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Letture 1

THE STRUCTURE OF LESS DEVELOPED ECONOMIES _
LLOYD G. REYNOLDS 4
DIRECTOR, ECONOMIC GROWTH CENTER, YALE UNIVERSITY

It is a commonplace that the economic structure of the LDC's differs sub-
stantiglly from that of the more advanced countries. But this is rather vague.
It is useful to specify thel main points of difference,and to .consider how they
affect the applicability of "Western" economic analysis to these economies.

Nor must we fall into the trap, which we have already warned against, of
treating all IDC's as similar. There are major differences within the group,
and we must ask how the IDC's can most usefully be classified for analysis.

It will be useful also to speculate about the initiation of growth, about
the first steps which growth models assume to have been taken at some time in
the past. 1In later chapters we shall also be assumlng that growth is already
underway. But how does it begin? We cannot afford to bypass this issue, even
if we may not be able to get very far with it. ‘

"These Economles Are Different".

The IDC's differ from the DC's in so many ways that it is difficult to
know where to begin. We concentrate here on economic, rather than soc1o—p011tlcal
gifferences, and on statements which are true in some measure of all IDC's
rahter than on special characterisitics of sub-categorles within the group.

We are interested not so much in quantitative aspects of performance-—outpuu
mix, aggregate growth rates, capital formation rates, and so on--as in struc-
tural differences which bear on the kind of economic analysis required for
explanatory and policy purposes. Sectoring of the economy. Suppose we wish

to set up a model of a IDC, sufficiently dlsaggregated to recognize the major
production sectors and the interrelations among them. ' What kind of sectoring
is appropriate? Because of the lack of real economic integration in the IDC's,
the typical fragmentation of their economies, we shall need to recognize more
sectors than we would normally use in a developed country; and the specific
characteristics of these sectors will of course be quite different.

1. Agriculture. This is almost always the largest sector in value of outputy
and much the largest in terms of employment. Its characteristics are crucial
to the behavior of any model. Most effort in this sector is devoted to subsis-
tence production; but there is also’ some productiom for sale in the domestic
market, and export crops sometimes play an important role. The system of land
tenure also needs to be specified. One cannot reason in the same way about
latifundia, landlord-tenant systems, and peasant economies.

2. Retailing and gervices. These are traditional activities, conducted on a

very small scale by a multitude of underemployed individuals. This is usually
the -second largest sector in terms of employment. It is important as a refuge
for surplus labor; and conversely, when labor requirements are rising elsewhere,

it is an important reservoir from which labor can be withdrawn with little loss
of output. '
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iandicrafis. This is analagous in some ways to the previous category but

more growth potential. As the market for manufactured goods widens,
aft producers may expand by taking on apprentices and helpers; or work

read, around the countryside by putting-out systems; or small shops

s suppliers of materials and components to larger manufacturers

. In the early decades of growth, a substantial part of the rise

ring output comes about in these ways. In additicn to handicraft

this sector includes small-scale conSUruction and much of local

ad motoxr tranonrt.
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Large-scale industry. Scale is a matter of degree, and we do not necessariliy
ah very 1&rge in the firsu inqtaxce, But these are organized manufacturing
R ge labor and operating on commercial principles, and located
urban cent ers. This sector includes also railroading, electric power, and
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other public a311¢t1es, ‘normally government-owned but analsgous to private in-
dustry in many respects.  Substantial building contractors, wholesale and export-
import merchants; and bapkers ‘may be regarded also as faillng W1th1n this
“nedera" sector.

General govermment. This sector provides defense, law and order, health,
caticn, and otvher basic public"se*vices. It dis typically a gcod deal sma_ID*
a percentage of national output, then in the more developed countries. But
reguires financing, end the revenue-mix differe considerably from that found
the developed countries: :Tnlsif;scal system is also & major regulater of

e economic adtivitys -7 T ing e : ;
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Exporis. While this sector is often omitted in first-approximation models,
zust pe brought intdthe picfare if any really useful resulis are to be attained.
s alweys Amportanu, and in thn'smaller IDC's it is usually cdominant. As
s has pointed out, export fluctuations in the IDC's play somewhal the role

nvestment fWucnuaulons in the DC's generating economy-wide fiuctuations in
=r components of ﬂaﬁl”ﬂ&l income.: The itype 'of .expert in question needs to

be specified--it makes considerable dirference whether one is talking about oil,
is
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cCopper. cocoa, or whcau.‘ If the major exports are agrlcnltural p"oducUs, th
secnur ties back 1nuo nhe baSLC agrlcul al sector.

Essentiallyy unen, an "lDC grow*h moael“ has 4o spec1fy the main character-
+ics of ezch of these sectors, and the mein flows of inputs, outpubs, and
nznce zmong them. To be useful for dynemic reasoning, it must contain scme
mechenizn which generates shifts in the relative importance of these sectors,
without which zggregate ouuput,gannOt expand -continuously over time.

Yarkey Structure

1 the devaloped countries, it is nd wildly implausible to assume well-
organ;zed markets, with well-informed and numerous buyers and sellers, with
1h;uz and output prices consequently tending toward uniformity, and moving
flexioly to provide socially correct signaling devices for private economic
decisions. The absence of such a market mechanism is of the essence of under-
development. Because of the limlted size of markets, the geographic
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fragmentation of the economy, the concentration of politico-economic power and
financial and other limitations on new enterprise, monopoly and monopsony are
much commoner than in developed countries. Even where this is not true, markets
are highly imperfect, and wide price differentials for similar products or input
services are the general riile. While this is due largely to inherent characteiris-
tics of the economy, it is usually accentuated by public policy. Government
regulation of wages, interest rates, exchange rates, and other prices add to

the distortions which would be present in any event.

1. Labor. The agricultural workers in the countryside are largely outside the
money economy. Their real incomes are typically much below those of urban wage-
earners. There is consequently little problem of inducing labor to flow from
country to city. Indeed, premature movement to the towns before job opportunities
have developed, with high levels of urban unemployment and underemployment, is a
serious problem in- some countries.

In the urban areas, an abundance of untrained  labor coexists with shorteges
of manual skills and an even greater shortage of technical, professional, and
administrative skills. This is associated with an educational system: which
tapers rapidly toward the top, and which may also be biased toward "prestige
subjects" of low economic usefulness. Admission: to the higher educational levels
depends heavily on economic and social status, and the notion of equal opportunity
for talent is only a distant mirage.

It follows that wage and salary differentials are much wider than in the
developed countries. A skilled craftsman, who in the developed countries might
earn a third or a half more than a laborer, will in the LDC's earn several timszs
as much. Even the lower white-collar salaries are above the top manual wages,
and professional and administrative salaries are very much higher. (The high
money cost of teachers, for example, is a major problem in educational expansion.)
These wide differentials 4rise basically from supply bottlenecks, but they als>
reflect status differences whichi:lmwe -become conventional and accepted over the
vears. They are an important element in the marked inequality of personal
incomes which characterlses the LDC'

2. Cepital. Here again there are sharp cleavages between the money-less economy,
the domestic monetized economy, and the export-import sector, which often has
its own sources.of finance through local branches of foreign banks. Within the
jomestic monetized economy, finance is largely self- finance-accumulation of
initial capital from family members plus reinvestment of earnings. This is ore
reason why businesses in the LDC's are typically family businesses. Another
reason may be that the law does not provide adequate protection against business
associates.

Financial institutions are very inadequately developed. There is normally
a central bank, which has weak instruments of, monetary control and serves mainly
as financial agent for the government.. There are a small number of commercial
banks, concentrated in the main cities and lending mainly for trade rather then
production. Government may operate industrial and agricultural lending institu-
tions of limited scope. But the great network of savings banks, insurance
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companies, investment banks, mortgage lending institutions, securities dealers,
and so on which exists in developed countries ig here very rudimentary. This
nakes it difficult to mobilize savings and to transfer savings to expanding

—— -

ctors of the economy. Hence the dependence on oelfmfinanre already noved.

on of the capital market is reflected in a wide spread of intorest
cfter a 1cgu1 seiling on the rates which the organized commercial .
N on business loans, a rate much below the profit rate earnsd U7

the borrowers, add nuch bGLO what would preveil in an unregulated market. (In
some of the Latin American countries, the bank rate is normally below the amnval
rate of i:flaticn, so that it amounts to a negative rate of iamterest. The

Mul berrower is recelving & guaranteed. bonus) The banks then ration credit

i o r )

limited circle of preferred and esbablishpd customers. Other would-b2
rs must resort to the uncrgaanized m019y market, where they pay substantially
h rates. This is one reason why it is difficult for new entreprenceurs to
se in competition with established industries. The highest interest rates
in gconomy are usually those charged by money-lenders in rural areas.

' Lend tenure is-a compLex matt r, to which we shall ‘devote most of 2
- later on. Here we note merely.that the e may or may nol be a market
nder latifundia and other 1arge 1andnold1n systems, the land may

‘eudal fashion within a family, and there may be no way:-in which )

; tivauc_ cen acquire title. .. Even where larnd transfers are pcssi ibls.
a good market requires accurate surveéys, assured titles, and a

rtg age finance. One or mocre of these components are fraguently

nd prices tend to reflect the prestige value of land ownership as

lend's productive capaci J,_agdﬁyhej are also much affected by ©

L' e
m
'l
! oeb

el O by O W
\}

M vy

em o

xchapge The prlce of the counury's currency in termq of foreign
ofien pegged at an- aru1f101a113 hlgh level, &nd this has important

[

[}
»]
I

T s
elis il international transaculons. It creates a Yscarcity" of foreig:
exch iich then has to be ratloned ampnv a surplus of applicants. While
tiiis or opportunity for sy stematwc annllcan1on of national prierities, it
eiso provi opportunity for favorits ism, bribery, and economic error. _Foreign
czriial go and consumer goods are made artificially cheap im terms of domas-
tic prices; a.d the successful applicaats for import permits receive windfall
nrofits which serve no economic function. At the same time, exporters are
tezed, and the ezport expansion which is des1rab1e if not- essent al in early
ecenomic growth is o¢scouraped ) ]

It Zs clear evea from thw bvief account that the economic ﬁystems of the
IDC1z are typically uafavorable to new antepprise. Access to the scarce inpuss
neeied to eet up in business (bank credit, urport quotas, bullding permits,;
etz. 2tc.) deperds on favorable decislons by government officials, bankers,
perheps even direct, business rivals): Such a system favors the politico-
ecoencric insiders, the families which at bomq point got a head start in the

Ll

econord.c race, The prescription tp develop the economy via private enterpri
is art to nean {(or at l&&ﬁu to bp interpreted as meaning) a furbher qtrengbhe.i
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of these positions of economic power and privilege. It may nevertheless be
a sensible preseription, but it is easy to see why its supporters are politiciily
vulnerable.

Productivity Levels and Economic Slack

There is a natural tendency to reason that, if per capita output iz o7,
this must be due to shortage of productive resources. There may be a sense 1o
which this is true. But two other things are equally true and possibl~ more
pertinent. First, in a IDC there are usually more resources available than
ere actually being used in production. 1In this sense there is a good deal of
Yeconomic slack™ waiting to be taken up. Second, the resources which ars
employed are so managed as to produce relatively little per worker. There is
& productivity problem as well as an underutilization problem.

o

4t is a truism that so-called "natural" resources can be considerably
eugmented by discovery and development. Geological surveys--still very spotiy”
in most ILDC's-- can uncover oil and mineral resources. Land can be reclaimed »

proved, and irrigated by human effort. Agricultural research can enable
previously "uncultivable" areas to be taken under cultivation--witness *”e
northwerd movement of the wheat frontier in North America as drought-resis

end fest-ripening strains were developed; or the extension of potentlal catil]
grezing areas in some of the tropical countries by successful campaigns against
tseise fly, rinderpest, and other diseases.

'

tan’,

Economists have engaged in rather elaborate semantics over the presex

cr zbsence of "disguised unemployment" in the LDC's; and we shall play this

gams ourselves in a later chapter. But simple observation suggests that meny
etle-bodied men in these countries are not working a full day or week. There
iz substentiel labor force slack. Economic historians studying early econcric
gr owth in Britein and Europe have noted the same phenomenon in those countries:

h,

fore accelerated growth began.

There is &lso unused saving capacity, both in the sense that many r=ool:

ere consuming above subsistence level, and in the sense that they are bgrsuming
more then they would choose to consume if greater savings opportunities ware
egveileble, If sevings could be put into secure institutions, at interest ratos
reflecting the scarcity of capital in the economy, a larger flow of savings
vwould be forthecoming. This situation seems also to have prevailed in the DJ' .
et the time their accelerated growth began; and this must help to explain the

fact that capitel shortage was never a serious problem during the growth proces

7]

Turn now to the question of why the resources which are being used vproduce
much lees per worker than in the. develeped countries. Low productivity is sone=
times associated specifically with traditional agriculture. In fact, low pro-
ductivity is characteristic in some measure of every sector of the less develoned
cconomy; but the reasons for it differ from sector to sector.
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zrdc ture, low productivity is associsted with traditional crops

370 n methods, which have often changed little for centuries. The
Deasa 5 lack of eaucatﬁon and lack of contact with the world beyond his village
onduces to a conservative, non-experimentsl habit of mind. " And medera inmputs

. 5 .

ry and so cn may be physically uneveilable. 1In ccuntries

ation pressure, uthe unfavorable labor-laad ratio contribuue:

head, The number of man-hours epplied to each acre of land
vating marginal product tc a meney wage. The number cf

C eq ()
pecple lend being in a sense cvewhnad, it makes sense to maximize cubpit
by apcliying extra hours so jong &s marginal prouuut is positive. Butl working
further down the,ma?gin‘l roduct schedule necessarily reduces average producs
DaY DKo . . .

.

- ” .

Even in countries which Pannoo be vegarded as havi ‘g surplus populstion.
there is ofien & surplus of urban population. The wide incoms gap betiteen
i country, pilus the "bright lights" attraction of cit ty-1ifeyjleads to'ci.ty
ward migration in excess of_any‘viswole employment opportunities. What is to
becone of these people?. Since public relief systems ere scanty, and since re-
latives are nauura11y T@JLut&nt o support a newcomer in complete idleness; full-
time -unarployment is not wery feasible. ourplus labor tends, therefore, to
crowd into the trade-service seﬂtoru These occupations require little capita™
r training, and one does not have to be hired--one simply sets up shep on &
tireet corner. - But since the volume of service demended does not expand pro-
'ti)nabnly ©o the workers va¢laole, ouupub per worker is very low and may
be declining over time. In some early theories of economic growth--notasle
v Clark's three-sector schema--a growing pr oportlop of workers in the
ﬁiary".sector<was supposed to  characterize a wealthy economy at an advancad
evelopment.  For %he reason jush noted kow~"er, ‘ong often finds =&
rease of tertiary QJP‘“yMcH1 (thhucn perhaps not of outpu ut) in
1 1y stagnant economies.
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A somswhat dlf vr zt explarauion‘ﬁs 'Pquivnd 10r exce551vo ‘employment in
secupeticns, such as government service and domesvic serv1ce, where people. aie
hired for a nmoney wagb° Here the normal tendency to equate wage and marginal.
produch is modified by sitrong seclalpressure to employ addivional pecple or
esrlnhzally charitable grovnds. Hence the staff of six household servants

sre three would be ample, and the government offices crowded with clerks and
mussengers heyond any reas onable reguirement. ' '

ot
t_v‘

The situabioa Jin menufacturing is nors cnmpllcaued Man-hour output

lower than whsh in Sweden or Gemnany i not presunptive evidence of inefficiency. ¥
Cne might exper’ & lower,ouupau~1ubor ratlo, with a correspondingly higher

‘ut—ﬂ"p:%aT fbtio, 2o a rational adjustment of factor proportions o re- ¥
e Tactor prices,  Bub in fact. ooLaL factoxr produutivity is typically lover,
zidi Labo prouuctJVJtJ much Lower, Than ia corres sponding branches of nanurac-
azdng dn the developed gounbyiss., Several things probably countribute to

s eesulh: (1) Lower porsonal efficiency of the workers concerned, due

artly to lese adeguate sducaticn and job training, partly to sutritional and
welth deficiencies. 1In
ansd

e
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In LFupibﬂL Africa the incidence of malaria, internal
endemic dizeases 1s so high that one cannot expect the level
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of physical exertion found in Europe or America. This source of productivity
difference is not ineradicable, but it may take quite a long time to eradicat:.

ro

More labor is normally employed relative to capital, as a rational adjust-

%+ to factor prices. Even where the main production operations are rigidly
termined by technology, there is considerable flexibility in supplementary
serations such as cleaning, maintenance, protective services, materials handling,
orage, packing, and shipping, And in some industries, such as textiles,

s flexibility of man-machine ratios on the main production operations.
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In addition to rational adjustment, however, excessive employment may be

ed on the employer by the kind of social pressure noted above. Discharge
voff of workers is often prohibited or severely penalized. So as labor
xirements per unit of output fall as a result of technical progress, it maj
impossible to shrink the labor force at a corresponding rate. An Indian

eel executive once said in conversation that they estimated that the desiratle
erployment level for their enterprise was about 20,000 men. Actual employment
was 30,000 and, because of legal restrictions, could be reduced only as workers
died, retired, or resigned.
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L. Some sources of reduced productivity of labor and capital are beyond
the control of local management. Limited size of market means shorter production
runs and more frequent shifts of equipment from one product to another, The
fact that spare machine parts, other supplies, and materials are often importeil
from places at several weeks' shipping distance means that larger inventories
mzy be necessary, and even so production may sometimes be interrupted by shipring
delays. Foreign exchange crises and unexpected cuts in import quotas may alsc
lead to below-capacity operation for extended periods.

5. Poor management, however, is a distinct and important source of reduced
production efficiency in the IDC's. Management tends to be "one-man managemen:’ .
under a family head who may: be unwilling to delegate authority even to sons or
other family members. Management positions tend to be achieved through family
position rather tham through a competitive struggle based on ability. &
quasimonopolistic position in the product market may reduce pressure for cost
reduction and innovation. Labor, though it may be expensive relative to seneral
wage levels within the country, is cheap relative to the. developed countries
and to the productive potential of modern machinery. Anything which appears
cheap is apt to be inefficiently utilized. And so methods of worker selecticn,
training, supervision, and payment are often surprisingly primitive, not
calculated to call forth a high level of effort.
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The Applicability of "Weatern" Iconcmics
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t very relevant or useful in their own countries.
ez what this statement means. It is important to sort
because in some senses the statement is:self-evidently t‘
interpretations one may be quite skeptical.
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onfusion should be removed at the outset. Use of western
is often identified with a particular policy stanmce. I-
s thought that using the starndard microeconomic tcols imvolves
the market mechanism and an implied suspicion of government
gicglly and h.J.S'OOI‘lCaJ_Ly this revresents simply confusion.
8 no reascn why such basic concepts as utility, Preference,
bilitics, or opportunity cost should be identified with any
etiing. True., asz propositions get "fleshedout” with mors
wions, as they bpcomn mc?e concrete and reallstl Their range
relevance narrows. One would noi expect to na oligopoly
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5 needed in using the central economic concepts te develop
positions which will be relevantv to a particular institutional
he same building blocks:-can beused to develop. guite different bits
economics, as'*i 1 oe onaun 1aucr ;n this: section. ;
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So we eset aside thn-"plcndﬁnw Versus tle market" type of conbtroversy
s irrelevant for present ernoseq, nxough we shall have something to sgy ale
t 2t “he end of the chapter. : : ‘

£ szhatement, about the limited relevance of Westem economis

o8 MEY mesu
s things, which are logleally quite diflerent (1) it may PLFﬁ
titetive coefiicients angd relatlions which have bv\n P,tin tad To:

the de elf ed courtries will not hold, and will need to be re-estimated in
ithe IDC's; (2) it may mean that personal behavier is in some sense ‘.css
£ ta

the IDC's3, go that the convenbicnol response to mone
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incentives cannot be relied onj (3) it may mean that the priority of problems

i1s different in the IDC's, with a consequent difference in the relative impor-
tance of specific branches of cconomics or specific analytical tools; (L) it may
mean that, because of institutional differences,one has to put the building
blocks together differently, to invent new pieces of applied economics for
various policy purposes.

The first statement is self-evidently true. For the United States, we
think we know & good deal about price and income elasticities of demand, input-
output relations in production, returns to labor and capital, consumption and
investment elasticities, the output and employment response to a given change
in aggregate demand, the income elasticity of federal government revenues, and
so on. This is in fact what we mean by asserting familiarity with the structui=
of the eccnomy. Quite obvvously, this knowledge is not directly transferable
to an economy operating at a much lower income level,with quite different factor
supplies and technology, and a quite different production organization. The
parameters needed for policy purposes must be built up anew by painstaking
research, as has been and is still being done in the developed countries. To
"borrow" capital-output ratios or other coefficients from the developed countrizz _
is'simply an error of judgment. One moral we can draw from our earlier discuszicn
is that, because of the fragmentation of the less developed economy, there sho-:l?
be greater attention to particular products and’sectors, and greater SkepulCl:“
about the stability of aggregative coefficients, than would be needed in deve-
loped countries.

The first kind of statement, while true, is not damaging to the dogicsl
structure of economics. The second kind of statement,if true, would be decideilr
damaging. .Such statements come rather heavily from anthropologists, whose
concept of econcmic rationality may not be very precise, and who in a semnse have
z vested interest in non-economic motivation. As regards wage-earners' motiva-
tion, they also come heavily from employers, whose view of their workers' mentali
is probably even more myopic than that of employers in the developed countriss
(which is often myopic enough).

Tests of economic rationality must be framed with care. It is not sufrfi-

cient to show that individuals' preference systems give somewhat different
weizht to non-income as against income considerations. In a particular couniry,
for example, workers may give somewhat greater weight thanoU.S. workers would
give to courteous treatmentby supervisors, or healthfulness of work conditions,
or security of job tenure. Or medium-income families may, for one reason or
. another, save a smaller proportion of income than medium-income families in
France or Canada--this may indeed be true all the way up the income scale. O»
manufacturers may, .for understandable reasons, show greater:®isk aversion and
shorter time-horizons than their counterparts in developed countries. Such
differences and readily accommodated wlthin the framework of economic analysis

Nor is the relevant question whether peasant producers, for example, behave
as the economic observer concludes from simple deductive reasoning that they
"ought" to behave, or as he thinks he would behave in thelr shoes. The pea°3nt‘<
subjective situation--the alternatives which appear open to him, and the varisus
considerations relevant to cholce--is usually different, and may indeed be very
different, from the situation as viewed by the educated, middle-class, and
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perhaps Torcign observer. It is useful and neceasary to explore the subjective
view of the economic actor; sud here the techniques of the social anthrrpologlst
or social psychologlst may be particularly helpful. But given the ubjeCuive _
situation, the question is, erst, whnthﬂr jncome is Eﬁpminanf smong the criteria
used in decisions; and second, whether the direqpigq of recctions is "normal,"
i.e. whother higher incomes are preferred over lower incomes.

no solid evidence that economic actors in the less developed

<0 s flunk this test; and there is a good deal of evidence to the conirary.
As ards pea sunt producers, experienced observers haves concluded that--gives
the traditional ueclnlque which are sll the know--peasants do apply labor d
cgpival o land as far as it is reasordble to do so, i.e. until marginal rates
of return have fallen to & very low level. Moreover, “where ppaoanus prcduce
for market and where two or more crops are open to thsm, thers is evidence of
merked rasponsiveness o changes in, “elaulve product prices. If one crop
becomes relatively more advantasecus than before, the pronortion of acreags
devoted to this crop rises wﬂfr only a short’ tine=188.The growing literature
oin this front will be reviewed Lu our chqote cn aorlcul+ure in Part Two.

As regerds labor; it is not usually denied that workers prefer higher—
wage Jobs ic lower-wage oues., . But it has sometimes been asserted that a limited
visw of consumpltion possibiliflos sets a low ceiling to the amourt of income
desired. Once this ceiling is reached, the amount of labor of fered veries:
inversely with the hourly wage --the (sno"t run) laber supply curve. ‘bends back—
ward. Tne writer was at some pains totest this hypothesis as regards new
fectory workers in Pusrio RJco——a group which is untypical only as rac?rds
the strong demomnstration effscht of readily available American consume T goods.
For this group, hhere was ccnv1nc1ng ‘evidence that income aﬂp'ratlon were
guite.elastic--workers wapted more money, know what they would do with it,
and were willing to work lenger hours to obtain it wherever factors schedules
permitied., Elliel Berg and others have reported similar findings from studies

of Africzn workers.

The wide currency of this apnarentlj mistaken hypothesis must be
ettrituted, I think, to two sourcss. First, it has long been a standard
argument offerad bJ employers--particularly foreign employers of indigenous
laor--as 4o wny 1t would be unwise for them to pay higher wages. Nor is
thiz cefensze of

H-

a chpap labor Dolﬁcy at all new. Two conturies age early
ungl¢;n industrialistc were. a:gulng that, higher wages lead only to greater
ﬂa¢ ness--2 conclusion which was challenbed rather sharply by Adam Smith.

’zl.

seond, “he , i8¢ onnec*nd part: cularly'with the peculiar circumstances
f rigratory lebor in certain parts of Africa. Here the family does not
necupeny the worker to hi" place o wagp employnent, the wite does not beccoma
ccasuner, and the normal pressures for a higher scale of hgg:fho’u axpendi-
ture are inoperative. IV 1s n"t surprising, then, that nen work only long
ensuzn %6 acquire a few reedily trang sportable consumer goods--bicycles, radios,
ete.--or 4o scocumilate the custormary bride price in their area. Taking a
woril-wide view, however, thin system of employment is (happily) very untypical,

end will doubiless decline even In '1ts home tervitory as economic development
proceeds., ‘ ;

£

L
TNeY

o \“O
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We probably do not need to argue that merchants, manufacturers, bankers,
and other business men are likely to have a strong interest in financial returns.
True, the owner-managers of family businesses, and even morec the large landlord
class, may be "satisficers" rather than maximizers, and this may reduce pressure
for full use of resources and technical progress. But this is not an unfamiliar
argument in developed countries.

Third, it is certainly true that the priority ranking of policy issues
differs substantially as between developed and less developed countries. Among
areas which have a higher relative ranking in the IDC's we may not particularly:
agricultural organization and productivity; demography and population growth;

small-.scale manufacturing, construction, and trade; public finance-taxation;
budgetary control, current economic services, infrastructure investment; and
international trade and capital movements. Areas which are relatively less
important than in developed countries include: organization, management, and
competitive relations within large-scale industry; labor economics, collective

bargaining, and related matters; banking and monetary policy, and possibly
income distribution, both househvld.and functional,

This means a corresponding re-ranking of the analytical tools of economics.
Trade theory and taxation theory are highly important. The basic tools of
microeconomics are highly useful, whether applied to agricultural output, small-
scale industry, or evaluation of infrastructure projects in the public sector.
Western macroeconomics is decidedly less useful; and so too are some of the

more elaborate micro construcdts--oligopoly, bilateral monopoly, monopsony, &and
the like.

Finally, even where familiar concepts are relevant to a policy problem,
they usually need to be deployed differently because of differing institutional
circumstances. Many ILDC's, for example, have an unemployment problem, and so
do many developed countries. In the developed countries, the post-Keynesian
theory of aggregate demand is the main analytical tool, and monetary-fiscal
measures to regulate demand are the main policy instruments. This apparatus
is not appropriate to the LDC's, whose structural unemployment is associated
with. land and capital shortages. Expansion of aggregate demand, in the absence
of these cooperant factors, would have little effect on employment or output
and would influence mainly the price level and the balance of payments. There
is no way in which unemployment can be reduced rapidly, though it may be whittled
down gradually by measures aimed at altering the industry mix and factor propor-
tions in the economy. Production theory and price theory, rather than macro-

economics, provides the appropriate tool box.

Again, most LDC's have a serious problem of economic stability; and in
this respect they may seem superficially to resemble the developed countries.
But, as Dudley Seers has shown, instability’in the IDC's arises mainly from
export fluctuations rather than from fluctuations in domestic investment.
This - changes both the analysis of fluctuations and the nature of stabiliza-
tion measures.

The question of the applicability of Western economics to the LDC's turns
out, then, to be quite a subtle one. It has to be approached in specific
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rather than general terms. Certainly one does not have %o throw away all one’s

previous itraining/going from, say, Swedem to Uganda. One does have to look at

the landscape with a new eye and to be wary about the transferabili ty of
"accepted" truths to this very different setting. :
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How Many Kinds of LDC?

We have emphasized repeatedly the great heterogeneity of the Lato-
froasian economies. Can they usefully be classified into sub-categories
which will be more nearly heterogeneous? This raises the question of
why one wants such a classification. Does one want to group countries
which are in some sense structurally similar, for purposes of descripfiv:
generalization? Or does one want to separate countries with varying
degrees of growth potential? Or does .one want to group countries by how
far they have already travelled along the development road? The relevaxn
criteria will differ with the purpose,

Suppose we have in mind the last of these purposes. We want to
distinguish various degrees of development within the less developed world.
(This implies that most economies do pass through a broadly similar
development eXperience, that we can mark off stages on what is essentially
the same road, At the moment this is no more than a working hypothesis,
whose usefulness we propose to investigate,)

Let us get rid at the outset of the problem of size. A large pro-
portion of the LDC's in terms of numbers are very small countries——island
economies, or slivers of African’ territory laid out originally by the
colonial powers, or Central American republicg, containing no more than
the population of one metropolitan area in the United States. These
economies are very open, with exports often approaching half the nation
product, and this gives fheir development a primarily satellite charac
We propose to concentrate here on substantial countries, with consideratly
lower export ratios, and whose growth is more largely self-contained.

14
€T,
~

Within this population, several bases of classification might be usec.
Let us review these, proceeding broadly from less useful to more useful
classification systems. -

1., GNP per capita

This is doubtless the commonest basis for ranking countries at
present. Yet it is a treacherous, and on the whole quite a misleading,
basis., Measurement difficulties alone can introduce substantial’
distortions, As regards the large category of subsistence output, both
thoroughness of enumeration and basis of valuation vary substantially
-from country to country, Other GNP components are usually subject to
considerably wider margins of error than in the developed countries.
When the data are converted from local currency units into, say, U.S.
dollars for comparative purposes, the outcome is affected by varying
degrees of currency overvaluation (or, occasionally, undervaluation) in
the less developed world.

The distribution of income is important as well as its size;
Venezuela and Zambia .stand high on the per capita income list because of
large oil and copper exports, DBubt this ls surely a misleading guide tc
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zountries with

Why do we regard Japan as

Pertly,

organization, techno
seems very "modern",

we do uo+
e gn-

test of deve oprent

cutput,

sa of its structural characteris-

But

he average level of 1iving of “the pépulaticn. Few would arg
is more developed than japsn, which is what the raw figures imply.
current level of per capitalincome correlate very well with rate of ol
of imcon=. Argentiaz aad Chile are relzatively high income co*»bries which
heve progresssd 1littile for decadsz. Meanwhile, some other
lower absclute income levels have been grfvlrg quite rapidly
The basic reascns for rejecting per capite incoms as a significant basis
»f clazssification, howsver, lie deeper than this,
a de ‘eloped ownbry, despihe its rsistively low per capita income?
perhaps, because per capita incone has been rising at a good rate for almost a
COﬂtuch But even more significent is Japamnese economic
Logy, and produch mix. In these respecis Japan of today
by which we perhaps mean no more'ﬁhaa_"like usj. By the same toxe
ceons der Zembia a modera GuCJbJ , despits the high cutput of ths
coantrolled mining sec‘f”9 These &zamfles suggesh that the
15 basically am orgazigzational cr “%s*iﬁﬂtlaral test, rather than an
test. A ge plopsa econcny 15 one which, becau
ties, cam be counted on o grow mors 0r leés continvously in the future
economies whith thess charactsrics are widely s

all the way from Japan to thé United States.

secattered on the incomes scale
Ths IDC's &re also aldHAy sca+-

tered, and the ir n omo PQQJCIO"€71apS w;th that of the DC's..
2. elative Fau,br A7a¢1 ihcs K

gh las 25 acocrding Lo whether all avsilzsbie
resources 2re being used ﬁ} which factors are inm excess supply. The
freqguent refersnces in the 1ii ure to Ylabor-surplus sconcmias® represent
this approach. The mmercens 56 Zes with open fremiises might be termed
"isnd surplus sconomies®.. Scme sountries, such as Ghana and Nigeria, seem o
have hobth unused 1shor tims 2nd vneldivated land; 2 surplus of "Lend-cum-labor.F
Verozusia, Iran, snd e few oihsr oil rich countries might be considersd "capital
surpTHL sconomies? in ihe sense that mores foreigh sxchangs is being generat~~
than can be-or at leszt is teing-used for demestic imvestment. The atirac-
uLvenass of such a classification lies in i%s possible suggestiveness for a
developm=nt strategy aimsd ab,balaqced use of 21l resource suppliss.

Bat there zre ée:ios diffiéult*es in this epprcach. By "Iabor surplus,
economisis olften seen o mean merely a distinction between 1igh%lv populated
and Csns2 y—nalea “countiies. Wher on2 tries to be more precise than this;
Tiasbor s""DTuvd bec qplup d*’vacu*+ te dafine and tc measurs. We have
argued =zylier thao ¢ qry € ;gmyiuus soms labor force slack at the outpubt of
acceleraied O“Aﬂ*F lHjﬁ'mqqh slack is reguired i throw a country into the
lgbor-surpiue cabepgory? o '

Tig fg elsc & rether =batic

cf classification. Excess suppiy of
one cr mors Jachors is corpsaiible sither with growth or stegnation. Morsover,
the rate of chavge in excess gupplies is significant. It matiers: considerably
whwihwe an initiel surplus of, say lsbor is shrinking cver time or whether it
is being increesed by 2 high rate of population increase and a low rate of
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economic growth. Nor does the state of factor supplies correlate directly wit'.
the state of economic organieation which, as just suggested, 1s the most rzllaiis
indicator of economic modernization.

-
Q

2. Diversification of Production

Seers has suggested an interesting classification based partly on the
importance of industry Tr;Ptl\“ to primary production, partly on diversification
tput within each of ihese categories. His spectrum of economies runs as

Large and diversified industrial econcmies, with an integrated national
et and & relatively high degree of self-sufficiency. The U.S.A. and the
S.R. are exireme cases of this sort. More typical cases are the U.K.,

e, 1valy, West Germany, Japan.

ke o) 5f
Mo
A

Smaller and less well-balanced industrial economies, with greater expoers
endence, such as Canadas and Sweden.

() rny
‘?J

re

E
)

"Mixed economies" which have considerable manufacturing development, but
which primery exporis are still of strategic importance. Australia, India,
Peiictnn, South Africa, Brauzil, Mexico, and Argentina are illustrative cases.

L. Primery producers with a number of important export industries, such as
Peru, Meleye, ‘or Indonesia.

“r‘-"rc; economies, where the country's economic life is heavily dependent

ng.e export crop. The Central American republics (bananas), Liberia
ube (suger),Burme and Theiland (rice), Ghana (cocoa), and Ceylen

1 ~¢rate this situstion.

(5
~.
h m
’I- I‘
|-—’\-ﬁ

One-minerel economies, which are similarly dependent on minerals or petrelszwm,
b es Bolivie (tin), Chile and Zambia (copper), Venezuela, Iran, and Irag
troleum)., The extreme case of this sort is the "oil sheikhdom," where a com-
te CNF stetement cen be derived from the accounts of the foreign oil producer
g the eccounts of the royal household.,

Le one goes down thie spectrum, aggregative analysis of the € + I + O = ¥
Sort becomee progregeivelyv less relevant and useful, Exports become "increasingly
ihe level of the econumy, For categories 5 and 6, an industry analysis of the
mejor eyxport proauct ie cruclal, Understanding of the economy requires a quite
diseggregated approach, tailor made to the circumstances of each cass.

Thie claseification is designed to highlight the fact that, in most LDC's
cconomie fluctuatione sten from export performance, and that secular growth also
usgually hes a strong export component. But its usefulness in other respects is
not elear, There i1p an inplication that a growing economy moves upward in this
spectrum over the course of time. But the schema itself does not explain why
or how this occcure, or whether it needs occur at all.,Some of the smaller econo-
mies in the above listings can cxpect at most to reach category 3, or possibly 2,
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L., Monetization snd Market Development

A rather different approach, emphasized particularly by Hla Myint, runs
1 terms of the development of money tramsactions and a market mechanism. The

ir

process typically starts with the sale of export products for cash; but if

this is all thalt happens, the economy remains underdeveloped. Only ia so far
as cash gealings, specialization in production, and trading relations spread
graduslly withiu the country can it be regarded as developing; and its degree of
devslopment is measured by how far it has moved toward full specializetion, sale
of 811 produchs and factor services for cash, and economic integration throur”
mavkets,

¥yintis approach is dynamic in that it contains a theo of v how a
x b
L

=y whose axperts come from peasant producers as against cne in which

eca: W
SXpC come from mining or planiation companies. In the former case, the

peasanie initially just add some export cubtput to their previous subsistence
cutput, but do not specialize any more than before--indeed, they are clearly
diversifying. The cash earned from exporis is spent mainiy on imported consumer
goods, whese atiractiveness induces the extra effort necessary to earn them.
As a sscond stage, some producers may specialize increasingly in the export crop,

which the pezsants slough off in the process of growing specialization. Ther
now 2 rural-urban exchangz of feodstuffs for manufacturess and also a labor
markel Zor faciory werkers. |

mine-pientation cass, on the othsr hand, the laber markel comes

In the
first in the chain of development. The large, usually foreign owned, companies
recruit wage lebor, whose sarnings provide a potential market for domestic feed
znd. consumer goods produciion. The penetrative power of the market econony
via tis routes, howsver, is limited in several weys. First, the export eamclave
mzy be rather completely walled off from the domestic ecomomy. The wage labor
needec may bas imported {£f. the recruitment of Indian labor for the tea planta-
ticnz of Ceyical. The produets cn which wage-earners spend their incomes may
also be largeliy imporied. . Sscond, thess companies have usually followed a
“zheap labor? policy, :so that the contributionr o domestic purchasing power is
nct large. Finally, wbsre migrating jsbor is employed on & temporary basis,
as 1n largs parts of Africe, the wege system fails to become a central feature
o the scomomy. in wAuy c&ses, then, a domestic market economy has tec be
wrild up &lonzside and almost indspendent of the mining or plantation enterprises.

On tihds view, sn economy is developed when farmers and ail other producers
in the ecoromy have becoms business men, sensitive to wmonetary calculations,
dependent cn speclalizetlon end trade, it together by & good metwork of physical
cormunications, %raders and other middlemen, and market institutions. Along
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with this goes a shift in the sector composition of output, the occupational
Uompos1tloa of the labor force, and =0 on., But these changes are in a sense
superficial or derivative. The basic fact is the movement from isclated, self-
sufficient production to speclalized, market-oriented production.

One difficulty with this approach is that it is hard to measurs how far
an economy has moved along the development road. Ih may be possible, however,
to ¢;nd useful indirect indicators or proxy measures. Total cash marketings
as a percentage of total netional output would be one indicator. Proportion of
isbor time of the rursl population devoted to producticn of food and non-food

s for their own use would be another. The ratio of wage and salary earners
to self-amployed persons would be suggestive. One would expect marked shii =
in 811 these ratios as commercialization proceeds.

The approach also implies that development via pitivate enterprise and
private markeis is in some sense the "natural” course of eveals; that an eccnomy

unliikely tc lesp suddenly (or successfully) from a quite primitive structure

s fully socialized organizeiion., This raises very broad issues, which will
considered briefly in the next section.

T

M&‘"

A brosdly similar view of development has been expressed by Ranis,l Who
smphasizes the "commectedness" of major sectors of the economy. He distinguishes
an agricultursl secior, s rursl-based industrial sector, am urban indusirial
secto-, and a foreign sector. At the outset of development the second of these

may be virtually absent and the third quite weak. Growth involves partly &
?‘lllug-ou of these missing sectors to proper relative proportions, but more
:pec1ally a b.ndlng together of all sectors by ccmmodity ami financial flows.
is! approech is policy-oriented in that his cemtral concernm is what goverm-

meat can do %o further greater comnectedness and balanced expansion of all

seciors. But his concepts could also be used in a pesitive way to lay out
successive stages of movement from the primitive to the developed econony.

1. Guebtav Ranis, "Plamiing for resources and planning for strategy change, "
Welawirtschaftiliches Archilv, 1965, pp. 21-L2.
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The Initiation of Growth:Government and the Market

In later chapters we shall be examining possible growth paths for
ass developed economys These models, like those of Chapter Three,
1 normally aszume that growth is slready underway. But can we say
rthing useful about how the process gets started? This is not only
torically interegting bubt cbviously of great practical importancs
. will dcubtless be said that this is a "non-economic proolem.“
ict definition of economies, this is probably correct, Buf whr-
likely to tackle the problem effectively? Should not ecorncmists
occasionally beyond the strict bopders of their discipline? May
t sven nava some comparabive advantage in terms of familiarity
e eonomic results which are being aimed ah?

The first step ir growth must be a rise in per capita income from
cne source or another, One can introduce a burst of export demand as
jeus oKX machinas and this may well have been the commonest casz in

a da
practice, If one relies on domesti¢ sources, an increase in population
by itselif is not sufficient. Even with adeguate land, - this would lead
cnly to development on the extensive margin, which would not necessarily
rais2 per capita income, Growth c¢f population accompanied by eguivaleri

growth of <capital, however, could make possible Smithian division of
ber and economy-wide increagsing returns., . An even more promising
=ihility in modern times is importaticr of more advanced b“oauct_oa
igues, raising total factor productiviiy and per carita income.

S alee B
D O W
o UJ 4

(1]

It is net difficult, then, to expiain how per capitas income could
rise moderately for some ftimeg and Wpre-takeoffY ecomnomies do doubtless
experienze such temporary increascs frcx Time to Time. Bul very ofiexn
ths ”engine fzils %0 catcky,® and income reliapses to its previous level
after z longer or shorier pericd. In other cases, however, the exngine
decz2s catech and gzow‘h becomes cumulative., What makes the differencs?
Or, iz pelizy terms hOl does oms construct an eﬁonomlc mechanism sbie
to turr short-ternm g? zs intc ceortinuing progress?

We 1i cur’ spsculstic ons te "mixed eccnomics® with a limited
govsrnment sector, The guestiorn whether full sccialigation and ceniral
. Lransform an LDC more rspidly inte a modern economy is cne
zh there is as yei very little evidencs, Al any event, it is

0 i "
different kind of gueshtion,

('

Mu~h effort has been wasted on ideclogical debate over. "development
via the markei® versus "development via public enterprise and planning.
Tris agpproach picturss the economy as a territorial battleground, with
the freniier between private and public enterprise being pushed about by
gtizck and countEr-atiack, In reality, most braaches of the sconemy axe
non-controversial, Nec ons doubts that government should produce sduca-
tion, bealth, and other %public goods," and should cparate publit Ltlll%j
enterprises wkith marked indivisibilities and sxternal economies, No exne

- -~ av-i el Ranwed e Ao~

2LV I, - -..l.,.’i .
doubts that agricsulturs, rctsiling, handierafiz, and smaoll busimess i
- \
\
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generally (which means 80 gercent or move of productive activity)
should be in private hands, Controversy over private wversus public
operation is limited largely to heavy manufactfring, which is not an
important sector in the early stages of growihe

striking feature of the private seetor is the very large

nunber of small producers-fiot only in agriculture but zlsc in trade,
manufacturing, and services, If eccnomy-wide growth ig to cccur, it
lmrwe;y through the spontansous effort of these peopie They
ra w*“b the opp ?tunity and incentive to produce morse, earn and
Se ngume werse, This in nn way implies a laissesz=faire ro..
rnmento The welxnd veloped commodity and factor markets which
ie advanced csuntries are in good measure the ereation of
o In the ILDC's ths neeqd for thoughtful shaping of econcmic
uns is ewven wﬁ?: ewidcnuoj Government has in its hand the

S e tax systemy, which c3n be used to stimulate or
1 effort, Trade policyy, publl" investment pelicy,
cy are other unavoidable and potent instruments,
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.2 ssanbly developad countries, to be sure, wore also over-regule-
: % cutset, A pnoteworthy fegture of sarly growth in these goun
iesg, however, waz & uvrogrossive liberation of internal snd external
trads, production, znd priced from direct government control. While oue
carvet infer causatinrn, the coinecidence is i +"Wvgu¢rﬂ' Then, during the
twentieth century, government ism the industrial countriss, irmnrasszed hvw
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varicus insquities and other defects of an unregilated market mechanism,
gradually built a new network of controls aimed at repairing these
defects, The merit of some parts of this recent control legislation
remains debatable, But the structure as a whole is- demonstrably fiore
sophisticated than that which existed, say in the England of 1750,
Perhaps moust importantly, the controls were applied tc a business
structure which by that time had sufficient internal vigor to survive
and flourish,

Political leaders and ¢ivil servants in the LDC's, particularl; in
the recently-emancipated colonial countriesy, have grown up under the in-
fluence of civil servants from the mother countries, tc whom government
regulation of eccnomi~ activity seems natural, righty, and necessary. So
without much forethoug8dt they have applied a sweeping array of controls
o a private sector which is still inchoate and weaky, which needs to be
coaxed and teased into growth rather than ordered into_it. They have
adopted a strategy which, however feasible in The Britain of 1970, might
wall have stifled growth in the Britain of 1800, and can easily stifle
growth in the Nigeris or Indonesia of tadaye. "

Ranis® conclusions® on this point seem well justified: "In this

cn planning for resources musi be supplemeﬁted by planning for a
chsrvu which prDV1des dispersed economic agents access %o
mgrkets -and permiis indigenous entrepreneurship to challenge
1 cutput/quality mixes and production coefficients In any

] g planners are clesrly not free ic sit on thezr hands
take their course, It is up to government to help clear
e ecoromic and social overheads, provide technical assis<
vatcrs, and assist the siphoring of the agricultural sur-
deploying its fiscal power, and indirectly by establish-
meédiaries. But the Typical ‘nderdeve1oped economy
fy is not an efficient encugh organizational dev1,e

e particular direction via a network of direct -
be exercised in deciding on its proper roic...m
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