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1. Introduction 

Development economics began macro. Though micro concerns have grown in 
importance-witness half of the chapters in this Handbook-the system-wide 
approach is still central to the field. It has to be. If the whole economy changes 
structure during the course of "development", then to understand the process one 
has to look at the economy as a whole. 

Work before and during the Second World War laid the foundations for what 
is called development economics today, but it stems from the roots of the 
discipline. As Arthur Lewis discusses in Chapter 2 of this Handbook, classical 
economics was largely about development. Curiously, in industrial capitalism's 
vigorous spring, the classicals focused on the stationary state, or the end of the 
process. When classical themes were retaken by the new development economists 
forty years ago, the emphasis was on stagnation at the beginning. What were the 
forces that made poor countries poor, and how could the fetters be broken? 
Initial models were set up to characterize the growth process, to serve as a 
backdrop for medium-term plans. More recently, following a neoclassical reac- 
tion against the avowed classicism of the 1950s generation and a detour through 
models emphasizing income distribution (after academics publishing in North 
Atlantic journals belatedly realized that even with growth, poor people stub- 
bornly remain poor), the focus shifted to short-run concerns. Increasing poverty 
and declining productive potential resulting from stabilization programs aimed at 
offsetting external shocks have been the rule for most developing countries in the 
1980s. Small wonder that a great deal of thought has been devoted to making 
"stabilization" and "depression" non-synonomous words. 

Chapter 17 of this Handbook is devoted to short-run issues, and should be 
read in connection with this one. However, as the founders of development 
economics emphasized, thinking about how to fight fires for the next few quarters 
is useless unless one has a notion about where the economy may go in the 
fullness of time. This chapter is devoted to their own and successors' secular 
theories. In Chapter 17, besides analyzing the economics of stabilization, we offer 
suggestions about how long- and short-run threads may be woven into whole 
cloth. 

The long-run approach is presumably of interest because it tells something 
about how economies change in historical time, in particular over the century or 
two of what Kuznets (1966) calls modern economic growth. Evidently, formal 
models- our focus here- can never give a complete description of development, 
since it involves major institutional change. Indeed, it is foolish to specify models 
except in fight of institutions, a methodological precept of which the first students 
of development were well aware. How their successors lost sight of institutions is 
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one of the major themes of this chapter, which in the final analysis is an 
argument for a return to the classical approach. We begin the discussion with an 
economist whose fame is largely due to an attempt to re-establish classicism in 
his own time. 

2. The heirs of Schumpeter 

Schumpeter's Theory of Economic Development (German version 1912; English 
edition 1934) is infrequently read nowadays, but it is the true origin of the field. 
Schumpeter's theory of development is interesting in itself, because it emphasizes 
technical and institutional change. We also use the model (on our initiative, not 
his) as an organizing device for later contributions, most of which differ from the 
letter but not the spirit of his work. 

Schumpeter begins with the kind of theory now considered long-run, and in a 
leap discards it for more interesting processes that have been dropped from the 
orthodox canon. He calls his initial point "circular flow", analyzed formally 
today as "steady growth". An economy in circular flow may be expanding, but it 
is not developing. Development occurs only when an entrepreneur makes an 
innovation- a new technique, product, or way of organizing things- and shifts 
coefficients or the rules of the game. He makes a monopoly profit until other 
people catch on and imitate, and the system moves to a new configuration of 
circular flow. 

The invention or insight underlying the innovation need not be the enterpre- 
neur's-Schumpeter's "new man" simply seizes it, puts it in action, makes his 
money and (more likely than not) passes into the aristocracy and retires. 
Ultimately, his innovation and fortune will be supplanted by others in the 
process of creative destruction that makes capitalist economies progress. 

One key analytical question is how the entrepreneur obtains resources to 
innovate. To get his project going, he must invest- an extra demand imposed on 
the circular flow. He obtains loans from banks- credit and money are endoge- 
nously created in the process. The new credit is used to purchase goods in 
momentarily fixed supply. Their prices are driven up, and the real incomes of 
other economic actors decline. Obvious examples are workers receiving a fixed 
nominal wage or the cash flows of non-innovating firms. There is "forced saving" 
as workers consume less; at the same time, routine investment projects may be 
cut back. "Development" from one circular flow to another is demand driven 
from the investment side (though, of course, the innovation may involve produc- 
tion of new goods or changes in productivity) and short-run macro adjustment 
takes place through income redistribution via forced saving with an endogenously 
determined money supply. In a longer run, workers may regain income when the 
innovation hits the market. In later versions of the model, Schumpeter empha- 
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sized that bankruptcy of out-dated firms could also release resources for the 
innovators, but the essential process is much the same. However, it may be 
affected by socialization of bankruptcy risk, as discussed in section 4 of Chapter 
17. 

Another question is how to characterize circular flow. Here we go beyond 
Schumpeter in setting out five versions or model "closures" [Sen (1963)] that 
appear in the development literature. The first, closest to Schumpeter's own 
description of the process, is that of neoclassical growth models. There is one 
production input (conveniently called labor) which expands at a given rate of 
growth. Other means of production - fixed and circulating capital - are reproduci- 
ble within the system. Their growth rates in steady state settle down to that of 
labor supply. In the short run, the capital/labor ratio follows from the economy's 
history of accumulation and an assumption that labor is fully employed. If one 
further postulates a neoclassical marginal productivity input demand story, the 
real wage and rate of profit will follow. But they could just as well be specified 
exogenously. What really makes the growth model work is the full employment 
assumption. 

In the second version, the real wage of labor is fixed, in terms of a consump- 
tion basket when many goods are considered. A share of non-labor income is 
saved, and investment proportions adjust to exhaust saving and permit the 
system to grow at a steady pace. 

The third form of circular flow has some sector's output growing steadily, e.g. 
capital goods production, food output, or capital inflows and/or exports which 
provide foreign exchange. The system converges to the key commodity's growth 
rate and its relative price, e.g. the agricultural terms of trade or the real exchange 
rate, may be the pivot of adjustment to macro equilibrium. 

These first three steady states are all supply constrained in some sense. The 
first and third have given growth rates of a factor and a commodity respectively, 
while the second has a predetermined income distribution and (like the others) is 
built around the notion that saving determines investment in macro equilibrium. 

The fourth variant supposes output free to vary in response to demand. If 
capital accumulation is considered, it comes from investment functions which are 
exogenous or else tie each sector's capital formation to other variables in the 
system. Sectoral rates of capacity utilization converge to a steady state configura- 
tion generating enough saving (a function of income) to meet investment de- 
mand. 

Finally, generalizing the concept of steady state, there is the idea that develop- 
ment consists of continual introduction of new commodities as demand for old 
ones stagnates. Observed demand composition does not maintain constant budget 
shares, so proportionate expansion of all sectors cannot occur. However, if new 
commodities and associated production activities appear in regular fashion, a 
predetermined process underlying shorter-term fluctuations can play almost the 
same analytical role as a steady state. 
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Schumpeter, a good Walrasian, would have preferred to think of circular flow 
as something like our version one, perhaps with a bit of five thrown in to account 
for Engel's Law. He was not interested in limiting commodities or non-reproduci- 
ble means of production (number three), and abhorred the under-consumptionist 
overtones of variant four. Curiously, his immediate followers, namely 
Rosenstein-Rodan and Nurkse - the founders of development economics as pres- 
ently construed- went down the demand-determination (or fourth) route. Not 
long after, Kalecki and Mahalanobis proposed theories along the lines of our 
third characterization of circular flow, and Lewis and followers adopted the 
classical version two. All these writers followed the master in thinking of 
development as a process of transition from one steady state to another-they 
differed about how to characterize growth paths and how to get between them. 
Later, largely neoclassical economists dropped the method of transitions and 
sought "efficient" modes of growth directly. Schumpeter's (and the classicals') 
emphasis on studying how economies change over time in specific historical and 
institutional circumstances was abandoned during the 1960s, as development 
economics went out of step with the political trends of the time. It anticipated 
perfectly, however, the anti-statist, market-oriented politics that took over twenty 
years later on. 

3. Demand-driven models 

Rosenstein-Rodan's (1943) shoe factory is the epitome of demand-limited cir- 
cular flow. The owner does not think it worthwhile to step up his operations 
because not all the income so generated will feed back into increased purchases 
of shoes. Nurkse's (1953) "vicious circle" follows the same lines, taking for 
granted Schumpeter's metaphor. Basu (1984) provides a formalization involving a 
fixed money wage and producers in two sectors who select production levels 
depending on wage costs and anticipated marginal revenues from expanding sales 
down kinked demand curves. They can easily arrive at an equilibrium in which 
not all available labor is employed. It might be possible to move toward fuller 
employment by increasing production in both sectors in line with consumers' 
tastes. Such an expansion is at the heart of "balanced growth". 

This diagnosis was discussed roundly in the 1950s. A blow-by-blow recapitula- 
tion cannot be attempted here-see Dagnino-Pastore (1963) and Mathur (1966) 
for summaries of the debate. For later purposes, note the following points: 

(1) Nurkse equilibrium is not Walrasian. Fleming (1955) said Nurkse was 
wrong flat out. Increased commodity demand, however arranged, will increase 
demand for labor, bid up wages and choke off incipient expansion from the side 
of costs. More subtly, Scitovsky (1954) emphasized externalities that prevent 
price signals from leading the economy to ful! employment. His main examples 
were economies of scale and monopoly power in trade. For the later debate 
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(Section 6) among Walrasians as to whether "getting the prices right" is the way 
to guarantee growth, Scitovsky is crucial. He matters less to those who do not 
lose sleep over whether or not the economy is tending toward Pareto optimality. 

(2) Adherents of balanced growth stressed the virtues of investment planning. 
Critics like Hirschman (1958) and Streeten (1959) wanted "unbalanced growth" 
to shock the system from low level circular flow. In their view, the development 
process is characterized by the uneven advance of different sectors, dispropor- 
tions and disequilibria, with inflationary and balance of payments tensions 
arising at different points. Under such conditions, policy should be oriented to 
the choice of investment strategy which shows the best chance of being self-pro- 
pelting, i.e. of being able to induce further investments to correct imbalances 
created at previous stages. Myrdal (1957) and Perroux (1961) were largely in 
agreement with this diagnosis, and sought to clarify how unbalanced expansion 
might occur in a regional context. In Myrdal's view, cumulative processes- what 
we call transitions- were the essence of change, with final outcomes depending 
on a clash of forces between unequalizing "backwash effects" and "spread 
effects" which distribute prosperity. Perroux added the notion of "growth poles", 
around which development occurs. The authors in this school were simulta- 
neously more Schumpeterian and (despite their penchant for evocative labels for 
ill-defined processes) more practical than advocates of balanced growth. The 
latter never really spelled out how their plans for expansion were to be for- 
mulated, let alone put into practice. Input-output models and shadow-pricing of 
investments were their chosen instruments to lead to balance, but neither could 
fulfill the detailed resource-allocation task. 

(3) Even if we leave aside Fleming, a question of resource mobilization also is 
involved. Increasing output requires investment in working capital, perhaps fixed 
capital as well, and macro balance has to be maintained. Rosenstein-Rodan 
(1961) laid great emphasis on indivisibilities and economies of scale. The saving 
counterpart to his investment "big push" might come from decreasing costs. And 
as Rodan's London School mentor Allyn Young (1928) pointed out, expansion of 
output makes room not only for more, but more sophisticated capital equipment. 
The theme recurs in subsequent discussions of export-led growth. 

Apart from the balanced/unbalanced growth debate, demand-driven models 
show up in other contexts. One example is the structuralist/stagnationist analysis 
of problems of industrialization in Latin America, reviewed by Lustig (1980). A 
second is more recent discussion in India about slow industrialization there. 

To understand the issues, it is useful to begin with possible stagnation in a 
model with one sector, and then bring in multisectoral complications. Dutt 
(1984a), formalizing a literature beginning with Kalecki (1971) and Steindl 
(1952), points out that if investment responds to increased capacity utilization as 
in an accelerator, then a shift in the income distribution against high-consuming 
wage earners can lead to slower growth-the distributional change reduces 
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consumption demand and capacity utilization, and capital formation slows down. 
A further feedback of capacity use to changes in distribution can lead to a steady 
state differing from the initial one, as discussed in more detail below. 

Now suppose that in addition to changing the economy-wide marginal propen- 
sity to consume, income redistribution also shifts consumer demands by sector. 
The wealthy may prefer services and sophisticated manufactures, for example, 
and poor people simple industrial products and food. If redistribution occurs and 
sectoral demand patterns change, and if investment demand by sector responds, 
then the economy can go to a new steady state. The results need not be 
heartening for proponents of income redistribution. If profit income recipients 
preferentially consume labor-intensive services, by the Rybczynski (1955) theo- 
rem, a tax-cum-transfer aimed at shifting income toward labor will reduce the 
wage share in a two-sector system. Moreover, if investors respond more to 
demands for commodities preferred by rentiers, overall growth and capacity 
utilization can decline-for details see Taylor (1985b). 

Latin American structuralists like Tavares (1972) and Furtado (1972) more or 
less viewed the world along such lines, but with causality reversed. If industrial- 
ization beyond production of simple goods like food and textiles is to occur, they 
said, then income concentration to sustain demand for more sophisticated 
commodities is unavoidabl6 under present social conditions. Taylor and Bacha 
(1976) provide a formalization, in which investment responding to consumer 
demand for "luxuries" leads to forced saving, in turn creating more luxury sales 
and a further investment push. The economy undergoes a transition between 
steady states without and with luxury goods production. DeJanvry and Sadoulet 
(1983) set up a more complete model in which luxury goods output can either rise 
or fall. 

The Indian debate centers around demand preferences by sector, induced 
investment response, and-  especially- the role of investment demand and capac- 
ity creation by state enterprises. Demand composition may then underlie slow 
industrial growth, or else Ahluwalia (1986) argues that the cause may be limited 
capacity in infrastructural sectors, along lines discussed in Section 4. Chakravarty 
(1984) cautions like the Latins that unless steps are taken to preclude it, more 
rapid growth may benefit only the top segment of the income spectrum. 

Attempts at empirical verification of these ideas have been incomplete at best. 
A spate of studies in the 1960s, partly surveyed by P.B. Clark (1975), found no 
great variation in marginal propensities to consume by sector-the relevant 
parameters - across income classes. Input-output computations thus showed that 
income redistribution would not change sectoral output composition very much. 
However, the feedback of changes in demand to investment has never been taken 
up in a developing country context- this is a promising area of research. It can 
be extended to examine the effects of policy interventions. For example, Buffie 
(1986) and Taylor (1987) show how currently modish "equal incentives" trade 
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policy need not maximize output growth in investment-driven models. This 
finding is relevant to the criticism of gains-from-trade arguments in Section 6 
below. 

A final theme in models of circular flow which emphasize income distribution 
and demand is inflation. A common theory attributes inflation to conflicting 
income claims. In the capitalist/worker s t o r y - a  favorite of theorists but not 
necessarily the most relevant in developing countries - let us assume prices are set 
by a mark-up over prime costs. The latter typically comprise the wage bill and (at 
a macro level) costs of imported raw materials and intermediates. If the mark-up 
rate or import cost rises, prices follow and the real wage declines. Workers 
counter by pushing up money wages- the  instrument they control. But then 
prices go up further through the mark-up, wages follow, and so on. In Joan 
Robinson's (1962) phrase, there is an "inflation barrier" below which the real 
wage cannot fall before money wage inflation is set off. 

The object of conflict may be the real wage, the labor share or some other 
distributional index. Suppose it is the profit share, a positive function of the 
mark-up rate. Let wage inflation rise with the mark-up and also the profit rate 
(the product of the profit share and the output-capital ratio) as an indicator of 
economic activity. If price inflation also goes up with wage pressure and activity, 
there may be a "natural" rate of profit at which both prices and wages grow at 
the same speed. Such a profit rate is the analog in radical growth models of the 
natural rate of unemployment in neoclassical ones [see Marglin (1984)]. The 
mark-up rate or capital share is constant at the natural rate of profit. At that 
point, its growth rate will be an increasing (decreasing) function of the profit rate 
if price inflation accelerates more (less) than wage inflation when activity rises. 

Now recall that income concentration in the form of a higher capital share may 
depress economic activity (the Dutt linkage discussed above) or else could 
increase it if, for example, faster inflation reduces the real interest rate and 
stimulates investment demand. Taylor (1985a) describes a model with two 
long-run stable cases A and B. In case A, the growth rate of the mark-up is a 
positive function of the profit rate and a higher mark-up rate retards activity. A 
permanent fiscal expansion will initially raise activity, and give the mark-up a 
positive rate of growth. As income becomes more concentrated, demand falls and 
the system returns to the natural rate of profit with a permanently higher 
mark-up and capital share. The secular inflation rate is higher, and capacity 
utilization as measured by the output-capital ratio (the profit rate divided by the 
profit share) less. In contrast, in case B the growth rate of the mark-up declines 
with the profit rate and a higher mark-up stimulates activity. Expansionary policy 
leads to a lower mark-up in the new steady state and thus to higher capacity 
utilization. It also reduces core inflation. The transition to those pleasant results, 
however, is complicated. Fiscal expansion increases first both inflation and the 
profit rate; the positive effects come only in a later stage. Political courage is 
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needed to implement expansionary fiscal policy in case B; but courage pays as 
rapid growth will ultimately slow inflation. 

This last and other demand-driven models show that characteristics of the 
economy in circular flow (or steady state) need not be unique. Their traverses 
between steady states parallel Schumpeter's process of development, though 
along different paths. Whether the changes are plausible as historical processes is 
another question; in retrospect that was what the balanced vs. unbalanced 
growth debate was about. The query becomes even more relevant as we pass 
toward resource-constrained models. 

4. Resource limitations and reproduction 

The models discussed in the previous section implicitly assume that output can 
be increased without limit (at least in key sectors) in response to higher demand. 
The trick is to make the demand realize itself without unfavorable distributional 
or other consequences. In this section we assume that a specific sector's output 
cannot be increased in the short run. Its supply becomes a constraint limiting 
overall growth. 

The economy can adjust to a supply constraint in various ways. One, im- 
portant in practice, is through absolute price changes that affect patterns of 
income distribution and demand. Demand pressure against a sector with inelastic 
supply will swing prices in its direction. Models stressing this linkage have 
recently been worked out for agriculture and non-agriculture, for non-traded and 
traded goods, and (at the world economy level) for the "South" as a primary 
product exporter to an industrialized "North". 

Terms of trade models date at least to the controversy between Ricardo and 
Malthus about whether the English Corn Laws limiting grain imports should or 
should not be repealed. A sketch of an agriculture-limited economy emphasizing 
the distributional role of food prices was Preobrazhenski's (1965) contribution to 
the Soviet debate about industrialization in the 1920s. Kalecki (1976) gave a 
version in lectures in Mexico City in 1953 which was adopted or reinvented by 
many others, e.g. Sylos-Labini (1984), Kaldor (1976), and Taylor (1983). In the 
recent versions, the "industrial" sector has prices formed by a mark-up over 
prime costs, while the price of "agricultural" goods varies in the short run to 
clear the market with supply fixed or not very responsive to price changes. 

Output in the industrial sector is demand driven. It produces a commodity 
used both for consumption and capital formation. Agriculture produces food, 
and partly finances overall investment through savings flows. Urban forced 
saving is central to the workings of the model, since the urban wage is not fully 
indexed to the food price. On the other hand, agricultural savings need not play a 
major role. Empirically, Quisumbing and Taylor (1986) argue that the share is 
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only a few percent of GDP except in countries where large agro-export flows can 
be easily tapped for investment finance. 

Suppose that the terms of trade shift toward agriculture, say from a reduction 
in food imports. Manufactured goods output can either rise or fall. It will be 
pushed up by increased demand from higher rural income, but also held down by 
reduced real urban spending power (real wages decline). The implication is that if 
the farm sector is relatively small, a cheap food policy based on higher imports 
will increase industrial output. The urban sector is doubly benefited - food prices 
fall and production expands. Though he used a different model to argue his 
point, this outcome is consistent with Ricardo's advocacy of repeal of the Corn 
Laws. 

The alternative view was espoused by Malthus who reasoned (more or less 
cogently) on aggregate demand lines. Agriculture is responsible for a large 
proportion of consumption demand. Farmers (or landlords for Malthus) hit by 
adverse terms of trade will cut spending enough to reduce overall economic 
activity. Which distributional configuration applies in developing countries today 
is highly relevant for policy. The answer seems to go either way in practice 
[McCarthy and Taylor (1980), Londono (1985)]. 

Besides import policy, other state interventions can affect the terms of trade. 
Fiscal expansion or increased investment, for example, will bid up the flexible 
price by injecting aggregate demand. As noted above, forced saving on the part 
of urban groups whose incomes are not fully indexed to food prices will occur. 
Ellman (1975) argues that food price-induced forced saving supported the Soviet 
investment push of the early 1930s, in contrast to Preobrazhenski's suggestion 
that the terms of trade be shifted against agriculture to extract an investable 
surplus. Along political economy lines, Mitra (1977) stresses distributional conse- 
quences of shifts in prices between two staples in India-rice and wheat-and 
industrial goods. 

As is well known, distributional conflict over the terms of trade underlies the 
Latin American structuralist theory of inflation, set out by Noyola (1956) and 
Sunkel (1960) soon after Kalecki's lectures in Mexico City. As the agricultural 
terms of trade rise, the real wage declines. If workers bid up money wages in 
response, a conflicting claims inflationary process can be set off along the lines 
sketched in the previous section-Cardoso (1981) gives a formalization. As 
emphasized by Canavese (1982), the speed of the inflation depends on the size of 
the initial price shock and the degree and rapidity of indexation of wages to price 
changes. With extensive indexation, inertial inflation as discussed in Section 5 of 
Chapter 17 can arise. 

The two-sector model has been used to deal with many issues besides the 
agrarian question. It is frequently stated with one sector producing traded goods 
(with prices determined by a mark-up and/or from the world market) and the 
other sector making non-traded goods with a variable internal price. Formaliza- 
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tions date back at least to Salter (1959) and Swan (1960), and another Australian, 
Cairns (1921), used the model to discuss the political economy of gold booms 
more than a century ago. The latest incarnation is the "Dutch disease", e.g. 
Corden (1984) and Chapter 28 in this Handbook. 

The key relative price is between traded and non-traded goods-the "real 
exchange rate". When aggregate demand goes u p -  say from attempts to spend 
the proceeds of better external terms of trade for a primary export or capital 
inflows- part of the extra spending will be directed toward non-traded goods. If 
they are in relatively inelastic supply, their price will rise or the real exchange rate 
will fall. As a consequence, industrial exports (sensitive to the exchange rate) will 
decline, and demand for home products "similar" to importables may stagnate as 
well. In Boutros-Ghali's (1981) useful terminology, both internal and external 
diversification (of the production and export baskets) are reduced. 

The familiar conflicting claims inflation appears in this set-up if money wages 
rise in response to higher non-traded goods prices. The inflation further worsens 
the real exchange rate unless aggressive nominal devaluation- itself a source of 
inflation as it drives up prime costs via higher intermediate import prices-is 
pursued. If it is not, persistent deterioration of the real exchange rate can 
stimulate capital flight on the part of wealth holders who anticipate a future 
"maxi-devaluation" to set right the current account. Typically, the capital flight 
creates conditions in which a maxi has to occur. Details of this and similar 
scenarios are set out in Chapter 17. They repeat with some frequency in the Third 
World. 

A third application of the terms of trade model is in global macroeconomics 
built around the South as a primary product exporter and an industrialized 
North. The South is described as a Lewis-type economy while the North may be 
demand-driven or obey supply-limited circular flow. The South is triply depen- 
dent in that terms of trade for its exports depend on activity in the North, it 
imports a substantial fraction of its capital goods, and (barring unlimited capital 
flows) its investment is ultimately limited by its own saving plus whatever 
transfers come from the other party. Comparative static exercises can illustrate 
the implications of dependency. As in Houthakker's (1976) model discussed 
below, a productivity increase in the South will reduce its income and/or  slow its 
rate of growth because its export commodity is sold in a flex-price market subject 
to low income elasticities of demand in the North. Also, patterns of convergence 
to steady state growth for the two regions can be complex, but the South is 
likely to suffer doubly (slower export sales and lower terms of trade) from 
adverse shocks to the system. Ocampo (1986) and Kanbur and Mclntosh (1986) 
survey the growing literature. 

A final point is that the terms of trade model, already a potted version of the 
agrarian question, is susceptible to simplistic optimization games. An example is 
treating Preobrazhenski's idea that the terms of trade should be shifted against 
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agriculture as a problem in optimal taxation- the latest of two decades' worth of 
papers on the topic is by Sah and Stiglitz (1984). Manipulations of Lagrangian 
functions to find optimal tax rates for the peasantry are mildly illuminating so 
long as the results are not taken as serious policy advice. But if they are, then one 
has to ask if they make any sense in a given institutional context, e.g. Bukharin's 
(1971) observation that if Preobrazhenski's scheme were rigorously imposed in 
the 1920s Soviet economic system, the kulaks would simply abscond. (Neither 
author foresaw Stalin's drastic modifications of the system a few years later; both 
suffered greatly thereby.) Lines of policy also depend on the macro closures their 
proposers presuppose. Like all optimal taxationists, Sah and Stiglitz prefer a 
neoclassical closure-savings determines investment and full employment is 
maintained. With demand-driven circular flow, their distributional results can be 
shifted to those reported by Ellman- the Soviet state as the agent of accumula- 
tion benefits from forced saving induced by inflation acting on a working class 
whose numbers are increased and political leverage dramatically reduced by the 
de-kulakization campaign. The political implications cannot begin to be ad- 
dressed by economic models but are crucial to those who seek to apply them. All 
"optimal" policy recommendations suffer such problems, as in the capital-con- 
strained and foreign-exchange-constrained models we take up next. 

When a relative price is fixed by state fiat, social convention, incomplete 
markets or other reasons, another set of models emphasizing quantity adjust- 
ments appears-the two-gap model set out by Chenery and Bruno (1962) is a 
famous example. Here, foreign exchange is a limiting factor- there is "external 
strangulation" in a Latin usage current at the time Chenery was beginning to 
formulate the model after visiting the Economic Commission for Latin America 
(ECLA) in Santiago, Chile. 

The model's key assumption is that some proportion of gross capital formation 
must be imported-think of machines that cannot be produced within the 
country. With some capital (e.g. construction) produced at home, an additional 
unit of foreign exchange (from exports, import substitution, or capital flows) can 
support more than one unit of extra investment. At the same time, the extra 
foreign exchange raises the current account deficit by only one unit of "foreign 
saving". Following Bacha (1984), we can ask how these separate linkages between 
foreign resources and investment interact. 

If saving determines investment, capital formation rises one-for-one with extra 
foreign resources. The part of the increased current account deficit not devoted to 
capital goods imports can go to extra purchases of consumer or intermediate 
goods. The gap between the savingand trade gaps is covered by trade, as Findlay 
(1971) observes in dismissing the two-gap dilemma. However, suppose foreign 
exchange is withdrawn. Then imports must fall or exports rise to maintain macro 
balance. Beyond a point, neither strategy is viable, and something else must 
adjust. Investment and the level of economic activity are the obvious candidates 
for reduction when external strangulation occurs. 
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In contrast, suppose that any extra foreign exchange is devoted to capital 
formation- because its import content is less than 100 percent, investment can 
rise more than one-for-one. A quantum of saving beyond that realized through 
extra machinery imports is required; it has to come from domestic sources. The 
obvious possibilities are distributional changes underlying forced saving, and 
capacity adjustment. Either may or may not be easily arranged. The potential gap 
between the gaps persists, whether investment is determined by available caPital 
goods imports or by saving. 

Longer-term growth in the two-gap model has traditionally been projected 
assuming one or the other gap is binding. If saving is scarce, the Harrod-Domar 
formula can be used to compute feasible growth; if the trade gap binds, formulas 
can be devised based on import propensities [Bacha (1984), Taylor (1983)]. In 
practice, how to interpret such calculations is not clear, since the realized gaps 
must be the same: investment less domestic saving must equal imports less 
exports in macro equilibrium. Critics were correct in emphasizing that the model 
is incomplete without a statement of the mechanisms which make discrepancies 
between the gaps disappear. But that does not mean that the problem it poses 
does not exist. In practice, it is often "solved" in the form of restrictions on 
government policy action (Sections 4 and 6 of Chapter 17), 

One last commodity-limited model also focuses on capital goods. It was 
proposed by Mahalanobis (1953) in the era of the balanced growth, but its 
antecedents trace to the reproduction schemes in Volume II of Marx's Capital. 
The same model was used by Feldman in the Soviet industrialization debate; 
Domar (1957) gave a restatement and formalization. 

The story is simple. One sector, like Marx's Department I, produces the means 
of production or capital goods; the other sector, like Department II, produces 
consumer goods. Both use capital goods as inputs, and once installed capital 
cannot be moved. Growth in the system is limited by the fraction of capital 
goods output devoted to new investment in that sector. It is easy to show [Taylor 
(1979)] that with a constant reinvestment proportion, the growth rate of the 
consumer goods sector will converge to that of capital goods. 

The model is clearly incomplete. In his reproduction schemes, Marx worried 
about sectoral consistency and (implicitly) saving-investment balance. In his 
formal work, Mahalanobis did not go so far, though he kept a demand-driven 
"handicraft" consumer sector in the background to give macro equilibrium. 
Successors set up simple optimization exercises. They came up with the result 
that to maximize a discounted integral of utility from consumption, it is optimal 
initially to push the reinvestment rate in capital goods to the highest feasible 
level, and later switch to balanced growth. During the initial phase, the level of 
consumer goods output declines if capital in the sector depreciates rapidly 
enough. The analytically similar two-gap model was also subjected to the 
optimization treatment. The utility-maximizing solution there was to specialize 
initially in activities like export promotion and import substitution which gener- 
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ate foreign exchange (to import capital goods), and later relax into balanced 
growth. 

Neither recommendation inspires confidence-putting all her eggs in some 
model's initial big push basket is something that no prudent planner would 
contemplate. Other difficulties are that the models (and their input-output 
cousins, for that matter) do not give enough detail for disaggregated resource 
allocation, and do not address the issue of reaching saving-investment balance. 

What one learns from this section is that specific commodities- food, foreign 
exchange, or capital goods- may be in short supply, and that the system has to 
accommodate. Design of feasible policies in diverse institutional contexts be- 
comes the interesting analytical question. A great deal of work remains to be 
done along such lines. 

5. Shades of Marx 

Since the education of most professional economists is devoid of reference to 
classical thought, it is not surprising that they had trouble dealing with the 
surplus labor notions of Lewis (1954, 1958). The story of how Lewis was 
absorbed into the neoclassical corpus is interesting to pursue, as are his similari- 
ties (conscious or not) with the other great proponent of surplus-based accumula- 
tion theories, Marx. 

For our purposes, Marx's analytical scheme is best interpreted as it was 
absorbed by sympathetic non-Marxist economists-we are not interested in the 
notion of capital as the self-valorization of value, in capitalists as expressions of 
capital, and so on. Rather, we will work with a simple model built around 
pervasive unemployment (the reserve army) and technical progress or choice of 
technique (the organic composition of capital). In a capitalist upswing, employ- 
ment rises and the real wage is bid up from the level consistent with social norms. 
A turning point is passed, beyond which capitalists undertake technical innova- 
tion or substitution of machines for labor. The organic composition rises, setting 
the stage for crisis. In Sylos-Labini's (1984) description, capitalists " . . . b y  
substituting machines for workers.., freeze a part of the wages into fixed capital, 
which therefore depresses the.., rate of increase of workers' incomes". Demand 
does not grow rapidly enough to absorb a growing supply of commodities, and a 
realization crisis ensues. Long-term expansion of the capitalist system involves a 
sequence of such cycles, perhaps of increasing severity as time goes on. 

The key assumptions in an economy not strongly open to trade are: 
(1) There is a reserve army, from which labor can be drawn as necessary. As 

unemployment declines, the real wage may rise. 
(2) Capitalists, the accumulating class, automatically transform their saving 

into capital formation. There are no realization problems from the side of 
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investment demand. The rising organic composition, or choice of technique, 
affects the mass of wages, and underlies cyclical collapse. 

The Lewis story is much less dramatic, but shares common elements. He does 
not deal with cyclical growth, but rather assumes a gradual transition from a 
classical to neoclassical regime. The "reserve army" is called the "subsistence 
sector", but retains the function of providing labor at a socially determined wage 
until unemployment begins to dry up. Modern sector capitalists, meanwhile, 
accumulate and employ additional labor thereby. The overall share of saving in 
income is supposed to rise along with profits, so accumulation speeds up. Beyond 
a turning point, the labor supply curve slopes upward, wages are determined by 
conditions of labor demand and supply, and the world becomes neoclassical. 
Capital-labor substitution possibilities become important then. 

Causality in both models comes from the supply side. The socially determined 
wage sets the income distribution, and there is no room in the specification for an 
independent function for investment demand. The causal story is only one step 
away from neoclassical determination of the rate of growth by forces of produc- 
tivity and thrift. 

Lewis's version was soon shorn of its starkness, as emphasized by Lluch (1977). 
The counterattack took .place on three fronts. First, Lewis's subsistence 
sector - made up of farmers, casual workers, petty traders, retainers, new entrants 
into the labor force from population growth, and women- was transformed by 
professional consensus into "agriculture". This reinterpretation led to a purely 
academic debate among proponents of different agriculture/industry models- 
Dixit (1973) presents a summary. 

In the best-known contribution, Fei and Ranis (1964) set up a model with two 
turning points-  when food supply begins to decline as labor is withdrawn from 
agriculture and when the marginal product of rural labor rises to the institution- 
ally fixed urban wage. The parallels with Marx went unstated, as did the 
similarities of Fei and Ranis's landlords to Marx's capitalists. In Dixit's words, 
the landlord 

... should be eager to save. He should sell his surplus to industry and should 
transfer his savings to industrial entrepreneurs. He should be eager to innovate, 
and thereby improve the technology in agriculture. 

The social origins of this master manipulator do not flow naturally from the 
model. Jorgenson (1969) emphasized productivity in agriculture, and worked out 
a formula for the rate of technical progress that would have to occur in the sector 
for it to produce sufficient food to meet urban/industrial demand. Kelley, 
Williamson and Cheetham (1972) ran full employment simulations of two sectors 
with different patterns of demand on the part of income recipients in each. 
Turning points, surplus labor, and distinct social roles for landlords and capita- 
lists had completely vanished from the scene. 
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The second line of attack was led by Schultz (1964). Already calling the 
subsistence sector agriculture, he challenged the existence of surplus labor. 
Another endless debate commenced, leading as a side-effect to an elegant paper 
by Sen (1966) recalling the emphasis of Chayanov and Lenin on the importance 
of the organization of production in agriculture. Attempts to dislodge the reserve 
army are recounted by Johnston (1970) and many others, while Rao (1986) 
reviews the more interesting micro literature stemming from Sen. 

Schultz (1964, 1978) also led the third wave of attackers, that of the price 
mechanists. Their diagnosis was that agricultural prices have been held low in 
developing countries, in comparison to world market prices as a point of 
reference. Lewis is irrelevant to their prescription of higher prices as a way out of 
agricultural stagnation-he was interested in the terms of trade only insofar as 
they might affect industrial accumulation. In practice, Schultz's remedies lack 
potency, given the class relationships and institutional structure of many develop- 
ing countries. For one thing, a rentier-dominated agriculture may respond 
"perversely" to improved terms of trade, as argued by Patnaik (1983) and Dutt 
(1984b). For another, the prescription to raise producers' prices fails to take 
account of the leading role that public investments often play in agricultural 
development. Econometric estimates rarely produce values of agricultural supply 
elasticities exceeding a few tenths; these numbers decline and the fit of the 
equation improves substantially when variables representing public inputs like 
irrigation are entered [Chhibber (1982)]. A favorable movement in the terms of 
trade, given political obstacles to taxation and public spending, may slow growth 
or lead to a distorted pattern of growth by accentuating structural dualism within 
agriculture. Finally, the Preobrazhenski/Kalecki model discussed in the previous 
section points to the fact that macroeconomic and distributive impacts of price 
adjustment may be unpleasant and politically unpalatable. 

The intellectual time trend in these models went from class distinctions and 
saving growth mediated by distributional change to technical advance triggered 
by price policy-marginal conditions enveloped Lewis's mild radicalism. Both 
early and later models addressed issues of sectoral balance, but from divergent 
perspectives. This line of thought exhausted itself by the late 1960s, though the 
neoclassical synthesis has had major policy significance since. 

Other work with supply-determined models has emphasized three themes- 
labor allocation across sectors, urban unemployment, and economic dualism. 
Sectoral migration models date at least to Simon (1947). He showed that if labor 
is the only production input with full employment and equal rates of productivity 
growth in two sectors, then workers will move toward the sector with income- 
elastic demand. Baumol (1967) argued that a non-progressive sector with low 
productivity growth will lose all its labor in the long run if its demand is 
sufficiently price elastic (or the recipient sector's demand price inelastic). Sirrfi- 
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larly, if agriculture faces price-inelastic demand, farmers' incomes will be hurt by 
rapid technical advance [Houthakker (1976)]. Kaneda (1986) generalizes these 
results- which all boil down to applying Slutsky demand decompositions to full 
employment income flows in a one-input model - to emphasize the importance of 
agricultural technical advance in liberating resources for industrial growth in 
Meiji Japan (the "Ohkawa thesis"). The moral resembles Jorgenson's discussed 
above, but focuses more on the market for labor than food. 

The second issue is urban unemployment. Its characterization as the outcome 
of a search process by Todaro (1969) and Harris and Todaro (1970) spawned an 
enormous literature. Their closure is labor supply limited, with the twist that 
some people in urban areas are unemployed as they seek jobs with a less-than- 
unitary probability of success. 

Two state variables describe dynamics in a general equilibrium version of this 
model -  allocation of capital stock between the sectors and a migration function 
whereby people move according to the differential between the rural wage and 
the expected urban wage (actual wage times probability of finding a job). 
Following Bartlett (1983), Kanbur and Mclntosh (1986) point out that equi- 
librium is only saddlepoint stable. If the initial rural population lies above a 
certain level, 

... its rate of growth will dominate the change in the unemployment rate which 
provides the signal for the sectoral reallocation of labor... The share of 
population in agriculture will then rise, contrary to the stylized facts. However, 
if the share of agriculture and the unemployment rate are lower than certain 
critical values, then the population share of agriculture will go to zero, contrary 
to the observation that this share typically stabilizes around a low value. 

As a theory of transition, the second path may make sense, though it is hard to 
believe that the economic growth process is driven solely by a search for urban 
jobs. The migration pattern is consistent with Kuznets's (1955) conjecture about 
a U-shaped relationship between income equality and development. The Kuznets 
story can also be rationalized in a full employment context by appropriate 
assumptions about technology in the two sectors (specifically, significantly lower 
capital-labor elasticities of substitution in industry than agriculture) as in Taylor 
(1979, ch. 11). 

Finally, one can ask how asymmetry or "dualism" between agricultural and 
industrial sectors affects their mutual balance. Technological differences creating 
a "factor proportions problem" were stressed by Eckaus (1955). Chichilnisky 
(1981) elaborates the story in a model with a fixed-coefficients technology, 
assuming that labor supply is fully employed but elastic to the real wage, both 
sectors utilize labor and a given stock of shiftable capital, and agriculture is labor 
intensive. A movement in the ten-ns of trade toward agriculture will bid up the 
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real wage, by the Stolper-Samuelson (1941) theorem. Labor supply will increase, 
and the production mix will shift toward food by the Rybczynski (1955) theorem. 
All appears harmonious, except that consumption of food products by labor may 
rise enough to make the marketable or exportable surplus increase only slightly, 
or even decline. 

This "perverse" price response of excess food supply is the consequence of 
simultaneous dualism in production structure, labor supply, and patterns of 
demand. It can be reproduced with fixed labor supply and substitution in 
production [Taylor (1979)], and helps rationalize econometric evidence that the 
macro response of marketed food surpluses to price is often small or negative. 
Lele and Mellor (1981) work through a similar model emphasizing technical 
change. If new agricultural technology raises the labor share, then the resulting 
increase in food demand may make marketed surplus problems worse. On the 
other hand, biased technical advance that increases food output can ease an 
urban wage constraint. Lele and Mellor do not ask how extra food sales are to be 
realized in an economy in which full employment is not presumed- state inter- 
vention to subsidize both consumption and stock accumulation may be required 
[McCarthy and Taylor (1980)]. The problem is likely to be important in practice, 
as the terms of trade models discussed above underline. 

Distributional problems in dual economies can also be acute, as both Eckaus 
and Chichilnisky point out. Indeed, Roemer (1982) constructs a theory of 
exploitation based precisely on dualism in production technology, property 
ownership, and demand. The mathematics becomes ponderous, but as a sidelight 
does generate Lenin's and Mao's famous five-way classification of peasants - pure 
landlords who do not work, at the top; pure landless who hire out all their labor, 
at the bottom; and three intermediate classes (those who do some work on their 
land and hire in, those who hire neither in nor out, and those who hire out part of 
their labor) in between. 

6. The neoclassical resurgence- trade 

One function of neoclassical theory is to defuse radical economics by embellish- 
ment with optimizing agents and suppression of social content. A case in point is 
Schultz's redesign of Lewis's already mellow machine. In development literature, 
there are two other important examples- trade and financial liberalization. 

Trade liberalization and "getting prices right" are the neoclassical responses to 
the questions raised by Nurkse and Rosenstein-Rodan. For an economy in a 
vicious circle, they proposed radical output expansion on a planned basis to get it 
out. Hirschman wanted the escape to be unbalanced, unplanned, and unguided in 
any direct fashion by market signals - even worse. An alternative strategy respect- 
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ing the rules of the capitalist market was clearly required. It was not long in 
appearing in the form of a volume on Industry and Trade in Some Developing 
Countries, by Little, Scitovsky and Scott (1970), and a host of subsequent studies. 

Before delving into the arguments, it makes sense to review trade patterns in 
the Third World [McCarthy, Taylor and Talati (1987)]. First and foremost, the 
commodities poor countries exchange internationally are noncompetitive- 
exports are not consumed in large quantities at home and imports are not 
produced. The implication is that trade theory's "Law of One Price" will play a 
minor role in determining resource allocation. First, the law itself will not apply 
insofar as large numbers of traders for the same commodity do not exist within 
and without the national borders. Second, even if arbitrage occurs, it will not 
enforce competition among domestic producers. To put the point succinctly, the 
share of effectively non-traded goods in the production basket of most developing 
countries is high. Chenery (1975) notes that development involves a secular shift 
from non-competitive toward competitive trade. His observation has strong 
implications for policy in the medium run. 

Further points to be stressed include the fact that poor countries are strongly 
dependent on imports of capital goods. With few exceptions (South Korea, India, 
Brazil) they have had no success in penetrating export markets for such commod- 
ities. Finally, size and history strongly influence a country's trading role- bigger 
economies are more self-sufficient, and many small and poor ones suffer from 
their inherited dependence on primary commodity trade. 

Trade theory disdains such empirical regularities. Rather, it starts from the 
opposite position-hypothetical open economy with tastes and technologies 
uncontaminated by history and a preponderance of traded goods subject to the 
Law of One Price. With such assumptions, orthodox arguments advance on two 
fronts. One stresses export-led growth, and is taken up below. The other, closer to 
the Paretian core of neoclassical thought, asserts that poor countries are ineffi- 
cient because they suffer from "distortions" or gaps between observed prices and 
some optimal set. "Getting prices right" becomes the neoclassical slogan, with 
special emphasis on equating internal price ratios to those ruling in the markets 
of the world. 

Two questions immediately arise. Does this argument make logical and institu- 
tional sense? Even if it did, would it be practical? Simple considerations suggest 
that the answer to both queries is no. 

On its own terms, a neoclassical appeal to the welfare improvements that 
should result from relative price realignment does not look promising. Walrasian 
circular flow presupposes full employment and a near approach to Pareto 
efficiency. Removing distortions under such circumstances amounts to erasure of 
"little triangles" in the demand-supply diagram. The resulting welfare gains are 
trivial in magnitude, as Harberger (1959) noted to his chagrin in the days of 
balanced growth. 
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Faced with low estimates for the magnitude of an "effect", economists typi- 
cally have two options for making the numbers bigger. One is to increase the 
proportional impact of the cause behind the result; the other is to increase the 
base to which the proportion is applied. Work following Harberger's has taken 
the latter option, by inventing "rents" which "agents" in developing countries 
are supposed to "seek" instead of devoting their efforts to productive activity. 
Following Krueger (1974), neoclassical trade theorists have been at the forefront 
of the quest for rent objects, though public choice theorists and economic 
historians are active as well- see Srinivasan (1985) for a review. 

An import quota would be a typical source of a rent. If you own rights to it, 
you can buy goods in the world market cheaply and sell them to your fellow 
citizens more dearly. Since arbitrarily large rents can be postulated and then 
screened from view in the service items of the national accounts by enshrouding 
them in the "black economy", the field seems clear for massive (velfare gains 
from liberalization to be obtained. However, the computations are still limited by 
fact. If quotas cover only a fraction of imports which, in turn, are a fraction of 
GNP, the corresponding rents cannot be huge. More fundamentally, rents are a 
form of exploitation, though with their naive political theory, neoclassical 
economists have a hard time making that explicit. Marxists, of course, have been 
in the business of estimating exploitation for a long time. Even with great 
ingenuity- as in Baran and Sweezy (1966)- they rarely raise their estimates of 
surplus values to a large fraction of GDP. Unfortunately for the neoclassicals, the 
same is bound to be true with regard to rents. 

The implication of small calculable welfare losses from distortions is that 
neoclassicals are forced to a position like Schumpeter's. The economy can leap 
forward from one circular flow to another under appropriate incentive- specifi- 
cally, those that result from getting prices right. The international marketplace 
has the right stuff, and internal price relatives should be steered toward external 
ones. Calculations of effective rates of protection and domestic resource costs can 
map the route. The propaganda for such policies is usually couched in terms of 
the gains to be realized from trade. But the Harberger problem of triviality 
remains. 

A more important point is that gains from trade are not only small, but that 
the theory used in their calculation is irrelevant to trading relationships in the 
Third World. It ignores the non-competitive nature of most international transac- 
tions in poor countries, and relies on hypothetical autarkic conditions as the basis 
for its comparisons. It is debatable what this concept may mean, if factor 
availability, technologies, or even demand patterns are determined by export and 
import specializations imposed on countries by their historical role in world 
trade. Given the weakness of its visible foundation on the gains from trade, the 
true support of the neoclassical case can only be Schumpeterian. 

Does that pillar hold? The purely neoclassical cautions raised by Scitovsky 
become relevant here. He showed that if economies of scale are important and if 
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commodities are not perfectly tradable (in the sense of having ample import 
supplies and export demand at the same international prices), then even in a 
neoclassically closed model, price signals will not be adequate for investment 
decisions, though they might suffice for day-to-day market operations. 

Common sense suggests that Scitovsky's conditions apply. Economies of scale 
are rife in industry, and we have already seen that most commodities are 
imperfectly tradable at best. In particular, as Pack and Westphal (1986) argue, 
mastery of technology is largely non-tradable as well as time- and resource-con- 
suming in practice. Since technical innovation and transfer are required for 
productivity gains and are also closely tied to capital accumulation, price-guided 
investment decisions will neither maximize welfare in the standard neoclassical 
model, nor lead to jumps between circular flows. 

In his investment-driven model, Schumpeter's entrepreneurs were supposed to 
choose their innovations on the basis of benefit-cost calculations based on 
market prices, but that turns out not to be advantageous on social grounds. Nor, 
as we have seen, need faster growth nor better income distribution result [Buffie 
(1986), Taylor (1987)]. These theories are not damaged if price signals for 
investors are replaced by "vision". But then, the question is whether an environ- 
ment in which national prices are equated to international ones enhances 
clairvoyance in a non-convex, uncertain world. We come to an impasse, at least 
as far as theory is concerned. Can the ambiguities be resolved by an appeal to 
actual country experience? 

One can try to answer such a question on the basis of retrospective studies or 
cross-country comparisons. We can briefly discuss findings from both ap- 
proaches. Historically, there is no shortage of liberalization experiments. An early 
proponent [Krueger (1978, p. 277)] is circumspect about their effects: ". . .while 
there are numerous microeconomic changes that accompany devaluation, liberal- 
ization, and altered [trade policy] bias, it was not possible to detect significant 
effects of these changes on growth performance". Later experiments with extreme 
liberalization, as under the military regimes in the 1970s in South America's 
Southern Cone or in Mexico after the debt crisis, suggest that it cripples, at least 
in the short run. Models discussed in Section 1 of Chapter 17 help explain the 
reasons why. 

Among cross-section studies, the best known is by Agarwala (1983), which was 
summarized with fanfare in the World Bank's (1983) World Development Report 
and the Economist magazine. Agarwala found a negative relationship between a 
"distortion index" based on seven indicators and growth in a sample of 31 
developing countries in the 1970s. 

The analysis can be criticized on several grounds. For example, Agarwala's 
choice of period makes slow-growing Argentina, China, and Uruguay appear 
highly distorted, even though all were undergoing major liberalization experi- 
ments in the latter half of the decade. Even if we accept his data, however, later 
work by Aghazadeh and Evans (1985) shows that only two of his index's 
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indicators-real exchange rate appreciation and real wage growth in excess of 
productivity gains- bear a negative relationship with growth. The other indica- 
to r s -  tariff distortions for agricultural and industrial products included- are 
unrelated. Aghazadeh and Evans further show that institutional variables such as 
military spending and planning capacity do influence growth. Since strongly 
trending real wages and exchange rates also reflect institutional factors such as 
open distributional conflict or the onset of Dutch disease, one can conclude that 
an economy's historical circumstances affect its performance. But trade and other 
distortions do not play much of a role. 

The practical conclusion is that the rationale for beneficial effects from 
liberalization is weak, and in some cases has been misguided. Finding the "right" 
prices, e.g. the correct ratio between traded and non-traded goods prices (or the 
real exchange rate), is a non-trivial task. Atempting to modify nominal prices to 
get to the right real levels can be even harder, because of the new price set's 
wide-ranging effects on financial markets, income distribution, inflationary expec- 
tations, and the level of economic activity. Major price revisions strongly in- 
fluence flow income and asset market positions- unfavorably for at least some 
economic groups- and may easily be repulsed. By the same token, distributional 
conflict can easily lead to "wrong" prices which will not be righted until the 
underlying contradiction is resolved. 

Is the case any stronger for export-led growth, the other component of the 
mainstream cure? A theoretical problem is why more rapid export expansion 
should stimulate output at all. If, as neoclassicals suppose, the economy is at full 
employment, faster growth of one component of demand can only lead to slower 
growth of another. If investment suffers, for example, overall capacity expansion 
may be slowed in the medium run. In demand-driven models, more exports may 
accelerate growth, as noted long ago by Hobson (1902) in his theory of imperi- 
alism. Moreover, export expansion does not run into a balance of payments 
restriction, as might other exogenous injections of demand (from investment or 
public expenditure). 

However, simple demand expansion or the use of extra exports to break the 
trade constraint in the two-gap model does not seem to be what neoclassicals 
have in mind. Rather, they argue that by enhancing competition with the world, 
opening the economy through exports leads to greater enterprise effÉciency and 
faster technical progress. The price mechanism is said to be involved, though the 
details are rarely made clear. 

Given this lack of theoretical clarity, most arguments for export-led growth are 
presented along empirical lines. Indeed, showing a positive regression coefficient 
of output growth on export growth has become a thriving cottage industry in 
recent years, e.g. Balassa (1985). From the national accounts, the output growth 
rate can be expressed as a weighted average of growth rates of the components of 
final demand (consumption, investment, exports, etc.) with the weights being 
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output shares. The export coefficient in regression studies often takes a value like 
an export share. It can be beefed up by making export growth "explain" the 
residual from the standard decomposition of the output growth rate into a 
weighted average of primary input growth rates [Feder (1983)], but the rationale 
is hardly convincing. McCarthy, Taylor and Talati (1986) run the regression the 
other way-expor t  shares disaggregated by type on output growth, with per 
capita GNP, population, and other variables as controls-and find no strong 
relationships aside from a tendency of low-income countries to specialize more in 
primary exports than richer ones. One test of export-led growth might be 
increasing shares of total exports or some categories as per capita income rises in 
fast-growing countries, but this pattern also fails to occur in recent years. On a 
similar note, Jung and Marshall (1985) use Granger causality tests to show that 
export promotion leads output expansion in only four of their sample of 37 
countries during the period 1950-81. 

A more reasonable approach is to ask, along with Pack and Westphal (1986), 
whether a strong export orientation fits naturally into a planning framework. 
South Korean experience suggests that export targets are easy to verify, and ease 
communication between exporters and policy-makers who push exports. But the 
Korean system is highly dirigiste (as in most other countries that have favored 
export-led growth) and price signals do not play a central role in its process of 
taking investment decisions. Productivity growth, as a definitional matter, is high 
in Korea, but more as a result of a long history of industrialization, aggressive 
macro policy, and centralized pressures on exporters to perform than of getting 
prices "right". 

The conclusions seem to be: 
(1) The case for a positive association between trade liberalization and eco- 

nomic performance as measured by growth is prima facie difficult to make, and is 
not supported by the data. A few fast-growing countries have had rapid export 
expansion, but the correlation does not extend to the group of developing 
economies as a whole. 

(2) In practical terms, finding "right" prices is a non-trivial exercise, let alone 
imposing them on a functioning economic system. For example, the exchange 
rate is not only a relative price between traded and non-traded goods, but has 
wide-ranging impacts on financial markets, expectations, and the inflationary 
process (Section 1 of Chapter 17). Finding a real rate which optimizes production 
decisions may be virtually impossible in light of its other effects. 

(3) Perhaps in recognition of such difficulties, economic decision-making in the 
"success cases" is highly dirigiste; one can further argue that rapid growth is a 
major component of their process of political legitimation. Their planners have 
not used international prices as the keystone for investment decisions. 

(4) A macroeconomic case can be made for rapid export growth in terms of 
the demand-limited models discussed in Section 3, but not in the full employ- 



184 L. Taylor and P. Arida 

ment neoclassical set-up unless exports (and "correct" price signals) somehow 
stimulate Schumpeterian entrepreneurship on the part of the private sector or 
planners. On grounds of common sense, the demand-driven story might be 
preferred. 

7. Strueturalists versus monetarists 

In the long run of economic thought since the eighteenth century, Kindleberger 
(1984) distinguishes two sets of opinions regarding directions of causation in the 
macro system and the sources of inflation. He calls the positions structurafist and 
monetarist, after a famous Latin American controversy in the 1950s. Other 
examples are the Banking and Currency Schools in nineteenth-century England, 
and Keynesians and Friedmanites or rational expectationists in North Atlantic 
macroeconomic debate. The Latin antagonists tried to sort out their differences at 
a conference in Rio de Janeiro with proceedings published in Baer and 
Kerstenetsky (1964). The book is still worth reading, but is not covered here since 
many of the same arguments crop up in th.e more recent discussions summarized 
in Chapter 17. 

For our purposes the structuralist position can be summed up in the state- 
ments that inflation largely comes from conflicting claims or inertial processes, 
and that circular flow is demand driven. If resource limitations apply, they may 
take the form of external strangulation, a lagging sector, etc. When they want to 
emphasize forced saving processes, structuralists typically assume that the econ- 
omy is at full use of capacity or available capital. (Other factors making 
investment demand exceed saving - such as the insensitivity of both to changes in 
capacity use-could be relevant as well.) Note that full capacity use is not the 
same thing as Walrasian full employment, which presupposes flexible real prices 
and enough substitution possibilities in the system for all inputs to end up with a 
remunerative use. 

Regarding money, structuralists think that under most circumstances its supply 
is endogenously determined in the macro system. Indeed, they often prefer to 
focus on bank assets (credit) rather than liabilities (money) and think that credit 
expansion will stimulate trade. Contraction will have the opposite effect, inducing 
recession which generally weakens social resistance sufficiently to allow prices to 
fall from the side of costs. 

As discussed in Taylor (1987), a simple structuralist short-run macro model 
iignoring trade) has three equations: 

(1) determination of prices from costs (a mark-up equation) with components 
ncorporating inertial inflation; 

(2) determination of output from aggregate demand; 
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(3) asset market equation(s) with sufficient endogenous variables such as 
interest rates or money supply to permit (1) and (2) to hold. 

The monetarist vision of circular flow is full employment. If there is an 
independent source of demand-say investment or exports-it  is incorporated 
into the system by a dual relative price-the interest or exchange rate. Money 
supply is exogenously determined by the authorities, and fixes the price level. 
With prices coming from asset markets, firms must either be off their cost or 
mark-up functions, or some component of costs (mark-ups?) varies to accom- 
modate changes in prices. In open economy monetarism, prices come from the 
world market via trade arbitrage or the law of one price, and money supply 
becomes endogenous through changes in the economy's net foreign asset posi- 
tion. 

The implications of these contrasting positions for short-run policy are set out 
in Taylor (1987) and Chapter 17. Recently, there has been debate about long-term 
financial strategy in which the two views partly coincide. 

The initial salvos were books by Shaw (1973) and McK.innon (1973) who 
asserted that developing countries are handicapped by lack of financial depth or, 
more strongly, financial repression. Policies had been followed which limited 
intermediation by banks, and starved firms of funds for working capital or 
investment. Increased intermediation would ease these restrictions, and permit a 
jump to more active circular flow. The key policy change would be to increase the 
deposit rate of interest to bring more ample savings through the intermediaries. 
The leap to the larger activity level resembles the one that neoclassicals assert will 
come from trade liberalization. Structuralists countered that it is unlikely to 
o c c u r .  

The first round of models emphasized that working capital (advances for labor 
and raw materials) is an important component of costs. Shaw and McKinnon 
said the same thing, but disagreement came over the role of the interest rate. If 
loan rates rise with deposit rates (it is hard to imagine the contrary) then costs of 
working capital will be driven up. Firms will respond by raising prices and 
reducing activity-the outcome will be stagflation in an "effect" named after 
Cavallo (1977) by Latins and the easy-money Texas Congressman Wright 
Patman by Americans. Van Wijnbergen (1983a) provided econometric support 
for the model with data from South Korea, a favorite case study for the financial 
repressionists. Giovannini (1985) further showed that savings rates have a negligi- 
ble elasticity with respect to interest rates in a sample of developing countries. 
With given investment, stagflation would also occur if saving propensities were to 
rise, as Dutt (1984c) pointed out. 

Second round models emphasized alternative placement of assets, e.g. curb 
markets or rural moneylenders. If these markets (which function without reserve 
requirements, etc.) provide more intermediation than the banking system, then a 
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policy aimed at shifting portfolio composition toward banks will be stagflationary 
[van Wijnbergen (1983b)]. 

The third round focused on hoarding, or hedge assets. Taylor (1983) argued 
that aggressive interest rate policy is useless if hoarded "gold" is not readily 
relinquished when deposit rates go up. In a rational expectations model which 
includes both curb market loans and inflation hedges, Park (1985) has shown 
again that raising interest rates is stagflationary. The novelty is that the initial 
stagflation is aggravated as speculators draw on time deposits and curb loan 
markets to earn a windfall gain on "gold" prices. Some recovery of the perverse 
effect of the aggressive interest rate policy may occur as speculative gains are 
later converted into working capital. 

Given this background of criticism, one can hardly maintain that investigating 
the truth of the McKinnon-Shaw doctrine remains of policy interest today. 
Reality itself contributes to this judgement. As discussed in Chapter 17, attempts 
to implement the doctrine in the Southern Cone of South American and 
elsewhere failed; moreover, most LDCs can no longer be described as financially 
repressed. In fact, interest rates have risen higher than the external world rate. 
Instead of financial repression, it is the financial openness of processes of interest 
rate determination which is the pressing problem for LDCs in the 1980s. 

Reverting to the closed economy, there are two other fields of debate about the 
effects of financial policy in the long run. First, it is easy to show that permanent 
tight money by raising interest rates can increase the steady state rate of inflation 
from the side of costs via the Cavallo or Wright Patman effect [Taylor (1983)]. In 
case B of Taylor (1985) discussed in Section 3, the same phenomenon occurs 
through an increased mark-up. In demand-driven circular flow, there is no reason 
why monetary contraction should slow inflation, unless (and until) the policy 
induces a recession deep enough to cut back on inflationary pressures from social 
groups who can no longer sustain their real income claims. 

The second disagreement - more a matter of emphasis - is over the workings of 
an inflation tax. If the economy is at full capacity, additional investment or 
export sales can only be met through forced saving. If investors or exporters are 
given preferential access to credit, they have a prior claim on output which can be 
ratified by inflation-induced real income losses on the part of others. The 
inflation will be stronger insofar as indexation of wages and other payments is 
well entrenched-  that is the structuralist angle. Monetarists stress that there may 
be flight from non-indexed assets, which makes the emission process more costly 
for the state. This effect has become crucial with dollarization or asset-indexation 
in many economies during the 1980s. Cardoso (1979) gives a formal synthesis of 
the two arguments in the traditional case in which money is not indexed and the 
state can collect seignorage or an inflation tax by issuing debt. Extensions of the 
analysis to deal with state liabilities whose interest is indexed to inflation should 



Ch. 6: Long-run Income Distribution 187 

prove instructive. As faster inflation adds to total interest obligations, the public 
sector borrowing requirement will raise its ugly head. 

8. Patterns of growth 

Stylized facts about how sectors behave over the course of development amount 
to a catalog of phenomena without an integrating theory. Economists lack an 
analytical framework able to contain the demand, supply, and distributional 
shifts that underlie observed patterns of growth. The Walrasian system, with its 
dogged insistence that prices will adjust to bring overall full employment, is 
inappropriate. Can one do better? Several possibilities are open for theoretical 
and empirical work: 

(1) Pasinetti (1981) uses a dynamic input-output model to ask when stable 
growth with differing sectoral demand patterns and rates of technical change may 
prove possible. One conclusion-first stated by Hawkins (1948)- is that condi- 
tions on sectoral rates of demand and productivity growth required to assure full 
employment of capacity and labor are very strong-so strong that they are 
virtually impossible to satisfy without institutional changes in labor force par- 
ticipation rates or the length of the working day. 

(2) If Engel phenomena are restated in terms of initial increases, saturation 
and final decline of consumption of specific goods, then it is apparent that 
maintaining full employment requires the continual introduction of new com- 
modities. In advanced economies, think of products in common use in the 1980s 
(Big Mac hamburgers, walkperson tape-players, video cassettes) that were un- 
heard of a decade before. A role is naturally opened for entrepreneurs, and 
absorption of new production technologies could give rise to distributional 
problems. 

(3) Another sort of demand shift that can be captured in an input-output 
framework stems from changes in social relationships and the role of the state. 
An old point raised by Kuznets (1966) is that much state activity- regulation and 
environmental protection, for example-is functional to the production process 
under prevailing political norms. The same applies to many consumer demands, 
e.g. for transport services. Institutional change during the development process 
would surely shift the magnitudes of the relevant commodity coefficients and 
flows. 

(4) Changes in demand patterns and input-output coefficients as functions of 
per capita GDP can be fed into the usual Leontief balance equation to generate 
shifts in sectoral value-added shares [Chenery, Shishido and Watanabe (1962)]. 
Such decompositions reveal regularities of Engel phenomena and coefficient 
changes as development proceeds; they can be extended toward country typolo- 
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gies [Chenery and Syrquin (1986)]. Although it illuminates patterns of change in 
the past that may persist in the future, the open Leontief model used in these 
studies does not tie income generation back to demand in full circular flow. 
Analyses based on general equilibrium models under different closures are an 
obvious potential extension of this work. 

(5) The input-output investigations could naturally be extended to deal with 
the secular relative price shifts against manufacturing observed by Gerschenkron 
(1951), but again a closure rule or explicit theory of price determination would 
have to be specific. 

(6) Relative backwardness may determine both the sector-specific pattern of 
industrialization and the degree of state intervention required to support 
i t -  Gerschenkron's (1962) other famous hypothesis. Beyond historical studies for 
Europe and Japan, the notion has not been elaborated empirically. How well 
does it apply to the NICs? 

(7) Finally, international trade becomes less complementary to the production 
structure as development proceeds [Chenery (1975)]. Primary exports fall off in 
importance, while imports shift from technically obligate purchases of capital 
and intermediate goods toward products more similar to those produced at home. 
At the industry level, a period of import substitution precedes export expansion 
[Urata (1986)]. Depending on policy, trade may become more competitive in the 
sense that the law of one price links imported and nationally produced goods. 
This observation is consistent with the rise in service prices that usually occurs in 
rich countries. Services are typically non-traded so that their prices cannot be 
held down by foreign competition [Balassa (1964)]. 

To these interindustry questions, one should add the problem of timing. Basing 
her theory on Marx's circuits of capital, Luxemburg (1968) pointed out that with 
lags in the system, realization of all potential labor power in the economy could 
prove impossible-an anticipation of Hawkin's more technology oriented point. 
Such difficulties underlie Marx's cyclical crises discussed in Section 5, and are 
formalized with specific lag structures for production, realization of demand, and 
recommitment of sales proceeds to production by Foley (1986). His accounting 
relies on integral equations, but for statistical application it would have to be 
restated in terms of lagged Leontief current and capital input matrices. The 
similarities with both the Pasinetti scheme and sectoral planning models like that 
of Eckaus and Parikh (1968) would then be more apparent. 

A last area of investigation involves distribution and demand composition. On 
theoretical and empirical grounds respectively, Pasinetti (1981) and Burns (1934) 
argue that profit rates in "new" rapidly growing sectors are likely to be high - the 
firms need the cash flow for reinvestment. But if the fast-growing sectors do not 
generate all their own demand, how will sales for their products stay strong, e.g. 
how did Italy after the Second World War and Brazil in the 1960s sustain 
demand for rapid expansion of production of cars? The questions raised by the 
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Latin American structuralists and Rosenstein-Rodan have yet to be adequately 
addressed. 

9. Conclusions 

Maintained hypotheses about directions of macroeconomic causality are key to 
the results of most models discussed herein. Whether the models can incorporate 
empirical generalizations about the development process is another question. 
Sensible economics should be built upon both elements. 

On the whole, the models that do best at reproducing the data are the 
input-output simulations discussed in the previous section. But since they do not 
fully close the income-expenditure nexus, they provide little insight into dy- 
namics or distributional change. Thinking about these issues requires strong 
hypotheses about directions of macro causality. On the terms of trade in the 
agrarian question, for example, Preobrazhenski in the Soviet Union in the 1920s 
and Malthus when he defended the English Corn Laws 100 years before, used 
models based substantially on the same equilibrium relationships, but came to 
opposite conclusions on the basis of their politics and judgements about direc- 
tions of causality. Malthus thought cheap food would reduce economic activity 
by curtailing landlords' spending; Preobrazhenski thought the state could direct 
their income loss toward increased capital formation. At a given time and place, 
both could not be right. Both could be wrong if the institutional rules were to 
change, as under Stalin. 

Similar conclusions apply to other models. Agriculture/industry balance when 
savings drives investment may pivot on distributive shares (Lewis), technological 
progress (Okhawa), or intersectoral migration (Harris-Todaro). But if investment 
drives saving, the terms of trade and activity levels become central, as in 
structuralist theory. Incomes policies are likely to matter little in full employment 
neoclassical circular flow-redistribution at most affects growth by altering the 
savings supply. But depending on factor intensities, marginal propensities to 
consume by sector, and investment responses, redistribution could trigger either 
rapid or slow cumulative growth processes in investment-driven models. In the 
first case, foreign trade policies generating equal incentives across sectors will be 
near-optimal; they could brake expansion in the second. 

There is no philosopher's stone to cull these theories-tw.o centuries of 
economists' debate attest to that. In a particular circumstance, one causal 
structure may be more appropriate than another. However, the decision is mostly 
external to the models. Any description of circular flow can have enough 
epicycles added to fit the numbers. Criteria such as Occam's Razor, historical 
relevance, and political implications have to be used to select which one best fits 
the situation at hand. What is surprising is that some economists-principally 
neoclassicals at this juncture- really think that they can come up with a broadly 
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a p p l i c a b l e  u n i f o r m  model .  O n e  clear  l esson  f rom the h is tory  of e c o n o m i c  change  
is tha t  such  a r educ t ion i s t  a p p r o a c h  is b o u n d  to fail. W h a t  m a y  serve be t t e r  is a 

r e n e w e d  c lass ica l ly  based  a t t e m p t  to fo rmula te  d e v e l o p m e n t  theories  o n  the basis  
o f  i n s t i t u t i ons ,  m a c r o e c o n o m i c  power  in  the sense of  b e i n g  able  to i m p o s e  one ' s  
d e m a n d s  u p o n  the  system, a n d  sectoral  a n d  class re la t ionsh ips  tha t  do (or are 

l ikely  to) exist.  
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