering for the system as a whole and the possibility of
 
encouraging intra- as well as inter-country technology process and
 
product information flows--which seem not to be addressed in this
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Project--should get some attention. 
Clearly, the relationship

between firm size and inventive activity should be at the heart of
 
any such inquiry; whether one is a Schumpeterian or, as I am, a
 
non-Schumpeterian on these matters, it is a subject which should not
 
be neglected.
 

6) The importance of S&M's, especially in the rural areas, 
is
 
undoubtedly also very much associated with the allocation of
 
infrastructure and the locus of decision-making generall guiding

uEh allo cations in a _d0elpi - in _4i7e
 
iTse-of centralized versus decentralized decision-making in
 
reference to the amount and prioritization of various kinds of
 
infrastructural allocations and public goods needs to be included in
 
any discussion of the potential role of S&M activity. 
It is well
 
known that line ministries are generally reluctant to allocate
 
resources 
to dispersed rural areas and traditionally favor the
 
concentrated and politically more powerful urban interests. 
 In
 
addition, even with respect to what is kept aside for rural
 
allocation, the what, the where and the how are usually determined
 
centrally. Moving beyond the obvious necessity of handling national
 
or regional projects, the center is usually reluctant to "let go" of

these determinations even with respect to mini-infrastructure, a
 
situation which may well represent an impediment to S&M development
 
as important as macro-economic price distortions. The effect on
 
a~l(ernativP- !utP=l-ixes_what), technologies used (how), as well as
 
!ocationalp_..rtization_(where) can-be -major. And t---o-qof

whether diJtortion,5_caused by local elites are Quantitatively more or
 
less harmful than those occasioned b-y central elites is n important
 
live issue in every LDC I am familiar with.
 

There are 
specific issues that could be discussed in this
 
context, for example, the pros and cons of using automatic block
 
grants dispensed to local bodies, as in Indonesia- in-terms of-the
 
benefits of transparency, universality and automaticity, pitted

against the power of local elites and their supposed relatively lower
 
administrative and technical competence. 
Such a devolution of both
 
allocative and, possibly, related fiscal powers to local bodies must
 
also be related to the question of the quality of the human capital

available and, over time, 
the learning and educational processes in
 
place outside the urban areas. The standard LDC response to
 
suggestions about administrative and/or fiscal decentralization is
 
that the rural population, both public and private, is "not ready";

this argument must be weighed against the combination of goldfish

bowl transparency pressures and the benefit principle of taxation.
 

In any case, redressing various aspects of the so-called urban
 
bias deeply embedded in both the macro and micro policies of most
 
LDC's represents a potentially very important low resource cost
 
component of any restructuring effect focussed on the S&M sub-sector,
 
probably assuming an important complementary role to the
 
macro-economic policy adjustments which are discussed. 
One
 

L3
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historical example arising out of the case of Taiwan are the various
 
functionally oriented farmers' associations not only diffusing

technology on S&M agricultural processing to their members but also
 
helping to allocate JCRR-financed infrastructure as an important
 
assist to the continuous competitiveness of S&M activities. In these
 
papers, several of which concentrate on a discussion of the contrast
 
between Taiwan and Korea--with the latter representing a relatively

much more centralized system--this entire subject is unfortunately
 
not even referred to. Broader participation of a dispersed
 
population and its benefits in terms of employment, growth and
 
distributional outcomes undoubtedly depends heavily on an expanded
 
role for the S&M sub-sector. The obstacles to that expanded role are
 
legion. But the parsimony with which mini-infrastructural
 
investments and maintenance all-catfoh are customarfl.1---ade- -and the
speed with which they are cut back under _hpressureo
p 'he pressure of zovernnient 
and/or IMF adiustmktLrrqgams--should not escape our attention.
 

7) I also would have welcomed a more explicit analysis of why
the reduction of transactions costs through vertical integration a la 

-- K- proved -ltimately inferior to the reduction of 
transactions costs through linkedm-arkets and h 6-r--T-n-t--i-tegration
via subcontracting,_as in the - au
 
the productivity increases in the Taiwan case swamped the
 
transactions costs differential. This issue is once again tied up
 
with formal and informal learning processes. Subcontracting, while
 
it satisfies other, business cycle-related, risk reduction
 
objectives, represents a viable option only when theequiredskills
 
are sufficiently well and dependably distributed. Vertical
 
integration constitutes, at least in part, a response to uncertainty

about the maintenance of quality control by S&M suppliers. What is
 
important about these large and small-scale firm interactions is not
 
only the static dimensions of the extent of the division of labor, or
 
of complementarity versus competitiveness, between them, but even
 
more so the transmission of an improved capacity for process and
 
design change. Indeed, the flow of technology which may be more
 
uni-directional at an early stage usually becomes mutual later on.
 
In either case, productivity increases ideally should overwhelm
 
increases in transactions costs as the economy moves through various
 
phases and industrial complexity increases. Empirical work here is
 
difficult but eizen the conceptual issues would have been relevant to
 
drive home. The issue of hierarchy versus markets and their benefits
 
and costs is touched upon but really not fully explored in this
 
Project.
 

8) I have already lamented the absence of balanced coverage of 
the human capital dimension which is central to so much of the S&M 
arenaiin particular to the choice between sub-contracting and 
vertical integration. The relatively large emphasis on vocational
 
education in Taiwan was indeed interesting. However, one would like
 
to know much more about how such vocational education was kept

sufficiently flexible over time to remain relevant, which is often
 
not the case, e.g. in the Philippines. On a broader canvas, one
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would also want to know whether numeracyoianimportant dimei.sion,
 
along with literacy, in terms of the choice, private and social,
 
among various possible orientations of the primary and secondary
 
education structure. A major role can certainly be assigned to the
 
competitive examinations and other institutional rewards systems in
 
the East Asian NIC's, including the relative encouragement of
 
non-academic pursuits at the_ secondary lev 1 _w*c stand-s-sharp 
contrast to other LDC types such as Latin America, Africa,._andparts
of South-East Asia. Clearly, the human capital requirements of a 
dvelodping count-ry undergo domestic change as the system typically 
moves through various sub-phases, e.g. from natural resource to
 
unskilled labor to skill and technology-intensive product mixes.
 
Just as clearly, absence of a flexible human capital policy can
 
inhibit, or even totally thwart, a system's movement up the ladder,
 
expressly with the help of a dynamic S&M sub-sector.
 

9) One or two of the papers use industrial census data to
 
examine the importance of the sectoral composition of output and of
 
intra-industry structural changes in determining the differential
 
sizes of firms and then attempt to link this to government policy
 
impacts, in one direction, and bottom line performance, in the other.
 
While I applaud this and wish there had been more of it in the
 
Project, I also had a concern with the implicit analytical treatment
 
here. The composition of output seems to be generally viewed as if
 
the economy were operating at some sort of full employment frontier.
 
As I indicated earlier, in the context of the discussion of linkages,
 
I prefer to think in terms of developing countries operating inside
 
their frontiers and in a position to pick up "bargains" in terms of a
 
"vent for surplus" kind of argument. In other words, the size
 
distribution of enterprises can change partly because of changes in
 
the composition of output, which is viewed as most important, partly
 
because of intra-industry structural changes, including technology
 
change of both the product and process types, and partly because
 
"slack" is or is not being taken up. 
The possible elimination of
 
such major distortions, with important dynamic consequences, seems to
 
have been largely ignored here. I am not referring here to Harberger
 
triangles but to substantial underemploqed resourQeing-mohiliz ,
 _ likely, ~i-- r ibuwhich ceteris paribus, to preponderantly take the shape
 
of S&M activities.
 

10) Finally, a word on the political economy dimension of the
 
problem at hand. As is increasingly being recognized in the
 
literature, the wisdom of some of the findings of the economics
 
profession, combined with that of policy makers in the LDC's and in
 
the donor community, has far outdistanced our understanding of why

such good advice based on such incontrovertible findings is not being
 
readily accepted in many cases. We even know quite a bit about who
 
benefits and who loses from a policy of continued discrimination
 
against the "excluded middle" in the size distribution of firms. But
 
what we still know relatively little about is what the initial
 
internal conditions are which favor a relatively easier policy
 
transition; what sequence of relevant policy change is less painful
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and more subject to carefully applied support of both the carrot and
 
stick variety from the outside; and how one can best assure that
 
policy change is indeed followed by the institutional and attitudinal
 
changes usually required for implementation at the working level.
 
The kinds of LDC governments that work best in this context is but
 
one of the relevant issues; at least as important is the nature of
 
the reform-mongering process that technocrats arew1.lingaDdcapAble
 
to engage -he-they mak eI psls tocustomarily somewhat 
myp Co-it-ic sns.Itseems to me that S&M sub-sector neolect, 
esp c i aywhen_ v-lewed in the context of thedrelevant macro and 
institutional policy setting, is but part and parcel of a bigger
 
political economy picturewhich needs to be betUrnderstood if real
 
progress is to be made. The problem is no longer one of asymmetric

wUU-d or asy---etirc information, if it ever was. It is more likely
 
to be one of fundamentally asymmetric objectives among various
 
components of the LDC polity which are papered over on the surface
 
while under-the-table discriminatory practices continue
 
unabated--with only the partial understanding of some of the major
 
participants. While much knowledge in the political economy arena,
 
no matter how precisely defined, is bound to be country-specific,
 
there are some generalizations which can undoubtedly be derived even
 
here to at least bring the costs and benefits of continued S&M
 
neglect--and precisely for whom--to the surface where they can be
 
debated and judged.
 

In sum, while a "critique" is bound to sound unduly "critical",
 
it is also my considered opinion that the work undertaken under the
 
EEPA Project was of generally high quality, has substantial weight,
 
and advances our understanding. It is marked off from much of the
 
relevant literature by combining a reasonable amount of up-to-date
 
theoretical stage-setting with a willingness to get one's hands dirty
 
on the empirical side. The researchers clearly possess the requisite
 
combination of academic moorings and overseas experience to avoid
 
some of the pitfalls represented by emtp_ model-building,_enthe one
 

hand, and misplaced "local"_rgrt ess__1__9_er. I am also
 
aware of the fact that good professionals customarily are not readily
 
assignable to specifically defined research tasks but tend to focus
 
on what they have been or are currently working on. Nevertheless, I
 
still believe that the pay-off tr, che Project would have been
 
considerably higher had there been some effort made to_1dentify
 
spRcifc bem__bef hand and then attempt to obtain agreement on
 
tackling them in some generall a ee_-i,-on -Uln-gwh-nt7 r
 
methodologies and/or human resources were avaflabe and, of course,
 
avoiding premature intellectual straitjacketing. In other words, I
 
emphatically am not advocating a mode of operation with very specific
 
tasks handed down by A.I.D. or by the Project coordinator; but I do
 
believe that in any future effort of this kind more energy be
 
expended early on to try to achieve some consensus--given the
 
substantive human resources, country experiences etc. available--as
 
to what the "ideal" mosaic should look like--and then be prepared to
 
deviate from it. The various recent NBER and World Bank comparative
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projects, mostly at a macro level, represent a case in point.

Substantial efforts were made there to achieve some narrowing of the
 
specific themes to be pursued as well as the methodologies to be
 
deployed in a comparative (hopefully typologically rich) context. If
 
one succeeds in this-- if only partially--the sum is bound to add up

to considerably more than its parts. I am not, of course, suggesting

that none of this was tried here--or indeed that these other larger

projects really succeeded in some signal fashion; but I do believe
 
that future opportunities to better understand some of the key issues
 
-f analysis and policy formulation involved here probably reside in
 
trying a more concentrated multi-dimensional (and possibly even
 
multi-disciplinary) approach.
 

Ii)
 



NOTES ON THE POLITICAL ECONOMY OF POLICY REFORM
 

Stephan Haggard
 
Harvard University
 

(Paper prepared for AID Workshop on Research Priorities for Policy
 
Reforms Supporting Broad-Based Growth and Democracy, November 9,
 
1990.)
 

The movement toward political liberalization that gained
 

strength during the 1980s raises basic questions about the linkages
 

between democracy and economic growth. In pondering AID's research
 

and operational priorities, it is worthwhile to distinguish between
 

two sets of analytic and policy issues. One set of concerns is how
 

to promote political development and the consolidation of
 

democracy. The second set of questions centers on how politics,
 

particularly in those countries transiting to democratic rule, will
 

affect the economic adjustment ]rocess.
 

The focus of this paper is primarily on the second set of
 

questions, but I begin with some observations on the promotion of
 

democracy since the issue has gained increasing attention. The
 

concept of "broad-based growth" implies a concern-with political
 

development, the idea of "political conditionality" has been
 

advanced in some circles, and even the World Bank (1989) is taking
 

an interest in the effects of "governance" on economic performance.
 

There are direct and indirect means through which policy might
 

seek to advance democracy; both run certain risks. Direct programs
 

aimed at democratic consolidation run the risk of taxing the
 

expertise of bilateral and multilateral aid agencies and can be
 

accused of political interference.
 



The indirect approach to democracy, on the other hand, focuses
 

primarily on advancing economic growth and equity on the assumption
 

that they constitute the necessary preconditions for democratic
 

development. This assumption needs to be qualified, but on the
 

whole, it is probably justified. However, this constitutes an 

argument in favor of focusing operational efforts primarily on 

economic, rather than political, development. 

In the second section, I provide a review of the current state
 

of the art on the politics of economic policy. This work suggests
 

some important hypotheses, rules of thumb, and possible lines of
 

research, but it has still not addressed the critical issues of
 

tactics and program design that are central to any practical reform
 

effort.
 

In the third section, I suggest how support or opposition to
 

reform programs might be affected by the design of reform programs,
 

including issues such as the timing, sequencing and speed of
 

reform, and the extent of compensation for losers. Unfortunately,
 

there is no clear consensus on these issues, and prescriptions have
 

been built around diametrically opposed political economy
 

assumptions. This suggests an important research priority: an
 

analysis of the tactics of refcrm efforts.
 

These tactical considerations cannot be divorced from the
 

political milieu, however, including the organization of key
 

interest groups and the nature of decision-making institutions;
 

these are addressed briefly in the fourth section. The policy
 

relevance of the political economy literature is uncertain in this
 

area. On the one hand, the basic configuration of interests must
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be treated as a parameter. On the other hand, it is possible to
 

think of institutional reforms that might improve the likelihood
 

of reform. This constitutes a second possible research focus:
 

strengthening decision-making institutions.
 

In concluding, I raise several methodological questions and
 

make suggestions about research priorities. If there is serious
 

interest in political economy research, certain types of projects
 

should be avoided. These include broad country studies, analyses
 

focused primarily on showing the economic wisdom of certain
 
policies, and broad functional topics such as "democracy and
 

economic reform." Greater gains could be had by focusing on one
 

or two policy areas in which AID has ongoing operational expertise.
 

A cross-national research effort could be designed that would
 

collate and codify information and experience AID has already
 

accumulated in its mission staff.
 

Promoting Democratic Development
 

The goal of promoting democratization and the consolidation
 

of democratic institutions may be approached either directly or
 

indirectly. If approached directly, a variety of actions are
 

possible that go far beyond economic development assistance,
 

including high diplomatic involvement of various sorts or simply
 

the expansion of aid in order to buttress the short-term political
 

position of a favored leader; this approach was used in the
 

Philippines after 1986. Aid might be used in a more targeted way,
 

however, to support the strengthening of the institutions that are
 

central to democratic governance: a free press; the legislature;
 

the courts; business, labor, and peasant organizations; "think
 

ec_C 



tanks"; and political parties.
 

It goes beyond the scope of this paper to consider the range
 

of possible actions that might be entailed in such an effort, but
 

one particular possibility deserves mention because it concerns
 

economic policy directly.
 

The analytic capacity of institutions with reference to economic
 

questions is often quite weak in the developing world, particularly
 

in the lower-income countries. For example, legislators and their
 

staff often lack the ability to gather and process information and
 

to assess the implications of different policy alternatives. In
 

many developing countries, there are few independent organizations,
 

such as think tanks, that are capable of offering economic policy
 

analysis. Press coverage of economic questions is routinely weak
 

if not misleading. Policy initiatives might be designed to focus
 

on strengthening the capacity of these institutions directly.
 

There are at least three arguments against the direct
 

approach. First, the bilateral and multilateral aid organizations
 

do not currently have a comparative advantage in this area, and
 

such initiatives would detract from its core mission of promoting
 

economic development. At the margin, this need not be a damaging
 

objection. One of the most important tasks in the area of
 

institutional development is education and training, and AID could
 

play an important role both directly and as an intermediary. For
 

example, it could sponsor leaves for journalists to study
 

economics, brinq legislative aids to study the operation of
 

Congress (assuming that this is a good model!), or provide training
 

for officials in unions, peasant and farmers' associations, or
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other interest groups.
 

A second objection, or more accurately a caveat, is that such
 

institution-building exercises 
do not necessarily yield clear,
 

measurable benefits. 
 They must be viewed as a long-term
 

investment.
 

A third and more serious objection is political. In
 

authoritarian settings, efforts to promote democracy and democratic
 

institutions will quite naturally be opposed by existing elites,
 

though such a considered risk may be worthwhile; Kenya provides a
 

current example. Once political liberalization is underway 
or a
 

regime change has occurred, overt and official 
U.S. support for
 

domestic interest groups and institutions could still lead to
 

charges of political interference and have the counterproductive
 

effect of delegitimating those 
we seek to help. This would be
 

particularly the case with political parties, but would also hold
 

for involvement with interest groups and the press.
 

Technical assistance to these organizations might best be
 

promoted through the corresponding non-governmental organizations
 

in the U.S.: political parties, unions, and so forth. Were such an
 

approach to be developed, it would probably best be focused on
 

government institutions themselves--the bureaucracy, legislature
 

and the judiciary--thus reducing the possibility 
that such
 

assistance would be seen to imply partisan judgments.
 

The indirect approach to promoting democracy is based on the
 

premise that the worst enemy of democratic development is poor
 

economic performance and inequality. The most effective way of
 

supporting democracy is therefore to assist countries in achieving
 



higher levels of economic growth and/or a more egalitarian pattern
 

of growth. Economic growth is presumably good for democratic
 

consolidation because it increases the scope for political
 

compromise among contending groups and enhances the legitimacy of
 

new democratic institutions. More "broad-based," or egalitarian,
 

development increases the income of socially weak groups, increases
 

the likelihood that they would become politically engaged, and thus
 

builds new bases of support for democratic rule.
 

These claims are not as self-evident as they might first
 

appear, and have been attacked for their naive assumption that all
 

good things go together (Packenham 1973); I have reviewed them in
 

greater detail elsewhere in a study for AID on the relationship
 

between democracy and economic growth (Haggard 1990b). As Mancur
 

Olson (1963) argued in a well-known article, economic growth may
 

itself be a destabilizing force. Economic development entails a
 

disruption of traditional social structure, a reallocation of
 

income and wealth among groups, and a widening of income
 

disparities, at least in the short-run. The rise of fundamentalism
 

in the Middle East is frequently cited as an example of the
 

tensions that exist between modernization and democracy, as well
 

as the ambiguities that arise across cultures in the very meaning
 

of the term. The Iranian revolution followed a decade of extremely
 

rapid growth. In Algeria, recent elections resulted in a very
 

strong showing by an Islamic fundamentalist party that could easily
 

be seen as anti-democratic in Western terms.
 

As will be argued in more detail below, the structural
 

adjustment policies advocated by the World Bank and the IMF may
 



also lead to political problems. It is often assumed that these
 

reforms benefit relatively disfavored groups, such as the urban
 

informal sector and agricultural producers. Yet the distributional
 

consequences of these programs are still not well-understood, and
 

it is at least plausible that some relatively poor groups will
 

suffer at least in the short-run. To cite three examples, low

income households that are net purchasers of food will be hurt be
 

raising producer prices, workers in import-substituting 

manufacturing face displacement by import liberalization, and 

recipients of government transfers will suffer from fiscal 

austerities. 

Assessments of the political implications of poor economic
 

performance have also undergone a change over the course of the
 

last ten years. There are cases of democratic governments that were
 

overthrown in the 1980s as a result of economic difficulties,
 

including Turkey, Nigeria and Ghana. Yet it is also the case that
 

the crisis of the 1980s contributed to the emergence of democratic
 

rule in a number of countries. In at least four Latin American
 

countries--Argentina, Brazil, Bolivia, and Uruguay--sharp economic
 

downturns intensified democratic oppositions to incumbent military
 

governments and lead reasonably quickly to their withdrawal from
 

power. Poor economic performance in 1984 and 1985, in part a result
 

of government stabilization efforts, was an important background
 

condition in the democratic transition from Marcos to Aquino in the
 

Philippines as well. Moreover, virtually all of the new democracies
 

installed in the 1980s are still functioning despite historically
 

poor economic performance.
 



This suggests that democracy may be more resilient in the face
 

of low growth than is commonly believed. Why might this be so?
 

Sharp economic shocks or changes in relative prices are likely to
 

lead to widespread demands for public assistance; the clearest
 

examples of this are the riots that have been associated with the
 

elimination of food subsidies in a number of countries: Egypt,
 

Morocco, the Dominican Republic, Venezuela (Bienen and Gersovitz
 

1985). Long periods of slow growth, by contrast, do not necessarily
 

produce political responses. Citizens and firms lower expectations
 

and make individual, "non-political" adjustments, such as sending
 

more family members into the work force, entering into informal
 

sector activities, and reducing consumption. Even if demands for
 

relief are politicized, they are just as likely to be directed at
 

the government in power as they are at the system as a whole. This
 

may be particularly true in new democracies, in which the
 

democratic system enjoys a cushion of political legitimacy on which
 

it can draw.
 

This view is overly sanguine about the resilience of liberal
 

constitutional institutions, however, and misspecifies the nature
 

of the economic threat to the consolidation of democracy. It is
 

possible to sketch a stylized process of political decay that while
 

stopping short of formal regime change, would nonetheless drain
 

constitutional institutions of their democratic content. Such 
a
 

cycle would begin with developments already evident in a number of
 

developing countries experiencing severe economic distress: an
 

increase in political cynicism and apathy, a decline in effective
 

political participation, and an inability for the political system
 



to generate representative ruling coalitions. In 
a next stage,
 

crime, civil violence, and organized revolutionary or anti

revolutionary ("death squad") activity could contribute 
to a
 

gradual erosion of the substance of democratic rule through
 

intermittent repression of opposition groups, "emergency" measures,
 

and a decline in the integrity of legal guarantees, such as habeas
 

corpus.
 

At a third stage--still short of a formal transition 
to
 

authoritarian rule or constitutional change--electoral institutions
 

could be rendered a facade. Elected officials would be subject to
 

the veto power of military elites, would come under pressure from
 

military elites, as happened in 1990 in Pakistan, or become little
 

more than fronts for them. This was case the
the with highly
 

repressive "Uruguayan model" from 1973 to 1985, and is arguably
 

true in El Salvador and Guatemala.
 

Finally, we can by no means 
rule out the possibility that
 

sustained poor performance could lead to open reversals of
 

democratic rule. 
 A general erosion of faith in the capacity of
 

democratic government to manage the economy could increase the
 

popular appeal of authoritarian "solutions" to the crisis. 
 The
 

erosion of support for democratic institutions would lead to the
 

election of leaders or parties 
with plebiscitarian or openly
 

authoritarian ambitions, or reduce the perceived 
costs to the
 

military of intervening. Economic crisis might reverse
 

democratization 
 in a more indirect route. Sustained poor
 

performance, or a sudden deterioration in the economy, could lead
 

to an increase in crime, strikes, riots, and civil violence. Rapid
 



social changes, such as downward mobility for members of the middle
 

and working classes, could increase the appeal of political
 

movements on the extreme left and right, including revolutionary
 

ones. The deterioration of social order and increasing social
 

polarization are classic justifications for military intervention.
 

It should be noted, though, that the importance of economic
 

growth for the consolidation of democratic rule might very well
 

constitute an additional argument against what I have called the
 

direct approach. Given AID's competence, the political problems
 

associated with "interfering" in domestic politics, and the
 

daunting economic problems many developing countries face, a strong
 

argument can be made for focusing on traditional development goals.
 

This raises the question of the political conditions under which
 

reform iz most likely and the best means for achieving political
 

support for economic reform measures; this is the subject of the
 

following sections.
 

II. The Political Economy Literature: The St e of the Art
 

The political economy literature is growing at a rapid rate.
 

A full review is beyond the scope of this paper (on macroeconomic
 

policy, see Alesina 1989; on trade policy, D. Nelson 1988; Baldwin
 

1990; on the political science literature, Haggard and Kaufman
 

1989a). It is possible to outline briefly some of the major
 

approaches and hypotheses that have been explored to date,
 

underlining those that are of direct relevance for the analysis of
 

policy reform. There are, however, strong limits on the relevance
 

of the existing literature; I review these before turning to
 

features of the reform process that deserve greater attention.
 



A. Regime Type. A longstanding debate in the political
 

science literature concerns the relative capabilities of democratic
 

and authoritarian regimes in launching economic reforms. This
 

literature has focused primarily on the stabilization of inflation,
 

but in some cases has been extended to other policy reforms as well
 

(Skidmore 1977; Diaz-Alejandro 1983; Kaufman 1979, 1985; Haggard
 

1986; Haggard and Kaufman 1989a, 1989b, 1990; Bienen and Gersovitz
 

1985; Remmer 1978, 1986, 1990; Sheahan 1980; Siddell 1987; Weede
 

1983). The argument is that authoritarian governments are able to
 

impose the short-term costs and to resolve the collective action
 

problems that are inherent in economic reform efforts.
 

The empirical evidence for a relationship between regime type,
 

macroeconomic policy and inflation is inconclusive. In a number of
 

middle-income countries, high inflations associated with democratic
 

stalemate were subsequently reduced by incoming authoritarian
 

governments that imposed costs on previously mobilized labor and
 

middle-class groups. In many of these cases, the governments also
 

formulated wide-ranging structural reforms that would probably have
 

been impossible under democratic auspices. Among the cases that
 

fit this general pattern are Argentina (1966 and 1976), Bolivia
 

(1971), Brazil (1964), Chile (1973), Uruguay (1973), Turkey (1971
 

and 1980), and Korea (1973 and 1980). It has also been pointed out
 

that the economically successful outward-oriented strategies of the
 

East Asian newly industrializing countries were carried out under
 

authoritarian auspices (Haggard 1990).
 

Yet there are also cases of authoritarian regimes pursuing
 

unsustainable development strategies, including many low-income
 



African countries and some of the very same middle-income
 

governments that initiated draconian stabilization programs earlier
 

in their tenure; Argentina and Brazil both fall in this second
 

category. Similarly, one can point to a number of democratic
 

governments that managed to undertake relatively successful
 

adjustment efforts, including Sri Lanka in the late 1970s and Costa
 

Rica and Jamaica in the 1980s. Cross-national studies by Remmer
 

(1978, 1986, 1990) find either no correlation between regime type
 

and macroeconomic policy and performance, or find that democracies
 

have better performance.
 

In general, the :.bate has moved beyond the simple distinction
 

between authoritarian and democratic regimes to more qualified
 

judgments and distinctions within each category (Nelson 1989,
 

1990). For example, Haggard and Kaufman (1989a, 1990) have argued
 

that while there may be no overall relationship between regime type
 

and successful stabilization, authoritarian regimes may be more
 

likely to stabilize when inflation and social conflict are high.
 

Nonetheless, this debate is a salutary reminder of the particular
 

complexities that are posed by democratic reformism
 

B. Regime Change and Trqsitions. A modification of the regime
 

argument is to look at the nature of the transition to democratic
 

rule itself (Haggard and Kaufman 1989b; Remmer 1990). Three
 

stylized sequences are possible. In Korea, Chile, Turkey, and
 

Uruguay, the military began the structural adjustment process prior
 

to undertaking political reform, and then initiated the transition
 

to democracy "from above"; economic reform preceded political
 

reform These cases of controlled political liberalization appear
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to have resulted in greater continuity in policy between
 

governments, particularly where the policy reforms had a chance to
 

yield positive results. Reforms resulted in benefits to 
new
 

groups, which then became supporters of the new line. Examples
 

include export-oriented manufacturing interests in Turkey and the
 

East Asian newly-industrializing countries, and export-oriented
 

agriculture in Chile. 

A second pattern is to attempt political and economic 

liberalization simultaneously. This is the pattern in Mexico, 

Nigeria, and arguably in the Soviet Union. While there is 

inadequate experience to make a definitive judgement, it appears
 

that this pattern is unstable. On the one hand, the short-term
 

costs of reform provide a rallying issue for the opposition in its
 

effort to speed the pace of political liberalization; this is
 

particularly clear in the Soviet Union. On the other hand, since
 

the regime maintains substantial political power and independence,
 

it may be tempted to rely on authoritarian "solutions" to the
 

economic reform process.
 

A third path is where political reform comes prior to economic
 

reform efforts. In these cases, including Poland, Argentina, and
 

Brazil, authoritarian regimes failed to pursue any coherent
 

economic policy prior to their exit, leaving substantial economic
 

difficulties to their democratic successors. These regimes usually
 

collapsed in the face of substantial opposition "from below,"
 

though often with support from dissidents within the armed forces
 

or previous ruling parties themselves.
 

In these cases, the initiation of new democratic governments
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will be conducive to stabilization and structural adjustment when:
 

a. incoming governments and economic teams seek to capitalize 
on
 

an economic reform platform; b. democratic forces are united; and
 

c. the opposition is weak or divided. Where the incoming
 

democratic coalition is divided on economic or political questions
 

or faces continuing opposition from authoritarian political forces,
 

governments are more likely to delay 
reform and use economic
 

instruments for short-term political purposes; this was arguably
 

the case in the first year of Corazon Aquino's rule in the
 

Philippines.
 

C. Electoral Cycles. Once democratic rule is established, we
 

can expect governments to face more routine political constraints.
 

Perhaps the most extensive literature on the political economy of
 

macroeconomic policy has been devoted to the question of electoral
 

cycles. Electoral cycle models captured the attention of
 

economists, were criticized theoretically for the assumption of
 

myopic voters and empirically for their weak results, but have
 

periodically been revived (for reviews see Alt and Chrystal 1983,
 

ch. 5; Alesina 1988, Nordhaus 1990; Rogoff 1990). This literature
 

suggests the hypothesis that stabilization and other structural
 

reforms will be delayed prior to elections, and are more likely to
 

be undertaken during the "honeymoon" period immediately following
 

them.
 

The one effort to test such claims empirically for the
 

developing countries, using a sample of Latin American countries,
 

did find some electoral effects on expenditures and deficits (Ames
 

1987), but there is also contrary evidence (Haggard, Kaufman,
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Shariff and Webb 1990). Contrary to the prediction of strategic
 

behavior, Nelson (1990b) finds that 
candidates can gain broad
 

electoral support for dramatic reform programs. The Ozal government
 

in Turkey is frequently cited as an example of a political leader
 

running on a wide-ranging economic reform program and winning.
 

Nonetheless, the general point is plausible: any reform effort must
 

be cognizant of the question of electoral timing.
 

D. Government Strength and Stability. An aiternative
 

hypothesis is that electoral cycles matter less in the conduct of
 

macroeconomic policy than stleg or
the staility of the 

government. Drawing on a cross-national study of thirteen countries 

and eighteen governments, Nelson (1990a) argues that democratic
 

governments that have strong majorities 
and that face weak and
 

divided oppositions are more likely to launch and sustain reform
 

initiatives 
than those with more narrow majorities or facing a
 

unified opposition. Sachs and Roubini (1989) argue for the advanced
 

industrial states that coalition 
governments and those facing
 

opposition majorities in the legislature (a possibility in
 

presidential 
 systems) pursue more expansionist macroeconomic
 

policy.
 

There is also a growing theoretical and empirical literature
 

that links political instability, measured by such indices as
 

strikes, riots, 
or coups d'etat, with instability in the conduct
 

of macroeconomic policy and economic 
performance (Stewart and
 

Venieris 1985; Alesina and Tabellini 1988; Roubini and Sachs 1989;
 

Cukierman, Edwards and Tabellini 1989; Roubini 1990). 
 The results
 

from these studies appear 
to be strong, but their relevance for
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policy is unclear.
 

E. Partisanship. Constituencies. and Interest Groups. A
 

review of the preceding hypotheses reveals that they all focus on
 

how the time horizons of politicians are affected by political
 

constraints. It is assumed that the benefits of reform are likely
 

to unfold relatively slowly, but that politicians operate under
 

short-term constraints. Regime type, the nature of the transition,
 

elections, and the stability of government are all factors that
 

might incline politicians to longer or shorter time horizons, thus
 

making them more or less amenable to reform efforts.
 

The mdjor contending view is to focus on the distributional
 

consequences of policies, conflicts of interest among different
 

groups, and the constituent bases of the government in power. This
 

tradition of political economy was first explored in the context
 

of macroeconomic policy by Douglas Hibbs 
(1977) for the advanced
 

industrial states, and developed further by Alberto Alesina (1987).
 

These models begin with a stylized two-party Eystem in which the
 

two parties have different preferences over taxation, spending,
 

inflation and trade policy. These preferences are, in turn, based
 

on different constituent interests, usually labor (left) vs.
 

capital (right), though the analysis might be extended to sectoral
 

interests such as import-substituting and non-tradable goods vs.
 

exportables.
 

While the electoral cycle model expects governments of all
 

parities to behave in basically the same way, the partisan model
 

predicts differences in 
policy behavior based on constituent
 

appeals and ideology. "Left" parties will promote a structure of
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expenditures that reflects their constituent base, place greater
 

emphasis on social services and transfers, and will be more likely
 

to tax capital, and will pursue more expansionary macroeconomic
 

policies as a way of redistributing income.
 

The left-right spectrum in the developing countries is not as
 

uniform as it is in the advanced industrial states, but related
 

arguments have been made concerning "populist" governments, such
 

as the Allende government in Chile and more recently the Garcia
 

government in Peru (Dornbusch and Edwards 1989; Sachs 1989; Haggard
 

and Kaufman 1990b). This work suggests the hypothesis that 

populist governments will go through predictable cycles of policy, 

in which ambitious programs of redistribution, real wage gains to 

urban workers, and government spending, prove unsustainable in the 

face of the inability to tax, declining private sector confidence, 

dwindling reserves, and increasing political polarization . "Right" 

governments, by contrast, might be expected to emphasize the 

traditional functions of government to a greater degree, including 

military, infrastructure, and support for economic services, while 

limiting taxation. Where inflation is high, "right" parties are
 

more likely to emphasize the goal of stabilization early in their
 

tenure.
 

Such partisan models might also be developed for trade and
 

pricing policy, but the more common approach is to focus on the
 

sector or interest group level. There has been an extensive
 

theoretical literature on rent-seeking that can also be extended
 

to "revenue-seeking" or "transfer-seeking" and is thus relevant for
 

fiscal and price policy as well (Krueger 1974; Buchanan, Tollison,
 



and Tullock 1980; Colander 1984; Bates 1981). This approach is
 

well-known and need not be reiterated here at length. It is based
 

on 
the simple idea of a political exchange relationship between
 

politicians and interest groups, in which the politician exchanges
 

policies 
for various forms of support, whether electoral or
 

financial.
 

F. Limitations on Existing Work. As can be seen from this
 

brief review, many hypotheses are potentially relevant to the study
 

of policy reform. Nonetheless, there are also important limitations
 

to existing lines of research. First, as Grindle (1989) has pointed
 

out most eloquently, much of the theoretical literature in neo

classical political economy has focused on explaining the political
 

sources of state intervention, distortion, and resistance to
 

reform. This is particularly true of the rent-seeking literature
 

on trade and pricing policy. There is an extensive literature on
 

the e of stabilization and structural adjustment, but there
 

is still relatively little comparative research on the political
 

economy of policy reform (see however Grindle and Thomas 1990;
 

Nelson 1990).
 

Second, most theoretical work has emphasized macro-political
 

constraints, such as the role of interest groups and electoral
 

pressures. This has two drawbacks. 
 First, it can be overly
 

deterministic. Within a set of given political constraints, there
 

may still be some leeway for action through the adoption of
 

appropriate tactics. Second, there has been little attention given
 

to the role of institutional arrangements and the internal
 

bureaucratic politics of 
reform. In many cases, key political
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battles occur within the bureaucracy itself; if reform is to be
 

understood, these processes must be explored.
 

Finally, much of this literature remains focused on the macro

political 
level; the broad play of political institutions and
 

interest groups and major policy initiatives suuh as stabilization
 

and trade liberalization. 
These factors are clearly important for
 

understanding major policy initiatives, 
but in practical and
 

operational terms, problems are often 
more local: making a
 
cooperative work, undertaking a local public 
works project,
 

reforming a particular public enterprise. House Speaker Tip O'Neil
 

once remarked that "all politics is local politics," and this is
 
true in the development area as well. 
I return to this problem in
 

the conclusion.
 

III. The Tactics of Reform
 

These weaknesses suggest an approach that raises questions by
 

focusing on a stylized 
reform sequence. countries
For with
 

macroeconomic disequilibria and various policy-induced distortions,
 

the first puzzle to be explored is the way decision-makers
 

calculate the political risks in launching or delaying reform; this
 

is the question of the timing of policy initiation. The much more
 

important and complicated question, however, the
concerns 


implementation of reform. 
Success at implementation will hinge on
 

various components of program design, the organization of interest
 

groups, and institutional characteristics of the government itself.
 

These areas constitute the most important ones for research.
 
A. Initiating Reform. It be that
could argued economic
 

conditions determine the policy agenda. For example, exchange rate
 



adjustments and stabilization programs are usually initiated in
 

response to short-term balance of payments crises or increases in
 

inflation. In fact, this is an economic (or an economist's)
 

fallacy; economic conditions are not in themselves a good predictor
 

of the timing of reform efforts. What constitutes a "crisis"
 

varies substantially from country to country. Some governments take
 

pre-emptive action, while other governments delay adjustment in the
 

face of "obvious" problems and "unsustainable" policies.
 

The strands of literature reviewed above that deal with the
 

time horizons of politicians suggest some fairly obvious
 

conclusions about the initiation of reform efforts. 
Yet as obvious
 

as these propositions may appear, their implications are frequently
 

overlooked by both bilateral and multilateral aid donors seeking
 

to design or support reform programs.
 

Economic circumstances being equal, policy-makers are likely
 

to delay reform, launch more piecemeal reform efforts, and have
 

lower credibility with private agents when they face immediate
 

political challenges. These challenges are more likely during the
 

transition to democracy, before elections, when the opposition to
 

reform is strong in either the bureaucratic or legislative
 

decision-making arena, or when the government faces challenges or
 

threats from interest groups or collective protest around other
 

issues (Nelson 1984a, 1984b; Bienen and Gersowitz 1985; Sidell
 

1987). Clearly, these are not conditions during which reform
 

efforts are likely to be adopted.
 

Conversely, if politicians are temporarily freed from short

run political constraints or challenges, they are more likely to
 



take initiatives in anticipation of capturing the political
 

benefits of reform, which are likely 
to unfold gradually. The
 

initiation of reform is therefore more likely from new governments,
 

from governments with new, unified, and coherent economic teams,
 

and from governments with strong legislative majorities.
 

Any of these conditions constitute "targets of opportunity" during
 

which reform efforts should be pressed vigorously.
 

B. Implementing Reform. Once initiatives 
are launched, the
 

second phase begins: implementation. The implementation of policy
 

reform must be seen as a process of coalition-building (Waterbury
 

1989) through which political leaders and bureaucratic agencies
 

gain political support through the establishment of linkages with
 

beneficiaries of the new policy course, while managing the costs
 

that reform inevitably impose on losers. Beneficiaries serve as a
 

critical political counterweight to those experiencing losses in
 

the short run. Support and opposition will depend in part on the
 

organization of interest groups; I discuss this below. But the
 

interests of groups are not fixed, and the design of the program
 

will itself influence patterns of opposition and support.
 

Despite the paucity of empirical work on these issues,
 

contending approaches to the adjustment process usually 
have
 

implicit assumptions about the political economy of reform. Debate
 

has crystallized around two main issues: the relationship between
 

the speed and comprehensiveness of the reform effort and its
 

"credibility"; and the utility of compensation in contributing to
 

the sustainability of reform. In both areas, there 
are directly
 

conflicting hypotheses. One possible research focus would be to
 



draw on AID experience with particular policy reforms to test these
 

contending views.
 

C. The Pace and "Size" of Reform. There has been a trend in
 

recent thinking within the development policy community toward the
 

position that policy reforms are likely to be more successful when
 

they are, a. swift and large rather than gradual and b. extensive
 

rather than piecemeal in scope. There are several reasons why this
 

might be the case.
 

One hypothesis is that the political success of an adjustment
 

effort depends on whether the reform yields results quickly in
 

terms of inflation reduction, aggregate growth or by contributing
 

to income gains for particular groups, such as exporters, that can
 

provide the government support. Such quick results are most likely
 

to be achieved through comprehensive action. Easterly and Wetzel
 

(1989) show that major reductions in large distortions, such as an
 

overvalued exchange rate, result in greater total efficiency gains
 

than small ones. Moreover, since successful adjustment raises the
 

growth of long-run per capita consumption, the winners from the
 

reform process should be able to 
subsidize any short-term costs
 

incurred by the 3osers, a topic taken up in more detail below.
 

These arguments are all variants of the claim that the economically
 

optimal policy is also likely to be politically optimal.
 

A second line of argument for swift and comprehensive action
 

has to do with signalling commitment and building credibility
 

(Rodrik 1989). 
 There are a number of sources of credibility
 

problems, including inconsistency between policies, such as fiscal
 

policy and the exchange rate, and the time-inconsistency of optimal
 



policies. An additional source of credibility problems is
 

incomplete information on the part of the private sector about a
 

government's true policy intentions or "identity." Assume that a
 

new government comes to power and announces its commitment to
 

policy reform. In the past, however, this political party has been
 

unable or unwilling to undertake such reforms. Economic agents will
 

thus doubt that the reforms will be sustained, and will engage in
 

behavior, such as price-setting and foreign borrowing, which will
 

serve to undermine the reform process. This suggests a second
 

hypothesis why swift and comprehensive action is politically
 

superior. Governments can build a reputation for reform and offset
 

the lack of credibility stemming from previous political
 

commitments by undertaking "radical" actions which signal its true
 

intentions.
 

A final set of arguments for comprehensive reform stems from
 

the observation that rent-seeking behavior is a consequence as much
 

as a cause of government intervention (Krueger 1974). "Large"
 

reforms, and particularly those that involve substantial
 

institutional changes, will themselves reduce the opportunities for
 

opposition groups to organize and will thus commit future
 

governments to the reform. For example, by achieving fiscal cuts
 

through the elimination of state-owned enterprises, agencies or
 

programs, the government reduces the k.ssibility that such spending
 

will recur by weakening the groups directly tied to those programs,
 

including those inside the bureaucracy itself. Similarly, by
 

lowering tariffs to uniformly low rates and eliminating agencies
 

which dispense licenses, the government reduces opportunities for
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exceptionalism and rent-seeking.
 

With the possible exception of the reduction of very high and
 

persistent inflation, where swift and comprehensive action is
 

necessary, each of these arguments can be reversed to make a case
 

for a more gradualist approach. First, while the aggregate gains
 

from large adjustments may be larger, the distributional
 

consequences may be more severe and the adjustment process more
 

disruptive. Second, it is assumed 
that comprehensive reforms,
 

particularly those involving institutional change, will reduce the
 

avenues for rent-seeking and policy reversal. Yet in a democratic
 

political setting, this overlooks the potential for institutional
 

innovation to circumvent the new rules. For example, a dramatic
 

lowering of tariffs may be matched by other forms of compensation
 

that have equal, if not more distortionary, consequences.
 

Finaally, the argument for comprehensive action assumes that
 

the adjustment model is correct, and that economic results will in
 

fact be forthcoming. This may not be the case. For example, in
 

many African countries, the supply response from initiating price
 

reforms is slow due to the decapitalization of agriculture and lack
 

of investment in infrastructure. If such a response is not
 

forthcoming and there are no "winners" from the adjustment process,
 

the reform effort can be delegitimated; this is the source of
 

"adjustment fatigue." Comprehensive programs promise high returns
 

both economically and 
politically, but they also run higher 

political risks if they fail. Gradualism may therefore be 

politically more palatable due to lower adjustment costs which 

imply a lower level of political opposition, and a lower likelihood
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of costly policy reversals.
 

The same argument may be made with reference to the building
 

of credibility. This can be seen by outlining what might be called
 

the credibility paradox. Assume that 
a comprehensive program is
 

undertaken in the first period, in part to build reputation, but
 

it fails either for political reasons or because of an exogenous
 

shock. In 
the next period, the credibility problem of the
 

government is compounded. Establishing credibility in the second
 

round requires even more drastic action than 
before. But such
 

announcements are likely to be less, not more 
credible with the
 

private sector. Credibility may therefore be higher when the policy
 

study,
 

path is more gradual. 

D. Compensation. A second set of debates concerns the 

importance of compensatory measures, and focuses less on the 

aggregate economic results of reform as the distribution of 

economic benefits among groups. A well-known UNICEF 

Adiustment with a Human Face (Cornia, Jolly, and Stewart 1986),
 

argued that targeted compensation for low-income groups might help
 

offset political resistance which stems from 
 an unequal
 

distribution of gains. Similar arguments might be made for the role
 

of partial wage indexing or other forms of social policy during
 

stabilization episodes or devaluations; for adjustment assistance
 

for workers and firms during a 
trade liberalization or price
 

adjustment; or for a variety of compensatory schemes such as those
 

pursued in Ghana and Bolivia to cushion the effects of adjustment
 

programs.
 

The concept of "compensation" should not be limited to various
 



transfers, however; it can be expanded to include tradeoffs among
 

different types of reforms, both in the current period and
 

intertemporally through the sequencing of the reform process. For
 

example, it may be politically optimal to undertake fiscal
 

adjustments by raising revenues rather than cutting expenditures
 

if the latter generates greater opposition. Similarly, the
 

transition to a more export-oriented economy may be better achieved
 

by subsidizing exporters and maintaining some domestic protection
 

in order to compensate for the costs and uncertainties of operating
 

in international markets, while postponing the process of
 

liberalizing the domestic market (Sachs 1987; Rodrik 1989; Haggard
 

1990). These compensatory actions may have some costs, but they can
 

forestall morr serious opposition that might undermine the program
 

altogether.
 

Skepticism might also be expressed concerning the necessity
 

of compensation, however. There might be some humanitarian
 

justification for cushioning the effects of adjustment on the
 

poorest groups, but the adjustment process itself is frequently
 

welfare-enhancing for the poor and in any case, the poorest are not
 

likely to be politically powerful and thus not likely to be the
 

beneficiaries of compensatory programs. Compensation is 
more
 

likely to mean subsidizing groups other than the poorest and most
 

needy, and has the effect of establishing new rent-seeking
 

relationships. These are at best costly. At worst, "compensation"
 

may undermine other adjustment objectives. For example, wage
 

indexation or compensatory wage increases can offset the gains in
 

competitiveness from a nominal devaluation.
 



To date, there is very little evidence on these claims
 

concerning the politics of program design. Empirical evidence from
 

stabilizations (World Bank 1990) appears to provide some support
 

for the view that gradualism has high costs, particularly where
 

inflation is high and persistent, but the record of shock
 

treatments, both orthodox and heterodox, is also mixed. The
 

evidence in the trade area is also ambiguous. A World Bank project
 

on trade liberalization (World Bank 1988) underlines the importance
 

of decisive action, but empirical studies of the transition to
 

export-led growth in the East Asian NICs (Sachs 1987; Haggard
 

1990a), other World Bank work on trade policy reform (Levy 1990),
 

and theoretical work on trade reform (Rodrik 1990) all suggest that
 

compensation, broadly defined, plays an important role. With the
 

exception of Nelson's (1990b) work on poverty reduction measures
 

and several studies of the lifting of subsidies (Bienen and
 

Gersovitz 1985), there is little research on how compensation, or
 

failure to compensate, affects political opposition and support for
 

the program.
 

IV. Interests and Institutions in the Reform Process
 

A. The Organization of Interests The foregoing discussion has
 

treated the problem of coalition-building from the perspective of
 

the economic impact of the reform on different groups. Political
 

support and opposition were seen to result primarily from
 

differences in the nature of the program itself. it is difficult,
 

however, to predict the political success of programs based on
 

their distributional consequences alone without reference to the
 

organization of groups and their relationship to the political
 



system. On the one hand, even 
if the aggregate benefits are
 

relatively widespread, politicians 
may not be able to capture
 

political gains from the reform because 
 institutional and
 

organizational arrangements weaken diffuse
or support from
 

beneficiaries and strengthen anti-reform forces. Conversely,
 

institutional arrangements that limit the opportunities for the
 

opposition to mobilize can 
provide the political space for new
 

coalitions to form, even if initial beneficiaries are relatively
 

few.
 

It is difficult to isolate the range of 
institutional
 

arrangements and interest 
groups that may be relevant in this
 

regard. Much will depend on the 
nature of reform
the under
 

discussion. In national
some settings, regional and ethnic
 

conflicts are more 
salient than class or sectoral ones. Some
 

relevant "interest groups" are not organized; the most important
 

are lower urban strata that are 
prone to spontaneous collective
 

protest in the face of 
changes in relative prices of goods and
 

services. Nonetheless, it is clear that two, 
broad groups of
 

interests 
are like to pose the most crucial challenges for
 

stabilization and structural adjustment programs: organized labor,
 

including government workers; and the private sector.
 

Labor is frequently subject to direct control under
 

authoritarian regimes, and thus political liberalization can be
 

expected to lead to more extensive and active union organization
 

and greater labor militancy. Since organized urban labor is
 

usually a net beneficiary of government spending and is often
 

concentrated in the non-tradable and import-substituting sectors
 



in middle-income countries, labor will potentially be an important
 

actor in understanding the politics of fiscal policy, trade
 

liberalization and exchange rate adjustment. Efforts to raise food
 

prices and lift subsidies are also likely to strike at urban
 

workers.
 

The second important group in middle-income countries is the
 

organized private sector, particularly in manufacturing, but also
 

in commerce. The private sector will play important role in
an 


stabilization to the extent that they are beneficiaries of
 

government expenditures and the source of tax revenues. With
 

reference to trade reform, long-standing patterns of import

substitution and concentration of activity in the non-tradable
 

goods sector might be expected to generate opposition to
 

liberalization and devaluation.
 

Whether labor is effective in resisting reform is a function
 

of its sectoral location and organization. Devaluation and trade
 

liberalization should be more contentious and subject to reversal
 

where labor is: (a) highly organized, particularly in the non

traded and import-substituting sectors, as in Argentina; (b) has
 

other coalition partners that are opposed to adjustment, for
 

example, among portions of the private sector, as has been the case
 

in Brazil until recently; or (c) is concentrated in strategic
 

sectors which are of critical importance for the economy as a
 

whole, such as the copper sector in Zambia, the tin miners in
 

Bolivia, or the coal miners in Poland. 
 A high concentration of
 

workers in the state-owned enterprise sector will complicate
 

stabilization measures, since efforts to control wages or lay off
 



workers are immediately politicized. Conversely, adjustment is
 

facilitated where labor markets are flexible, allowing labor to
 

move quickly from the protected and non-tradable sectors to the
 

export sector, where workers are weakly organized, and where they
 

are not located in highly concentrated or "strategic" sectors.
 

For adjustment to be sustained, reform measures must garner
 

support not only from key interest groups, but also within the
 

broader party system. The position of labor in the party system
 

is important in this regard. The key question is whether labor has
 

incentives and organizations through which cooperative agreements
 

can be reached, or whether its political position is more likely
 

to lead it to reject compromise. A growing literature on the
 

advanced industrial states suggests that the inclusion of labor
 

into the decision-making process may prove a more viable strategy.
 

Corporatist arrangements (Katzenstein 1985), close ties with the
 

governing party (Cameron 1984; Lange and Garrett 1985; Hicks 1988),
 

or ties with cross-class parties (Haggard and Kaufman 1990) 
can
 

integrate labor into decision-making structures that provide the
 

basis for compromise, social pacts, and enhanced policy
 

credibility. The closest approximation to corporatist arrangements
 

in the developing world is in Mexico, though a number of two-party
 

systems, including Venezuela, Colombia, and Costa Rica also have
 

institutionalized relations with labor. By contrast, where labor
 

has weak links with the government, but strong links with class

based leftist or populist parties, it can contribute to policy
 

instability and resistance to reform (Haggard and Kaufman 1990).
 

These hypotheses about factor mobility, interest group
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organization, and the links to political parties can be elaborated
 

for other groups that might oppose adjustment, including import

substituting manufacturers, yet the basic questions are the same.
 

First, do groups have market-based adjustment options in the face
 

of policy reforms, or are they likely to respond to changed
 

incentives through 
political action? Second, how effectively
 

organized are major groups of winners and losers? 
Third, do they
 

occupy strategic positions that give them 
power over economic
 

policy? Finally, does their relationship with the government and
 

party system provide channels for the negotiation of compromises?
 

B. Institutions and the Policy Process 
The work of political
 

scientists and economists differ sharply on the role of
 

institutions in the policy process. 
 Most economic models have
 

primitive institutional assumptions: referenda, policy-by-lobbying
 

(the rent-seeking literature), two-party systems with policy
 

determined by electoral majority, etc. 
These assumptions increase
 

theoretical tractability, but realism.
reduce Political
 

scientists, on the other hand, have devoted much more attention to
 

how institutional arrangements 
structure the incentives to
 

organization and even the range of decisions. While there are
 

studies of fiscal and trade policy-making institutions in the
 

advanced industrial states, such analysis has rarely been extended
 

to the developing countries. The relevant institutions vary by
 

policy area, but two arenas are of particular importance in newly
 

emergent democracies: the legislature and the economic bureaucracy.
 



Political scientists have long noted that legislative
 

structures can create perverse incentives for both macroeconomic
 

management (Shepsle and Weingast 1984) and trade policy (D. Nelson
 

1988). For an individual legislator, increasing expenditure is a
 

good while increasing taxation is a bad; each legislator is, in
 

effect, seeking net transfers to his or her district. Similar
 

problems also arise in trade policy, where legislators are likely
 

to be voices for protection for constituents. This produces clear
 

collective action dilemmas and perverse incentives. For example,
 

legislators will always prefer projects that are larger than their
 

optimal scale, or which involve returns to numerous districts
 

regardless of the efficiency of fragmented production. Similarly,
 

legislators may favor free trade "in principle," but fight for
 

particularistic measures which, if generalized, would lead to high
 

levels of overall protection.
 

These effects will not necessarily hold, however; much depends
 

on various institutional mechanisms of control. Reform will
 

clearly be facilitated in systems capable of generating stable
 

majority governments, but other institutional factors will be of
 

importance as well. There is greater likelihood of executive
 

influence where legislative votes are controlled by the party
 

bureaucracy rather than the legislative leaders, where legislative
 

committees are weak, and where legislative districts are relatively
 

large, forcing the aggregation of more diverse interests. Reform
 

will be more difficult in settings of coalition or minority
 

governments, where legislators have autonomy and party discipline
 



is weak, where committees are powerful and internal legislative
 

politics therefore fragmented, and where legislative districts are
 

small, forcing responsiveness to particularistic interests.
 

The relationship between the executive and the legislature
 

will clearly have a decisive effect on policy outcomes in new
 

democracies. How much autonomy does the chief executive have over
 

economic policy? A growing literature on Latin America, for
 

example, has noted how stalemates between presidents and
 

legislatures create policy problems (Linz, Lijphart, Valenzuela
 

and Godoy Arcaya 1990). One mechanism for resolving these
 

legislative dilemmas is by delegating authority back to the
 

executive and to politically insulated bureaucratic fora, while
 

maintaining oversight. In the area of macroeconomic policy, these
 

include budgeting offices or more independent central banks that
 

limit the supply of financing (Wooley 1984). In the area of trade
 

policy, similar institutions have developed in the advanced
 

industrial states that have the function of filtering demands from
 

interest groups (D. Nelson 1988). 

The area of institutional design is an important one for 

policy purposes, since there is some room for institutional 

innovation. Reform is more likely to be sustained where decision

making has been institutionalized in relatively centralized and
 

insulated bureaucracies and agencies, including the central bank,
 

rather than in settings in which bureaucracies have overlapping
 

jurisdictions or are subject to interest group pressures or
 

executive interference.
 

One important factor in this regard is the extent to which the
 



finance ministry is separate from the planning ministry, and the
 

extent to which the finance ministry has power over the spending
 

requests from the ministries (Lacey 1989). For example, the
 

budgetary process in Korea is tightly controlled by the Economic
 

Planning Board, where as in many developing countries the central
 

government ministries have only minimal control 
over state-owned
 

enterprises. A second important factor is the extent to which the
 

central bank has some independence from the demands of the chief
 

executive or decentralized agencies. To the extent 
that such
 

independence is institutionalized, the central bank can act as a
 

crucial counterweight to pressures for fiscal expansion emanating
 

from other parts of the political system.
 

It is important to recognize that in a democratic setting the
 

bureaucracy is exposed to increased political pressures. It is well
 

known that certain ministries are likely to represent constituent
 

interests (agriculture, industry, transportation, etc.), and can
 

become the locus for rent- and revenue seeking. In this case, the
 

bureaucracy itself becomes the terrain where policy battles 
are
 

fought. Just as political elites must build broader coalitions of
 

support within the political system as a whole, so those
 

bureaucratic agencies that are leading the reform effort must also
 

construct networks of support; countervailing groups with an
 

interest in sustaining policy reforms.
 

V. Conclusion: Methodological Caveats and Concrete Suggestions for
 

Research 

Just as there are diverse theoretical movements within
 

political economy, 
 so there are a variety of different
 



methodological routes that have been taken as well. Three distinct
 

trends are visible. The first is the attempt to develop formal
 

(ie., mathematical) models of political-economic processes. These
 

efforts grew initially out of the application of microeconomics to
 

political processes, particularly in the study of voting and public
 

choice mechanisms. They blossomed in a variety of directions in the
 

1980s, in part because of the tremendous renaissance in game theory
 

as a tool for understanding the strategic interactions that are so
 

typical of political life. Among the contributions in this area
 

are increasingly sophisticated models of trade (Nelson 1988) and
 

macroeconomic policy (Alesina 1989).
 

The second general strand of research is cross-national
 

quantitative analysis. This work may be motivated by the effort
 

to test formal models, or it may be more inductive and eclectic in
 

its design, for example, pursuing correlations between political
 

and economic variables. Among the research in this area are
 

analyses of the effects of democracy, the ideological orientation
 

of parties, or political instability on economic performance (for
 

a review see Haggard, Kaufman, Sharif and Webb 1990).
 

By far the largest strand of literature is neither rigorously
 

formal nor quantitative, but what might be called "qualitative
 

comparative analysis." This work seeks to understand particular
 

political economy problems through a combination of informal
 

theorizing and comparative analysis of individual or multiple
 

cases. Writing in this area is now vast. Some debates have been
 

spawned by particular regional experiences. Examples include
 

debates about the political economy of import-substitution and
 



export-led growth, built particularly around the East Asia-Latin
 

America comparison, about the political economy of market-oriented
 

reform in socialist economies, and the causes of Africa's prolonged
 

crisis. There is also a growing literature on the political economy
 

of reform more generally, as well as analyses of particular
 

policies and policy reform measures: macroeconomic policy and
 

stabilization, trade and exchange rate policy, agricultural policy,
 

and so forth. Finally, political developments have raised
 

interesting nru,-. questions, the most important being the 

relationship between democratization and political liberalization
 

on the one hand, and economic reform on the other.
 

I provide this rather sketchy outline of the methodological
 

terrain to underline several important points that AID will have
 

to confront in developing its research priorities in this 
area.
 

First, it is important to be clear from the outset about the
 

advantages and disadvantages of different research methodologies.
 

The particular ordering of the research agenda that I have offered
 

does not imply a hierarchy of merit; each of these approaches has
 

its advantages and disadvantages. Formal modeling provides rigor,
 

but is often weak and anecdotal on empirical testing. Quantitative
 

analysis helps identify general trends, but at some cost to the
 

integrity of individual case. Qualitative comparative analysis can
 

degenerate into the details of the particular. This third type of
 

work is likely to be of most relevance to AID, but it is important
 

that it be guided by some clear policy purpose and that it be
 

explicitly comparative in nature.
 

A second methodological observation is that the topic is vast,
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and therefore a premium must be put on concentrating research
 

efforts on problems that are both tractable and of relevance to AID
 

operations. In general, I think this means avoiding three types
 

of research: country case studies; studies that point in the
 

direction of things we already know; and overly-broad topics such
 

as the relationship between democracy and economic growth.
 

Each of these dicta deserve further elaboration. Though there
 

are certainly countries that are understudied, there is a growing
 

body of studies that detail individual country experiences. There
 

are many fewer studies that isolate a particular reform and study
 

its political dynamics across countries. Examples that might be of
 

relevance include experiences with removing price subsidies,
 

reforming the civil service, or in establishing and running foreign
 

exchange auctions.
 

Second, i is important to be aware of a particular style of 

"political economy" that is typical of a number of economists. This 

takes the form of extracting policy lessons from particular country 

experiences without really analyzing systematically the p 

of policl, choice. Those economic policy lessons on which there is 

broad consensus do not need to be reiterated through further proof. 

Few would disagree anymore that growth is more likely when
 

countries pursue stable macroeconomic policies, when key prices-

labor, inputs, capital, the exchange rate--are not badly distorted,
 

and when there is a hospitable business climate. What we don't
 

know is why these policies are pursued in one case and in
not 


another. If political economy is to be taken seriously, it should
 

be held distinct from prescriptive economics. Policy prescriptions
 



based on sound economic theory are, of course, crucial to AID's
 

mission, but those form the basis of a different component of the
 

proposed project.
 

Finally, while there are interesting things to be said about
 

broad relationships, such as those between social structure or
 

democracy and economic performance, they are not necessarily going
 

to be relevant to AID's mission. It is more important to break such
 

broad issues down into questions that will have operational
 

significance. Thus, rather than focusing on democracy and economic
 

development, it might be more meaningful to ask about how an
 

enhanced role for the legislature will affect the making of
 

economic policy.
 

With these caveats in mind, it seems that three areas of
 

research have the greatest potential. The first is on the tactics
 

of the reform process. Taking reform efforts that have been
 

attempted, it would be useful to see systematically how thetiming,
 

scope, and use of compensation has affected the success of reform
 

efforts. A second area of research concerns decision-making
 

institutions. It is a technocratic fallacy to believe that
 

reorganizing lines on an organizational chart will necessarily lead
 

to important policy changes; politicians and constituents are more
 

clever than that. N.netheless, institutional reform is an area
 

that is of growing importance. It is increasingly clear that
 

sustained economic reform is unlikely without attention to the
 

creation of viable decision-making institutions, and knowledge of
 

what works and what doesn't is in short supply. This still leaves
 

open the substantive focus of research efforts, however, and this
 



is arguably the most important question. Here, however, is
 

precisely where AID should seek to tap its own experience to focus
 

on those policy _r- in which it is routinely engaged, whetherC
 

price policy reform, trade liberalization, or the promotion of
 

small businesses. One possible design for a project would be to
 

choose one or two policy areas, to develop a set of loose,
 

orienting propositions based on the literature, and to survey the
 

experiences of missions in selected countries. This would not only
 

provide valuable information for policymakers, but it would also
 

codify within AID some of the organization's collective memory.
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POLICIES FOR BROAD-BASED GROWTH 
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I. The Meaning of Broad-Based Growth 

A. What is broad-based growth? 

The aim of economic development is to raise the standard of living of a 
country's people, especially its poor. Economic growth, especially when 
broadly-based, is a means to that end. 

I define "underdevelopment" to be a state of severely constrained 
choices. When one is choosing from among an undesirable set of alternatives,
the outcome will itself be undesirable. Standards of living will be low. If 
standards of living are to be enhanced, people must have a better set of 
alternatives from which to choose. 

I define "economic development" as the process by which the 
constraints on choices are relaxed. Based on ample evidence from 
microeconomic studies (see, for instance, the Nobel Prize-winning research of
T.W. Schultz, 1980), we may be confident that when poor people in the 
developing world have better options from which to choose, the choices they
make will lead them to enjoy better outcomes, hence rising standards of living.
Accordingly, the task of economic development is to enhance the alternatives 
from which to choose, i.e., the "choice set." 

"Broad-based growth" means that the choice set is improved for all 
economic strata. We have good reason to expect that the upper and middle 
classes have many mechanisms at their disposal for benefiting from the growth 
process. These groups gain when economic growth takes place. The open
question is whether the poor also are reached. 

The case can be made that the poor deserve special attention from
development analysts and policy-makers, because they (the poor) have (or may
be presumed to have) the greatest needs and hence the highest marginal utility
of income. This justifies the so-called "focus axiom," which suggests that we 
focus our attention on the poor (e.g., Sen, 1976). 

One philosophical school of thought holds that the proper goal of a 
society is to maximize the well-being of the worst-off person. This criterion,
called the "minimax principle," has been developed fully by John Rawls 
(1971). Minimax adherents would accept gains for others, especially the rich,
only to the extent that such gains raise the well-being of the least well-off 
members of society. 



The development community supports the concentration of development
efforts on the poor. AID is guided by the Foreign Assistance Act ,.f 1975,
which specifies that development assistance is to be used to "help the poor
toward a better life." The World Bank has now come out strongly in favor of 
focusing economic development efforts on the reduction of poverty (World
Development Report 1990). Some developing country governments (e.g., the 
government of India) have made anti-poverty efforts the centerpiece of their 
development plans. 

For political economy reasons, societies do not actually maximize the 
well-being of their worst-off members. In practice, the programs which benefit 
the poor must offer substantial enough benefits to the non-poor so that they (the
non-poor) will support these programs, both financially and politically. These 
political economy considerations imply that even if the policy-makers
themselves wish to mount pro-poor programs, there will inevitably be a certain 
amount of benefit accruing to the non-poor. 

In this connection, the late Arthur Okun (1975) suggested the metaphor
of a leaky bucket. The bucket carries benefits directed toward target groups.
Inevitably, there will be a certain amount of leakage, and others will thereby
gain. Okun asked, how leaky must the leaky bucket be before it's not worth 
carrying the water? 

The points raised by the minimax principle, the focus axiom, and the
leaky bucket metaphor turn traditional development economics on its head. 
Rather than pursuing economic growth for its own sake and hoping that the 
benefits will be spread widely enough that the poor derive some gain, these 
alternative approaches favor directing development efforts toward the poor. In 
the absence of such directed efforts, it might be expected that the benefits of 
growth might be so narrowly-based that the have-nots may be excluded from 
the growth process or even, in some circumstances, impoverished by it. 

In sum, I would conclude that "broad-based growth" means raising
standards of living at all socioeconomic levels. As things are, the middle and 
upper strata probably do not need much help -- they will benefit if growth takes 
place. It is the least well-off in society who require special attention. 
Therefore, "broad-based growth" is best operationalized to mean that 
development efforts are targeted on raising the standards of living of the poor. 

B. What distributional pattern is it reasonable to look for? 

Development analysts customarily measure standards of living in terms 
of household consumption or income. Ideally, these measures would include 
the value of goods and services provided or subsidized by the public sector 
(e.g., government housing, fooc, health care, education), by employers (e.g.,
living accommodations for workers, on-the-job meals), and by others (e.g., 



NGOs). In practice, though, the information at our disposal is often limited to 
cash income or expenditures only. 

Suppose that we have such information on income or consumption for 
two or more points in time during which economic growth has taken place. By
what criterion might we gauge how broadly-based are the benefits of such 
growth? 

One criterion is to see whether an economy has registered gains in real
incomes or consumption for all groups. If this takes place, we would observe
higher real incomes in all income quantiles (e.g., deciles or quintiles) and lower 
absolute poverty as measured by the poverty headcount ratio, the Sen index, or 
the Pa class. 

The criterion of absolute gains for each group, and hence falling
absolute poverty, is a weak one. One reason for this is that although groups as 
a whole gain, there may be losses for certain individuals or households within
those groups. Another reason that this is a weak criterion is that if we find that 
there have been some gains for all groups, this does not tell us whether 
particular target groups have benefited a lot or a little. 

The criterion for broad-based growth might be made more stringent by
looking to see whether standards of living have been raised for al: individuals 
or households. This, however, is probably too stringent a criterion: it is hard 
to imagine an economy in which there are only winners. Someone invariably
loses. At issue ar'e the numbers and characteristics of those in each category.
Looking on balance at winners and losers is more fruitful. 

One way of doing this is to see whether an economy has achieved
equiproportionate gains for all groups (in proportion to their original economic 
positions). A stricter criterion is to ascertain whether those with greatest need 
received disproportionate gains. By the first of these criteria, growth would be 
judged to be broad-based if inequality were constant (because then each group
would have benefited proportionately). By the second criterion, we would
require that inequality fall (because only then will the poor have benefited more 
than proportionately). 

Two workable criteria may be used to help determine if growth has 
been broad-based. The first is to determine if real incomes have risen and 
absolute poverty fallen. The second is to determine whether income inequality
has increased, decreased, or remained unchanged. 

Let us now examine the empirical evidence using these criteria. 
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II. Countries' Experiences with Poverty and Inequality 

This section examines how poverty and inequality have changed in 
various developing countries' experiences. One would think that these 
subjects are central to assessing the extent of economic development and that 
statistical offices of development agencies would regularly publish such 
information. Alas, such data are not regularly published anywhere: there is no
place we can turn and find data on changes in poverty and inequality over time. 
The development agencies' irresponsibility in neglecting to collect and 
disseminate such iniormation is quite extraordinary. 

In the absence of such a data base, I compiled my own. Countries are 
included in my data base if they meet the following criteria: 

(i) The data on income or expenditure must be derived from 
an actual household survey or census. 
(ii) The surveys must be comparable over time. 
(iii) The surveys must be national in coverage.
(iv) The data must be presented in enough categories so that 
reasonable calculations of poverty and inequality can be made. 

The data themselves are presented in Fields (1989b). An updated and 
expanded collection of data for Latin American countries appears in Fields 
(1990). 

The findings on changes in poverty and inequality over time have been 
published in Fields (1989a) and will appear in expanded form in Fields 
(forthcoming). The results are summarized here. 

A. How has poverty changed over time? 

To be in "poverty" means to experience a low living standard. 
"Absolute poverty" means that the living standard is absolutely low, given the 
standards of the particular society in which one lives. In practice, a person or 
household falling below a specified income/expenditure amount is said to be"poor". 

Poverty lines are set very differiently in different countries. In India, the 
poverty line was set in a scientific way. The caloric and nutrient values of
various foods consumed by the poor were measured. The cost of an adequate
diet was then figured. To this was added the cost of shelter, clothing, and 
other basic necessities of life. Separate poverty lines were set for urban and 
rural India, reflecting differences in the cost of the basic market basket of 
goods. Each year, these poverty lines are increased in proportion to changes in 
consumer prices. Thus, the poverty line changes in nominal terms but is 
constant in real terms. 

In Brazil, there is no poverty line. However, Brazilian income 
distributions are regularly published as multiples of the minimum wage (and the 



largest number of recipients are in the category "less than one minimum 
wage"). Althought the Brazilian minimum wage is a convenient reference
point, it has no scientific basis. It is determined by the Brazilian Congress in 
light of political considerations. (The U.S. minimum wage is determined in the 
same way.) So in the absence of a scientifically-determined poverty line for
Brazil, the most practical thing to do is to define poverty relative to a reference 
year's minimum wage, adjusting that figure upward for inflation so that the 
poverty line used is constant in real terms. 

Having defined a poverty line and determined whether a given
individual or household is or is not poor, the next step is to determine how
much poverty there is. The simplest poverty measure is the percentage of 
recipient units below the poverty threshold. This is called the "poverty
headcount ratio." It would also be desirable to measure two other aspects of 
economic deprivation: the extent to which the incomes of the poor fall below 
the poverty line (termed the "average income shortfall") and the extent of
income inequality among the poor (as measured, say, by the Gini coefficient).
Sen's poverty index and the Pa class include all three of these aspects. 
However, the available taoulations for developing countries do not report these 
measures or the additional data needed to calculate them, so we are forced to 
rely on the poverty headcount ratio alone. 

When we look at the data on changes in incomes over tinte, we find that 
nearly always, aggregate economic growth has raised real incomes of 
individuals and households and thereby lowered absolute poverty. The 
probability that poverty falls is a function of the economic growth rate: the 
higher the economic growth rate, the more likely poverty is to have fallen. 

We find too that in most instances where poverty has risen, aggregate
economic growth has been very small or even negative. This was true, for 
instance, of India in the 1960s and of Jamaica in the 1970's. It is also true of 
many Latin American countries in the 1980's. There, because of severe 
economic crises, which in some cases are still ongoing, poverty rates were no
lower at the end of the 1980s than they were at the beginning. Indeed, in terms 
of absolute poverty, the 1980s were a lost decade for Latin America. The same
is thought to be true of many African countries as well, but because these 
countries lack household surveys for the beginning of the decade, this 
conjecture cannot be confirmed rigoroously. 

The outstanding exception to the generalization that poverty increases 
when growth does not take place is the Philippines in the Marcos years. There, 
poverty rose despite a growth of real GDP of more than five percent a year.
The most straightforward explanation -- crony capitalism -- may well be the 
right one. 

The implication of these findings is that more growth can be expected to 
help all income groups including the poor. The poor have benefited absolutely 



when growth has taken place, even when that growth was based on a very
unequal initial distribution of income. Of course, some kinds of economic 
growth would undoubtedly be more beneficial for the poor than than others. 
When it is possible to stimulate such kinds of broad-based growth, this should 
indeed be done. 

Some claim that in the absence of fundamental change, the poor will be
rendered poorer by economic growth, and for this reason it is better not to 
grow at all. This claim is no supported by the bulk of the evidence. In 
countries such as Brazil and Mexico, growth on the existing economic base has 
been better for the poor than no growth. Whenever possible, the first-best 
kinds of broad-based growth policies should be sought. But when political
realities render the first-best unattainablc, the second-best will probably still be 
to grow. 

B. How has inequality changed over time? 

Another criterion for determining whether growth is broad-based or not 
is the change in relative income inequality. Studying "inequality" means that 
we are comparing one group's income change relative to another's or to the 
average in an economy as a whole. When the comparison is made on the basis 
of income ratpio (rather than income differences), the comparison is one of"relative inequality." Most often, income is the basis for such comparisons,
though sometimes expenditures are used instead. 

Ever since Simon Kuznets' pathbreaking work on economic growth
and income inequality in 1955, relative income inequality measures have been 
the basis for comparisons. The most commonly-used relative inequality 
measures are the income shares of particular quantile groups and Gini 
coefficients. 

Kuznets himself and many others who followed used cross-sectional 
data to derive empirical inferences about the supposed relationship between 
inequality and economic growth. It was well-understood that this was not the 
ideal methodology -- looking over time within individual countries' 
development experiences would clearly have been better -- but with the data 
then available, this could not be done. One investigator whose empirical work 
was extremely influential, Montek Ahluwalia, was quite explicit about this: 

The use of cross country data for the analysis of what are 
essentially dynamic processes raises a number of familiar 
problems. Ideally, such proceses should be examined in an 
explicitly historical context for particular countries. 
Unfortunately, time series data on the distribution of income, 
over any substantial period, are simply not available for most 
developing countries. For the present, therefore, empirical
investigation in this field must perforce draw heavily on cross 
country experience. (Ahluwalia, 1976, p. 307) 



Kuznets suggested, and a long series of cross-section studies seemed to 
confirm, that inequality tends to increase in the early stages of economic growth
and to decrease in the later stages; see Fields (1980, pp. 59-77) for a review of 
this literature. But intertemporal studies of individual countries revealeA .io 
pronounced tendency one way or the other; see Ahluwalia, Carter, and Chenery
(1979, pp. 466-468), Fields (1980, pp. 77-98), and the references therein. 

In Fields (1989a, forthcoming), I have summed up the available 
evidence on changes in inequality over time, using the Gini coefficient as the 
inequality measure. As with the choice of the poverty headcount ratio to 
measure poverty, the choice of the Gini coefficient is on purely practical
grounds: many countries publish Gini coefficients but not other inequality 
measures. 

Taking the criteria discussed in Section I.B, we might ask: How broad
based is economic growth? Are the gains for the poor sufficiently large that the 
Gini coefficient falls? Do the poor benefit equiproportionately from economic 
growth, thus keeping the Gini coefficient unchanged? Or do the poor benefit 
less than the non-poor, so that the Gini coefficient increases? 

The evidence is decisively indecisive: although inequality changes with 
economic growth, there is no pattern to the observed changes. I tested four 
hypotheses, with the following results: 

Hypothesis 1: Inequality tends to fall with economic 
growth. 

Result: This is not true, but the opposite hypothesis is 
not correct either. I find that inequality increases in half the 
countries' growth experiences and decreases in the other half. 

Hypothesis 2: Inequality tends to increase in the early 
stages of economic development and to decrease in the latter 
stages. 

Result: This hypothesis also is refuted. Inequality rises 
as often in the lower-income developing countries as it does in 
the higher-income developing countries. 

Hypothesis 3: Inequality is more likely to increase in 
fast-growing developing economies than in slow-growing ones. 

Result: Again, the evidence fails to confirm the 
hypothesis. Instead, we find that the rates are the same: 
inequality rises with the same frequency in the fast-growing
developing economies as in the slow-growing ones. 

Hypothesis 4: A more unequal initial distribution of 
income leads to a faster subsequent rate of economic growth. 
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Result: False again. The initial inequality in the 
distribution of income has nothing to do with the subsequent 
rate of economic growth. 

These results establish that there is no empirical tendency whatsoever in the 
inequality-development relationship. If inequality does not tend to increase 
before it decreases, to fall with economic growth (or to rise either), or to 
change systematically with the rate of economic growth, it must be that it is not 
the rate of economic growth but rather the We of economic growth that 
determines the extent to which the poor share in the growth process. 

Furthermore, even when inequality has changed, the changes have 
nearly always been small in magnitude. The observed changes are so small that 
countries maintain their original rankings. Thus, Brazil remains a high
inequality country, Costa Rica a middle inequality country, and Taiwan a low 
inequality country, notwithstanding changes in inequality within each. 

A more suitable generalization on how inequality changes with 
economic growth is this: In the absence of fundamental change in a country,
relative income inequality tends to change very little. Each group shares in 
economic growth about in proportion to its original income position. In Brazil,
this means that the poorest 20% will get about 2 1/2% of the benefits of growth
and the richest 10% about 46%. 

This has the following policy implication: If the poor are to receive a 
larger share of the benefits of growth, major reforms are needed. Absent these,
the poor will share in economic growth, but only proportionately. Income 
disparities on the order of forty to one between the richest 10% and poorest
20% will be perpetuated. 

Broader-based growth is possible. Reforms which increase the shares 
of the poor need not slow the rate of growth in the aggregate, but they will 
mean slower growth for the non-poor. This is as far as economics can take us. 
Politics is the determining factor. 

C. Further research needs 

There is more to be learned about how poverty and inequality have 
changed in various countries' growth experiences. Surveys are being
conducted in more and more countries. These additional countries' experiences
need to be incorporated into our data base. In addition, newer data are 
becoming available for many countries which already are included. It is a 
matter of someone sitting down and processing the latest available information. 

We cannot make informed judgments about the policies affecting broad
based growth until we have the maximum possible data on how broadly-based
growth has been. 



III. What TypeMs of Growth Have Been Most Broadly-Based? 

For economic growth to have broad-based effects, there must be 
mechanisms for transmitting gains throughout the economy and especially to 
the poor. The single most important asset of the poor is their labor. It follows 
that economic growth can reach the poor if it increases the demand for their 
labor, increases the demand for the products of their labor, or provides
complementary inputs with which to make the poor's labor more productive. 

The most outstanding examples of broad-based economic 
improvements are the Newly-Industrializing Economies (NIE's) of East Asia 
(Hong Kong, Korea, Singapore, and Taiwan). In this section, I shall 
emphasize their experiences and the lessons I feel can be learned from them,
drawing on the writings of many writers (e.g., Krueger, 1981; Krause, 1985;
Bradford, 1986; Scitovsky, 1986; Ranis, 1989; Amsden, 1990). 

In a short paper such as this, space does not permit analysis of more 
than a few of the major factors determining how conducive various types of 
growth have been to broad-based economic participation. The first points
discussed in this section relate to labor returns directly. These include the
labor-intensity of growth and the distribution of productive assets, especially
land and education. The section continues to discuss two aspects of the 
economic environment which have proved central to determining how broadly
based economic growth is: the interrelation between government regulation and 
private enterprise and countries' trade and industrialization strategies. 

A. Labor-intensity ofgrowth 

Because developing economies are labor-abundant and because labor is 
the chief asset of the poor, it stands to reason that economic growth of a labor
intensive character would not only be efficient relative to capital-intensive
development but it would also benefit the poor more than would capital
intensive growth. Yet, there are those who argue that the pursuit of labor
intensive growth leads to a dialectical contradiction: that the very act of 
stimulating labor demand raises wages and/or generates labor shortages,
choking off the very growth it was designed to stimulate. 

The strongest counter-argument is the experience of the East Asian 
NIE's. In Hong Kong and Singapore, Korea and Taiwan, as firms expanded 
output, they also expanded their demand for labor. Labor--intensive growth
first succeeded in leading to full-employment in previously labor-abundant 
economies. When an additional supply of labor was no longer forthcoming at 
prevailing wage rates, firms that wished to expand output and employment
further were forced to raise wages in order to attract sufficient labor. TIhey 
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could have decided not to pay the higher wages, not to increase employment,
and hence not grow, and indeed some firms made exactly this choice, textile 
producers being perhaps the best-known example. But so many other firms 
were willing to pay the higher costs that real labor earnings increased year after 
year in industry upon industry. Wages throughout these economies rose apace
with economic growth as a whole. Unemployment rates of just one or two 
percent prevailed for decades. 

The tightening of labor markets has another advantage: prejudicial
behavior becomes increasingly costly for employers. In the Far East, an 
important group of beneficiaries from tight labor maikets was women, whose
job opportunities expanded greatly. Women have yet to attain economic and
social equality with men in that part of the world, but the gap is narrowing. 

Once their labor surpluses dried up, economies in the Far East
 
successfully changed to a more capital-intensive type of economic
 
development. One research question is how these changes were effectuated.
 

Another question is how best to create more and better jobs. Real wages
have plummeted in many countries and yet employment has increased little. 
This suggests that developing countries may have little scope for increasing
employment through wage-cutting. It may be that a better way is to increase
production and hence shift the derived demand for labor. I return to this theme 
in subsection D below. 

B. The distribution of productive assets: education 

The last subsection concentrated on the quantity of labor demanded in 
the labor market. Equally important is the quality of the labor process, i.e.,
what skills the worker brings to the labor market and what inputs he or she has 
to work with. This subsection deals with the education, the next with land. 

Education makes people more productive. Notwithstanding arguments
about credentialism, screening, low quality, and inappropriate curricula, there 
can be no doubt that genuine human capital formation takes place in schools in 
developing countries. 

Due to scarcity of resources, education in the developing world is 
neither universal nor free. Typically, the education ministry has a certain 
agreed-upon budget, to be divided between various levels and qualities of 
educational inputs. More of one type of education necessarily means less of 
another. 

How should education dollars best be spent? The efficient allocation of 
resources would be the one that yields the highest social benefit per dollar 
spent. Typically, the social cost of a year of higher education is many times 
that of a year of primary education. Cost ratios of twenty, thirty, or forty to 
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one are not uncommon. One college graduate is probably not twenty, thirty, or 
forty times as valuable to the society as one primary school graduate. So on 
efficiency grounds, resources would best be allocated to primary education. 
The egalitarian allocation of resources would be the one with the most equal
possible outcome. Spending the marginal educational dollars on twenty, thirty, 
or forty children who would otherwise be unschooled rather than on one 
person who already has a relatively high level of schooling would be preferable 
on equity grounds. 

This illustrates that in allocating resources to education, there may be no 
tradeoff between efficiency and equity: spending the marginal educational 
dollars on primary education rather than higher education may add more to the 
productive capacity of workers in the economy and spread the benefits of 
economic growth more widely. 

More research is needed on the empirical effects of educational 
expansion. We need to know more about how labor markets adjust when more 
workers are educated. What kinds of jobs do the graduates get? How much 
more productive are they in those jobs with education than they or others might
have been without the education? What happens to the less-educated persons
who are displaced by the better-educated? What kinds of jobs do they get?
After taking account of the possible reallocation of the labor force among jobs
and the changes in productivity in each, how much is output enhanced when 
the labor force is better-educated? 

C. The distribution of productive assets: land 

The same may be true of land. After labor, land is the next most 
important asset of people in developing countries. In the early post World War 
II period, both Korea and Taiwan had major land reforms. Singapore and 
Hong Kong, being city states, faced no significant inequality of land 
ownership. Thus, in all four of the East Asian NIE's, the post-war economic 
development was based on an egalitarian foundation. 

An initially egalitarian distribution of land and other assets has three 
principal advantages. One is the direct effect of the assets in generating
incomes, hence spreading the benefits of growth to those at the bottom of the 
economic scale. Second, ample research shows that small farms have higher
yields per acre. Thus, on efficiency grounds, the presumption is that a more 
equal distribution of land would raise total agricultural productivity. The third 
advantage is political. Landed oligarchies can be extraordinarily powerful,
often channeling public decisions toward their own personal gain rather than 
toward the larger social interest. It may well be because of the land reforms that 
the influence of landed oligarchies was much more limited in Korea and Taiwan 
than it was (and is) in the Philippines or Brazil. 
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Land reform is a valuable ingredient in helping achieve broad-based
 
growth. Such reforms should be sought and supported when possible. But
 
when it is not possible to equalize the distribution of productive assets, growth
 
may still be beneficial.
 

D. Government regulation and private enterprise 

There are two kinds of governments: those that mean well and those
 
that don't. There are also two kinds of private enterprises: those that behave
 
decently and those that will do whatever it takes to maximize the returns from
 
their activities.
 

Well-meaning governments often regulate their economies in the hopes
of effecting better outcomes. At times, these regulations offer genuine
protection against abuses that would otherwise occur. The question is how to 
strike the right balance between the legitimate interests of workers to earn fair 
wages and work in decent conditions, consumers to receive fair value for price
paid, and businesses to earn profits. 

To illustrate how such a balance might be struck, let us consider the 
regulation of labor markets. Most developing countries have abundant labor 
relative to other factors of production. When economic growth has not been 
labor-intensive, it has often been because of efforts to legislate higher returns to 
labor. Among the mechanisms for doing this are minimum wages, 
encouragement of unions' wage bargaining efforts, public sector employment
creation at above-market wages, and ambitious labor codes. 

These efforts, though well-intentioned, ignore the fact that higher 
wages for workers mean higher labor costs fcr employers, thus creating an 
incentive for firms to economize on the use of 'abor by not employing as many
people. Some firms respond by substituting cakital in place of labor. Others 
cut back on their output levels, using less of both capital and labor to produce
less output. Others use less of one country's labor by moving offshore and 
hiring workers elsewhere. 

Premature wage increases have predictable side-effects. I think it is no 
accident that the forces leading to premature wage increases have been largely
absent from the East Asian economies, which not only have achieved rapid
economic growth but also rapidly-rising real earnings. The labor market 
policies conducive to broad-based improvements in labor market rewards are 
those that pl the poor along when the economy grows, not those that p 
wages and working conditions up in the hope that the rest of the economy will 
somehow absorb these increases. 

I am not arguing for a completely unregulated labor market. Far from it. 
Essential freedoms must be guaranteed and decent treatment assured. Labor 
markets must be regulated to prevent abusive practices. No person should have 
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to endure such abuses as slavery, indentured servitude, restrictions on freedom 
of association or on collective bargaining, the unknowing exposure of workers 
to unsafe or unhealthy working conditions, or the employment of children for 
long work hours simply because they are cheaper to hire than adults, and no 
country should knowingly permit such abuses. 

As a working rule, I would suggest asking a very simple question: Is a 
particular way of doing things a socially-acceptable procedure for undertaking
economic activity? If the answer is no, as it is for slavery, for example, then 
that procedure is properly outlawed. But when the procedure is not inherently
objectionable, the creative energies of the various participants may best be 
harnessed in a well-functioning market. 

Research is needed to determine when regulations have impeded
desirable private enterprise adjustments and, equally importantly, when 
regulations have prevented private enterprise from engaging in socially
undesirable actions. Regulations in labor markets would be a good place to 
start. 

E. Trade and industrialization strateges 

I have become convinced by empirical evidence that outward-oriented 
trade and industrialization strategies are better than inward-looking strategies, 
not only for raising the rate of aggregate economic growth but also for 
achieving more broad-based economic growth. The most spectacular economic 
growth successes of the post-World War II period have been in East Asia: 
Japan, Hong Kong, Singapore, Korea, and Taiwan. These economies have 
low to moderate levels of inequality by international standards. They have all 
maintained essentially full employment and rapidly rising real wages. Poverty 
has fallen rapidly. And all achieved their successes through export-led growth. 

The value of being able to sell profitably in foreign markets can hardly
be questioned. Exporting is good for the export firms, for their suppliers, and 
for their workers. To be able to sell profitably in world markets means that the 
home-produced good is comparable in quality and price to the best foreign
products (otherwise foreign buyers would buy elsewhere), and this means that 
domestic consumers also benefit. Using additional labor to produce for export
brings about heightened competition in these countries' labor markets, thus 
spreading the benefits to workers in all parts of the economy, including
nonexportables and agriculture. 

In the previous paragraph, I listed some of the benefits of exporting
profitably. The word "profitable" is the key. I am mystified as to why some 
countries insist on exporting unprofitably. (Yes, I know that flying the national 
flag on a jumbo jet is a source of national pride, but isn't there a better way for 
man not to live by bread alone?) Sociocultural factors aside, the only
economically defensible reason to export unprofitably is as an investment in 
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profitable activities for the future. Such investments might be warranted, at 
least temporarily, in order to learn by doing, to set up a marketing network, or 
to establish a reputation for quality. 

As has now become clear, the East Asian NIE's did not follow identical 
trade and industrialization strategies. What the East Asian economies did share,
though, was a belief that they could achieve broad-based growth by producing
for the world market. Judging by the record, they were quite right. 

One reason the East Asian NIE's succeeded is that they chose their trade
and industrialization policies with careful attention to comparative advantage.
Of equal if not greater importance is that those countries adapted their policies
when comparative advantage shifted. We need to know more about poli
response to changingcomp.rative advantage than we now do. 

IV. Policy-Relevant Basic Development Research 

I conclude by listing topics which merit high priority for understanding
development processes and formulating appropriate development policies, yet 
may be lost amidst calls for research on other, more directly-applied topics: 

1. Determinants of constraints on choices - Basic economics courses 
teach that individuals make maximizing choices subject to constraints. While 
we have learned a great deal about the choices individuals make given the 
constraints they face, we know a great deal less about how the constraintsa.re
determined. The "choice set" is the set of opportunities from which choices are 
made. Choice sets are determined by macrc economic conditions, public
policies and strategies, markets, institutions, and the summation of individual 
behavior. But how precisely do these factors interact? More work is needed at 
the level of the market and intermarket analysis -- what some now call the"meso" level. 

2. Coping strategies - Over time, choice sets change. Individuals and 
households cope with these changes and reoptimnize. How does behavior 
change with economic growth and decline? Are the adjustments symmetric, or
do individuals and markets respond differently on the downswing than they
had on the upswing? When macroeconomic conditions change or when policy
reforms are undertaken, which institutional arrangements facilitate smooth 
adjustments? We need to know much more than we do about coping strategies
and their determinants. 

3. Labor market functioning - Labor market studies too often consist of 
descriptive information on rates of unemployment, employment patterns, labor
supply, and earnings functions. We know too little about how labor markets
actually function. How integrated or segmented are various countries' labor 
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markets? Wh' determines the amount of employment in each major sector or
segment? What determines earnings levels and earnings changes in various 
parts of a country's labor market? How do education and labor markets
interact? We need more behavioral studies of developing countries' labor
markets -- in the best sense of the term, to "get the story right." 

4. Informal sector - Uncharacteristically of our profession, we talk a lot
about the informal sector without having defined clearly what we mean by it.
This term means many things to many people. A clear definition is needed. If
the "informal sector" consists of more than one tier, as I think it does, we need 
to look at each tier separately and ask: Why are people in each part of the 
informal sector? What are the determinants of incomes in each? How might
income opportunities be improved in each? Considering the costs as well as
benefits, is the solution to be found within the informal sector or outside of it? 

5. Dynamics of growth - After a long hiatus, economists are once again
building formal theoretical models of economic growth. These models analyze
various "engines of growth" including technological change, human capital
formation, quality upgrading, new product development, cost reductions,
research and development, and international trade. Including these factors in
formal models is a most welcome development. However, as with earlier
formal growth models, the new models are emphasizing equilibrium growth
paths, whereas the evolution of economies when they are out of equilibrium is
of much more interest to development economists and policy makers. We need
to adapt these new models to the study of non-steady state growth dynamics.
We also need empirical case studies, including both successful instances of
market penetration (e.g., textiles, electronics) and non-successes. The insights
from these case studies should then be used to guide further theoretical 
modeling efforts. 
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BROAD BASED GROWTH
 
Concepts and Processes
 

Henry J. Bruton
 

Introduction 

The purpose of this paper is to discuss several aspects of the notion of broad 

based growth and to identify and examine a variety of hypotheses as to its origins and the 

mechanism by which it continues. The paper is intended to review the literature and to 

suggest arguments and models and hypotheses that seem to be especially fruitful and 

worthy of further discussion. The objective is not to build a new model and explore it in 

detail. Data are referred to as we go along, but there is no formal testing or gathering of 

new data. 

The paper has six parts. The first summarizes and then discusses in some detail 

what I have called the stylized facts of broad based growth, which may also be callea 

indigenous development. The second section discusses in more detail the role of 

productivity growth, the principal building block of broad based growth. Special attention is 

given to the social capacity of countries to find and utilize increasingly productive 

production an-d distribution techniques and procedures. In this same section I discuss 

briefly a specific approach that has some merit of its own and that illustrates a variety of 

'the issues that are inherent in the broad based growth notion. In the third section I 

comment on what contemporary "orthodoxy" tells us about broad based growth and how it 

- orthodoxy - differs from the arguments of the first two sections. In the fourth section I 

am concerned briefly with the role of government and institutions, and in the fifth with the 

role of foreign aid. These sections are brief and are intended to illustrate ideas and 

hypotheses, rather than develop general propositions. 



Throughout I note areas of ignorance and incomplete understanding. These areas 

are obviously ones where more, much more research is called for. It seemed useful to
 

summarize these in the last section.
 

I 

Those countries that presently have a very high GDP per capita are, with a few 

exceptions, rich because over the past 100 to 250 years their GDP has grown at-fairly 

modest rates in a stable, more or less uninterrupted fashion.1 There have been some starts 

and stops, downturns and depressions of course, but, in general, the West is rich because 

it has grown slowly, but regularly, year after year after year. This suggests that growth of 

output and per capita output was and is built in to these economies. The growth occurred 

as a consequence of the routine functioning of the economic and social system. Growth is, 

in this sense, indigenous. The modern less-developed country has not been able to 

establish the kind of routine functioning that results in output increasing in a regular fashion 

over extended periods of time. Even where growth has occurred in an impressive way in 

certain low income countries, it seems to be derivative, seems to be imported, not really 

indigenous. In general then, we may say that the basic task of development is to so 

modify the economic and social and political system in such a way that the growth of 

social welfare (or as we shall say later, of well-being) occurs as a consequence of the 

routine operation of the economy. 

1The oil rich countries are the exceptions, but these countries, Saudi Arabia, United 
Arab Emirates, Kuwait, etc. are not developed countries. They are countries that happen to 
have an extremely valuable mineral. 
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The principal characteristics of such long term, sustained growth may be 

summarizeJ in the following way. I call them the "stylized facts" of sustained, indigenous 

growth of welfare. I list them briefly here and then discuss each in more detail. 

1. The rate of growth of the productivity-of_both_capital and_/aor.ispositive in 

almost all activities of the economy. Indeed in an economy that is generally growing, if 

factor productivity in a given activity is very low or negative, the. activity will (and should) 

disappear.2 So that over a substantial period of time, one should observe no continuing 

activity that experiences productivity growth that is well below the average. 

2. All growing economies have investment rates that are generally ten perqeft Qr 

higher. 

3. The labor market works well in two senses: Wage rates do not rise, or do 

not rise much, in the face of unemployed or underemployed labor, and labor moves fairly 

readily into sectors where its productivity is rising and out of sectors where it is falling. 

4. There is a fairly constant appearance and -growth of new, non-traditional 

exports. This seems a more important consideration in recent years than in the beginnings 

of growth a century and more ago. 

5. The macro conditions are such that the econ,", ,ydoes not have to stop or 

slow down to "correct' a balance of payments or inflatior; or some other macro problem. It 

is not a stop and go economy. The way the macro economy functions allows the economy 

2Certain activities - the making of music, drama, teaching, painting - are still with us 
despite the fact that productivity does not (cannot) increase. Thus it took about 100 people 
an hour to play Beethoven's Fifth Symphony 150 years ago, and it still takes the same 
number of people the same amount of time to play this music. They survive simply,
because people are willing to support them, despite their high costs. 
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to be pressed hard against its constraints without producing inflation or balance of 

payments problems. 

6. There Is a government-that can resolve the public choice problems as well as 

maintain order and harmony, and do its share of the development effort. 

7. The growth of output and per capita output that takes place respects, is
 

consistent with, the values, traditions, institutions, culture, e_tc. ot the community. To so
 

respect is necessary in order that well-being, not just measured goods and services, dces
 

in fact increase.
 

8. The growth is indigenous, it is not imported, not borrowed, not created by 

foreigners. 

A brief comment of each of these will help to clarify their meaning and to show why 

they are essential components of sustained gr"-wth. I consider them in the order listed. 

1. In recent years there has been a great deal of discussion of the "sources of 

growth." In this literature the most common approach is to distinguish between the 

contributions of increased inputs - usually defined Ps capital and labor  and the increased 

productivity of the inputs to the growth of output. This is usually done by assuming a 

production function that enables one to measure the increased output due to the inputs, 

and then that growth that is not accounted for by the increased inputs is attributed to 

enhanced productivity of capital and labor. This latter measure is referred to as total factor 

productivity growth or TFPG. One of the important findings to emerge from this literature is 

that productivity growth is an important source of the growth of output. In many instances 

it accounts for a larger share of output growth than does the growth of inputs. 
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In general the data lend support to the hypothesis that TFPG is larger and accounts 

for a larger share of the growth of output in the West (including Japan) than in the 

developing countries. The evidence is not conclusive. A more clear-cut finding is that both 

TFPG and TFPG as a percentage of the growth of output vary widely from country to 

country and, within a country, from one time interval to another. This latter statement 

applies both to GDP and to the individual sectors that make up GDP. The data also make 

clear that those developing countries that are generally looked upon as successful - Korea 

and Taiwan in particular - have rates of growth of productivity and shares of productivity 

growth of output growth that are much higher than the average for the less-developed 

countries in general and that compare with those in the Western countries. On the other 

hand, those courntries generally looked upon as not doing very well have low, and in some 

cases negative, rates of growth of the productivity of their capital and labor. The attached 

tables (taken directly from Chenerj, et al., 1986, p. 21-23) show all this reasonably clearly. 

This evidence is surely one of the basic facts of development: productivity must rise 

regularly if an economy is to continue to grow. The other generalization that it is necessary 

to include is this: our understandiqn of how productivity does in fact rise is extremely 

primitive. Some observers would go further and say that we-know virtually nothing about 

how to create an economy where productivity growth takes place as a regular feature of 

the operation cf the economy. I discuss in later sections some hypotheses about why 
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productivity grows. The fact of the substantial variance in all the productivity growth series 

is evidence that there is a lot to explain.3 

2. In the growth models and theorizing of the 1950s and 1960s capital formation 

played the role of the prime mover and major source of growth. Many policies were
 

designed and implemented that reflected this assumed role of capital formation. 
 It was 

noted that the most immediate difference between the economies of the rich and the poor 

was that the amount of capital (physical and human) per worker in the former countries was 

vastly greater than in the latter. Therefore, the way to overcome underdevelopment was to 

achieve a very high rate of investment.4 Saving and investmenLrtes were--hekey-poli.. 

variables, and_many policies-were designed specifically to encourageinvestment. Many of 

those policies, it maybe noted, are now looked upon as sources of damaging distortions.
 

This strategic role of capital formation must, in light of recent research, be qualified
 

to a significant degree. Capital formation's role remains important, but it does not now
 

seem to be the principal Primum Mobile, the principal source of moving the system. 

Rather, capital formation is a means of implementing certain policies and of creating certain 

kinds of commodities. 

31t is important to appreciate that the measures of productivity growth, especially TFPG,are open to many questions and many doubts. The fact that the results all tell about the 
same story however supports the view that the ideas stated in the text are valid.
further discussion of these issues, see Chenery, et al. (1986), Ahluwalia (1985), and 

For
Kim

and Park (1985). There are, of course, many other books and articles on the subject. 

4A famous statement of Arthur Lewis (1955, p. 225) reflects this point of view: 'Thecentral problem in the theory of economic growth is to understand the process by which acommunity is converted from being a 5 percent to a 12 percent saver - with all the changes
in attitudes, in institutions and in techniques which accompany this conversion." The world
read the first part cf this sentence, but, in general, ignored the part after the dash. 
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That capital formation cannot be a continuing source of growth can be seen by 

noting that without productivity growth, rates of return on investment would surely fall In 

almost all countries. Our evidence is not complete, but we can say with great confidence 

that if the rate of growth of capital exceeds that of labor so that the capital/labor ratio rises 

over long periods of time, then the productivity of capital will fall and so will its rate of 

return unless productivity changes. Put differently, the capital/output ratio will rise, and 

thereby drive down the rate of return. (If the capital/output ratio rises, while the share of 

output accruing to capital remains constant, then the rate of return falls.) The rising ICOR 

will also drive up the cost of investment. In this event, the only way tnat capital formation 

will continue is for the government to carry it out directly or to subsidize it in some way or 

other. Something like this seems to have happened in India in the 1960s and 1970s. In 

this period TFPG in India was often negative, while labor productivity growth continued 

positive. The latter was positive because the capital labor ratio rose steadily and capital 

productivity declined. Rates of return must have fallen and thereby made some sort of 

continuing subsidy to investment necessary if investment were to continue. (See Ahluwalia, 

1985, for further elaboration.) 

All this is, however, not to argue that investment is not important, and indeed the 

data show a significant relationship between investment rates and growth of GDP. We 

must also add that our understandingof private investment and of saving rates in 

developing countries is very limited. 

3. The way the labor market funutions is especially relevant in an economy 

where there is widespread underemployment and possibly considerable open 

unemployment for the achievement and maintenance of high levels of employment and for 

getting the largest output possible from available resources. The evidence is quite 
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conviicing that rising real wage rates dampen the rate of growth of the demand for labor 

and lead to a capital intensity that is incompatible with ' f-or supplies. Of equal 

importance, is the fact that a labor market that does noc ijarform well - does not meet the 

two conditions stated earlier - adds to the problems associated with the alleviation of 

poverty. Employment is necessary to profit from on the job learning, a major source (we 

argue later) of increased productivity. We will argue later also that jobs and on the job 

learning for all members of the labor force is an essential condition for the sustained growth 

of well-being. For this to happen the labor markets need to work very much along the 

lines defined by the two conditions: no wage increases in the presence of unemployment 

or underemployment and a considerable mobility of labor toward activities where 

productivity is rising. Taiwan and Korea and other success stories (Malaysia, for example) 

have been characterized by this kind of labor market. 

One further point may be rna.ie explicit here. Rising productivity with wage rates 

constant will increase the demand for labor, unless there is a problem on the demand for 

the product side. If the productivity of labor rises while wage rates are constant (because 

there is unemployment) then ovidently it is profitable to hire more labor, to hire more labor 

until the added employment pushes the productivity of labor back down to the unchanged 

wage rate. If there is a demand for the product problem because of the small size of the 

domestic market, the best answer is to export. This is another reason why it is 

advantageous to be entering new export markets at all times. 

So it is important how labor markets work and it is important to appreciate that we 

are not very clear on how they do in fact work in the developing countries. The evidence 

is ,.onvincinig that labor does respond to wage and incentives with considerable speed. 

Therefore much depends on the wage setting mechanisms in the various countries, and on 
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this less is known. We also need to understand more clearly than now how the labor 

market arrangements contribute to productivity growth, to the evolution of new technologies, 

etc. and other matters that move the economy. 

4. The growth of non-traditional exports is an end, a means, and a piece of 

evidence. It is evidence that the economy is becoming increasingly flexible and increasingly 

capable of creating and exploiting new opportunities. It is evidence of what Charles 

Kindleberger has taught to identify as the "transformation capacity" of the economy. Th's 

notion refers to the capacity of the economy to move resources into new activities quickly 

and with little reduction in the productivity of resources. With very low transformation 

capacity, heaw dependence on foreign trade is especially risky. In such a case a fall in 

demand for its major export will impose great costs on the economy because it takes so 

long to find new activities of similar or near similar levels of productivity. One may say that 

until transform_tiQn capacit is great, some form of protection may be appropriate. More 

generally, one may say that exploiting comparative advantage implies that a country is able 

to shift resources very quickly and easily into and out of activities. 

The growth of non-traditional exports is a means of increasing productivity. Again 

the process is not completely clear, but th3 empirical evidence is quite impressive. 

Exporting, primarily of new products, does seem to be a source of increasing productivity. 

The main hypothesis supporting this evidence is that producers learn and import knowledge 

in the process of exporting and trying to satisfy foreign buyers. 

It is important to make explicit that the argument is not that the country must export 

in order to import the physical capital deemed necessary for development. This is the 

argument of the 1950s and 1 60s, and is now, I am suggesting, misleading and incomplete. 
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5. The macro conditions for the long term sustained growth are such that the 

economy does not have to be stopped or slowed to "correct' any general macro policy, the 

most common of which are inflation and a balance of payments problem. There are several 

reasons to put the argument in these terms rather than in the more specific terms of 

balance of payments equilibrium and price level stability. Most obviously, price level 

stability and balance of payments equilibrium are not themselves ends or objectives. One 

must argue that they are necessary conditions for development. The main conclusion one 

gets from an examination of the evidence, however, is that these conditions are not 

themselves sufficient conditions for development. In particular, putting too much attention 

on preventing inflation and balance of payments difficulties as such will divert attention from 

the basic objective, increasing the productivity of domestic resources. At the same time it 

is appropriate to emphasize that a stop/go kind of situation does have negative effects on 

productivity growth. Long periods of more or less uninterrupted growth at high levels of 

employment seem to be positively related to productivity growth. The basic macro 

objective, therefore, is to try to ensure that this is in fact the case. 

The other macro condition is a bit different. For several reasons it is advantageous 

to be able to push the economy hard, i.e. to create a macro environment where the 

economy is pressing hard against general supply constraints. This condition has major 

advantages for both the employment objectives and for the productivity growth objective. 

To achieve this situation, it must be possible to push the economy hard, but not to 

generate too much inflation or balance of payments collapse. Thus the macro objective is 

to create the kind of environment that allows this. Again one must report that the macro 

economics for developing countries (or any other kind of country) is not in very good 

shape. A suggestion is made later for one particular approach to the problem. 
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6. The public choice task is of course difficult in all countries, even In those 

ruled firmly by a small group of people. There are two layers of problems. The first refers 

to the basic issue of choice itself at the individual level. Traditional economic theory begins 

with the assumption that all actors know their preference maps for all levels of income and 

all prices. This is a dubious assumption at best, but it is especially inappropriate in a 

developing country. In a country in which per capita income has long been stagnant and 

opportunities to experience new products, new services, new ideas have essentially been 

non-existent, choice making capacity is very limited. Almost everyone must learn what they 

want, learn what their preferences are, and, in the best of worlds, search for those 

preferences that contribute most effectively to well-being. The question of choice, I regard, 

as a major unresolved issue in development economics. To put the question a bit 

differently: What-is the real objective of developn lent? 

The other layer of the public choice issue is that of adding up individual choice in 

some way or other to get a decision on matters that affect the general social and cultural 

milieu in which members of society live. We know that there -.an be no formal "right" 

solution to this issue, and that any decision is to some extent and in some way arbitrary. 

This is true in a fully democratic society as well as in a dictatorship. The government or 

society must decide about a whole range of exceedingly complex issues, and do so in a 

way that does nct lead to general chaos. The issues involved range from rather narrow 

matters (taxes, import policy, etc.) to enormously complex matters that go the very sources 

of meaning and value and life styles, on family life, the role of women in the economy, 

extent of urbanization, ethnicity, language, etc. etc. In many countries where the economy 

is performing reasonably well, we have observed unrest, even upheaval. The main reason 
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for this, I suggest, Is that a public choice mechanism that everyone is willing to accept is 

not in place. Such a mechanism must be learned, and learning it is part of development. 

7. That the economic system functions in a larger social milieu is recognized by 

everyone. At the same time, we often seem to ignore this interdependence between the 

performance of the economy and the impact of that performance on the rest of the society. 

To do this in any country is dangerous, but it is especially dangerous in the context of 

development where, as just noted, deeply established social characteristics are frequently 

being challenged and undermined by the way the economy is changing. This argument 

rests on the notion that there is no such thing as economic welfare or, as I prefer, well

being, rather well-being is well-b3ing. There are economic sources of well-bein, jbutthere 

are many other sources as well. Thus if the quantity of goods and services increases, b:t 

that increase results in (e.g.) traditional family and other social arrangements being 

undermined, then well-being may in fact fall. Thus, sustainable increases in ou'put and in 

well-being reuiei hjncreases beconsistent with the accepted practices of the 

community. "Consistent with" does not mean that the general social environment cannot or 

should not change. Rather it means that the changes must be acceptable, must occur at a 

rate that is compatible with what is recognized as acceptable. So we are back to public 

choice again. Iran seems to be a good example of a development effort that foundered 

badly on this very point. Perhaps China in its effort to liberalize its economy also found 

itself trying to do that which it was not ready to do. So, that, no matter how much one 

would have liked for the liberalization effort to succeed, there was actually little chance that 

it could. 
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The stylized facts that I have listed and elaborated upon are those of indigenous 

development. Indigenous development may be contrasted with development viewed as 

"displacement.' Most of development economics has, in fact, concerned itself with 

displacement. The most established of all development models, the dual economy, surplus 

labor model originated by Arthur Lewis and elaborated upon by John Fei and Gustav Ranis 

and others, is essentially a displacement model. In this model there is, at the outset, a very 

small modern sector and large traditional sector. Development is completed when the 

modern sector encompasses the entire economy. Development in this context means the 

displacement of existing activities, identified as traditional,by imported ones. The latter are 

deemed so unambiguously superior to the former that no explicit justification is usually 

recognized as needed. It is assumed, implicitly in most cases, that the traditionalism is 

really a vacuum into which modern Western activitie, can move virtually unimpeded. Such 

a displacement process is greatly facilitated by imports and by domestic activits that 

replace imports, and import capacity became the key to the success of the effort.5 

The basic assumption of this paper is that the ideas and arguments developed 

above define an approach to development that is not displacement, but is concerned with 

generating change in the traditional sector itself. Thiibass,, Q f _LeyQl i in 
fact, how to get the traditional sector to be in to move. This approach I have called 

indigenous development. The argument is that a country must find its own way, rather than 

simply trying to imitate the West. It is alsu what seems to me to be the meaning of Broad 

Based Development, development from within the country, development that builds from the 

5The contrast between indigenous development and displacement is becoming
increasingly common in economics. It has for a long period been made in the
anthropological and sociological literature. Further elaboration of the notion may be found 
in Bruton (1985) and in the literature cited there. 
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traditions and history and social arrangements that are its own. This kind of thinking about 

development does not mean isolation and autarchy, it does mean that the developing 

country must find ways to learn from the West without being dominated by the West and 

without trying simply to imitate the West. It also means that the frequently used notion of 

"catching up" is not a helpful concept, but indeed tends to lead one's thinking down the 

wrong route. 

The following sections try to examine these ideas in more detail and with more 

attention to policy. 

II 

The first basic question is how to transform the developing economy into one in 

which productivity growth is occurring regularly and without significant intern :ption over a 

wide range of activities. Recent empirical evidence suggests the following observations, but 

we must always keep in mind that the evidence is far from being conclusive. 

a. Productivity levels betwean the West (including Japan) and the less_ 

developed countries are not converging. They are among the Wester countries. It would 

seem, therefore, that there is no mechanism generally at work that brings about a 

convergence of productivity levels of the less developed countries with those in the West.6 

b. There appears little relationship between investment in physical capital and 

productivity growth. Note that the data refer to investment il. physical capital, and do not 

include education and research outlays. In the language often used, there appears little 

6Data gathered by William Baumol (1986) first called explicit attention to this point. 

Others have added to it more recently. See especially Abramovitz (1988). 
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evidence that productivity growth is embodied in new physical capital. There is, as noted 

above, some relationship between physical capital formation and growth of GDP 7 

c. Saving and investment rates within a country are closely related. This result 

means that the international flow of capital is apparently less than the frequently referred to 

world capital markets would lead one to expect. (Some data suggest that the relationship 

between domestic saving and domestic investment is closer now than in the late 19th 

century, when, presumably, capital markets were less complete and worked less well.) It is, 

therefore, inappropriate to depend on such movements as a reliable instrument of 

development. This finding (open to a number of questions) is closely related to the failure 

of productivity levels to converge. If the productivity of capital in the less-developed world 

approached that in the West, then, given the relative amounts of capital in the two areas, all 

investment should take place in the developing world. It does not. Put a bit differently, 

since everyone agrees that the developing countries have much less capital per unit of 

labor, average and marginal products of capital should be many times higher.8 Surely 

under these circumstances private investment would rush into these countries in very large 

amounts. All this means that, for the most part, the developing countries must do their own 

investing.9 

7Nicholas Stern (1989) has a good btief discussion on this and some references to 
available data. 

8 Joseph Stiglitz, p. 142, in Chenery and Srinivasan (1988) has an example that shows 
that the marginal product of capital would be 10,000 times higher in the capital poor 
country. The assumptions are extreme, but they illustrate the point in the text. 

9The foreign debt problem in many countries illustrate this argument further. Of course 
there are many reasons for the debt problem, but one important one is that the productivity 
of the loans was very low. 
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d. There Is no real evidence of the effectiveness ofR & D institutions in raising 

productivity. In general, I think, that conventional wisdom is that they have had very little 

effect, except in particular instances. The evolution of the higher yielding varieties of seeds 

is perhaps the most widely noted example of exceptional success, but there are others as 

well. The relationship between formal schooling and productivity growth is also ambiguous. 

Many observers now argue that higher education is yielding relatively small returns and that 

too much investment in university education has, in fact, taken place, and that further 

investment in this kind of activity will add little to productivity. 

e. Finally, one should mention the role of foreign investment as a possible 

source of th, productivity growth. The evidence on this possible source is also very slight. 

It is evident, of course, that the prodLutivity of both capital and labor in multinational 

enterprises in the developing countries is generally higher than it is in domestic firms. 

There are major measurement problems, but this seems to be a safe generalization. The 

real issue, however, is the extent to which the presence of the foreign firms contribute to 

raising the productivity of the domestic firms and of domestic resources in general. There 

are some isolated examples of this occurring, but no general, systematic evidence to 

support the view that it is commonly the case nor to provide c:ues as to how it can be 

brought about. 10 

So then how to proceed to set in motion a process that will result in the more or 

less regular growth of productivity? 

'°R'.-hard Caves (1982) and Raymond Vernon (1977) have useful general discussions of 
this issue. There are also more recent sources. See for example Casson and Pearce 
(1987). 
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The fact that productivity levels between the West and the developing countries are 

not converging, while they are among the Western countries is especially important. To the 

extent that technical and administrative knowledge is a public good (as assumed by much 

of economic theory) and is the basic determinant of the level of resource productivity and 

that access to this knowledge is more or loss the same for all countries, a catching up 

should always be in process. It is not for the less-developed countries, while it is for 

countries of the West. The argument for why there shoul . be a catching up follows from 

the assumption, generally acceptable, that it is easier and cheaper for firms to acquire and 

apply existing technical knowledge than it is for the lead country to develop the new 

knowledge. Thus catching up with the leader should always be underway. There are many 

reasons why a particular country might not be able to catch up, but the generality of non

catching up suggests that there may be a more pervasive, more fundamental explanation. 

Moses Abramovitz (1988) and many other (e.g. Easterlin, 1981) noted that the 

countries where convergence is most clear cut are all, save Japan, Western European 

countries ,i- countries that were settle largely by Europeans. The growth of GDP and of 

productivity that has bcen observed in these countries has been consistent with, has 

emerged as part of, the social and institutional structure of Europe. The frequently 

employed term "modern economic growth," suggested first by Kuznets, refers essentially to 

a process or phenomenon that is part of this larger social evolution of European civilization. 

Abramovitz goes on to argue that the catching up process in its pure form refer only tocan 

technological backwardness. There are, however, other aspects of the society that may 

help to account for the low productivity and the inability to exploit the more productive 

technology that in some sense exists, and prevents the catching up. Abramovitz then 

refers to the "social capability" of the lagging nations. The exact content of this latter term 
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is not clear, but the notion seems quite helpful. The main idea of the notion is, I think, that 

the members of the community genuinely believe that it is possible, by their own efforts to 

improve their well-being. Given that this notion exists, efforts will be made to search and 

learn how to bring about such improvements. (See Bruton in Chenery and Srinivasan, 

1989, for further elaboration.) 

How then to do this? Evidently such a thing has to be learned. If we look back at 

the discussion of the basic characteristics of indigenous or Broad Based Growth, it would 

seem that the main underlying theme there is that there must be considerable learning, 

largely learning by doing, by_ experiencing, by searching Albert Hirschman (1958) and, 

others have argued that one of the strategic characteristics of an economy that has long 

been stagnant and where mass poverty has long prevailed is the prevalence of the view 

that imp'roved well-being is simply not possible. Then, the argument continues, a change 

that leadi to the widespread belief.that things can be better constitutes a major source of 

dynamism, a great inducement to search and to learn. This, it seems to me, is the 

fundamental reason*, the fundamental rationale_ for indigenous growth - the population 

must see that it is possible forthem, by their own efforts, to grow, rather than simply to rely 

on what the West will hand them or allow them to have. This is what induces the search 

and learning and efforts to improve that can in fact create indigenous growth. 

One of the ideas that I want to suggest as a means of creating a sort of social 

capacity includes that of protection. It is now common to condemn protection -- and 

especially import substitution - but it seems evident that those countries that have done 

well in recent decades have also engaged in some form of protection and indeed continue 
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to do so.11 Protection gives a country more learning time, more time to react and choose, 

than would be the case without any protection. The notion of learning time is helpful, and 

has been discussed in a number of contexts.12 It must be recognized that protection has 

created many problems for many developing countries. The great question then is how to 

gain the advantages of protection without being so penalized by I"that the economy c.nnot 

respond. Two characteristics seem especially important: the protection must somehow 

encourage exporting, and secondly, must induce efforts to find waysto increase output and 

productivity, in contrast to enjoying the luxury of a protected monopoly. 

A Specific Approach 

The ideas developed above may be given more concreteness by a brief discussion 

of a specific approach to protection that creates some of the incentives and helps to create 

the learning time and learning environment that is deemed necessary. The purpose of this 

discussion is to help make clear the nature and content of indigenous development (and, I 

believe, Broad Based Growth). It is not to urge this particular approach as such, although I 

do think the approach has considerable merit. 

The approach centers around what has become identified as "exchange rate 

protection."'13 The basic idea is that an undervalued exchange provides essentially non

"Numerous publications of the World Bank make this argument in great detail. See,
for example, the World Development Report of 1987 for an extended discussion. 

It is also useful to note that those countries that developed in the 18th and 19th 
centuries enjoyed considerable natural protection. 

12On learning time one should read historians, who seem to like the idea better than do 
economists. Hartwell (1977) and Wrigley (1988) are helpful, as are many others. 

3The notion was originally developed by W.M. Corden (1985, Chapter 7). See also 
Sebastian Edwards (1988, 1989) and Bruton (1989). 
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distorting protection by making Imports costly,14 facilitates exporting, and makes it profitable 

to search for ways to increase productivity. An undervalued exchange rate that makes 

exporting very profitable and makes imports costly combined with little or no foreign 

investment, creates opportunities for profit that should, in most instances, elicit major efforts 

to exploit. The absence of any (or much) foreign investment, means that the community is 

on its own to find ways to take advantage of the opportunities. The undervaluation will 

mean, in many cases, that new non-traditional exports can be found, and, as argued above, 

this can be an important method of importing new technical knowledge, new knowledge 

that is directly relevant to the productive process or to new processes that are understood 

by members of the community. The greater variety of output also is an advantage in 

creating more opportunities for learning and for experimenting, a process that contributes to 

the emergence of increasing transformation capacity. 

The exchange rate protection can also make a contribution to the task of learning to 

choose. Yoo much openness makes such learning very difficult as economic agents 

consumers and producers - find themselves involved with proaucts and services about 

which they know virtually nothing. Choice of consumer goods or of technologies in such a 

case puts demands on the individual that can rarely be met with much understanding and 

insight. There is, of course, a great deal of evidence of importing the 'Wrong" technologies, 

and evidence is accumulating that suggests that the people in the developing world often 

choose consumption goods that are based largely on imitation of the West. The result is 

disappointment, even when measu;ed incomes are rising, and so the well-being that rising 

incomes would allow may not be realized, (Hirschman 1982). 

14The undervalued exchange rate does discriminate in favor of tradables, but this does 
not seem to be a major source of distortion. 
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The undervalued exchange rate protection can create another major advantage. 

Since undervaluation makes exporting very profitable, a balance of payments problem is 

unlikely to emerge even if the economy is pushed very hard. Thus it becomes possible to 

follow a more expansionist policy that keeps demand for labor strong. With a strongly 

undervalued exchange rate then there is a great and evident inducement to search for ways 

to increase productivity and thereby increase the demand for labor if the labor market-

works well. 15 

The existence of an undervalued exchange rate results in an accumulation of foreign 

exchange, almost by definition. Exports must exceed imports. To achieve this, domestic 

absorption must be below domestic output, i.e. private saving plus taxes must exceed 

domestic investment plus government spending. In most instances this means that the 

government must have a significant budget surplus, not the most frequently observed event 

in the developing world. The most convincing argument that this requirement does not 

mean that the whole idea is completely unrealistic is that its achievement is conceptually 

simple. If basically all the government does is to maintain the surplus through its taxes and 

spending policies, the achievement should not be beyond possibility. It is certainly not a 

more demanding assignment than many other duties that have been assumed possible for 

a government. 

The other condition necessary for the undervalued exchange rate to work is that the 

West must be ready and willing to import everything that the developing countries can 

l5There is the important question ot ¢,hether it is possible, even with active searching, 
to find new products and processes. I have argued in Bruton (1987) that there is 
considerable underutilized knowledge in many less developed countries. See Also Robert 
Chambers (1983). 
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export competitively - given the favored exchange rate. This issue is discussed in the last 

section of the paper when I examine the role of foreign aid. 

The empirical evidence to support the argument for the undervalued exchange rate 

is, of course, open to all kinds of question and doubt. The nearest example of a clear cut 

case of a country pursuing such a policy is Taiwan. Taiwan has accumulated foreign 

exchange almost without interruption for many years, and has accumulated enormous 

amounts of foreign exchange reserves, (U, 1988). While there are many factors that 

account for Taiwan's great success, there is a lot of evidence to support the view that this 

unambiguous undervaluation had many of the effects outlined above as following from such 

undervaluation. There is io doubt at all that the exchange rate policy followed in Taiwan 

provided a great deal of protection, and that the domestic economy responded well to this 

protection. 

There are other countries where the evidence supports the view that the exchange 

rate probably was undervalued for a time and the economy responded well. Colombia in 

the 1970s and Brazil at various times, maybe Korea and Japan, also in certain years, but it 

requires very careful analysis to nail down the case in a convincing way. The best general 

evidence is to be found in the work of Sebastian Edwards. Edwards is not concerned with 

the argument as presented here, but he does offer some evidence that supports this 

argument. In his Exchange Rate Misalignment in Developing Countries, data (p. 44/45) 

show a strong negative relationship between extent of misalignment and rate of growth of 

GDP. On the other hand the greater the undervaluation, the higher the rate of growth of 

GDP. Evidently, much more work is called for, and a good research effort would be to try 

to examine the relation between growth of productivity and the extent of undervaluation. 

The basic hypothesis is that high marginal costs (due to the undervaluation) in the 
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presence of very favorable profit (domestic and export) opportunities will induce the search 

and learning that produces increased productivity. A corollary hypothesis is this: R and D 

activities are likely to be more productive when they occur in response to specific requests, 

specific questions. So that a situation in which supply is pressing hard against a constraint 

encourages the identification of specific bottlenecks that R and D may help to break. A 

final hypothesis that merits great attention may be stated in the following way: There is a 

significantly positive relationship between non-traditional exports and productivity growth, 

and the undervaluation encourages non-traditional exports. 

One further point is of direct interest. Why should a country where the vast majority 

of the population is heartbreakingly poor have an export surplus? The answer is that the 

export surplus is an investment, an investment, whose return is in the form of increased 

learning, learning to increase productivity, learning to enhance the transformation capacity, 

learning to make good choices, learning to hold one's own in the world. If the argument 

holds, it is an investment with a very high rate of return. The rate of return is in the form of 

generating an economy in which the routine operation produces rising well-being. 

lIV
 

The general approach just outlined has not been worked into a formal theory of 

development, nor is it widely recognized as a specific approach to development. There is, 

however, much in the literature that supports such an approach and many bits and pieces 

of evidence that bear on it. In the context of indigenous (or Broad Based Growth) it is 

even more convincing. One should not fail to emphasize, however, that the evidence-in its 

favor is far from complete, and open to many questions. The strategy defined by exchange 

rate protection is even less widely recognized, and has been discussed very little in the 
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literature. In light of these possible doubts and questions, it is appropriate to examine 

somewhat more briefly what might be identified as a more orthodox, and certainly more 

frequently defined, approach to development. Much of the studies of the World Bank, the 

IMF, and many academicians push this view. 

After the theory of development built on the assumption that capital formation was 

the sole significant source of growth began to fade, attention turned to a more conventional 

approach (the neo-classical resurgence) in which allocation and efficiency (in contrast to 

productivity growth) and so, relative prices, received prime attention. The first questions 

about the capital model arose as it became increasingly clear that the neglect of relative 

prices was creating distortions that penalized the economy even as investment took place. 

In many instances the misleading prices were created by policies that were based on their 

presumed effects on investment. Thus low (often negative) interest rates, overvalued 

exchange rates combined with high tariffs and quotas on consumer goods, highly 

subsidized technical education, etc., all came into being largely in response to the 

argument that they would induca high rates of investment which in turn was the source of 

growth. As evidence accumulated that this was not working in the anticipated fashion, 

many economists turned attention to the importance of preventing the distortions by relying 

much more heavily on the market and trying to ensure that prices did in fact reflect relative 

scarcities. Thus the idea that to "get prices right" was an essential condition for 

development emerged. It is useful to note that this idea appeared largely in consequence 

of the observed difficulties that were appearing in those countries that had distorted so 

severely in an effort to get tho rate of investment up. Along with "right prices" the 

necessary conditions included balance of payments equilibrium and price level stability. 
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Consumer subsidies were often blamed for the absence of either or both of these 

conditions. 

The sources of growth in this argument are investment in physical capital, in 

education, and in R and D. A great deal of attention was (and is), therefore, given to ways 

of calculating the rates of return on various investment projects and various categories of 

investment. Great confidence is placed on the accuracy of these estimates. Also great 

attention has been given to what the correct prices really are. Correct prices and price 

level stability it was argued, would facilitate the evaluation of inve3tment proposals. As it 

became evident that a major characteristic of Taiwan and Korea was remarkable rates of 

growth of exports, exporting was added as an essential condition, and "outward looking" in 

contrast to import substitution or "inward looking" development strategy was strongly 

emphasized. The identification of why exports are important is not very clear in those 

arguments except in terms of keeping the balance of payments strong. 16 

The argument, for the most part, ercourages private foreign ir.vestment. Such 

inlvestment will add to the overall investment in an important way, will help create 

employment, and add to the technological capacity of the country. Finally, the argument 

places heavy emphasis on reliance on the market mechanism to solve essentially all 

economic and social problems. There is to be no planning, no public ownership of firms, 

minimum public employment, and more or less free trade. Privatizing of public enterprises 

became a frequently advocated policy. 

16The argument that productivity growth is linked to exports is, as already noted, an
important argument. For solid empirical evidence see the paper by Nishimizu and 
Robinson in Chenery et al. (1986). 
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While there are a number of similarities between the approach just summarized, and 

that Identified earlier as an indigenous approach, there are fundamental differences. The 

more orthodox approach clearly looks upon development as displacement, as creating in 

the less-developed countries replicas of the West. No attention is given to institutions, 

values, culture, religion, etc. as themselves major sources of well-being. Attention is 

focussed entirely on GDP. Unsatisfactory growth rates are blamed in this approach on 

'Wrong" policies. It gives little or no attention to the more basic characteristics that define 

modern underdevelopment - incomplete markets, inexperienced governments, colonial 

heritage, institutions designed to make poverty bearable, but that impede growth, pervasive 

views that change is either impossible or harmful, etc. It assumes that the economies are 

already flexible enough that they can respond quickly to all market signals. In a very 

fundamental way it assumes that no learning is necessary, or at least it is not the key 

notion around which to build. Finally it surely implies a much too simple view of the role of 

government. It is not sufficiently informative to say simply that complete reliance should be 

placed on the market or that there is government failure as much as market failure. The 

division of labor between the private and public sector is one of the very fundamental 

things that has to be learned on the job. I undertake a few comments on this large issue 

later. 

One of the basic points of what I have called the more orthodox approach has to do 

with the openness of the economy. The rationale of the advantages of openness are, as 

noted above, not very well spelled out in the literature. 17 Countries which have achieved 

high rates of growth of exports seem to have done well and countries where exports have 

'7The finest discussion of this new orthodoxy isI.M.D. Uttle (1982). Uttle, in effect,
denies that there is any such thing as development economics. There is just micro 
economics. See also the paper by Jagdish Bhagwati in Carbo, et al. (1987). 
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faltered have, in most instances, done less well or very poorly. The emphasis on 

indigenous growth (and thereby on Broad Based Growth) points up three important 

qualifications to this argument. 

The first refers to the international context in which the export booming economies 

have prospered. In the period from 1950-1975 world trade grew decidedly faster than world 

output, and in general much faster, absolutely and relative to output, than it has grown at 

any previous time for which data are readily available. That fact plus the much less 

impressive developments in the 1980s suggests that the quarter century, 1950-75, is 

something of an exception. It is exceptional in large part because, as several people have 

argued, 18 it was a catching up period after the long interval from the outbreak of World War 

I to the end of the 1940s during which world trade was severely penalized by all the 

upheavals that took place over those years. One may argue then that the difficulties of the 

1980s show some signs of a return to lower growth rates of both trade and output. In this 

event it will be much more difficult for developing countries to repeat (or continue) what 

Korea and Taiwan (and Japan) have done in recent decades. In particular, it will be 

decidedly difficult for all developing countries to achieve exceptionally high growth rates of 

exports. There are many reasons to believe that this hypothesis is nearly enough valid to 

warrant very careful attention. 19 

The second point is to call attention again to the role of transformation capacity in 

international trade. There is some discussion in the literature about a dynamic theory of 

18Angus Maddison has discussed this point in several places and has accumulated 
data that supports the argument. See especially Maddison (1987 and 1989), and Streeten 
(1982). 

19Trade should always grow somewhat faster than output if the relative cost of 
transportation falls. 
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trade or a dynamic comparative costs theory. Such theories that exist are not very 

satisfactory. Itwould seem that the most useful notion of a dynamic theory of international 

trade refers to transformation capacity. A high degree of transformation capacity means 

that a country can, as noted above, shift quickly and easily from one activity to another as 

world demand and technology change. If a country cannot do that, then international trade 

carries a high risk. When one reads that the health of e.g. Ghana depends on the world 

price of cocoa, that must mean that Ghana has very low tiansformation capacity. Many, 

surely most, developing countries are in this category. Thus one of the principal aims of 

policy is to create the transformation capacity that enables a country to participate in world 

trade without undue risk. This argument is a bit different from the diversification argument. 

Diversification will probably keep the country from profiting fully from world trade. Rather 

the ultimate objective is to create an economy that can prolit from trade without being 

unduly penalized with the inevitable shifts in world demand and supply conditions. Too 

much openness can prevent this kind of transformation from emerging. The kind of 

protection provided by the undervalued exchange rate (and possibly other instruments) is 

intended to create this transformation capacity. The questions of how much and what kind 

of openness in a developing country are important questions on which our understanding 

remains very primitive. Modern orthodoxy seems to assume that there is no problem in this 

regard.2 ° 

The third issue to emphasize that distinguishes the indigenous approach from what 

we have identified as orthodoxy refers to the importance of recognizing the role of basic 

community characteristics. We have noted this above in some detail, and need only to add 

20This argument is a kind of structural argument. The new orthodoxy denies that 
structuralism of any sort has any validity. See Uttle 1982. 
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one or two points here. The basic notion of course is that many of the institutions and 

traditions of the developing countries are themselves important sources of well-being, and 

their destruction in the name of more GDP can result in a net reduction in well-being. This 

fact, and it surely is a fact, means that great weight must be placed on the capacity of the 

country and of the members of the community to make accurate choices as to what it is 

that will In fact enhance well-being. This issue is perhaps the most clear cut example of 

where imitation and displacement can lead to great problems, rather than solving them. 

The societies of Japan and Korea are very well-organized and strongly established, and so 

could withstand exposure to the West without simply succumbing. Most of the societies of 

developing countries are not in this situation, and need time and opportunity to reflect on 

what it is that they really want from development. This point also means that foreign 

investment and foreign aid need to be thought through very carefully before doors are open 

wide. 

IV 

The role of the government may be commented on briefly. While everyone 

recognizes that in any country a government has important roles to play, the new orthodoxy 

places an important emphasis on the enhancement of the role of the market. As already 

noted, this emphasis in many cases makes a great deal of sense. It is also important to 

appreciate that, while market failure is a reason for the government to take a direct role in 

the economy, it is also necessary to appreciate that there can be significant government 

failure as well. Just because there is market failure does not mean that the government 

can correct those failures. So one of the questions that must be addressed is what should 

the division of labor be between the government and the private sector. The answer 
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depends very much on country circumstances - including history, culture, social 

organization, life styles, etc.  and is sure to vary from one country to another and within a 

country over time. 

The indigenous (Broad Based Growth) accepts this complexity. It recognizes in
 

particular that it takes a strong government to maintain a hands off posture, because all
 

governments are subject to a great deal of pressure and lobbying. 
 Thus just because a 

government is weak and inexperienced does not mean that it should or can avoid taking an 

active role in the economy. One must then be prepared to examine a country situation and 

determine as specifically as possible what activities can be done by each. Such a position 

does not deny that, in most instances, the private sector is likely to be more efficient and 

more directly concerned with finding ways to increase productivity.21 

It is useful to mention consumer subsidies in particular because they have been so 

frequently criticized by the new orthodoxy. Such subsidies have prevailed in many 

countries, but perhaps those in Sri Lanka have attracted most attention. The evidence 

suggests two things about the Sri Lankan rice (and other) subsidies that are relevant to the 

present analysis. In the first place, in the Sri Lanka of the 1950s and 1960s it is fairly clear 

that no government could have gained power - or remained in power - had it not gone 

along with the subsidy arrangements. Voting in Sri Lanka in these decades was quite 

honest and virtually the whole electorate voted, and there is little doubt that the people 

wanted subsidies. The second point is that there is also little doubt that the subsidy 

system in these years kept many people from being hungry and malnourished. The 

21A good generil, and somewhat philosophical, discussion of the role of the State in 
economic matters is a new book by Phyllis Deane (1989). A useful collection of papers on 
the subject is Helm (1989). See especially the articles by Sen, Dasgupta, Grey, and 
Skidelsky. 
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difficulties arose because the government violated the requirement that overall macro 

stability be maintained. It seems fairly clear in the case of Sri Lanka that growth of GDP 

was of secondary importance relative to maintaining a traditional lifestyle that included 

everyone having enough rice. Similar arguments apply to many other countries, but, one 

must always note, consumer subsidies have also been abused. 

Much of the analysis of the problems that governments face has been attributed to 

rent seeking activity, and, it is often implied, that this activity wouid not be present in an 

economy where the market has full range and that it (rent seeking) is necessarily harmful. 22 

There are many examples where such is the case, and there are many examples where it is 

not the case. In particular, it is important to argue that a loyal, honest, committed 

bureaucracy cannot be created over night. Such must emerge, must evolve. How to be a 

good bureaucrat must be learned. More fundamentally, the idea of a good bureaucracy 

must be learned. When tasks well beyond the capacity and experience of a government 

are given it, problems will surely arise. The question is how to bring into being such a 

bureaucracy. One major part of the answer is to allow the government to work with 

problems that are within its understanding and experience, and that do not create major 

issues that are so different from its experience that it is helpless on how to proceed. 

One other point may be mentioned in the present context, that having to do with 

institutions. Since the theory of institutions is essentially non-existent, an illustration is the 

best way to make the argument. In Robert Bates (1989) analysis of Kenya's agricultural 

sector, the government intervened significantly because there was no market or only very 

incomplete ones. It was deemed cheaper and more efficient to monitor and control inputs 

22 A formal review of rent seeking is Brooks and Heijdra (1989). 
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into production than to try to establish a market that revealed information about quality and 

other matters of the outputs. Theso non-market mechanisms were institutions of one kind 

or another, and once established took on a life of their own. With a life of their own they 

not only influenced the policy makers, but are relevant in determining the environment 

within which the economy operates. Robert Bates (1989, p. 150) concludes his analysis of 

the Kenya story by saying, 

The new development economics stresses the significance of 
markets. To secure economic objectives, it holds, the 
allocation of resources is best left to market forces. And yet 
we have repeatedly been compelled to draw a basic lesson 
from the Kenyan experience: that nonmarket institutions are 
organized to promote economic objectives. A major source of 
Kenya's agrarian prosperity, we have found, has been the 
structure of its agrarian institutions. Bureaucracies and 
organizations do not necessarily stand in opposition to 
markets. Rather they are often put in place in an effort to 
underpin and to unleash market forces. 

Bates and others have forced us to consider the role that institutions, including 

government institutions, play in determining how an economy can perform, and can be 

influenced. If we are to understand indigenous growth we must understand institutions, 

including government, because few things are more indigenous than institutions.23 

V 

I would like now to conclude with a very brief discussion of some ideas for foreign 

aid that seem to follow from the general approach discussed above as indigenous 

23The role of institutions in development is an important topic on which research is 
beginning to accelerate. In addition to the Bates book, see Van Arkadie (1989) and World 
Development, September 1989. This issue of World Development is concerned with the 
role of institutions in development. The contributions by D.C. North and by V. W. Ruttan 
are especially useful. 
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development.2 ' The purpose here, in large part, s to illustrate the basic Ideas of 

indigenous and Broad Based Growth developed in the previous sections rather than to 

push any particular policy. At the same time I do think that the specific proposals merit a 

great deal of attention. 

Indigenous development is essentially a process of learning, so ")e idea is to use 

aid to help to create an environment in which searching and learning take place. When an 

economy is pressed hard the most likely problem is that the balance of payments will 

deteriorate. To prevent this problem, I have suggested that the local currency should be 

undervalued. I noted above that the undervaluation of domestic currency creates 

widespread opportunities for import replacement and new exports without completely 

eliminating foreign competition. The new opportunities will also be "near" existing 

techniques, and therefore conducive to learning as well as to increasing employment and 

output. Protection in this manner does not distort to any significant degree, nor would it 

result in the creation of large scale white elephants, and helps to create transformation 

capacity. I also argued above that transformation capacity is a necessary condition to profit 

from foreign trade. 

What can the United States or any foreign country do to help this process along? 

There are several possibilities that may be noted, to discuss them helps to make clearer the 

general arguments. 

a. [he donor must be willing to import any and everything that the 

developing country can export at competRive prices, given its exchange rate. Where such 

imports harm activities in the United States, aid funds may be used to facilitate or ease their 

24The discussion in this section draws heavily on Bruton (forthcoming). 
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shift into now activities. The exact way that this can be done is not completely clear, but 

the general point is: use foreign aid funds to remove obstacles to importing into the United 

States.25 This is different from giving imports from less developed countries preferences. 

There would be no such preferences. The only advantage the developing country would 

have would be the undervalued domestic currency that would make exporting unusually 

profitable. 

b. The added incentive to export provided by the undervalued exchange 

rate should create inducements in the developing country to search for ways to enter 

export markets. The economic agents in the developiri,, country have an incentive to seek 

out information, data, plans of present and potential importers. Aid may be used to cover 

costs that an importer may have in working with an exporter from the developing country. 

The initiative however -- and this is crucial - must come from the exporter. 

c. Investment in new activities, even more than in familiar ones, is an 

uncertain activity. Aid may be used to provide some form of insurance against failure. The 

insurance must not be provided free, but could be provided at a subsidized price. There 

would be an educational and publicizing task, but this should be left to the agency 

providing the insurance. 

d. It has been argued that there is underutilized knowledge available in 

the less developed country, that is knowledge that could be found by economic agents on 

their own who engaged in search. This will at some point lead to a blank wall where some 

251t is recognized that retraining and similar labor programs for declining industries have 
not been successful. It does not seem to be beyond human capacity to make them so. 
Lawrence and Utan (1986) discuss a variety of dislocations that can arise as a 
consequence of free trade, and offer several practical suggestions on how they (the
dislocations) might be dealt with. 
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more formal, organized help is necessary. Aid may be a means by which such walls are 

removed or circumvented. This does not mean large scale support for elaborate research 

institutions, most - but not all by any means - of which have not proved effective. What is 

wanted are organizations that can respond to specific questions identified by economic 

agents seeking to produce more with given resources. This, for the most part, calls for 

small opefations staffed by people with great practical experience in the activities of the 

economy, and knowledge of the society, its organizations and institutions, and history 

(Bruton, 1987). 

Jon Sigurdson (1986) makes a similar point with respect to Japan. He writes (pp. 

71-72) "...the production plants in Japan do not rely on a specific technology but a system 

under which production is gradually improved in response to requests by users and in 

cooperation with machinery makers." Aid used to support these indigenous research 

activities could make significant contributions to the growth of productivity. Aid that helps 

resolve a problem which people have recognized and are willing to confront is always more 

acceptable than is aid aimed at more goneral, more distant targets. 

e. Aid in the forrm, of technical assistance has a mixed history. There are 

many examples of individuals who have made extraordinary contributions, but there is also 

evidence of considerable failure. Foreign technical assistance is most likely to be effective 

when it arises from a genuine request from a developing country, and when the latter 

shaies significantly in the costs. Such aid should be ended forthwith when it becomes 

evident that the country is either not committed to its use or not able to use it. 

f. Aid may be exceptionally helpful on small scale, very labor intensive 

infrastructure projects. In rural areas, in paricular, there are opportunities to organize 

labor - underemployed generally or seasonably idle -- to construct roads, bridges, water 
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control devices, etc. Aid funds can be used simply to pay wages to tne workers on such 

projects. This is essentially a means of providing the liquidity to a government to finance 

the activities. Such use of aid has the further advantage of providing income to some of 

the very poorest groups in the country, and involve some learning. These projects will be 

small, but could be numerous. If they get too big, the organizational problems become 

unmanageably severe. 

g. Aid to facilitate the implementation of policies that are aimed directly at 

employment creation and productivity growth among low income people can pay off 

handsomely. Three examples will help illustrate this point. 

i. In Egypt the Ministry of Agriculture has detailed data on most 

farms. The Egyptian government also sets the price for a number of farm products. A 

policy that rewarded increased yields with higher prices would surely induce search for 

ways to get yields up year after year. With such a policy the government may need to do 

very little else to bring about a more dynamic agriculture. 

ii. A similar kind of policy may be designed for employment in 

manufacturing. Tax rate adjustment or a direct subsidy might reward a firm that increased 

the labor intensity of its operations from year to year. For example a formula such as Wo 

(E1 - Eo)/A VA measures the increase in the share of the increment of value added (8 VA) 

due to the increase in employment (E1 - Eo) with no change in wage rates (Wo). Evidently 

the higher this ratio the greater tne employment effects and the greater the reward. Note 

also that increased productivity with no change in wage rates means that unit labor costs 

are reduced and this will provide an incentive to hire more labor. 

iii. In many developing countries, it is advantageous to keep food 

prices low in urban areas. This is frequently done in a way that penalizes agriculture, either 
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by taxes or price controls on agricultural products. In certain situations aid may be used to 

subsidize the food prices in urban areas at the same time that farmers receive high prices 

for their output. A policy of "buy high, sell low," made possible by aid will permit strong 

incentives for agricultural development and still keep urban prices low. 

There are other examples that could be noted but these three make the general 

point clear. Aid that is used to reward increased yields and increased employment and 

increased productivity not only helps the low income groups directly, but also contributes to 

the creation of a tradition of search and learning and trial and error in the community. 

h. Where a country runs into an unexpected difficulty for which it cannot 

be held responsible while pursuing a range of policies that conform to those discussed 

above, a lump sum loan (possibly a grant) may be made immediately with no limitations on 

its use and without exhortation or arm twisting. 

Evidently there are many more issues which one would have to confront if the 

approach reviewed above were to be taken seriously. The basic point can be stated 

simply: the developing countries must themselves create a demand for aid, and the donor 

countries stand prepared to meet that demand. It is to be noted that there are important 

examples of foreign aid that has some of the effects outlined here. 

There are two general points that follow from these examples. The first is that the 

indigenous development idea pays little heed to catching-up, and also plays down the 

notion of international competitiveness. The basic idea of undervaluation is that it provides 

the protection and the incentives that lead to searching and learning and more effective 

transformation capacity, the capacity to seize and to create opportunities. It therefore 

decreases dependence on foreign trade, or, more accurately perhaps, it recognizes that 

foreign trade is extremely risky until transformation capacity is extensive. It is a means of 
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creating Independence and self reliance and increased productivity. It is a means of 

creating a base, a foundation from which change may proceed in a reasonably untraumatic 

fashion. This can lead to International competitiveness at "correcti exchange rates at some 

point for an economy that has allowed the reflective choices of the community to be found 

and realized. 

The second point refers to the possibility that implicitly in this approach we are 

asking the developing countries to "reinvent the wheel." To some extent this is correct 

simply because it is the way to learn. Albert Hirschman (1987, p. 24) writes that, 

[H]umans have to reinvent a great many things - from learning
how to walk to the proper use of language - and this intensive 
practice in reinvention and re-creation is surely a necessary, 
although not sufficient, condition for the subsequent generation 
of genuine creativity. The problem in industrial research and 
development is not how to minimize reinvention but how to 
achieve the best possible balance between reinvention and 
taking advantage of the existing stock of knowledge for the 
purpose of accelerating both industrialization and creativity. 

This Hirschman statement and many of the preceding arguments remind us that 

development is necessarily a slow process. Get rich quick schemes do not work. The 

emphasis on searching and learning, on productivity growth, on endogeny and institutions 

also helps make clear that genuine social and economic change that produces a continuing 

increase in social welfare is a slow, long term process. Therefore aid is a long term matter, 

and it is essential to establish it on a solid institutional basis. 

VI 

Throughout the preceding pages, I have noted where our understanding is 

incomplete, where our ignorance is especially rampant. There are many such places, and it 
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Is helpful to conclude by summarizing the principal areas where more research seems both 

useful and feasible. 

1. Perhaps the key question Is why does the productivity of factors increase in 

specific sectors and in the economy as a whole? There are many hypotheses and an 

increasing amount of data, but we still have a long way to go in order to say that if policies 

X Y and Z are pursued, productivity growth will occur. In particular we need to know more 

about the relationship between exports and productivity growth and the exchange rate and 

productivity growth. We need to know more about the specific content of "social capacity." 

I think that all these can best be studied on a country basis, although some cross country 

work is possible on productivity growth and exports and the exchange rate. 

2. Empirical studies of private investment and private saving are needed. Some 

studies have appeared recently, but we need more, especially of private investment. 

3. We need detailed, empirical studies of labor markets in developing countries. 

How are wage rates determined? Why do they seem to rise even in the face of 

underemployment? How does the labor market affect productivity growth? 

4. Macro economics is of course in bad shape nowadays. But we need to 

understand more clearly what kind of macro models are most useful in understanding how 

hard we can push an economy without generating inflations of various kinds or balance of 

payments problems. The work of Lance Taylor (Chenery and Srinivasan, 1988 and 

elsewhere) is especially helpful in this area. 

5. Private foreign investment is both necessary and dangerous. It is also full of 

political and emotional issues. Accumulated (and objective) case studies of specific foreign 

private investment projects could be very helpful. 
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6. Institutions have begun to attract attention and study. They are important in 

all countries, but especially so in developing ones. A vast field is here waiting to be 

explored. 

7. The role of government is complex. Most observers now believe government 

has not performed very well in many countries, and so greater reliance on the market is in 

order. This is surely acceptable, but it is only the first step. The government can do many 

things well and effectively. Studies on the division of labor between the public and private 

sector could be enlightening. This issue is also fraught with ideology and emotion. 

8. Finally, the broad question of how open should an economy be needs study. 

Outward-looking has many supporters, but it is a vague, empty term unless it is given 

specific country context. Korea, Japan, Taiwan all had and have many forms of protection, 

yet are also in the world economy. This is the great issue: to be able to learn from the 

world without being inundated and defeated by the world, without losing the national 

identity and culture and traditions on which well being so heavily depends. Part of this 

problem is that of how to choose, how to decide at both the individual and community 

level. 

There are other possibilities, but this is enough to keep us busy for a while. It is all 

very exciting. 

October, 1990
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BROAD-BASED GROWTtH AND DEMOCRACY 

A WORKSHOP: NOVEMBER 9, 1990 
(Room 1105, New State Building) 

8:15-8:45 COFFEE and DONUTS 

WELCOME & Henrietta Fore, Asssistant Administrator, Bureau for Asia and Private 
OBJECTIVES Enterprise 
(8:45-9:00) Michael Farbman, Director, APRE/SMIE 

Robert Young, APRE/SMIE 

SESSION ONE: Employment and Enterprise Policy Analysis Project (EEPA) -- Work 
(9:00-10:30) conpleted and remaining questions 

Chair, Clarence Zuvekas, LAC/DP
 

Don Snodgrass, HIID: EEPA's perspective (25 min)
 
Gus Ranis, Yale, Economic Growth Center: Review of EEPA and
 
research priorities (25 min)
 
DISCUSSION (40 min)
 

10:30-11:00 COFFEE BREAK 

SESSION TWO: Economic and Democratic Reforms and Linkagzes -- Research
 
(11:00-12:00) priorities
 

Chair, Jan van der Veen, PPC/PDPR/RP 

Stephan Haggard, Department of Government and Center for 

International Affairs, Harvard University (25 min) 
DISCUSSION (35 min) 

12:00-1:30 LUNCH (on your own) 

( 	 SESSION THREE: Economic Policy Research Priorities 
(1:30-3:00) 

Chair, Stuart Callison, BIFAD 

Gary Fields, Department of International & Comparative Labor, 
Cornell University (25 min)
Henry Bruton, Department of Economics, Williams College (25 min) 
DISCUSSION (40 min) 

SESSION FOUR: Small Group Discussions of Research Priorities
 
(3:10-4:00)
 

Rooms 1105 and 1408
 

BREAK 

SESSION FIVE: Sumnarizing Session 
(4:15-4:45) Brief small group reports (maximum of live minutes for each of three 
groups) 

Final participant comments 
Concluding comments 

At the end of the day, each participant will be asked to submit his own list of three priority research 
topics, one in the -areaof political economy and two in the area of economics. 

All 	 participants will receive copies of papers and the workshop final report. 

Chairpersons have been asked to keep discussions crisp and focused on identifying important 
research priorities to support policy reforms for strengthening democracy and sustainable broad
based economic growth. 
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MEMORANDUM November 1, 1990 

TO: 

FROM: 	 APRE/SMIE, Robert C. Young 

SUBJECT: 	 Policy Analysis Seminar: research priorities for guiding broad-based growth and 
democratic pluralism 

You are invited to participate in a seminar on unresolved political economy issues pertaining 
to sustainable broad-based economic growth and democracy. The workshop will be held on 

Nov- iber 9, 	 Friday, 8:45 to 4:45, in 1105 NS. 

The key presenters in the workshop will be: 

*** Don Snodgrass, Harvard Institute for International Development, project coordinator 
for APRE's Employment and Enterprise Policy Analysis Project 

Gus Ranis, Department of Economics and Economic Growth Center, Yale University 

Henry Bruton, Department of Economics, Williams College 

Gary Fields, Department of International and Comparative Labor, Cornell University 

Stephan Haggard, Department of Government and Center for International Affairs, 
Harvard University 

The discussion will include critical reviews of policy research -- funded by A.I.D. and 
others -- to identify what we already know and what we need to know to improve our ability
to define policy, political and business climates for broad-based growth. 

Experts in the area of policy analysis and reform appear to agree that there is considerable 
convergence around some policy requirements for broad-based growth. Examples of such 
relatively widespread agreement include the priority for open markets, moderate taxation of 
agriculture, priority for agriculture in the least developed economies, liberalized financial and 
foreign exchange markets, priorities for primary education and health systems, and balanced 
governmental budgets. There is less convergence around topics such as the size and role of 
government, support for small enterprises, appropriate legal and regulatory policies, modern 
sector industrial relations systems, and appropriate paths toward more liberalized financial and 
trade markets. We want to explore better this domain of uncertainty and to define research 
priorities to strengthen the confidence with which we deal with it. 

We hope that you can join us in what we feel will be an important process for A.I.D; of 
identifying these research priorities. 


