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PREFACE 1983

The idea for this paper arose out of concern within the Insti-
tute at the extensive and mostly uncritical attention the so-called
‘Brandt Report’ on International Development Issues (and its
follow-up memorandum, Common Crisis) was attracting in Britain
in contrast to the rest of the industrialised world, except perhaps
for Scandinavia, the Netherlands, and Austria. It may not be a co-
incidence that interest in the Report has thus been highest in pre-
cisely those industrialised countries where the welfare state has
reached its apotheosis. For, with its accent on wealth distribution
rather than wealth creation, its vigorous advocacy of international
transfers of income and collectivist regulation of the world econ-
omy, and its distrust of markets and relative neglect of incentives
for private entrepreneurial effort, the Report enthusiastically em-
braced the assumptions and attitudes which lay behind the evolu-
tion of the most comprehensive — and increasingly unaffordable —
state welfare systems of the developed world.

Be that as it may, apart from its business leaders and (it is grat-
ifying to note) its professional economists, Britain seemed to like
the Brandt Report. The Report was deeply concerned about
poverty in the developing world and, ipso facto, its proposals must
therefore be desirable. In 1981, 10,000 people thronged Parlia-
ment for a mass ‘lobby on Brandt’, with clergymen much in evi-
dence. And Parliament appeared fascinated by Brandt. In the past

11
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three years, on a quick reckoning, the initial Report and the Com-
mon Crisis sequel have provoked five debates in the House of Com-
mons, three debates in the Lords, several documents from the
Commons Select Committee on Foreign Affairs, and two Govern-
ment White Papers (the second promised for the end of July 1983).

The author of this paper, Deepak Lal, states at the outset that
his purpose is not to provide a critique of the Brandt Report as
such. Rather it is to expose and evaluate critically a set of beliefs —
fed by a diversity of intellectual streams — about the economic de-
velopment of the Third World which dominated the thinking of
the Brandt Commission and which still colours the attitudes of
large numbers of politicians, bureaucrats, journalists, television
producers and academics in both developing and developed coun-
tries. That set of beliefs — to which Mr Lal appends the catch-all
label, the Dirigiste Dogma - included a judgement that the tenets of
standard neo-classical economic theory had little validity in the
Third World and gave rise to a quest for a new ‘unorthodox’ eco-
nomics of special application there.

The medley of theories, known collectively as ‘development
economics’, which sprouted from this quest is the target of Mr
Lal’s critique. One by one, he exposes these theoretical fads for
what they were — and, in some cases, still are. With devastating
firepower, he trains his guns on the intricate models of
‘foreign-exchange bottlenecks’, ‘engines of growth, ‘inexorably de-
clining terms of trade’, ‘dual economies’, ‘surplus labour’, ‘un-
equal exchange’, ‘basic needs’ and so on — all of which, far from
remaining harmless theoretical curiosities, have been translated
into policy experiments, with already poverty-stricken peoples as
the guinea pigs.

It is impossible in a short Preface to convey even a flavour of
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the richness of argument and detail of Mr Lal’s study. For, in
essence, it is an odyssey through the theory and practice of devel-
opment over the past three decades. He has compiled a masterly, if
depressing, catalogue of the serious policy errors inflicted on so
many developing countries at the instigation of well-meaning in-
terventionists who convinced themselves and others that govern-
ments not only should but could ‘plan’ a faster growth in living
standards by supplanting market mechanisms with bureaucratic
direction of resources. Looking round at the desperation of mil-
lions in Africa, Asia and Latin America, how disproportionate it
seems to excuse the theorists as ‘well-meaning’ and leave it at that.

Two lessons emerge clearly from Mr Lal’s analysis of how not
to develop. First, instances of ‘market failure’ do not of themselves
justify government intervention; there is also such a thing as ‘bur-
eaucratic failure’ which makes matters worse — and bureaucratic
failure is most likely to occur in poor countries with very limited
supplies of trained manpower to administer controls. Secondly,
the Keynesian lineage of development economics, with its macro-
economic pre-occupation with large aggregates, has diverted at-
tention from the micro-economic role of the price mechanism in
promoting an efficient use of scarce resources. If there is one piece
of policy advice that can be drawn unambiguously from the devel-
opment experience of the past few decades, it is: ‘Get the prices
right!” Nearly all the disasters have stemmed from widespread re-
sort to ‘political” pricing — most commonly in artificially maintain-
ing exchange rates too high and prices (especially agricultural
prices) too low, rationing credit at negative real interest rates, and
subjecting luxury imports to prohibitively high tariffs.

Mr Lal documents at length the predictably perverse results of
political prices imposed as a bureaucratic short-cut to rapid indus-

13
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trialisation and self-sufficiency. That they were not predicted at the
time by the dirigistes who prescribed them stemmed in large part
from a paternalism bordering on contempt towards the masses of
the Third World. How could such wretched and ignorant folk be
supposed to conform like us, either as producers or consumers, to
the behavioural assumptions of orthodox neo-classical econom-
ics? But conform they do, as empirical evidence has established be-
yond doubt. They respond to changes in relative prices much as
neo-classical economic theory foretells. As the World Bank’s 1982
Development Report pointed out in its survey of Third World
agriculture:

All farmers — small, medium, and large — respond to
economic incentives. Far from being ‘tradition-bound
peasants’, farmers have shown that they share a rationality
that far outweighs differences in their social and ecological
conditions.

The economic development of the Third World is one of those
emotion-laden subjects on which it is difficult to secure a reasoned
debate. It inspires the hawking of consciences with virtually unri-
valled intensity. To oppose the Brandt Report or the New Interna-
tional Economic Order is to be heartless and uncaring towards the
poor majority of mankind, even if critics sincerely believe that the
policy proposals advanced would intensify the poverty. Yet, in
reality, what reasoned debate does take place is about means, not
ends. All participants share the same aim of eliminating poverty
and raising living standards. None has a monopoly of morality.
The clergymen and other well-intentioned souls who lobbied Par-
liament on the Brandt Report would do well both to demonstrate
more charity in their assessment of the motivation of dissenters
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and to make more mental effort to understand the intellectual case
against the Dirigiste Dogma.

Deepak Lal sets out that case with clarity and rigour, and a
glance at his biography will show that his considerable experience
with the practical problems of development, as well as his mastery
of the theory, eminently qualify him to instruct us. Although the
constitution of the Institute obliges it to dissociate its Trustees,
Directors, and Advisers from the author’s analysis and conclu-
sions, it offers this paper on development by a distinguished spe-
cialist confident that it will rapidly become a standard university
text and hopeful that it will contribute to the improvement of pol-
icymaking in the Third World.

MARTIN WASSELL

July 1983

As with all IEA publications, the views expressed in Professor Lal’s
paper are those of the author, not of the Institute (which has no
corporate view), its managing trustees, Academic Advisory Coun-
cil or senior staff.
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PREFACE 1985 (US EDITION)

This book was written in the Autumn of 1982, and first pub-
lished by the Institute of Economic Affairs, London, in their Ho-
bart Paperback series in August 1983. As it is concerned with a
critical evaluation of various ideas which have influenced thinking
on the problems of developing countries, a discussion of passing
events is not essential for the validity of its arguments. However,
the one part of the book which might seem to have been overtaken
by events concerns the ‘debt crisis” and the adjustments it has en-
tailed in many middle-income developing countries. Rather than
change the structure of the book, I have added a brief survey of
these recent events at the end of this edition’.

Though the UK edition of this book has been well received,
there have been some misunderstandings of its nature and scope.
Some readers have taken exception to the use of the term ‘devel-
opment economics’ in the title and text. They have claimed that I
use this term as a rag-bag in which are subsumed all those views
concerning Third World development of which I disapprove.
Moreover, as the term now describes a particular area of acade-
mic specialisation — with its own chairs, courses and students — it
has been said that by castigating ‘development economics’ I am
jeopardising the legitimate academic study of the economics of

1 Notincluded in this 2002 edition.

17
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developing countries. Without subscribing to the protectionist
nature of some of these criticisms, I would like to emphasise that
it is no part of my purpose to denigrate the very important work
done by many orthodox economists on the economic problems
of developing countries. As I make clear in the text, the term ‘de-
velopment economics’ is used here in Hirschman’s sense and re-
lates to a particular school of thought on the economics of
developing countries, a sense I emphasise by using the term
within quotation marks in the title but not throughout the text —
to avoid tedium. Just as Karl Popper’s The Poverty of Historicism
was a critique of a particular type of history and not of all histor-
ical work, this book is a critique of a particular set of beliefs
about Third World development and not of the whole of the
economies of developing countries. In fact it is the writings in the
mainstream of this branch of applied economics which I use to
question the intellectual and empirical basis of one (albeit) influ-
ential school which has sought to create an unorthodox and dis-
tinct ‘development economics’. In this sense there is little new or
original in the book. It is more in the nature of an interpretative
stock-taking of various debates on development.

However, as these debates have influenced public policy in and
towards the Third World, I have above all aimed to make them ac-
cessible to the interested layman. I have consciously eschewed
those detailed footnotes and fine qualifications which, whilst
being the necessary hallmark of a scholarly treatise, would appear
to be mere pedantry in a work such as this — which is addressed to
those concerned more with getting to the heart of the matter in the
various debates than with mere intellectual pyrotechnics and
scholarly exegesis. For these debates deal with ideas which have
public consequences. One essential function of scholarship, in my
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view, must be to make these ideas accessible to the general public,
so that people can judge what is at stake. If as a result this book
reads more like a pamphlet than a conventional work of scholar-
ship, so be it. For as Keynes in his memoir on Alfred Marshall
wrote: ‘Economists must leave to Adam Smith alone the glory of
the Quarto, must pluck the day, fling pamphlets into the wind,
write always sub specie temporis, and achieve immortality by acci-
dent, ifat all.’
DEEPAK LAL
Washington DC
May 1985

19






PREFACE 1997

This little book written in 1982 has survived the intervening
years in fighting form and much to my amazement acquired quite
a following. It has been translated (as far as I know) into Dutch,
Portuguese and Chinese. Students have also found it useful. But it
is clearly showing its age, and with the existing UK and US impres-
sions having run out, I thought I owed readers some updating, in
the form of a new edition.

But as the book has become part of the canon of its subject —
both being applauded and derided (see the 1985 preface to the
American edition reprinted here) — I thought it undesirable to
tamper with its original form. Apart from anything else, written as
it was before the almost universal victory of the market over the
plan — with 1989 being as emblematic as 1789 — it retains an inten-
sity and passion borne out of my growing impatience with the Dir-
igiste Dogma and the damage it had done to the economic
prospects of the vast bulk of humanity contained in the Third
World. This partly accounted for its success, and as the dirigiste
beast has at best been quelled rather than slain, it may still be use-
ful - particularly for students and general readers interested in the
Third World - to be aware of the arguments deployed by dirigistes
in the past and the counters to them.

So, rather than rewrite it completely, or add addendums to
each chapter, I have instead added a new self-contained Postscript,

21
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which besides a brief statistical updating, deals with the ideas and
events which have impinged on development policy since the early
1980s, and briefly discusses some emerging themes in both
thought and action concerning economic development.

This is based in part on a paper written at the request of the
Commission on the Future of the Bretton Woods Institutions in
1994. The extensions and revisions were done whilst I was a fellow
of the International Center for Economic Research at Turin in May
1996. My gratitude to both institutions.

Finally, given the bouquets and brickbats hurled at the book,
any author, whilst gratefully clutching the bouquets, is sorely
tempted to hurl back the brickbats. Though it would have been
easy to deal with my critics in the manner of Operation Desert
Storm, I have resisted the temptation. In any case, in a book aimed
at the general reader, such scholastic battles would be pedantic. As
with the original edition, my aim in the Postscript is to provide the
interested layman with an accessible account of the issues and de-
bates on development which have emerged since the book was
first written.

DEEPAK LAL

Los Angeles and Turin

June 1997
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It is five years since the revised and expanded edition of this
book appeared. Since then, the Asian, Russian and Brazilian crises
may seem to have undermined its arguments. In particular the
Asian crisis, which took the stripes off many of the region’s tigers,
may seem to provide a cautionary tale of the perils of the outward-
looking development path advocated in this book, where years of
progress can seemingly be wiped out by some young traders on
Wall Street pushing a few buttons on their computers. It may be
useful to see why this inference is unwarranted by briefly outlining
the causes of this crisis. These were threefold.

The first cause was the quasi-fixed exchange-rate regimes in
many of the countries. It is increasingly becoming clear that in a
world with a globalised capital market only two exchange regimes
are viable: a fully floating exchange rate or one rigidly fixed as in
the currency boards of Hong Kong and Argentina. The reason is
that these are the only ones which allow automatic adjustment to
external and internal shocks without any need for any discre-
tionary action by the authorities." This lesson has now been
learned by many countries in the Third World.

1 SeeLal(1993), Ch. 6.1t should also be noted that there is currently a movement in
Latin America to replace domestic currencies by the dollar. It is argued that even
with a currency board (as in Argentina), domestic interest rates are above US
levels, which unnecessarily raises the cost of borrowing — particularly by the

23
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The second cause was a systemic flaw in the ‘Asian” model of
development. A central feature of this model — as seen most clearly
in Korea, but presaged by the development of Japan - is a close
linkage between the domestic banking system, industrial enter-
prises (particularly the biggest) and the government.” The fatal
danger of this ‘model’ is that, by making the banking system the
creature of the government’s will, tremendous moral hazard is cre-
ated in the domestic banking system. The banks have no incentive
to assess the creditworthiness of their borrowers or the quality of
the investments their loans are financing, since they know that no
matter how risky and over-extended their lending, they will always
be bailed out by the government. This can lead in time to a moun-
tain of bad paper and the de facto insolvency of a major part of the
banking system, as has happened in both Korea and Japan —not to
mention the corruption that is inevitably involved in this type of
development.

But, as the example of the US savings and loans crisis shows,
this mess in the banking system can ultimately be cleared up, as is
happening in the region, with both Korea and Thailand bouncing
back, although the continuing political turmoil in Indonesia leaves
its prospects a cause for continuing concern.

Its problems are due in part to the role of the International

government. Dollarisation would lower interest rates to US levels and also allow
domestic firms and the government to issue long-term international bonds. But,
as is argued on pp. 219—23 below, concerning the misalignment of real exchange
rates, these potential cost savings of dollarisation have to be set against the ad-
justment costs that are avoided in a flexible exchange-rate system in the face
of negative shocks which require a real exchange-rate adjustment. The higher
interest-rate costs associated with this regime can be looked upon as an insurance
premium which avoids these costs on the downside.
2 See pp. 236—9 below.
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Monetary Fund (IMF): the third of the causes of the Asian and
other crises. The problem of moral hazard for the domestic bank-
ing system created by the ‘Asian’ model has been aggravated by
the actions of the IMF and the entrance of foreign bankers as
lenders into the newly liberalised capital markets. Of the three
types of capital flows that can be distinguished — direct foreign in-
vestment, portfolio investment and bank lending — the income
and foreign-currency risk of the first two types is shared by both
the lender and the borrower, as the ‘investments’ are denominated
in domestic currency. By contrast, foreign bank loans are usually
denominated in dollars and the interest rate is linked to the Lon-
don interbank offered rate (LIBOR). This means that, if faced by a
shock requiring a devaluation, the domestic currency burden of
the foreign bank debt rises pari passu with the changing exchange
rate. If the debt is incurred by the private sector, this rising debt
burden need pose no problem for the country, for if the relevant
foreign banks run, the borrowers can always default on their debt.

But now, enter the IMF. Ever since the 1980s debt crisis, for-
eign banks faced by a default on their Third World debt have ar-
gued that this poses a systemic risk to the world’s financial system,
and have asked in effect for an international bail-out to prevent
this catastrophe. The IMF has been more than willing to oblige.
For, since the Bretton Woods adjustable peg exchange rate regime
— which the IMF was set up to manage — ended, with President
Nixon’s closing of the gold window in the early 1970s, the IMF has
been like a character in Pirandello’s play, Six Characters in Search of
an Author. The debt crisis of the 1980s provided one play for it to
perform in, the rocky transition of the Second World from plan to
market another, and the Mexican, Asian and Brazilian crises a
third. The IMF has increasingly become the international debt

25



THE POVERTY OF ‘DEVELOPMENT ECONOMICS’

26

collector for foreign money-centre banks, as well as an important
tool of US foreign policy.? It should be shut down.*

As regards the ‘Asian model’, it is dead. Countries are increas-
ingly recognising that what is derisively called the Anglo-Saxon
model of capitalism is the only viable one in the long run. It alone
can deliver that prosperity that a globalised economy offers in an
unprecedented manner to all its participants. Hence, most of the
countries involved in the crisis are adopting its institutional bases:
transparent financial systems and deeper financial markets which
allow hedging of foreign-currency risk, and either a floating or
rigidly fixed exchange-rate regime as in a currency board or a mon-
etary union. Those bucking the trend will increasingly learn the
costs in terms of the future prosperity of their citizens.

DEEPAK LAL
Los Angeles and London
May 2002

3 Soon after the Indonesian acceptance of the IMF’s programme, Jakarta was plas-
tered with pictures of a grinning managing director of the Fund standing over a
little brown man signing away his country. An understandable nationalist back-
lash could easily turn into the economic nationalism that in the past has blighted
Asia’s economic prospects.

4 Asshouldits Bretton Woods twin, the World Bank, as both have passed their sell-
by dates. See D. Lal: Unfinished Business, Oxford University Press, New Delhi,
1999, ch. 9.
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SUMMARY

From the end of World War II to the early 1970s, most Third
World countries adopted ‘inward-looking’ policies. These
policies then began to break down until ‘collapse of the
Second World' in the late 1980s started a ... breathtaking
worldwide movement from the plan to the market’.

The new liberal international economic order is similar to
that in the nineteenth century in that free movement of goods
and capital prevails. But immigration controls inhibit the
movement of labour.

In the last twenty years, the performance of developing
countries as a whole relative to OECD countries has much
improved, largely because of big improvements in East Asia
and South Asia. The 1980s were a ‘lost decade’ for sub-
Saharan Africa and Latin America, though prospects are
now better in both areas.

Liberalising Third World countries can now attract private
portfolio and direct investment. Except for Africa, private
flows of foreign capital are more important than official ‘aid’.
The final ‘nail in the coffin’ of the ‘old’ development
economics was realisation of the immense corruption it
breeds. Dirigisme necessarily results in politicisation and
rent-seeking.

The ‘consensual policy package’ of the 1990s stresses state
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provision of essential ‘public goods’; otherwise, economic
activity should be left to private agents.

Past dirigisme led to disorder, eroding the state’s fiscal base.
The resulting crises were often the occasions for
liberalisation. A ‘big bang” approach to liberalisation may be
necessary: otherwise the state may cease liberalising once the
immediate crisis is past.

‘Adjustment with a human face’ is the new slogan of those
who want to create Western-style welfare states in the Second
and Third Worlds at a time when First World countries,
where the welfare system has been captured by the middle
classes, are embarking on reform.

Many East Asian countries have shown that mass poverty can
be eradicated within a generation. ‘A market-based liberal
economic order can cure the age-long problem of structural
mass poverty.’

Western democracy embodies tensions between the notions
of the state as a civil association and as an enterprise
association. The ‘... mere transfer of Western forms of
governance and their attendant ideology is as unlikely to
secure the market in the Third World as it is in the First.’
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INTRODUCTION

A study of the history of opinion is a necessary preliminary
to the emancipation of the mind.
J. M. Keynes: The End of Laissez-Faire, p. 16

This paper aims to outline and critically assess the validity of a set
of beliefs about the economic development of the Third World
which still colours the thinking of a large number of politicians,
bureaucrats, journalists and academics in both developing and de-
veloped countries. A diversity of intellectual streams has fed these
beliefs. Though it is neither possible (given the space) nor feasible
(given my competence) to trace the lineage of this body of opinion
with thoroughness, I hope to provide an account of some of the
different elements which have helped form what I will call the Dir-
igiste Dogma. Its most recent and influential statement is con-
tained in the Brandt Commission’s report, North-South: A
Programme for Survival." My purpose, however, is not to provide
another critique of the Brandt Report* but to expose and evaluate
the view of the world (and more particularly the ways to change it
under government aegis) which underlie Brandt and much other
thinking about the problems of developing countries. Nor shall I

1 BrandtReport 1980 [32], and Brandt Commission 1983 [33].
2 P.D.Henderson [75].
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seek to explain in terms of psychology and history the continuing
popularity of the Dirigiste Dogma amongst those concerned with
promoting the economic development of the Third World. I have
done this elsewhere.?

I shall instead argue the intellectual case against this body of
thought. If practical men think such an enterprise is of mere acad-
emic interest, they should recall Keynes’s famous dictum about
the influence of ideas on policy.* Further, as I hope to show, the ap-
peal of the Dirigiste Dogma rests in part on the belief that it has a
sound analytical and empirical basis. It may astonish the layman
to learn that it is the technical justification of the Dirigiste Dogma
which is most open to question. Though the ensuing technical cri-
tique is a prerequisite to understanding the precise objections to
this body of thought, neither the level of abstraction nor the eco-
nomic concepts are inherently difficult.

Though some proponents of the Dirigiste Dogma convey the im-
pression of being the exponents of a ‘new economics’, they are,
rather, prisoners of a particular interpretation of orthodox theory
for which their derogatory term is ‘neo-classical’. It is not in my
view useful to force the participants in these debates on develop-
ment —as some have sought to do —into the Procrustean bed of ide-
ological categories such as ‘Right- or ‘Left-wing’. Though the
resulting flow of adrenalin might add to the drama of imaginary
battles across the ideological barricades, it is unlikely to illumine

3 Lal[108].
‘Practical men, who believe themselves to be quite exempt from any intellectual
influences, are usually the slave of some defunct economist. Madmen in author-
ity, who hear voices in the air, are distilling their frenzy from some academic
scribbler of a few years back ... soon or late, it is ideas, not vested interests, which
are dangerous for good or ill.” (J. M. Keynes, The General Theory of Employment, In-
terest and Money, Macmillan, 1936, pp. 383-4.)
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the logic of the alternative views on development, and in particular
the role of government to promote it, which is my primary concern.
For as a recent writer on the history of economic ideas has noted:

The disadvantage of most attempts at an ideological
classification of economic theories ... is that they tend to
reveal more about the political and intellectual bias of the
compiler and his mentors than about the methodological
qualities of the economic doctrines thus labelled.s

One final caveat is required in setting the stage for our debates
on development. Since my chief concern is to delineate the various
ideas which have fed the Dirigiste Dogma, 1 shall have to identify
the views of particular economists which provide its intellectual
ballast. This does not, however, imply that all those who have sup-
plied ammunition for the dirigiste armoury would accept the pur-
poses for which it has been deployed. Nor will I be able to outline
the various qualifications. these economists rightly made in
putting forward ideas which subsequently seemed to gain a mo-
mentum of their own. What I am hoping to do is to offer a general
outline of the ideas which form the essential intellectual baggage
of the Dirigiste Dogma, and to argue that many of them — in the
light of both the logical criticisms they have attracted and the ex-
perience of developing countries during the last three decades —
are not soundly based.

The first Chapter sets out the major elements of the Dirigiste
Dogma and traces the broad outlines of the ideas which underlie
it. It argues that, despite the explicit rejection of orthodox eco-
nomics, its policy-oriented branch — namely, welfare economics —

5 Phyllis Deane [50], p. 216.
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provides the intellectual critique of laissez-faire and a prima facie
justification for dirigisme. Modern developments In welfare eco-
nomics, however, also supply the necessary antidote to dirigisme.
For this reason, more space than may seem warranted is devoted
to certain abstract arguments which the general reader may find
tiresome. But part of my case is that the economists who have fed
the Dirigiste Dogma have neither stuck to their last nor provided
an alternative framework for the design and assessment of public
policies. It is therefore important to set down the logic of modern
welfare economics, since this gives the necessary framework for
assessing the analytical claims of dirigiste panaceas in four
important debates on development.

The first of these concerns the role of foreign trade and official
or private capital flows in promoting economic development. The
second concerns the role and the appropriate form of industriali-
sation in developing countries, and the third the relationship be-
tween the reduction of inequality, the alleviation of poverty and
so-called different ‘strategies’ of development. A central feature is
the massive increase in labour supply flowing from the rapid
growth of population in most developing countries in recent years,
which is alleged to pose a chronic though undefined ‘unemploy-
ment’ problem. Fourthly, underlying all these is the more funda-
mental debate about the role of the price mechanism in promoting
development. Those who reject orthodox economics have usually
also emphasised the importance of central planning to supplant
rather than supplement the workings of the market mechanism.



1 THE DIRIGISTE DOGMA

The essential elements of the Dirigiste Dogma, as I see them,
can be briefly stated. The major one is the belief that the price
mechanism, or the working of a market economy, needs to be sup-
planted (and not merely supplemented) by various forms of direct
government control, both national and international, to promote
economic development. A complementary element is the belief
that the traditional concern of orthodox micro-economics with
the allocation of given (though changing) resources is at best of
minor importance in the design of public policies. The essential
task of governments is seen as charting and implementing a ‘strat-
egy for rapid and equitable growth which attaches prime import-
ance to macro-economic accounting aggregates such as savings,
the balance of payments, and the relative balance between broadly
defined ‘sectors’ such as ‘industry’ and ‘agriculture’.

The third element is the belief that the classical 19th-century
liberal case for free trade is invalid for developing countries, and
thus government restriction of international trade and payments
is necessary for development. Finally, it is believed that, to allevi-
ate poverty and improve domestic income distribution, massive
and continuing government intervention is required to redistrib-
ute assets and to manipulate the returns to different types of
labour and capital through pervasive price and (if possible) wage
controls — and through controls which influence the composition
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of commodities produced and imported — so that scarce resources
are used to meet the so-called ‘basic needs’ of the poor rather than
the luxurious ‘wants’ of the rich.!

In arguing against the Dirigiste Dogma, I do not want to ques-
tion the objectives it ostensibly seeks to serve, namely, equitable
and rapid growth to make an appreciable dent, as quickly as possi-
ble, in poverty in the Third World. My case is that the means pro-
posed are of dubious merit. Nor, more importantly, am I arguing
for laissez-faire. That doctrine, as Keynes noted in his famous
book, The End of Laissez-Faire—better known, alas, for its title than
its contents — has been under attack by orthodox economics since
John Stuart Mill.2

Sadly, many dirigistes implicitly contrast their set of beliefs as
an alternative to one based on /aissez-faire. The real issue between
them and orthodox economists, however, is the form and extent of
government intervention, not its complete absence. Just as Keynes
noted that it was not the economists but ‘the popularisers and vul-

1 Nurkse [167, 168], Myrdal [162], Hirschman [78], Balogh [14], Rosenstein-Rodan
[177], Chenery [39], Prebisch [171], Singer [192], and Streeten [202] are notable
amongst many others who would consider themselves to be non-neo-classicals
and whose writings have been influential in providing various elements of the Di-
rigiste Dogma. There has, however, always been some opposition to these views:
Haberler [65, 66]. Viner [210], Bauer and Yamey [18], Schultz [181].

2 Keynes [91], p. 26. Nor is ‘the phrase /aissez-faire to be found in the works of
Adam Smith, of Ricardo or of Malthus. Even the idea is not present in a dogmatic
form in any of these authors’. (p. 20) ‘This is what the economists are supposed to
have said. No such idea is to be found in the writings of the greatest authorities.’
(p. 17) ‘Some of the most important work of Alfred Marshall - to take one in-
stance — was directed to the elucidation of the leading cases in which private in-
terest and social interest are not harmonious. Nevertheless, the guarded and
undogmatic attitude of the best economists has not prevailed against the general
opinion that an individualistic Jaissez-faire is both what they ought to teach and
what in fact they do teach.” (p. 27)
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garisers’ who spread the laissez-faire doctrine, so it cannot be as-
sumed that many distinguished contemporary economists whose
views have fed the modern-day Dirigiste Dogma thereby necessar-
ily subscribe to it themselves. It has been argued that Marx was
not a Marxist, nor Keynes a Keynesian, and many a thinker who
has nourished the dirigiste stream is not a dirigiste. This paper,
therefore, is concerned with correctly interpreting not so much
what particular economists meant as what they have been taken to
mean by a wider lay public. For it is the latter which ultimately de-
termines the climate of opinion in which alternative policies are
judged and implemented.

The alleged irrelevance of orthodox economics

Before we enter the more important debates on some of the spe-
cific beliefs of the dirigistes, it remains to chart the major intel-
lectual foundations of the broad claim that dirigisme is required
to promote development. Fortunately, an important contributor
to this set of beliefs has recently characterised the major under-
lying assumptions which distinguish what he labels ‘develop-
ment economics’ from both orthodox economics and various
Marxist and neo-Marxist schools of thought on the economics of
developing countries. Albert Hirschman distinguishes the vari-
ous schools in terms of what he calls the ‘mono-economics’ claim
and the ‘mutual-benefit’ claim.* According to Hirschman, the
mono-economics claim asserts that traditional economics is ap-
plicable to developing countries in the same way as it is to devel-
oped ones; the mutual-benefit claim asserts that ‘economic

3 Ibid, p.17.
4 A.Hirschman [79].
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relations between these two groups of countries could be shaped
in such a way as to yield gains for both’.> Whilst orthodox
economics accepts both claims and neo-Marxists are presumed
to reject both, Hirschman argues that development economics
rejects the mono-economics but accepts the mutual-benefit claim
— unlike Marx himself who would have accepted the
mono-economics but rejected the mutual-benefit claim!

It is chiefly the influence of Hirschman’s ‘development eco-
nomics’ that I wish to counter in this paper — though, to the extent
there are many neo-Marxist influences on policies for and towards
the Third World, I shall be dealing briefly with these too. Despite
Hirschman’s categorisation, development economics is closer to
the neo-Marxists than to orthodox economics in its view of the
mutual-benefit claim. For development economics, mutual gains
can be realised only after legitimate departures from the orthodox
case for free trade which must be enforced by government action
both nationally and internationally. In practice, therefore, whilst
not going as far as the neo-Marxists in their desire to smash the
whole world capitalist system based on ‘unequal exchange’,® de-
velopment economists nevertheless accept that developing coun-
tries are ‘unequal partners” in the current world trading and
payments system, and that the rules of the game of the liberal in-
ternational economic order must be changed to serve their inter-
ests.

5 Ibid.
6  The title of an influential neo-Marxist work by A. Emmanuel [55].
7  Thetitle of a well-known collection of papers by Lord Balogh [14].
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The Keynesian heritage

The analytical and empirical bases of development economics
were provided by the Keynesian ‘revolution’ in economic thought
and the experience of the developing countries during the Great
Depression of the 1930s. While the next Chapter will consider the
lessons that were drawn from the latter, a few remarks are re-
quired here about the Keynesian lineage of development econom-
ics and the revolt against orthodox economics that it was
supposed to represent.

The specific Keynesian remedy for curing mass unemploy-
ment during a depression was soon seen to be irrelevant to devel-
oping countries which, unlike developed ones, did not face
unemployment of both men and machines. Rather, their problem
was too few ‘machines’ adequately to employ the existing ‘men’.?
All the same, in contrast with the orthodox economics castigated
by Keynes, Keynesian modes of thought were seen as relevant to
the problems of development. Both the central theoretical concern
of Keynesian economics — namely, the determinants of the level of
economic activity rather than the relative prices of commodities
and factors of production — and its distinctive method — namely,
national income-expenditure analysis — were enthusiastically
adopted by development economics. The allocation of given re-
sources, a major concern of orthodox economics, was considered
of minor importance compared with the problems of increasing
material resources — subsumed in the portmanteau term ‘capital’ -
and of ensuring their fullest utilisation.

These Keynesian modes of thought also led to an implicit or
explicit rejection of the primary role assigned by orthodox eco-

8 V.K.R.V.Rao[173].
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nomics to changes in relative prices in mediating imbalances in
the supply and demand for different ‘commodities’ — including
not merely such obvious commodities as carrots and clothes, but
also hypothetical composite ‘commodities’ such as ‘savings’, ‘in-
vestment’ and ‘foreign exchange’. Changes in income were substi-
tuted as the major adjustment mechanism for bringing supply and
demand into balance. This neglect of the role of the price mechan-
ism was usually justified by assumptions based on casual empiri-
cism: that there were limited possibilities for consumers in
developing countries to substitute different commodities as their
relative prices changed since their consumption consisted of bare
essentials, for which no substitutes existed; and that producers
could not substitute cheaper inputs for more expensive ones be-
cause, by assumption, their production techniques required in-
puts to be used in fixed proportions. The implicit or explicit
assumption of what economists call ‘limited substitutability’ in
both consumption and production meant the downgrading of a
large part of the role played by relative price changes in adjusting
the demand and supply of different commodities and factors of
production to each other.

Moreover, the concentration on macro-economics, ﬂowing
from Keynesian modes of thought, required thinking in terms of
aggregates of different ‘commodities’. At its simplest, this concep-
tual aggregation necessitates an assumption that the relative
prices of real-world commodities which constitute the aggregate
composite ‘commodity’ remain unchanged during the period of
analysis. As a result, the neglect of the price mechanism, except for
the relative ‘prices’ of these composite ‘commodities’, is almost in-
built into macro-economic thinking. Though undoubtedly useful
for certain analytical and policy purposes, there is a consequent



THE DIRIGISTE DOGMA

temptation — not often resisted in development economics — to ig-
nore micro-economic problems altogether in the design of public
policies.

The concentration on macro-economics was further aided by
the spread of national income accounting and the establishment
of statistical offices in most developing countries to provide the
necessary data. Though the resulting information has consider-
ably improved our quantitative knowledge of developing coun-
tries, it has also given a fillip to a particular type of applied
economics research in both developed and developing countries
which can be termed ‘mathematical planning’. Building on the
work of Tinbergen and his associates® in estimating statistical
macro-economic relationships (from the ‘time series’ data sup-
plied by the national income statisticians), and on the work of
Leontief in refining ‘input-output analysis’ to describe the inter-
relationships in the production structure of an economy, develop-
ment planning seemingly acquired a hard scientific and
quantifiable character.

The Leontief input-output system,'® building as it did on the
Soviet practice of ‘material balance planning’, ignored relative
price changes by assuming that the inputs for producing particu-
lar real-world commodities were required, for technological rea-
sons, in fixed proportions. The typical development plan first laid
down a desired rate of growth of aggregate consumption. Then the
quantities of different commodities required in fixed proportions,
either as inputs into production or outputs for consumption, were
derived from an input-output table for the economy. Since such

9  J. Tinbergen [208].
10 W. Leontief [124], H. Chenery et al. [41].
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plans were presented in terms of desired quantities of production
of various goods, their implementation most often entailed direct
controls on production, including state provision of some goods
considered either too important to be supplied by the private sec-
tor or unlikely to be produced by the private sector in the planned
amounts.

The neglect of welfare economics

The final intellectual strand in the making of development eco-
nomics was a neglect of the one branch of economic theory which
provides the logic to assess the desirability of alternative economic
policies, namely, welfare economics. This was due partly to its re-
jection of much of micro-economics, and partly to what was seen
as the inherently limited applicability of conventional welfare eco-
nomics, whether of the classical sort as systematised by Pigou or
the ‘new welfare economics’ of Hicks and Kaldor. Broadly two
types of objections were raised against this branch of economics,
and they continue to be echoed in contemporary development
economics. The first concerned its ethical foundations, the second
the real-world relevance of its assumptions about consumers’
tastes and producers’ technology.

It is important to assess these objections, and the current sta-
tus and scope of welfare economics, for three reasons. First, be-
cause welfare economics provides ‘the grammar of arguments
about policy”:" those seeking to argue the case for increased gov-
ernment intervention might have been expected to use it to bol-
ster their claims. Secondly, the development of what is labelled

11 F.H.Hahn [67].
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‘second-best’ welfare economics (below, pp. 52—5) was stimulated
in part by the problems and debates about developing coun-
tries.” Thirdly, and equally important, the analytical framework
for assessing the claims of the Dirigiste Dogma (as of laissez-faire)
is provided in large part by welfare economics, and it is therefore
necessary to outline briefly the logic of this important branch of
€conomics.

Welfare economics is concerned with two general classes of
practical questions: (a) the measurement of real national in-
come,” and (b) the efficiency and equity of particular economic
outcomes, including the scope for improving them through var-
ious instruments of public policy. These are the very issues of
assessing economic performance and designing policies to im-
prove it which lie at the heart of the practical debates on devel-
opment taken up in later chapters of this paper. I turn,
therefore, to outlining the development of modern welfare eco-
nomics, albeit very cursorily, to show how it lends prima facie
support to the Dirigiste Dogma, but also to show why this sup-
port is deceptive.

One major strand of objections to welfare economics concerns
its ethical foundations. For our purpose, it is sufficient to note that
such objections are related to questions about the distribution of in-
come — whether and how the distributional effects of economic
change should be accounted for in measuring changes in aggregate
economic welfare." Not surprisingly, there is no consensus to date
on these normative issues since the ethics of income distribution

12 J. M. D. Little and J. A. Mirrlees [142, 143], P. Dasgupta—S. Marglin-A. Sen [49],
A. H. Harberger [70], Little, Scitovsky, Scott [145].

13 Sen [190] provides a lucid survey of the issues.

14 A.K.Sen [189].
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and other political aspects of the good society remain controversial.
But does that invalidate the positive welfarist conclusions about the
so-called optimum conditions for production and exchange re-
quired for an efficient allocation of resources? There are some de-
velopment economists who believe so." This is to misunderstand
the logic of modern welfare economics, however, and to derive il-
legitimate inferences from the legitimate criticism that it might
be ethically blinkered. For, as we shall see, the most useful results
of modern applied welfare economics do not depend upon ac-
cepting a particular ethical viewpoint. They are ‘the logical con-
clusions of a set of consistent value axioms which are laid down
for the welfare economist, by some priest, parliament or dicta-
tor’,'® whilst, as far as the Dirigiste Dogma is concerned, the poli-
cies it has engendered have aided neither efficiency nor equity
nor liberty in the Third World.

The theoretical attack on laissez-faire

It remains to chart the second set of objections to welfare eco-
nomics which have also led to its neglect in development eco-
nomics. These concern its ‘positive” aspects. The basic theorems
of welfare economics — rigorously derived in the 1950s by Profes-
sors Arrow and Debreu — show that, in a perfectly-competitive
economy with universal markets for all commodities distinguish-
able not only by their spatial and temporal characteristics but
also by the various conceivable future ‘states of nature’ under
which they could be traded (that is, there is a ‘complete’ set of fu-

15 P. Streeten and S. Lall [206], for instance.
16  Little [ 135], p. 80.
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tures markets for so-called ‘contingent’ commodities”), a
laissez-faire equilibrium will be Pareto-efficient in the sense that,
with given resources and available technology, no individual can
be made better-off without someone else being made worse-off.
Since, however, this competitive, Pareto-efficient equilibrium
may not yield the distribution of income considered socially de-
sirable according to the prevailing ethics, government interven-
tion may be necessary to legislate the optimum income
distribution even in a perfectly competitive economy with com-
plete markets. If government can levy lump-sum taxes and dis-
burse lump-sum subsidies, the perfectly competitive economy
can attain a full ‘welfare optimum’.

It is, however, premature to cheer this rigorous establishment
of the case for a laissez-faire economy in which the government’s
role (apart from providing a legal framework to enforce property
rights and maintain law and order) is confined to lump-sum
redistributive measures (assuming the unmodified distribution
conflicts with prevailing ethical norms). For, as many critics of the
price mechanism have been only too ready to point out, the condi-
tions (or assumptions) for establishing it are extremely unrealistic.
Broadly, the assumptions fall into those required for (a) perfect
competition and (b) universal markets.

Perfect competition depends on stringent assumptions about
the tastes of consumers and the nature of producers’ technology.
First, there must be no interdependencies in either consumption
or production not mediated through markets (that is, there must

17 A ‘contingent commodity’, for instance, would be ‘ball-bearings’ for delivery on
16 September 1995, where the future price is conditional upon whether or not in-
dustrial production in Indonesia is 20 per cent above average that month.
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be no so-called ‘external effects’, such as keeping up with the
Joneses or emitting smoke which damages the output of a nearby
laundry). And, secondly, there must not be too many industries
with decreasing costs of production (that is, ‘increasing returns’ in
production must not be large relative to the size of the economy)
since these are likely to lead to monopoly. Development econo-
mists have emphasised the importance of ‘externalities” and ‘in-
creasing returns’ in developing countries.® Though usually
asserted rather than empirically demonstrated, it has led them to
reject the argument for a market economy implicit in the notion of
a perfectly-competitive Utopia.

These two assumptions are not nearly as unrealistic,' how-
ever, as the other major one required to show the Pareto-efficiency
of a laissez-faire competitive economy, namely, the existence of
universal markets. The lack of markets for all current and future
‘contingent’ commodities is likely to be the fundamental cause of
so-called ‘market failure’. Externalities pose problems essentially
because of the difficulty (if not impossibility) of creating a market
for them even though, conceptually, they can be readily identified
as ‘commodities’ (factory smoke, for example, is a commodity, but
also a ‘bad’ for which there is no market). The reason is that, to cre-
ate a market in any commodity, non-buyers must be excluded
from obtaining it. Exclusion may be technically impossible or pro-
hibitively expensive, in terms of resource costs. for most ‘external-
ities’. Where exclusion is possible, there may be so few buyers and

18  Rosenstein-Rodan [177], T. Scitovsky [184], Hirschman [78], Chenery [39].

19 Many externalities can he dealt with by suitable taxes and subsidies; and, in an
open economy, the potential danger of decreasing-cost industries becoming mo-
nopolistic is reduced by foreign competition.
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sellers in the market for the externality that it cannot be perfectly
competitive.*®

The difficulty of establishing markets in these commodities re-
flects what are broadly termed the costs of making transactions at-
tached to any market or indeed any mode of resource allocation.
Transaction costs include the costs of exclusion as well as those of
acquiring and transmitting information by and to market partici-
pants. They drive a wedge, in effect, between the buyer’s and the
seller’s price. The market for a particular good will cease to exist if
the wedge is so large as to push the lowest price at which anyone is
willing to sell above the highest price anyone is willing to pay.

Apart from making it difficult to deal through an unfettered
market with externalities, these transactions costs will also limit
the development of futures markets for all commodities. Thus, far
from being an apologia for the /aissez-faire doctrine, as many sup-
pose, modern welfare economics provides the precise reasons
why, even in the absence of distributional considerations, a
real-world /aissez-faire economy is not likely to be Pareto-efficient
— because (a) it is unlikely to be perfectly competitive, and (b) it
will certainly lack universal markets.

20 Arrow [7] cites the example of the lighthouse keeper who knows exactly ‘when
each ship will need its services, and ... abstract from indivisibility (since the light
is either on or not). Assume further that only one ship will be within range of the
lighthouse at any moment. Then exclusion is perfectly possible; the keeper need
only shut off the light when a non-paying ship is coming into range. But there
would be only one buyer and one seller and no competitive forces to drive the two
into a competitive equilibrium. If in addition the costs of bargaining are high it
may be most efficient to offer the service free’. (p. 15)
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The limits of rational dirigisme

Thus, even if income distribution is disregarded, there would
seem to be a prima facie case for government intervention. It
would be absurd, however, to jump to the conclusion that, be-
cause /aissez-faire may be inefficient and inequitable, any form of
government intervention thereby entails a welfare improvement.
For transactions costs are also incurred in acquiring, processing
and transmitting the relevant information to design public poli-
cies, as well as in enforcing compliance. There may consequently
be as many instances of ‘bureaucratic failure” as of ‘market failure’,
making it impossible to attain a Pareto-efficient outcome.

Let us consider the question of legislating for the optimal in-
come distribution in an otherwise competitive, Pareto-efficient
economy. If government could levy lump-sum taxes which were in-
escapable and could not be avoided by economic agents altering
their otherwise efficient choices, it could achieve the full welfare
optimum. If, for example, income differences were related to the
inescapable abilities of individuals, and there was an unambigu-
ous and readily available (at low cost) index of these abilities, a
lump-sum tax/subsidy system based on differential abilities
would allow the full welfare optimum to be achieved (in a
perfectly-competitive economy with complete markets). Clearly,
such a system is not feasible because of the costs of acquiring the
necessary information.

By contrast, a tax/subsidy system based on income differences
which aimed at legislating for a desired income distribution would
not be lump-sum because it would affect the choices individuals
make at the margin between work and leisure. By distorting the
initial, ex hypothesi, efficient allocation, the income-based tax/sub-
sidy system, though improving the distribution of income, would
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impair the productive efficiency of the economy. The feasible in-
strument of government intervention would mean that the welfare
gain from an improved distribution could only be obtained by in-
flicting a welfare loss in the form of lower productive efficiency.
Because of the ‘bureaucratic failure’ inherent in the inability of
government to introduce a lump-sum tax-subsidy system, a full
welfare optimum is not attainable even with government interven-
tion. All that can be achieved is a ‘second-best’” optimum where the
net gain from the distributional gain and efficiency loss are at a
maximum.

The same argument applies to government intervention to
correct market failures in any real-world economy which is not
perfectly competitive or which lacks complete futures markets.
There are few, if any, instruments of government policy which are
non-distortionary, in the sense of not inducing economic agents to
behave less efficiently in some respects. Neither markets nor bur-
eaucrats as they exist can therefore be expected to lead an econ-
omy to a full welfare optimum. The best that can be expected is a
second-best.

Given that the optimum is unattainable, the relevant policy
problem becomes that of assessing to what extent particular gov-
ernment interventions may raise welfare in an inherently and in-
escapably imperfect economy. The Utopian theoretical construct
of perfect competition then becomes relevant as a reference point
by which to judge the health of an economy, as well as the reme-
dies suggested for its amelioration. Since improvements will not
necessarily entail a movement towards the perfectly-competitive
theoretical norm, evaluating the likely consequences of alternative
policies in an imperfect economy becomes a subtle exercise in
what is nowadays termed ‘second-best welfare economics’.
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An early theoretical contribution by Lipsey and Lancaster cor-
rectly argued that, in an imperfect economy, the restoration of
some of the conditions which would exist under perfect competi-
tion would not necessarily result in an improvement in welfare.*
This insight was unfortunately taken to mean that there was no
way in which the effects on economic welfare of alternative piece-
meal policies to improve the working of the price mechanism or to
alter the distribution of income could be judged. Many took it to
imply that, since every economy is imperfect, welfare economics
(and by implication microeconomics) was irrelevant in the design
of public policy. One of the major analytical advances of the last
two decades, prompted by the problems of developing countries,
has been to show that this is not so.?* Specific examples of the ap-
plication of modern second-best welfare economics are given in
the next chapters, and the Appendix (p. 181) provides an outline of
the logic of the exercise.

The major point to note is that no general rule of second-best
welfare economics permits the deduction that, in a necessarily im-
perfect market economy, particular dirigiste policies will increase
welfare. They may not; and they may even be worse than
laissez-faire. Moreover, any economic justification for a dirigiste
policy not based on the logic of second-best welfare economics
must be incoherent, and akin to the miracle cures peddled by
quacks which are adopted because of faith rather than reason. The
burden of the case against the Dirigiste Dogma in its application to
developing countries is that, though in many instances some
forms of dirigisme might have been beneficial had they been feasi-

21 Lipsey and Lancaster [133].
22 Two sets of applications of this theory are in Little and Mirrlees [142], and W. M.
Corden [46].
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ble, the dirigiste policies actually adopted (either because they were
considered the only feasible ones, or else because the relative costs
and benefits of alternative policies were never examined) have
often led to outcomes which, by the canons of second-best welfare
economics, may have been even worse than /aissez-faire. The con-
clusion, therefore, of this theoretical tour is that the very analysis
which seemingly establishes a prima facie intellectual justification
for the Dirigiste Dogma provides, in its fullness, the antidote!
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2 THE EXTERNAL ENVIRONMENT I:
TRADE

Introduction

The Great Depression and World War II cast a long shadow over
the prospects of developing countries in two important ways.
First, and probably more importantly, it was the period when new
protective devices — quantitative restrictions on imports and ex-
change controls to manage the balance of payments — were first
employed on a wide scale in both developed and developing coun-
tries. This gave legitimacy in many developing countries to a form
of protection which, arguably, was more harmful to their long-run
development than the tariff commonly employed in the 19th cen-
tury. Secondly, the collapse of world trade, and in particular of
commodity prices, in the inter-war period engendered a deep pes-
simism about the export prospects of the Third World in the
post-war years.

Although development economics, with its emphasis on in-
creasing returns, might have been expected to highlight the im-
portance of international trade and investment in the
development process, on the lines of the arguments developed by
Adam Smith, it became, instead, the leading purveyor of an aut-
arkic model of development. Theory and practice seemed mutu-
ally to reinforce each other, and many developing countries
turned inwards during the 1950s and early 1960s in an attempt to
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foster a hothouse, import-substituting industrialisation behind
protective walls which were higher, more uneven (and hence arbi-
trary) in terms of the protection they afforded different commodi-
ties, and more comprehensive, than anything imagined by the
mercantilists castigated by Adam Smith.

During the 1960s, both the empirical and analytical basis of
what had become the conventional wisdom in development eco-
nomics was challenged. A few countries — South Korea, Taiwan,
Hong Kong and Singapore — had flouted the conventional wisdom
much earlier, and others — Thailand, Malaysia, Brazil, and Mexico,
for instance — soon followed suit. The resulting differences in
performance between those countries which adopted so-called
‘outward-looking” as opposed to ‘inward-looking” development
policies have since become one of the best-documented and
-analysed aspects of the economics of developing countries, and
have contributed to the fall of development economics lamented
by Hirschman. But ideas — good or bad — never die in economics;
with the ‘slumpflation’ of the 1970s and early 1980s, the old ideas of
‘trade pessimism’ are being resurrected in new guises. The purpose
of this Chapter and the next is to review these challenges to the
standard economic case for an open trading and payments system.

The first protectionist wave

Ragnar Nurkse was the leading light of the post-war challengers to
the liberal trading and payments order. He maintained" that the
historical role international trade had played in the 19th century as
an ‘engine of growth’ for the new countries of white settlement —

1 Nurkse [168].
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the USA, Canada, Argentina, and Australia — was no longer avail-
able to the Third World. Basing his case entirely on demand fac-
tors (echoing the dominant Keynesianism of the time), he argued
that this was because the demand for tropical products in devel-
oped countries could not be expected to grow sufficiently to en-
able Third World primary producers to raise their national
incomes through this source at a satisfactory rate. Unlike some
others, he did not object to the Third World seizing the trading
opportunities available, but he was pessimistic about their future
availability. In contrast to grain (which, according to Nurkse, was
the basis of the white-settler colonies’ prosperity), the demand for
tropical products in developed countries did not, so he main-
tained, rise in line with the growth in their incomes because the
‘income elasticity’ of demand for these goods® was low. There was
also the danger that synthetic substitutes would be developed for
many tropical products. Neither did he expect Third World coun-
tries to be able to export manufactures, partly because of the diffi-
culties of producing them efficiently in developing countries, and
partly because of the protectionism he thought such exports
would provoke in developed countries. He therefore advocated
what he called ‘balanced growth’, Which was in effect a policy of
forced import substitution to meet home demand for imports.
Nurkse’s reading of history and his predictions about the fu-
ture both proved false. The view that international trade was an
engine of growth in the 19th century for the countries of new set-
tlement has been questioned by Irving Kravis.? His essential argu-
ment is that economic growth depends primarily upon internal

2 Theincome elasticity measures the percentage change in the quantity of the good
that is demanded as a result of a percentage change in income.
3 Kravis [94].
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factors. International trade provides an extension of the domestic
opportunities available for converting domestic resources into
goods and services required for either investment or consump-
tion. Furthermore, by widening the market for a country’s prod-
ucts, it enables it to produce on an efficient scale goods which have
decreasing costs of production. Finally, and probably most
important of all, exposure to international competition is the best
anti-monopoly policy in practice, and prevents the development
of high-cost industries.

Most of these benefits concern the efficient use of available re-
sources and hence the supply side of the economy. The demand fac-
tors with which Nurkse and others were so preoccupied cannot be
of such importance because the development experience of coun-
tries which shared in the 19th-century expansion of trade was so dif-
ferent. For instance, Australia seemed to develop whereas
Argentina did not, despite similar resource bases, ‘white’ popula-
tions (Argentina had none of the problems of assimilation posed for
other countries in Latin America by a ‘backward’ indigenous popu-
lation), and a similar stimulus from the rise in export demand for
their major primary products. Thus, as Kravis emphasises, though
astrong external demand for a country’s exports may be helpful, it

is neither a necessary nor sufficient condition for growth or
even trade to play a helpful role in growth ... The term
‘engine of growth’ is not generally descriptive and involves
expectations which cannot be fulfilled by trade alone; the
term ‘handmaiden of growth’ better conveys the role that
trade can play.*

Moreover, even if Nurkse was right in claiming that the

4 Ibid, p. 869.
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Table T Some historical statistics of trade and growth in the

world economy

(A) 1850-1913 % per annum
Per capita world output 1.5-2.0
Volume of world trade 3.5-4.0
(B) 1913-1948
Per capita world output 2.0
Population 1.0
Productivity 1.0
Volume of world trade 0.5
(C) 1948-1973
Per capita world output 5.0
Population 2.0
Productivity 3.0
Volume of world trade 7.0
(D) Composition of world trade, 1913-73 (Percentage shares)
1913 1953 1973
All commodities 100 100 100
Agricultural products 45 36 21
Mineral products (including fuels) 8 13 14
Manufactures 44 49 63
of which
Machinery & transport equipment 7 18 33
Textiles & clothing 14 6 6
(E) Shares of world merchandise exports, 1955-79
Country group 1955 1965 1970  1980(a)
All developing countries 27.3 20.2 18.4 21.4
Low-income 5.6 3.4 2.5 1.9
China 1.4 1.0 0.7 0.9
India 1.4 0.9 0.6 0.4
Other 2.8 1.5 1.1 0.6
Middle-income 21.7 16.8 19.5 19.5
Major exporters of manufactures 6.8 5.7 6.2 8.0
Other oil importers 6.9 4.1 4.3 3.9
Oil exporters 8.0 7.0 5.4 7.6
High-income oil exporters 2.1 2.5 2.4 10.2
Industrial non-market economies 8.5 10.9 10.1 7.9
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Country group 1955 1965 1970  1980(a)
Industrial market economies 62.1 66.5 69.0 60.5
Europe 36.1 41.1 42.5 38.5
Japan 2.1 4.5 6.2 6.5
United States 16.5 14.6 13.6 10.9
World 100.0 100.0 100.0 100.0

Memorandum item

World exports (billions of dollars)
Current prices 94 186 313 1,995
1978 prices 420 542 821 1,405

(a) Includes some estimates.

Sources: (A) from Lewis [130], pp. 32-3.

(B-D) Blackhurst et al. [31], pp. 5, 7-8, 64.

(E) World Bank, World Development Report 1982 [214], p. 26.

external demand for exports from developing countries in the 19th
century was their major engine of growth, his expectation that
such a process would fail to function in the post-war world was
wildly off the mark, as Table 1 shows. World trade, and in particu-
lar the volume of exports from developing countries (excluding
fossil fuels), grew at historically unprecedented rates. Nurkse’s
pessimism about the slowing down of the trade engine was engen-
dering inward-looking policies in the Third World just when the
engine was beating faster for developing countries than even the
wildest expectations based on 19th-century experience.

The terms-of-trade myth

This pessimism about the export prospects of developing
countries was coupled with the thesis propounded by Prebisch
and Singer’ that both theory and historical fact demonstrated an

5 Prebisch [171], Singer [192].
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Table 2a GNP per capita and its annual growth rate, by region, 1950-75

GNP per capita
Annual
Population, — 1974 US § — growth rate
1975, million 1950 1975 1950-75, %

Region ) &) 3) )
South Asia 830 85 132 1.7
Africa 384 170 308 2.4
Latin America 304 495 944 2.6
East Asia 312 130 341 3.9
China, People’s Republic of 820 113 320 4.2
Middle East 81 460 1,660 52
Developing countries 2,732 160 375 3.4
Developing countries

excluding China 1,912 187 400 3.0
Developed countries? 654 2,378 5,238 3.2

a All OECD countries except Greece, Portugal, Spain and Turkey.

Sources: Columns 1 and 3: data tapes of World Bank Atlas (1977). Column 2:
estimated by applying growth rate of GDP per capita, 1950-60 (World Bank, World
Tables 1976), to figures for 1960 GNP per capita (Atlas tapes). Column 4: Computed
from columns 2 and 3.

inexorable tendency for the commodity terms of trade of develop-
ing countries (particularly primary producing ones) to decline.
Though both the theoretical and factual bases of these views have
subsequently been questioned,® it has not prevented UNCTAD
and numerous development experts — as well as spokesmen for de-
veloping countries — from continuing to assert them with vigour.
The terms-of-trade myth provided dirigistes with further argu-
ments for turning their backs on the orthodox case for freedom of
international trade and payments. If, as was asserted, the existing
trade system led to a pattern of specialisation in which the gains
from productivity increases in Third World primary production

6  R.E.Lipsey [134], Spraos [195].
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Table 2b Annual growth rate of GDP per capita, selected countries,
1870-1975, %

1870-1913 1913-50 1950-75¢
Country (1) 2) (3)
Argentina 1.5 0.7 1.9
Brazil n.a. 2.4b 3.7
Chile n.a. 0.6 0.7
China (Taiwan) n.a. 0.7 5.3
Colombia n.a. 1.4 2.0
Egypt, Arab Republic of n.a. 0.2 1.4
Ghana n.a. 1.2 0.7
Greece n.a. -0.1 5.4
India 0.7 0.2 1.5
Malaysia n.a. 2.2 2.6
Mexico 1.2¢ 1.2d 2.7
Pakistan 0.7 0.2 n.a.
Peru n.a. 1.5 2.5
Philippines n.a. 0.1 2.8
Spain n.a. -0.3 5.1
Yugoslavia n.a. 0.9¢ 4.7
Unweighted average 1.0 0.8 2.8f
a Growth of GNP per capita d 1910-50.
b 1920-50. e 1909/12-50.
c1877-1910. f Weighted average = 2.0.

n.a. Not available
Source: David Morawetz [157].

were transferred to advanced countries whereas productivity
gains in the latter’s manufacturing activities accrued to their own
inhabitants, the Third World must shun it as likely to result in
their immiseration. Import-substituting industrialisation was
again the panacea offered.

The most extreme form in which these ideas coalesced was the
assertion by Myrdal and Balogh’ that, contrary to the classical

7 Myrdal [162], Balogh [14].
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view that a liberal international trade and payments régime
yielded mutual benefits to all the partners, it was really a ‘zero-sum
game’ enabling the rich advanced countries to prosper at the ex-
pense of the poor backward ones. Invoking the Biblical dictum:

For unto every one that hath shall be given, and he shall
have abundance: but from him that hath not shall be taken
away even that which he hath,

Myrdal® suggested that the liberal international system would in-
evitably make the rich richer and the poor poorer.

The economic history of the past three decades has not borne
out his confident prediction. This is so whether we compare the
performance of developed versus developing countries or of differ-
ent developing countries — which, far from being a homogeneous
group, differed considerably in living standards in 1950. Table 2
should convince the unconvinced. The richest region in the devel-
oping world in 1950 (Latin America) grew more slowly, in terms of
per capita income, than the second poorest region (East Asia — ex-
cluding Communist China), which also grew faster than the rich-
est region in the world (the developed world). Furthermore,
among individual developing countries for the period 1950-75,
‘there seems to be no clear relation between initial income level
and subsequent growth rates’.?

Pessimism about the trade prospects of developing countries
was soon formalised into so-called ‘two-gap’ models of develop-
ment by McKinnon and by Chenery and Strout.'® These seemingly
provided a rationale to continue the trade and exchange controls

8  Myrdal, op. cit., p. 46.
9  Morawetz [157], p. 17.
10 R.McKinnon [149], Chenery and Strout [42].
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which had been universally adopted in developing countries by
the 1950s. Of equal importance was the rationale they provided for
massive inflows of foreign capital, in the form of foreign aid, as the
panacea for development.

The foreign-exchange bottleneck

In these two-gap theories, Nurkseian pessimism was carried to its
logical extreme by assuming that the export proceeds of develop-
ing countries could not be increased." Furthermore, it was as-
sumed that domestic production required imported inputs, in the
form of capital and intermediate goods, in set proportions. Pro-
duction could not, therefore, be increased above that determined
by the quantity of imports which the fixed export earnings could
finance. Even if a country was willing to save and invest a larger
proportion of its income to finance growth, it would not be able to
transform the savings into higher income and output because of
the inexorable limit set by the ‘fixed” export earnings. The incre-
mental savings could not be transformed into the foreign ex-
change to finance the import requirements of additional
investment. The country was now stuck in a foreign-exchange
bottleneck.

This chronic balance-of-payments constraint on a country’s
development could not be cured by the orthodox means of rais-
ing the price of foreign exchange (through a devaluation) to in-
duce an increase in the supply of and a reduction in the demand
for this ‘good” which was inhibiting growth. For both these
effects had been ruled out by assumption. Either the volume of

11 For a critique of these foreign-exchange bottleneck-type models, Lal [101].
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exports was limited by world demand; or an increased volume of
exports could be sold only at declining prices on world markets
without any rise in foreign-exchange earnings. Thus, raising the
price of foreign exchange would not increase its supply, whilst
the technologically-fixed import requirements of domestic out-
put meant that, for any quantity of output, raising the price of
foreign exchange would have no effect on demand for it. The
only available options were for government to husband its fixed
foreign-exchange fund for use in ‘essential’ industries and to seek
to augment it through concessional foreign loans and grants.

In practice, the response of developing countries to this pre-
sumed chronic shortage of foreign exchange divided into two
broad categories. Some sought to disprove the major assumption
that export earnings must remain constant by diversifying into ex-
port lines where neither stagnant world demand nor declining
world prices posed a problem. Given the vast expansion in world
trade, particularly in manufactures (Table 1), these developing
countries (primarily in East Asia) found that the pessimism about
their export prospects — particularly in the simpler and more
labour-intensive manufactures — was completely unwarranted.
Moreover, the resulting specialisation to harness their compara-
tive advantage yielded income growth (particularly for unskilled
labour — their most abundant resource) unimaginable by even the
most fervent classical proponents of the gains from trade.

The second category of countries accepted the pessimism about
trade prospects and set about breaking the foreign-exchange bot-
tleneck by reducing the import content of domestic production and
consumption through direct control of imports and inducements
forimport substitution, regardless of the real resource costs to their
economics. India was a prime example. Instead of breaking the
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foreign-exchange bottleneck, such protectionist developing coun-
tries found that their trade and exchange-rate policies made for-
eign exchange even scarcer. This was for two reasons. First, as a
result of paring imports to the bone, the import requirements of
their economies became insensitive to the price of foreign ex-
change. Since the only imports allowed were of goods which,
though essential for domestic production, could not conceivably
be produced within the country, demand for them became insen-
sitive to changes in their price. This, however, was the effect of pol-
icy, not technology.

At the same time, the trade controls they had set up to hus-
band a presumed fixed quantity of foreign exchange introduced a
bias against exporting and thus retarded the growth of potential
exports — of the sort, for instance, being so successfully developed
by the East Asian countries. This was because the heavy, often pro-
hibitive, protection made it unprofitable to produce for anything
but the domestic market.

Protection is the equivalent of a subsidy to the output of
import-competing industries financed by a tax on users. The rela-
tive profitability of export industries declined with protection, and
producers were naturally more reluctant to expand output as com-
pared with producers of import substitutes. Furthermore, since
protection raised the price of importable goods generally, users
switched some of their expenditure to the now relatively cheaper
exportable goods. The pressures for a lower supply and higher do-
mestic consumption of exportable goods together reduced the
overall incentive to export. The resulting failure of export earnings
to rise to finance the growing import demands prompted a further
tightening of the screw of import controls, with a further bias
against exports. This continued until imports had been limited to
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their bare minimum and the policies introduced to ensure it had
prevented any growth in exports. The foreign-exchange shortage,
which might initially have been cured by the normal means of a
devaluation, was then chronic. Through the policies it engen-
dered, the foreign-exchange gap had become a self-fulfilling
prophecy by leading to the very retardation of export earnings and
the irreducibility of minimum import requirements which were its
premises."

The orthodox counter-attack

Balance-of-payments fears lay at the root of most protective poli-
cies in developing countries, for which the foreign-exchange ‘gap’
theory usually provided an ex post rationalisation. Development
economics has, however, also been a vocal advocate of protection
on dirigiste grounds, supposedly flowing from the inefficiencies of
laissez-faire discussed in the last Chapter; for the cases for free
trade and /aissez-faire have come to be closely identified." In par-
ticular, it was argued that the ubiquitous presence of external ef-
fects in production and consumption, and of increasing returns in
production, invalidated the case not merely for laissez-faire but
also for free trade." Though there were a few powerful and cogent
voices dissenting from this popular view in the 1950s and early
1960s, it was not until the mid-1960s that, building on the work of
Meade, Haberler and Viner,' Harry Johnson and two Indian econ-

12 For evidence from a large number of countries in support of the assertion, Little,
Scitovsky and Scott [145], Bhagwati [24], Balassa [11, 13], Krueger [98].

13 Myrdal [162], pp. 152-3, for example.

14 Nurkse [167], Scitovsky [184], Hirschman [78], Myrdal [162], Balogh [14].

15 Meade [148], Haberler [64], Viner [210].
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omists, Jagdish Bhagwati and V. K. Ramaswami,'® pubfished sem-
inal work rigorously establishing why the case against laissez-faire
did not destroy the case for free trade. Their contribution was, in
fact, a standard application of the theory of the second best. They
showed that most arguments for protection based on the need to
correct distortions in the working of the domestic price mecha-
nism (discussed in Chapter 1) were arguments for domestic
taxes-cum-subsidies and not for protection which, far from curing
the perceived ills, could make matters worse.

Theory is quite rightly never sufficient to persuade the scepti-
cal. The final attack on the protectionist aspects of the Dirigiste
Dogma was made by detailed empirical and historical studies of
the effects of different trade and industrialisation policies followed
by a number of countries failing broadly into the two groups iden-
tified above. These studies were pioneered by Ian Little, Tibor Scit-
ovsky and Maurice Scott at the OECD in the mid-1960s and
extended by Bela Balassa at the World Bank, by Juergen Donges’s
group at Kiel University, and by Jagdish Bhagwati and Anne
Krueger for the US National Bureau of Economic Research
(NBER)." They have provided an impressive empirical validation
of the theoretical case against protection and for the view that,
even though Jaissez-faire may not be justifiable, free trade remains
the best policy for developing (and developed) countries.

This demonstration follows from the canons of second-best
welfare economics outlined in Chapter 1. Let us suppose, as is

16  Bhagwati and Ramaswami [26], H. G. Johnson [86].

17  Little, Scitovsky, Scott [145], Balassa [11], Bhagwati [24], and Krueger [98]. These
include detailed studies of India, Turkey, the Philippines, South Korea, Chile,
Colombia, Egypt, Ghana, Pakistan, Taiwan, Israel, Brazil, Mexico, Argentina,
and Singapore.
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often asserted, that the real cost of labour to industry in develop-
ing countries overstates its true social cost, either because indus-
trial wages are set at an uneconomically high rate by trade union
pressure or, more subtly, because industrial labour is drawn from
family-owned farms worked with family labour. Since the new in-
dustrial labourer is likely to have been receiving the average prod-
uct of labour on the family farm, which includes a share in the
implicit rent accruing to the family-owned plot of land, his previ-
ous earnings, and therefore the industrial wage he will demand,
will be higher than his marginal contribution to agricultural out-
put. Since all industry presumably suffers from this disability of
having to pay wages higher than the opportunity cost of labour, it
is argued that, without government intervention but with free
trade, industrialists who would be perfectly able to compete
against imports if they had to pay only the true social cost of
labour will be undercut by foreign competition. Protection will
offset this disadvantage. Clearly, however, because the root of the
trouble lies in a ‘distortion’ in the market for labour, the way to
maximise welfare would be to provide a wage subsidy to industry
which eliminated the distortion at its source. (Though, for the rea-
sons set out in Chapter 1, if the subsidy cannot be financed
through lump-sum taxes, the costs of the distortionary taxation re-
quired to finance the subsidy must be set against the benefits from
the removal of the primary distortion to gauge the net change in
economic welfare.)

If such a wage subsidy is not feasible for administrative rea-
sons, it may be ‘next-best’ to offer a production subsidy to manu-
facturing industry as a whole. This will be worse than a wage
subsidy since it does not attack the primary problem of too high an
industrial wage. It will lead to a choice of production techniques
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which are more capital-intensive than is socially desirable. But it
would be better than protection offered, say, through a general
uniform tariff because of the further by-product distortions
caused by the latter, the most important of which is the bias
against exports. In terms of the net effect on economic welfare, the
tariff will be worse than various other domestic tax-subsidy instru-
ments to deal with the primary distortion. It may turn out that the
net effect is a /oss. If it is then argued that, for whatever reason, the
superior tax-subsidy instruments cannot be used, it may be best to
do nothing.*®

The effective rate of protection

The above argument has been couched in terms of the effects of a
uniform tariff. Yet the actual form of protection used in most de-
veloping countries has been the quota. The widespread use of
quantitative restrictions to ration imports has had many more
harmful side-effects, compared with tariffs. The nominal rate of
protection, which measures the percentage increase in the prices
of imports in the home market caused by the protective device,
varies according to the size of the quota allocation to a particular
good, domestic demand for it, and whether or not there is a legal
or black market for either the import licence itself or the imports it
authorises. Unlike the tariff, therefore, quotas effectively cut the
link between domestic costs and prices and those in international
markets. More seriously, whilst the nominal protection becomes
uncertain and changeable from year to year, the effective rates of
protection offered to producers of different commodities become

18  For alucid account of this modern theory of trade and welfare, Corden [46].
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highly differentiated and variable, their relative values bearing no
relationship to any known principles of rational government in-
tervention.

Effective rates of protection differ from nominal rates wher-
ever there are internationally-traded inputs in the production of
an import-substituting commodity and the tariff rates on the out-
put and the tradeable inputs differ. Thus if cloth is produced with
imported cotton and domestic labour, each of which accounts for
half the value of cloth at international prices, a nominal tariff of 50
per cent on cloth and a zero rate on cotton implies an effective pro-
tection of 100 per cent of the domestic value-added by labour. If,
however, the imported input and the competing imports bear the
same tariff, the nominal and effective rates will be the same. In
practice, most developing countries (and developed ones, too) cas-
cade their tariff structures, with inputs usually attracting lower
tariffs than final output. This produces much higher effective pro-
tection than may be apparent from a perusal of nominal tariff
rates. Since it is the ¢ffective rates of protection which determine
the relative profitability of producing different goods, the pattern
of resource allocation thereby induced has often been based on no
economic rationale, and has frequently conflicted with the stated
aims of government.

Let us consider the example of India. After the first serious
foreign-exchange crisis in 1956—57, a complex system of quota re-
strictions on imports was instituted. All requests to import were
subjected to administrative scrutiny, and even the most petty im-
ported items required a licence. Moreover, import licences were
not available for goods which could be produced within India.
This led to effective rates of protection which exceeded 200 per
cent on average, with a high variability of rates around the aver-
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age. Imports of capital and intermediate goods were allowed
whilst those of consumer goods were banned, with the conse-
quence that, on balance, effective rates of protection of, and hence
incentives to invest in, the indigenous consumer goods industries
were higher — an outcome at odds with the stated policy of pro-
moting heavy industry! And since the effective rates of exchange
were much higher for importers than exporters, there was a bias
against exports.

The practice of screening requests for imports according to the
so-called ‘indigenous availability’ criterion'® led to the complete in-
sulation of domestic production from foreign competitive pres-
sures which, coupled with an overall excess of demand in the
economy, meant that producers had little incentive to reduce costs.
The rules of thumb used by administrators to allocate imports were
based on the principle of ‘fair’ and ‘historic’ shares and the installed
capacity of producers. The result was a freezing of the relative out-
puts and market shares of industries and firms. It also led to excess
capacity as producers rushed to expand ahead of their require-
ments, knowing that their licensed capacity determined their im-
port allocation and hence volume of production. Most heinous of
all, because the structure of effective protection implied a relative
cheapening of capital goods, producers had an incentive to choose
relatively more capital-intensive methods of production at the ex-
pense of employing more labour. At the same time, the protection
afforded to industry as a whole artificially raised the price of manu-
factured inputs into the agricultural sector relative to the price of
its output. This had deleterious effects on agricultural growth.

19 This criterion stipulated that any good which could be supplied by a domestic
producer could not be imported.
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One distortion requires another

At various stages during the 1960s and early 1970s these harmful
effects of the existing trade control system — particularly on ex-
ports — had begun to be acknowledged, even in India. Export in-
centives, aimed at redressing the bias against exports, were
introduced. Not surprisingly, the partial removal of this bias led to
a spurt in exports, as economists who were not mesmerised by
foreign-exchange bottlenecks had always predicted.>® In many in-
stances, however, the dirigiste impulse was not stifled. India
matched its highly complex and bureaucratic system of import al-
location with an equally complex system of export incentives. The
major instrument used was an import entitlement for exporters in
the form of import licences whose premium provided the exporter
with a subsidy, The effect was to create a host of new distortions in
the export sector.”* A simple policy of export maximisation was
pursued; any producer wishing to export found a government will-
ing to grant him an import entitlement whose premium was suffi-
cient to equalise the relatively high domestic costs and low foreign
prices of his product. Since the entitlements were usually tied to
the import content of exports, these schemes subsidised
import-intensive exports rather than those with a high domestic
value-added. The widespread practice of over-invoicing exports,
coupled with different effective exchange rates for exports and im-
ports, meant that a number of goods with a high import content
were exported for a lower foreign currency return than the foreign
currency cost of the imports embodied in them! India thus ended
up by pursuing import substitution and export promotion with-

20 Bhagwati and Srinivasan [27].
21 Lal [116].
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out reference to economic costs, guided only by the belief that
‘India should produce whatever it can and India should export
whatever it produces’.*” The inefficiency, waste, and corruption
that the Indian trade control system has engendered are incalcul-
able. But, at least for this Indian, it stands as a lasting and ap-
palling monument to the ideas of Nurkse, Prebisch, Singer,
Myrdal, Balogh, et al.

The incontrovertible case for trade liberalisation

To summarise, the Nurkseian scepticism about the desirability of
free trade for the Third World was based on three explicit or im-
plicit assumptions. The first was a pessimistic assumption about
the external obstacles to Third World growth which gave rise to
the myth of the foreign-exchange bottleneck. Secondly, economic
agents in developing countries were assumed to be congenitally
shortsighted® in basing their investment and production deci-
sions on current, static advantage rather than on emerging, dy-
namic, comparative advantage. Finally, it was assumed that
bureaucrats and planners could both predict the dynamic com-
parative advantage of a country more efficiently than private
agents and ensure through detailed state intervention that pro-
duction and investment patterns conformed to it. The experience
of a host of developing countries analysed in the OECD, World
Bank, and NBER studies referred to above (p. 69) shows the error

22 Bhagwati and Desai [25], p. 466.

23 Thus Balogh [14] states: ‘In the poor areas the difficulties and imperfections of ef-
fective decision making, the lack of entrepreneurial ability and capital, vitiate the
assumption that potential fields of investment opened up by trade will automat-
ically be exploited.” (p. 16)
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of all three assumptions. The obstacles to the growth of developing
countries” exports are largely internal, not external; economic agents in
these countries have reacted to the distorting incentives created by pro-
tectionist régimes of trade control much in the way that standard eco-
nomic theory predicts; planners have often shown a lack of foresight
which would have swiftly bankrupted a private agent!

The case for liberalising financial and trade control systems
and moving back to a nearly free trade régime is now incontro-
vertible. Most countries, however, including the East Asian suc-
cess stories — apart from Hong Kong — retain dirigiste spots in their
trade policies, and few have seriously attempted the full-scale lib-
eralisation that is required.>* The essential elements of a liberalisa-
tion programme can be briefly stated. As a first step, existing
import quotas must be replaced by equivalent tariffs, followed by
a phased programme of tariff reductions over a number of years to
minimise the unavoidable costs of adjustment to producers and
workers in inefficient industries. To smooth the transition to more
efficient economics also demands a proper sequence of reform of
domestic banking systems and of monetary management. These
issues are not discussed here since they are still highly controver-
sial and would also take us too far afield. But their vital importance
in reversing the harmful internal policies of developing countries
should be borne in mind.>

The political difficulties on the path to more efficient domestic
policies should not be minimised. They stem largely from the
manifold vested interests in the maintenance of the trade control
system which it has itself created by providing large windfall

24 Little [137, 138].
25 R.McKinnon [150], McKinnon and Mathieson [151].
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profits to those lucky, influential or corrupt enough to obtain var-
ious licences,?® and by fostering an inefficient structure of industry
where the current incomes of so many producers contain an ele-
ment of rent derived from the existing system of controls. A cour-
ageous, ruthless and perhaps undemocratic government is
required to ride roughshod over these newly-created special inter-
est groups. It is not surprising, therefore, that most countries (as
the NBER studies document) have attempted liberalisation in a
half-hearted way only to backslide as the political and economic
difficulties of the bumpy transition are encountered.*”

The new wave of protectionism

Asif the transition to more liberal trading policies was not difficult
enough, new siren voices in the current slumpflationary condition
of the world economy are suggesting that it may be both unneces-
sary and undesirable. The slowing down of world trade and grow-
ing protectionism in the West are being exploited to establish a
new version of the Nurkse-Prebisch-Singer thesis about the inim-
ical effects of ‘Southern’ dependence on ‘Northern’ economies.
The earlier misconceptions that trade serves as the engine of
growth in development and that the terms of trade (this time the
so-called factoral’ rather than the ‘commodity’ terms of trade) are
inherently biased against the South are both being revived.

The most surprising recruit to this band is Sir Arthur Lewis,
whose earlier historical work?® was of profound importance in

26  Krueger [97] has aptly labelled this phenomenon as the creation of a rent-seeking
society.

27  Krueger [98].

28 Lewis [128, 130].
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dispelling the notion advanced by Nurkse, Prebisch and Singer
that Third World primary producers (as opposed to the grain pro-
ducers of the area of white new settlement) did not benefit from
the 19th-century liberal trading order. In his 1980 Nobel lecture,
Lewis presented the most sophisticated version of a new ‘trade
pessimism’.>* As with Nurkse, the centrepiece of his analysis is a
demand-oriented theory of development where trade serves as an
engine of growth. He bases this theory on the following empirical
regularity:

The growth rate of world trade in primary products over the

period 1873 to 1913 was 0.87 times the growth rate of

industrial production in the developed countries; and just

about the same relationship, about 0.87, also ruled in the

two decades to 1973. World trade in primary products is a

wider concept than exports from developing countries, but

the two are sufficiently closely related for it to serve as a proxy.

We need no elaborate statistical proof that trade depends
on prosperity in the industrial countries.°

Reidl*" has recently tested Lewis’s thesis that developing coun-
tries” exports are driven by external demand, as well as the postu-
lated empirical relationship between the two. The words in italics
from Lewis’s Nobel lecture contain by no means an innocuous as-
sumption, for one of the profound changes in the structure of de-
veloping countries’ exports has been that, whereas manufactures
accounted for only 10 per cent of their non-fuel exports in 1955,
that share had risen to over 40 per cent by 1978 (Table 3). Primary
product exports can no longer serve as a proxy for developing

29 Lewis [131].
30 Ibid., p. 556.
31 Reidl [175].
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country exports, as Lewis asserts. Nor, except for sub-Saharan
Africa, is the picture much altered by descending from these ag-
gregate heights. For, though there are major differences in the ex-
port structure of different developing countries, with
manufactures now accounting for 75 per cent of the exports of the
four East Asian super-performers, most of the countries in South
Asia, plus Egypt, Brazil, Mexico, Tunisia and some smaller Latin
American countries — accounting for about two-thirds of the pop-
ulation of the developing world — have also raised the share of
manufactures in their exports (on a trade-weighted basis) from an
average of 15 per cent in 1950 to above 50 per cent in 1978.

Nor does Lewis’s link coefficient of 0.87 between the rate of
growth of Northern ‘industrial production’ and Southern exports
fare any better once both the time period (1953-73) and Southern
exports are disaggregated. Broadly speaking, the hypothesised
link is unstable over time, and the only primary commodities for
which it seems to obtain are tea and sugar. For manufactures, the
dominant and growing element in Southern exports, Reidl con-
cludes that ‘the evidence ... suggests that supply rather than de-
mand factors have principally determined LDC export
performance in manufactures’.3* This is also the conclusion of the
numerous historical studies of the trade and industrialisation poli-
cies of Third World countries cited earlier (p. 69).3 It should have
been obvious to the faint-hearted had they noted that, despite
creeping protectionism and the slowing down of Northern
growth,

whereas in the 1960s LDC exports of manufactures grew

32 Ihid.
33 Little, Scitovsky, Scott [145], Balassa [11 and 13], Bhagwati [24], Krueger [98].
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Table 3 The structure of LDC exports: selected years, 1955-78, %

1955 1960 1970 1978
Total exports 100.0 100.0 100.0 100.0
Food 36.5 33.6 26.5 16.4
Agricultural raw materials 20.5 18.3 10.0 4.8
Minerals, ores 9.9 10.6 12.3 4.6
Fuels 25.2 27.9 32.9 52.8
Manufactures? 7.7 9.2 17.7 20.9
Total non-fuel exports 100.0 100.0 100.0 100.0
Food 48.9 46.7 39.5 34.8
Agricultural raw materials 27.4 25.3 14.9 10.1
Minerals, ores 13.3 14.6 18.3 9.7
Manufactures? 10.4 12.8 26.4 44.4
Share of DCs in exports of LDCs
Total non-fuel exports 76.3 74.3 71.9 65.4
Food 79.0 77.7 74.0 65.6
Agricultural raw materials ~ 74.3 67.8 64.4 61.8
Minerals, ores 94.5 92.0 89.2 78.0
Manufactures’ 459 54.0 61.2 63.3

a Manufactures: SITC 5 to 8 less 68.
Source: James Reidl [175], Table 1, p. 18.

almost twice as fast as DC real GDP ... in the 1970s, despite
a general slowdown of growth after 1973, LDC exports
maintained their rapid pace, growing four times as fast as
DC real GDP.3

But protectionism now poses a serious threat to the future
growth of LDC exports.

A game with no losers

It is instructive to examine the reasons why protectionism poses a
more serious threat to Southern prosperity than the mere slowing

34 Reidl [175].
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down of Northern growth, since they pinpoint both the real dan-
gers to Third World development in the external environment and
the unrealism of the major assumption behind Lewis-type views.
These engine-of-growth models cannot explain why developing
countries’ manufactured exports have been able to grow faster
than developed countries’ incomes since they implicitly, but
falsely, assume there are no domestically-produced substitutes in
developed countries to be displaced by the goods developing
countries export. They further assume that the supply of develop-
ing countries’ exports is perfectly elastic so that export volumes
will be solely determined by developed countries’ expenditure on
these goods.

The first assumption, however, does not apply to the manufac-
tured exports of developing countries. They consist of goods like
textiles, clothing, footwear and engineering products which com-
pete successfully with manufactures produced by developed coun-
tries. By replacing increasingly uncompetitive, import-competing
goods in developed country markets, developing countries can ex-
pand their manufactured exports even though total incomes, and
therefore aggregate demand for manufactures, are stagnant in de-
veloped countries. This is precisely how the ‘static’ law of compar-
ative advantage was supposed to work, with inefficient domestic
production being replaced by competitive imports.

But this elimination of some import-competing industries
does not imply any justification of the Myrdal-Balogh type of ar-
gument about the inimical effects of trade as a ‘zero-sum game’ —
this time to the disadvantage of the North. For the replacement of
inefficient lines of production by cheaper imports, apart from the
obvious gains it confers on consumers, allows the release of re-
sources for more efficient and productive uses. It is the normal
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form of economic change which releases resources from relatively
unproductive industries where a country’s comparative advantage
is being eroded for use in relatively more productive activities in
line with the country’s emerging comparative advantage. It should
be remembered that a country can be at an absolute disadvantage
in terms of productivity in every line of production compared with
some other country —or even the rest of the world — and yet it must
as a matter of logic have a comparative advantage (or no compara-
tive disadvantage) in terms of relative productivity in at least some
lines of production. This truth is often ignored in popular discus-
sion of the effects of trade.

The so-called ‘static’ gains from international trade do not,
therefore, depend upon growth in overall incomes in two coun-
tries or regions. As a result of the specialisation of production, in-
duced by moving resources from industries with a comparative
disadvantage into those with a comparative advantage, the coun-
try importing competitive manufactured goods will be able to
raise its overall productivity and real income. To resist these
changes is to accept lower real incomes and productivity than is
necessary. The growing resistance of the North to these desirable
shifts in industrial structure is a major reason for the hardening of
their economic arteries and thus, in part, for their current
slumpflation. But it also poses a danger to the ability of poor coun-
tries to develop in line with their own comparative advantage.

Table 4 (p. 84) facilitates a balanced assessment of this danger.
It will be seen that, even after the recent spurt in the manufactured
exports of developing countries, they still have a minuscule share
of the consumption of manufactured goods by developed coun-
tries (about 3.4 per cent in 1979). Nevertheless, protectionist lob-
bies for a small number of industries in developed countries are
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arguing that there is a massive Third World challenge. Their de-
mands must be resisted, primarily because of the form of protec-
tion they advocate. As in developing countries, the favoured
protective instrument is the quota in whatever euphemistic guise
(for example, ‘voluntary’ export restraints or managed trade).
Apart from the obvious damage quotas inflict on the well-being of
both workers and consumers in developed countries, they particu-
larly harm the interests of those developing countries (often the
poorest) which are entering the field of manufacturing for export.

Developing and developed countries can be located on a lad-
der according to their comparative advantage in different manu-
factured commodities.>> The ‘voluntary’ export restraints
increasingly imposed by the developed world are particularly bi-
ased against those countries which are just about to climb a partic-
ular rung of the ladder. For, as with the allocation of import quotas
in developing countries, the distribution of export quotas also
tends to reflect ‘historic and fair’ shares which favour existing ex-
porters at the expense of more efficient newcomers. The biggest
contribution the North can make to the development process,
therefore, is not — as Brandt, Lewis and others argue — to expand
aggregate monetary demand, but rather to eschew the use of quan-
titative restrictions on imports from the Third World (of which
the Multifibre Arrangement for textiles is the most notorious but
by no means the only example).3¢

35 Lary [122] and Lal [112]. For LDC export performance and prospects in the 1960s
and 1970s, Hughes and Waelbroeck [80]; and Balassa [12] for their prospects in
the 19805. Also Blackhurst et al. [31].

36 For a detailed analysis of the MFA, Keesing and Wolf [90]. It should be noted,
however, that it may be easier to resist protectionist pressures if OECD growth is
resumed.
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Table 4 Share of imports in the consumption of manufactured goods
in industrial countries by major product groups, 1970-79, %

— Growth of —
import shares
ISIC  Product All Developing All Developing  All  Developing
code group imports country imports country imports  country
1970 imports 1979 imports 1970-79 imports
1970 1979 1970-79
31 Food, beverages
and tobacco 8.6 10.8 3.9 2.4 2.1
32 Clothing, textiles
and leather 11.6 2.7 23.8 9.6 7.8 148
33 Wood products 9.5 1.8 16.0 3.8 5.5 7.8
34 Paper and printing 6.6 0.1 8.7 0.4 3.1 134
35 Chemicals 10.6 2.0 14.9 3.4 3.1 5.2
36 Non-metallic minerals 5.9 0.3 9.3 1.0 50 132
37 Metals 15.0 3.2 18.4 3.5 2.2 1.4
38 Machinery 11.3 0.3 21.9 2.0 8.0 21.8
39 Miscellaneous 18.8 8.0 36.6 18.2 7.3 7.2
3 Manufacturing 10.6 1.7 16.8 3.4 5.1 8.1

Source: Helen Hughes and Jean Waelbroeck [80], p. 135.

The terms of trade

It remains to consider the other assumption which underlies the
modern variant of the engine-of-growth-type argument — namely,
the perfect elasticity of supply of developing countries’ exports.
For this also is at the root of the new twist recently given to the pes-
simistic view of the terms of trade of developing countries. The
basic hypothesis is that, in developing countries, there are unlim-
ited supplies of labour available at a constant real wage for em-
ployment in plantation agriculture or other exporting activities.
This hypothesis also underlies a famous model of development,
formulated by Sir Arthur Lewis in the 1950s,%” which has been very
influential in seeming to justify both forced industrialisation and
pessimism about the effects of so-called ‘capitalist growth’ in de-

37 Lewis [126].
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veloping countries on the incomes and welfare of their poorer
members. Its extension to a model of international trade is the
work of Lewis and Ronald Findlay.3® The simplest of these models
(attributable to Lewis) is outlined below — not because its predic-
tions are empirically valid but because its apparent plausibility
may yet prompt another wave of trade pessimism.

Lewis considered a world divided into two countries, the
North and the South. Both produce food and one other good
with a single factor of production — labour. The North’s other
good is manufactures (steel); the South’s a primary commodity
(coffee). All three goods are consumed and traded by both coun-
tries. It is assumed that the North can produce either two units of
food or six units of steel with one unit of labour, and that the rel-
ative productivity of labour in producing these two goods does
not alter as production is switched from producing one good to
the other — in other words, that the opportunity cost of labour
used in steel production remains constant at two units of food
forgone per labourer irrespective of the increase in steel produc-
tion. The South, too, has fixed labour coefficients in the produc-
tion of its two commodities, coffee and food. These are one unit
of food or nine units of coffee produced by one unit of labour.
Since, through arbitrage, the international price of food (which
can be taken as the numéraire in this food theory of value’) will
be equalised, the international prices of steel and coffee must set-
tle at one steel to three coffee. Changes in the terms of trade will
then depend upon relative changes in the respective productivity
of labour in the two countries. Thus, if technical progress is faster
in Northern food production than in manufacturing, even with

38  Lewis [127], Findlay [58].
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unchanged Southern productivities the terms of trade will inex-
orably turn against the South. The only way the South can im-
prove its terms of trade is by raising its productivity in food
production relative to coffee at a faster rate than the North raises
its productivity in food relative to manufacturing.?

Lewis later*° extended this model to eliminate the dubious as-
sumption of fixed labour productivities. Instead, he argued on his-
torical grounds that virtually the same effects were assured by the
North and South having access to two independent sources of un-
limited labour at different but constant real wages. The Northern
areas of new settlement had access to migrants from the agricul-
tural regions of Europe. The tropical producers of the Caribbean,
South-East Asia and other areas of plantation agriculture had ac-
cess to the pools of low-wage agricultural labourers from China
and India. It was the relative productivities of these two streams of
migrants in their home agriculture which determined the oppor-
tunity cost of labour for the expansion of the export production of
the North and South. Since, on Lewis’s estimates, the two streams
were about the same in the second half of the 19th century (about
50 million migrants each), they set the terms of trade between
tropical and temperate exports.

In the 1880s the wage of a plantation labourer was one
shilling a day, but the wage of an unskilled construction
worker in Australia was nine shillings a day. If tea had been
a temperate instead of a tropical crop, its price would have
been perhaps four times as high as it was. And if wool had
been a tropical instead of a temperate crop, it could have

39  For amore explicit model, Findlay [58].
40 Lewis [130].
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been had for perhaps one fourth of the ruling price. The
analysis clearly turns on the long-run infinite elasticity of the
supply of labour to any one activity determined by farm
productivity in Europe and Asia, respectively *'

The elastic notion of unequal exchange

Whatever the merits of this view about the determinants of the
terms of trade of tropical vis-d-vis temperate products in the 19th
century, its relevance today is clearly limited because of the inap-
plicability of the passage in italics which, as Lewis accepts, con-

tains the crucial assumption. Immigration restrictions in both
developed and developing countries have considerably reduced
the effects of migration from the ‘surplus labour’ pools of China
and India (assuming they still exist). Moreover, it is only in a
model with one factor of production — namely, labour — that rela-
tive commodity prices will be determined by labour productivity

alone, and hence there will be no difference between the commod-
ity and the so-called double factoral terms of trade.**

Lewis’s second model refers explicitly to the factoral terms of

trade and their determinants, since he argues that

the fundamental sense in which the leaders of the less
developed world denounce the current international
economic order as unjust [is] that the factoral terms of trade

41
42

Ibid., p. 16 (emphasis added).

The commodity terms of trade (C) is the ratio of the price index of exports (Px) to
that for imports (Pm), that is, C=Px/Pm. The double factoral terms of trade (F)
are equal to the commodity terms of trade corrected for changes in productivity
in the home country’s export industry (Zx) and in the foreign industry’s supply-
ing the home country’s imports (Zm), that is, F=C.Zx/Zm.
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are based on the market forces of opportunity cost and not
on the just principle of equal pay for equal work.*

He thus suggests that a productivity gain which reduces the
prices of Southern exports would not lead to any Southern gain.
This is, of course, the notion of unequal exchange which underlies
many neo-Marxist writings. It should be noted, however, that, al-
though movements of the factoral terms of trade may demonstrate
to those who believe in a labour theory of value and Marxian no-
tions of exploitation the changing incidence of their notion of jus-
tice, the movements are irrelevant in assessing how the welfare (as
measured by their real income) of those workers who have suf-
fered a deterioration in their factoral terms of trade will have al-
tered.

Thus let us suppose that, in the simple Lewis world, the South
raises the productivity of its labour input into coffee production
relative to that into food. The result will be to lower the price of
coffee relative to steel by the same proportion, so that the South’s
factoral and commodity terms of trade deteriorate by the extent of
the productivity improvement. It might suggest that the South has
derived no benefit from the increased productivity. This is not so,
however, if the South also consumes the coffee it produces and ex-
ports. For then the productivity increase in coffee will enable the
proportion of the labour force producing coffee for domestic con-
sumption to produce more than hitherto. This consumption gain,
which can be transferred into any combination of steel, food and
coffee (at the new international relative prices of these goods), will
not disappear — even though the labour force employed in produc-

43 Lewis [130], p. 19.
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ing coffee for export succeeds in producing only the same amount
of imported steel and food as before.

The objective of judging the desirability of particular trading
arrangements by reference to movements in the factoral terms of
trade is odd, to say the least. Thus it is easy to construct exam-
ples where the so-called double factoral terms of trade of the
South worsen but both its commodity terms of trade and the real
income of its workers (and of those in the North) increase.** This
would, however, still be a position of unequal exchange for the
neo-Marxists, and therefore undesirable.#> Perhaps for most
workers in the Third World, the only thing worse than being ex-
ploited, in this sense, is not being exploited!

Findlay has recently produced a most elegant theoretical
model to explain a secular tendency for the commodity terms of
trade of the South to deteriorate and for its growth rate to be en-
tirely dependent on that in the North, so that trade is inexorably
the engine of growth. The crucial assumption in his model is, once
again, the unlimited supplies of labour available at a fixed real
wage for export production in the South. Reminiscent of the
foreign-exchange bottleneck-type views is his further assumption
that the South does not produce the capital goods it requires for
domestic capital formation and growth and can only acquire them
from the North by trading its primary commodity exports. Apart
from the dubious empirical validity of both assumptions, the cen-
tral prediction of his theory that the North will retain its produc-
tivity gains whereas the South will export ifs gains through its

44 Findlay [58].

45 A. Emmanuel [55]. Samuelson [180] provides a critique of Emmanuel’s theory
and remarks that ‘it is tautologically a restatement of the fact of assumed wage
differential’.
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deteriorating terms of trade is not borne out by the empirical evi-
dence Findlay himself presents.*¢ His model, like those of so many
other distinguished predecessors in development economics, is
therefore yet another theoretical curiosity!

Dependency theories

In the new wave of counter-attacks against outward-looking trade
and payments policies, two others may be noted. The first is by the
so-called dependency school, whose prophets are Samir Amin,
Andre Gundar Frank, F. H. Cardoso, O. Sunkel, Ranjit Sau, and a
host of other Marxist writers.#’ But not all Marxists subscribe to
this school. Indeed, the most acute and bitter critics of depen-
dency theories are those who would consider themselves to be on
the Left, if not Marxists. It is virtually impossible to give a brief, co-
herent account of their views for, as one of those critics on the Left
has stated:

The difficulties in criticising Samir Amin’s work are severe,
mainly because of certain inbuilt immunities which Amin
himself has constructed ... These are associated in his work
with a mode of argument that takes the form of
‘assertion-plus-threat’; i.e., a statement is followed by a
‘threat’ which applies to those who disagree with the
statement. The ‘threats’ are such accusations as Trotskyism,
anarchism or revisionism, economism, Ricardianism, or
simply a failure to understand Marxism. The effects of this
mode of argument and of these built-in immunities are,

46  Asnoted by the discussant of his paper, S. Grassman, in Grassman and Lundberg
[60].

47 Anexcellent critique of these unorthodox theories is in Little [140]. S. Amin [5] is
the major reference for this school.
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however, that Amin’s analysis is tautological, uninformative
and sterile.4®

The gist of the dependency thesis seems to be that the ‘centre’
has exploited the ‘periphery’ for over 400 years, first through
‘colonialism’ and ‘imperialism” and more recently through the
neo-colonial form of ‘dependent capitalism’ it has engendered in
the Third World. The exploitation consists of appropriating the
‘surplus value’ of the Third World; in most versions, the existence
of unequal exchange in trade is considered to be a sign of it. Un-
equal exchange is said to prevail whenever countries whose profit
rates have been equalised by the free international flow of capital,
but whose real wages differ, trade with each other. The remedy
proposed is for the countries of the South to ‘de-link’ from the
North, either by promoting national autarky or, less dramatically,
by ‘collective self-reliance’ through customs unions and other
forms of economic integration. Since part of the dependency
thesis is that the cultural and political effects of neo-colonialism
have warped the minds and hence the attitudes of peoples in the
South, de-linking is also expected to lead to a resurgence of na-
tional cultures and self-respect.*

The premise that an independent (that is, broadly-based and
indigenously-propelled) industrial capitalism is not feasible in the
Third World has been questioned by Bill Warren amongst oth-
ers,’® whilst Sheila Smith has attacked the political wisdom of
de-linking from the North:

48  Sheila Smith [194], pp. 11-13,
49 Diaz-Alejandro [51], Lal [108].
50 B.Warren [211].

91



THE POVERTY OF ‘DEVELOPMENT ECONOMICS’

92

Amin’s proposition that only a radical and complete break
with the world capitalist system will provide the necessary
conditions for genuine development can only be described
as dangerous arrogance. The tragic example of Kampuchea
may be dismissed as an ‘appearance’, but the attempt was
clearly made in that country to break with the world
capitalist system, and with disastrous consequences.’'

This criticism by no means implies that those Marxist writers
who object to dependency theory are thereby reconciled to the ‘in-
dependent capitalism’ they see rampant in the Third World. Their
aim is still to replace the capitalist system with a ‘socialist’ one, des-
pite their acceptance that capitalism can lead to a high growth of
incomes as well as the alleviation of poverty. For them, capitalism
per se is abhorrent, irrespective of its fruits. Their abhorrence is
presumably moral. Moreover, at least some of them identify ‘so-
cialism’ with the current practices of Eastern Europe, Cuba and
China - that is, with what in normal usage are labelled communist
countries. Since true development for these neo-Marxists is ‘social-
ist" development, their argument becomes the tautological one
that only the fruits of growth generated by a communist system are
truly those of development!>* The more worldly amongst us may,
however, be forgiven for attaching less weight to the moral worth
of these different labels than to the effectiveness of alternative eco-
nomic systems in raising growth, alleviating poverty, and also pro-
moting those civil liberties which — at least on the liberal view of
the world — are an essential component of the Good Society.

51 S.Smith [194], p. 20.
52 For instance, Sanjaya Lall [120] and my review of this work in Economic Journal,
March 1983.
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Free trade and laissez-faire

The final set of arguments advanced against the adoption of more
liberal trading and payments policies by the Third World are es-
sentially based on a misunderstanding of the modern theory of
trade and welfare. Given the spectacular rate and quality of growth
of their economics, the so-called ‘Gang of Four’ — Hong Kong, Sin-
gapore, Taiwan and South Korea —have naturally been extensively
studied.> The mainstream view of the lessons of their experience
has been well summarised by Little:

Except for Hong Kong, very rapid growth began only in the

1960s in each case after a marked change of policy from import

substitution to export promotion ... [their] success is almost

entirely due to good policies and the ability of the people -
scarcely at all to favourable circumstances or a good start.>*

Of the four, South Korea has a population about the same size
as Egypt, and was poorer than Egypt in 1950. Since it is rather typ-
ical of other Third World countries, its experience is considered to
be particularly relevant. On South Korea, Little concludes:

The major lesson is that the labour-intensive,
export-oriented policies, which amounted to almost free-trade
conditions for exporters, were the prime cause of an extremely
rapid and labour-intensive industrialisation which
revolutionised in a decade the lives of more than fifty
million people, including the poorest among them.>

After quoting this passage in a recent article, Amartya Sen
comments:

53  For a lucid account of the lessons to be learnt from their experience, Little [137,
138].

54  Little [138], p. 4.

55 Ibid., p. 34 (emphasis added).
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There is indeed much in the experience of ‘the four’ to cheer
Adam Smith, and the invisible hand would seem to have done a
good deal of visible good. But is this really the ‘major lesson’ to
draw from the experiences of the four? I would now like to
argue that this may not be the case.5

He goes on to cite instances of government intervention in
Korea, such as import controls and export incentives, as a sup-
posed counter to Little’s proposition. But this is mistakenly to iden-
tify the argument for free trade with laissez-faire. Little himself made
clear in the published proceedings of the conference at which he
made the statements quoted above that he ‘had not used the
term “free trade” to be synonymous with “/aissez-faire”. In fact,
he had never said that “laissez-faire” should be adopted’.s” It is
Sen’s mistaken identification of Little’s ‘major lesson’ about the
desirability of free trade with Adam Smith’s invisible hand of
laissez-faire which leads him into the wholly spurious argument
that, since the Korean government is interventionist, the Korean
success story provides no empirical validation of the case for
free-trade policies in the Third World.

Nor does the fact of government intervention imply, as Sen
seems to suggest, that intervention is on balance responsible for
Korea’s success. Indeed, it could be argued that success has been
achieved despite intervention. Thus the change in trade policies in
the early 1960s from favouring import substitution to broad neut-
rality between import substitution and exporting — considered to
have been a major reason for Korea’s subsequent success — en-
tailed the introduction of interventionist export incentives to

56 A.K.Sen [191], p. 297 (emphasis added).
57 Littlein ILO [84], p. 12.
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counteract the effects of import controls which, though undesir-
able from their inception, were not (and have not been) entirely re-
moved. If the inefficient import controls were to be maintained,
export incentives were desirable on second-best welfare grounds
to restore a position amounting to a virtual free trade régime for
export production. But this does not mean that the import con-
trols which made the export incentives necessary were themselves
desirable. It would have been best not to have import controls in
the first place, that is, no government intervention in foreign
trade. To have two sets of intervention, each to neutralise the
harm the other would do alone, is hardly a glowing recommenda-
tion for government intervention in trade, and certainly not ‘the
lesson’ that can be drawn from the experience of Korea and other
East Asian countries.

Furthermore, the broad neutrality in Korea between produc-
tion for export and import substitution ended in the mid-1970s,
the existing dirigiste machine being used to ‘guide’ domestic pro-
duction towards more import substitution in heavy industry and a
highly subsidised agriculture. This about-turn has led to both a
slackening in the growth rate of income (in 1980, GNP fe// for the
first time in nearly 20 years — by about 6 per cent — after having
grown in the late 1960s and early 1970s at annual rates of 10-15 per
cent) and a rise in the rate of inflation (from about 15 per cent a
year in the early 1970s to nearly 35 per cent in 1980).5 The new Kor-
ean government has had to re-assess the promotion of heavy in-
dustry and seems to be reverting to the former policy of
maintaining a rough neutrality between the incentives offered to

56 A.K. Sen [191], p. 297 (emphasis added).
57 Littlein ILO [84], p. 12.
58 K. W.Kim [93].
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different branches of industry by restoring the virtual free-trade
régime of the earlier period. It should enable Korea to grow in line
with its emerging comparative advantage, which lies increasingly
in the production of goods using highly-skilled labour though not
necessarily much physical capital. Far from confuting the liberal
case for free trade, Korea provides one example of how periods of
virtual free trade have been accompanied by a high rate of income
growth which has been lowered whenever that policy has been de-
parted from.

Conclusion

In conclusion, therefore, none of these more recent attempts to
demolish the case for a liberal trading régime in the Third
World is convincing. In the 1950s and 1960s, empirical evidence
about the relative merits of import substitution and virtual free
trade was absent. Hence, there was at least some doubt whether
Nurkseian-type views were valid. Since then, the evidence from
a large number of countries in different parts of the Third
World, covering virtually the whole of the post-World War 1I
period, strongly suggests that the old classical presumption in
favour of free trade (except for the so-called terms-of-trade ar-
gument for export taxes)® is valid for both developing and de-
veloped countries, even though the case for laissez-faire may
have been undermined. This does not, however, mean that free
trade provides a panacea for growth. Trade by itself can rarely
be the major determinant of growth; internal factors are more
important in explaining the wealth of nations. Yet, though free

59 Discussed below, pp. 99-101.
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trade is not a sufficient condition for growth, it may in many in-
stances be a necessary one. Though it may not be the ‘engine’,
foreign trade remains — in Kravis’s splendid phrase — the ‘hand-
maiden of growth’.

There remain two broad areas of debate about the external en-
vironment for development which, though of limited importance,
have nevertheless had much ink and passion expended on them.
They are international commodity agreements and the role of for-
eign capital, both public and private, in economic development.
Each is discussed, rather cursorily, in the next chapter.
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3 THE EXTERNAL ENVIRONMENT II:
COMMODITIES AND
FOREIGN CAPITAL

International commodity agreements

Much has been written about the Third World’s desire to establish
commodity schemes' to stabilise the prices of its primary com-
modity exports which are supposed to suffer from both high vari-
ability and a long-run declining trend. The variability of prices, it
is argued, leads to fluctuations in export revenues which make it
difficult for countries specialising in primary commodity exports
to plan their domestic economies. Empirical studies have failed,
however, to find any relationship between the degree of instability
of a country’s export earnings and the growth rate of its income.*
Moreover, as Third World exports have become more diversified,
this instability has decreased. And the establishment of various
compensatory finance schemes (by the IMF and the EEC) to re-
plenish the foreign exchange revenues of countries hurt by unpre-
dictable falls in the prices of their major exports has mitigated the
importance of this ‘problem’ — assuming for the sake of argument
that it is a problem.?

1 Henderson and Lal [76], Corden [47], Behrrnan [20].

2 D. Murray [160], C. W. Lawson [123], which also contains references to earlier
studies.

3 H.G.Johnson [87], Chapter 5, contains a concise, though dated, account of such
schemes.
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Following the example of OPEC, emphasis has therefore
shifted to various schemes designed to influence the prices of
primary commodities in the hope of raising them relative to the
prices of manufactures. Such is the main purpose of the buffer
stock schemes promoted in the 1970s by the United Nations Con-
ference on Trade and Development (UNCTAD) in its Integrated
Programme for Commodities. Unlike past attempts to rig the
prices of primary commodities (including oil) through supply re-
strictions agreed amongst producers, the UNCTAD programme
seeks to bring both producers and consumers within its ambit —
and for good reason. For few commodities are without either sub-
stitutes or alternative sources of supply in developed countries.
But to make these administered prices stick would also require
Northern policing of Southern price fixing of primary commodity
exports. It is unlikely that consumers would agree to (a) have the
prices they must pay fixed against them and (b) ensure the higher
prices were enforced. Not surprisingly, little has come of this latest
attempt at international dirigisme.

If there were a way in which the Third World could collectively
raise the prices of its primary products, a supporting case could be
made out in terms of second-best welfare economics. As it turns
out, this is the only exception to free trade that modern theory
would accept on Jogical grounds. A country (or group of countries)
concerned only with its national interest and facing declining
prices for an export good (as the quantity supplied is increased) is
in the position of a monopolist and, ideally, should charge a price
which maximises its profit from exporting the good. The price will
be given by supplying that quantity at which the marginal cost of
production is equated with the marginal revenue from export
sales. But it is well known that, for a monopolist, the marginal
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revenue will be less than the price (equal to average revenue) he re-
ceives for the sale.

The problem arises because, though the country (or group of
countries) taken collectively has monopoly power in export mar-
kets, no individual producer within the country does. Each pro-
ducer will wrongly assume that the price (average revenue) he
receives is also the marginal revenue to his country (or group of
countries) and seek to produce a quantity which equates the price
with his marginal costs of production. The resulting over-supply,
in relation to the output which would have been produced had the
lower marginal revenue been equated with marginal cost, will de-
press the price of the commodity below its profit-maximising
(from a national or international cartel’s viewpoint) monopoly
price. The optimal policy to counter this is for the country (or
group of countries) to levy an export tax on its producers so that
the net-of-tax price they receive is equal to the lower marginal rev-
enue from exporting rather than the higher average revenue given
by the world price of the primary commodity.

In addition to optimising the terms of trade of the
primary-producing countries, such a system of export taxes would
remove one of the major problems which arise when there is
monopoly power to be exploited by a large group of producers.
For, in order to raise the price of the primary commodity, some re-
striction of output is obviously required. Most commodity agree-
ments have broken down in the past because of the failure of the
participating countries to accept the required control of their sup-
plies. The quotas for individual producing countries, which are
usually negotiated as part of a commodity scheme, are often based
on political rather than economic considerations. Hence, they are
usually found to be unsatisfactory as time passes and circum-
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stances — including the relative costs of production in the various
countries — change. The commodity agreements, therefore, soon
break down.

Ifit is feasible to raise the price of a primary commodity by the
collective action of producers (which remains doubtful for most
commodities), the necessary control of different countries’ sup-
plies would best be implemented through a system of national ex-
port taxes agreed to by the producing countries.* The negotiation
of these taxes will, of course, determine the relative shares of the
producing countries in world exports. But this should be no more
difficult than to negotiate production quotas. Moreover, the tax
system will have the advantage of any scheme relying on the price
mechanism. It will not freeze the relative structure of supply in
world markets, which can still alter as the comparative advantage
of the different countries changes.

It is a sign of the intellectual confusion of the times that the
diplomats, bureaucrats and politicians from the Third World
who have advanced the recent demands for international com-
modity agreements have been able to see neither the validity of
the case they could argue nor the instrument which would, if it is
feasible, most effectively raise primary commodity prices. The
demand for the Integrated Programme for Commodities demon-
strates once again the Third World’s suspicion of prices and its
preference for quantitative controls. The practical relevance of
such commodity schemes is, however, likely to be extremely lim-
ited, both because of the limited range of commodities it would
be feasible to cover and because, as Table 3 shows, the export

4 The case for an internationally-agreed system of export taxes is argued in Hen-
derson and Lal [76].
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structure of many developing countries is no longer dominated
by primary commodities following their success in diversifying
their exports during the last two decades.

International capital flows

It is equally odd that the subject of capital inflows into developing
countries arouses such strong passions on both sides of the politi-
cal and geographical divide. For, according to the World Bank’s
World Development Report 1982, ‘external finance accounts for only
13 per cent of the total investment in developing countries (or 4 per
cent of world savings)’.> This includes official capital flows in the
form of soft loans and grants as well as private flows in the form of
either direct foreign investment or, more recently, portfolio lend-
ing by Western commercial banks. The capital formation which
has raised the growth rate of income in the Third World in the
post-war era has mostly come from domestic resources. Yet ex-
ternal finance is still held, not least by Brandst, to be a major deter-
minant of the prosperity of developing countries. To sort out the
fears and misconceptions here, the following presents a brief out-
line of the ways in which external finance was held by develop-
ment economists to provide the essential fuel for growth in
low-income countries.

The subordinate role of external finance

The rationalisation of the need for massive capital transfers to de-
veloping countries was provided in its most extreme form by the

5  World Bank [214], p. 3.
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foreign-exchange bottleneck-type of view. To recapitulate, this de-
pended on the assumption of rigidities in transforming domestic
resources into import substitutes or exports. As a result, a country
willing to save enough to achieve a respectable rate of growth of
real income would not be able to transform the savings into in-
vestment because it would lack the foreign exchange to finance the
fixed import requirements of the investment. It has been shown
above that there is no empirical support for this view. Hence the
argument that external capital flows are required to ease the
foreign-exchange bottleneck faced by developing countries is false;
there is no such bottleneck — except of a country’s own making.

It was also argued, however, that, even for a country fortunate
enough to have a healthy balance of payments, foreign capital in-
flows would still be required to supplement domestic saving which
was assumed to be too low and not easily raised to yield rates of in-
vestment and of growth of national income considered sufficiently
high. Again, the role of foreign capital inflows has been much ex-
aggerated. The argument that poor countries would not be able to
raise their rate of saving since their poverty left them too close to
the margin of subsistence has also been belied by post-war experi-
ence. Thus the World Bank reports that, whereas gross domestic
savings were 17 per cent of GDP in low-income developing coun-
tries in 1960, they had risen to 22 per cent in 1980; the figures for
middle-income, oil-importing countries were 19 and 21 per cent re-
spectively.® These statistics can be compared with Lewis’s estimate
that

net domestic savings of the developing countries averaged
about 10 per cent a year in the 1960s, which is not very

6  Ibid., p.118.
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different from the ratios of Britain or France in the 1860s
when they were already lenders and not borrowers.”

Clearly, limitations on the volume of capital available from do-
mestic sources have not been a major constraint on raising the
growth rate of incomes in the Third World. It is the efficiency of
the resulting investment which differentiates the more successful
from the middling performers. The worry expressed in the 1950s
and early 1960s that poor countries would not be able to save
enough to pull themselves up by their bootstraps, and the implicit
confidence that what capital was available would be efficiently
utilised, have both been disproved by experience. India and Korea
are examples. By the end of the 1970s, India had succeeded in rais-
ing its domestic savings rate to 20 per cent and Korea to 23 per
cent. The corresponding investment rates were 23 per cent for
India and 31 per cent for Korea. These differences are not as strik-
ing as those in the efficiency with which the resources were used,
which are crudely reflected in the average social return to invest-
ment — that is, the increase in income yielded by one unit of in-
vestment in the two countries. The social return in India was about
15 per cent in 1958 and 5 per cent in 1968; in Korea, it was 18 per
cent in 1975.® Not surprisingly, whilst Indian GDP grew at annual
rates of 3.4 and 3.6 per cent during 1960-70 and 1970-80 respec-
tively, Korean GNP grew nearly three times as fast at annual rates
of 8.6 and 9.5 per cent during the respective periods.

7 Lewis[130], p. 43.

8  The returns have been calculated on so-called Little-Mirrlees lines (Chapter 4
below, pp. 135-6), making rough adjustments for the distortions in relative prices
due to the trade control system and for the excess of the private cost of industrial
labour over its social cost. (Lal [116, 107].)
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Table 5 Composition of net capital flows to developing countries,
1960-62 and 1978-80, %

Net capital flows 1960-62 1978-80
Official development assistance 59 34
Other non-concessional flows, mainly official 7 13
Private non-concessional flows 34 53
Direct investment 20 14
Export credits 7 13
Financial flows 7 26
Total 100 100

Memorandum item

Total amount (billions of dollars)
Current prices 9 84
1978 prices 25 76

Source: World Bank [214], p. 29.

This, of course, does not imply that, other things equal, ex-
ternal capital inflows are undesirable for development. The
above differences between domestic savings and investment are
accounted for by differences in capital inflows. Critics have there-
fore attacked the quality of the flows and their presumed
side-effects on economic development. The strongest passions
have been aroused by foreign aid and private foreign investment.
As Table 5 shows, these debates have in a sense become academic
with the vast explosion of commercial bank lending, which now
comprises the major source of external capital for at least the
semi-industrialised countries in the Third World. But this new
source of external capital has given rise to further fears and anxi-
eties.

Foreign aid

Foreign aid has been criticised from both the Left and the Right
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for retarding development — on the Left because of the
neo-imperialism aid connotes, on the Right because of the likely
pauperisation of the populace of those countries which come to
depend on international charity.® Given the smallness of the
sums involved relative to GNP, total investment, or even the gov-
ernment budget in most developing countries, it would be
strange if so much evil could flow from so little.”® The problem
lies in the expectations, often highly exaggerated, aroused by the
general arguments frequently advanced in favour of foreign aid.
The fundamental case for giving aid is said to be moral,
namely, that the rich should help the poor. From this, many Third
World spokesmen have sought to infer that there already exists an
international society which subscribes to an egalitarian morality
from which the right of the poor to be aided by the rich can be de-
duced. Aid is then demanded, as in Western welfare states, as a
matter of right and not as a charitable handout. Since, however,
there is no international society, nor even a commonly-accepted
moral standard amongst the different peoples of the world (wit-
ness the widespread abrogation in much of the Third World of
those civil rights which are an essential component of the moral
system evoked to defend the welfare state in the West), no such
right to aid can be established.” Nevertheless, Western societies

9  T.Hayter [72], P. Bauer [17].

10 For instance, foreign aid as a percentage of GNP in 1980 for oil-importing LDCs
was less than 2 per cent. Some idea of the importance of aid for different coun-
tries can be obtained from the following figures of aid to GNP in 1980: 1.6 per
cent for India, 6 per cent for Kenya, 18 per cent for Tanzania. However, as profes-
sor Bauer has pointed out to me, the importance of aid to the public sector is bet-
ter measured by the ratio of aid to total tax revenues. These figures for 1980 are 17
per cent for India, 25 per cent for Kenya and 107 per cent for Tanzania.

11 For a fuller discussion and references, Lal [108].
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may think it morally right to aid the poor in the world in line with
their own moral code.

The poverty which concerns Western taxpayers is that of poor
people, not poor nations, and giving money to the latter may have
no or little effect on the former. The prime attribute of the jeal-
ously guarded sovereignty of nations is that the relationships be-
tween a country’s government and its people cannot be
questioned by outsiders."” Thus there is a strict limitation on the
ability of donors to ensure that they are helping to alleviate the
poverty of the poorest people in Third World countries, rather
than directly or indirectly funding some grandiose prestige project
on which a government has set its heart. Attempts to tie aid to
identifiable investment projects which do have an impact on the
poor can be thwarted if these projects would have been under-
taken anyway, for the aid can then be used indirectly to finance
some other marginal project which may do nothing for the poor.

Given this so-called ‘fungibility’ of money flowing into a gov-
ernment’s coffers, it has been argued that donors can translate
their preference for aiding the poor into action only by directly in-
fluencing the deployment of all the instruments of government in-
tervention. On this view, the favoured form of aid is to a
government’s programme as a whole, with the donors exercising
some influence on its composition as a quid pro quo. If, however,
the aid involved is small in relation to the government budget, it is
unlikely that the recipient government will accept what it might
consider to be gratuitous advice. If the aid flow is large, on the
other hand, there is a danger that charges of neo-imperialism will
be levied against the donor, or that the recipient government will

12 Ibid.

107



THE POVERTY OF ‘DEVELOPMENT ECONOMICS’

108

come to depend entirely on handouts and start behaving as a pau-
per. Hence, the leverage donors can exercise to influence the poli-
cies of Third World governments through financial assistance is
relatively limited. But it is not non-existent. Given the small sums
involved, it may, in a number of instances, have done more good
than could have been expected.’

This is true of both project and programme aid. The major
benefit the developing countries derive from the operations of a
number of the multilateral aid institutions, such as the World
Bank, is the technical assistance built into the process of transfer-
ring the aid money to the recipient countries. Though often sound
on general economic grounds, their advice is nevertheless re-
sented for political or emotional reasons. In many instances it
would not even have been heard, let alone acted upon, had these
institutions been unable to provide the recipient governments
with a sweetener in the form of financial resources on more
favourable terms than were on offer in commercial financial mar-
kets. The grant element in the capital transfers classified as official
development assistance seems a derisory sum to pay for the op-
portunity to carry on this form of international dialogue with
those responsible for the design and execution of public policies in
the Third World. When heeded, the advice has done some good,
at the very least in changing the perceptions of bureaucrats and
politicians; in some instances it may have had an appreciable ef-
fect in making public policies more economically rational.#

This modest argument in favour of continuing foreign aid pro-

13 Policy reforms in Taiwan, Korea, Sri Lanka and India (in 1966 and more recently)
provide examples.
14  For case studies, Healey and Clift [74] and World Bank [215].
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grammes is not likely to appeal to crusaders at each end of the po-
litical spectrum who either consider external factors as decisive for
development or else want to have a decisive say in the evolution of
societies of which they are not active members. Nevertheless, aid
can be of importance if ideas have an influence on the conduct of
public affairs. Sensible economic advice linked to foreign aid may
be the least costly way of countering those ideas which still hamper
the progress of developing countries. My conclusion, therefore, is
that both the Left and the Right have trained their big guns on a
target which at worst does little harm and at best can do, and has
done, some good in the Third World.

Direct foreign investment

Direct foreign investment (DFI) arouses even stronger passions
than foreign aid. The malign as well as the benign effects attrib-
uted to DFI are completely disproportionate both to its past and
likely future role in Third World development. Historically, DFI
has been important in the development of natural (mainly min-
eral) resources and public utilities in the Third World. These tra-
ditional avenues for foreign investment have been steadily
blocked by the rise of economic nationalism and the desire of host
countries to acquire all the rents from the exploitation of their nat-
ural resources. The current conventional wisdom is that public
utilities should be in the government sector. DFI is today increas-
ingly found in manufacturing industry where its virtues and vices
are seen to stem from the associated attributes it brings of man-
agerial expertise, new technology, and modern marketing meth-
ods, including advertising and foreign marketing connections.
These strictly economic effects of DFI in manufacturing industry
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are discussed in the next Chapter. Here it is only necessary to con-
sider the impact of DFI on various national aggregates, such as do-
mestic savings and the balance of payments, as well as its sundry
distributional, cultural and political effects.’s

In the 1960s, statistical demonstrations were provided of the
inimical effects of capital inflows (both official aid and DFI) on do-
mestic savings and thence on the growth rate of developing coun-
tries.'® These exercises were soon shown to be spurious since the
definition of ‘domestic savings’ they used, tautologically, required
‘domestic savings’ to fall whenever there was a capital inflow."” But
since it is the rate of investment that influences the growth rate,
and no evidence was provided that foreign capital inflows reduce
domestic investment, no harmful effects can be deduced from this
fall in ‘domestic savings’.

The next attack was based on estimates of the so-called
‘balance-of-payments’ effects of DFI flows. These also were shown
to beillogical on the ground that the balance-of-payments effects of
DFIwhich, ex hypothesi, raises national income and hence is socially
desirable, can be whatever a government chooses."® For, in a funda-
mental sense, the balance of payments reflects the difference be-
tween domestic output and domestic expenditure. Even if domestic
output rises as a result of DFI — which is a good thing — a govern-
ment can, through fiscal and monetary means, raise domestic ex-
penditure by even more and thus engineer a balance-of-payments
deficit — a bad thing! But the ‘problem’, if there is one, is with the
government’s fiscal and monetary policies, and not with DFL

15  The following is based on Lal [100, 104, 110, 111].

16 For example, Griffin and Enos [62], Weisskopf [212].
17 Papanek [170], Miksell and Zinser [155], Lal [110].

18 Little [136], Lal [104, 110].
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Nor are the harmful social effects attributed to DFI persua-
sive." It is argued that the existing distribution of income in devel-
oping countries makes it more profitable to private foreign
investors to produce goods which satisfy the wants of the rich
rather than the socially more desirable ‘needs’ of the poor. It is fur-
ther argued that the obvious remedy — a direct attack on the
undesirable distribution of income — is not politically feasible and
hence, as a second-best measure, the distribution of consumption
should be made more equitable by controlling the supply of con-
sumer goods.

This critique is schizophrenic. It assumes that the rich, who are
credited with the power to prevent their incomes and hence their
consumption from being cut by direct means, would nevertheless
acquiesce in the achievement of the same result through the back-
door method of controlling the supply of consumer goods. More-
over, it is not the pattern of consumption that should concern
governments but its volume. Even if government was successful in
controlling the supply of luxuries, the rich need not reduce their
total consumption. The domestic resources diverted to consump-
tion by the rich would not alter; they would merely be embodied in
different consumer goods. Finally, the above critique further as-
sumes that a government which lacks the political power to redis-
tribute income could, however, impose an effective and efficient
programme of production control. This, to say the least, is im-
plausible.

19 Lal[104].

111



THE POVERTY OF ‘DEVELOPMENT ECONOMICS’

112

‘Appropriate’ products and simple technology

The second set of criticisms of DFI on social grounds concerns the
quality of the goods it produces and the means it uses to sell them.
It is claimed that DFI results in ‘inappropriate’ products.>® They
are inappropriate partly because they embody higher quality stan-
dards than are required to satisfy the needs of Third World con-
sumers and hence waste resources. Soft drinks like Coca-Cola are
often cited as an example.

This argument is fallacious. If lower-cost substitutes are avail-
able and consumers in developing countries derive no additional
satisfaction from the higher quality of the more expensive product,
firms seeking to maximise their profits will produce lower-cost and
cheaper substitutes. If Third World consumers, however, prefer
the higher-quality product, it is not for anyone to say they should
be allowed to consume only the cheaper ones of lower quality. A
brief stay in the tropical hinterland should provide sufficient evi-
dence that poor Third World consumers who are willing to pay a
premium for a bottle of Coca-Cola are less influenced by the fabled
power of multinationals to mould their tastes through persuasive
advertising than by the unreliability of their local water supplies.
Coca-Cola does, after all, provide a guaranteed disease-free potion
in tropical countries where the imbibing of liquid refreshment is a
basic need and most local substitutes are likely to be contami-
nated. On the other hand, the advertising of dehydrated baby food
in countries where its use with contaminated water can kill babies
(another of the horror stories of DFI) does require government reg-
ulation or, at least, public provision of information about the rela-
tive nutritional merits of breast- and bottle-feeding — particularly

20 Stewart [198].
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when the quality of local water supplies is uncertain.

If the deleterious effects of DFI are exaggerated by its oppo-
nents, so are its beneficial effects by its proponents. As noted above
(p. 109), compared with other forms of foreign capital inflows, DFI
brings ‘extras’ in the shape of technology and managerial exper-
tise. Since, however, most developing countries in the early stages
of manufacturing are likely to have a comparative advantage in ei-
ther light consumer goods or the simpler capital goods (like lathes,
hammers and other products of light engineering), their need to
scale any great technological and managerial heights requiring DFI
is doubtful. The technology of textile mills, and even steel mills, is
fairly well known and can be readily purchased without having to
rely on DFI. Korea, for instance, though it made use of foreign tech-
nology, which it bought, and foreign capital, which it borrowed,
has made little use of DFI in its spectacular development. Thus,
whilst there may be a valid case for more reliance on private enter-
prise in developing countries (discussed in the next Chapter), it is
by no means co-terminous with that for DFI.

Commercial portfolio lending

Commercial bank loans are the third major form of foreign capital
inflows into developing countries. From modest beginnings in the
mid- to late 1960s, they became the principal source of external
capital for LDCs in the 1970s. The portfolio market for long-term
bonds issued by LDC governments had been closed since their
widespread default in the 1930s and the imposition by the USA of
the so-called ‘blue sky’ law,* which forbade US financial inter-

21 Lewis [130], p. 49.
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mediaries from holding foreign government bonds. The European
market was closed by the widespread use of exchange controls in
the post-war period —in the UK until 1979!

Thus, the major 19th-century and early 20th-century source of
foreign capital for development — portfolio lending from the richer
to poorer countries — was blocked to developing countries until
fairly recently. Bilateral and multilateral aid flows in the 1950s and
1960s can thus be justified as providing alternatives to the tradi-
tional channels of capital to developing countries. However, these
forms of capital transfer (aid and DFI) share the disadvantage, in
contrast with portfolio lending, of requiring a fairly intimate rela-
tionship between the borrower and lender with all the accom-
panying misunderstandings and politicisation of economics. The
old form of portfolio lending was anonymous and apolitical;
lenders were only concerned that their interest payments were
made on time.

The same American banking regulations which had led to the
demise of the old portfolio lending were responsible for the
development of the off-shore banking facilities known as the
Euro-currency markets. These were based on deposits in banks
outside the USA, initially in dollars but later in other currencies
also. In the early years, the main depositors were East European
countries, but more recently they have been OPEC countries wor-
ried about opening deposits in US banks. The lending based on
these deposits has become one of the major sources of external
capital, at least for the semi-industrialised developing countries
and those poorer ones with some readily-exploitable mineral re-
sources. The restoration of a private portfolio capital market to
which developing countries have access — albeit with shorter
maturities on their loans than was common with the long-term
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lending during the 19th and early 20th century and with a larger
proportion of sovereign (publicly-guaranteed) borrowing — is one
of the major beneficent developments in the post-war interna-
tional economic order. It provides LDCs with a relatively apolitical
market for both their reserve placements and their borrowings.
Yet there are dark mutterings of the harm this so-called ‘unregu-
lated” market can do to both developed and developing countries,
and plans for its control are legion. It may be useful briefly to ex-
amine these fears in the hope of exorcising them.

Two types of fear about the Euromarkets are common. The
first is the danger that simultaneous defaults by some of the
larger Third World and East European countries could lead to
the collapse of the whole Western banking system. The second is
that developing countries have reached the limits of their ability
to service their mounting debt and cannot hope to finance their
chronic balance-of-payments deficits in the future by further bor-
rowing in commercial markets. Linked to this is the worry that,
whilst the Euromarkets have provided access to foreign capital
for the richer and better-endowed developing countries, the
poorest have been, and will continue to be, left out in the cold
since they are considered to be bad credit risks by the commer-
cial banks.

Third World debt in perspective

These fears seem grossly exaggerated for a number of reasons.
First, the size of the Third World’s external debt and the costs of
servicing it (even for the biggest borrowers such as Mexico, Brazil,
and Indonesia) have risen in money terms partly as a result of in-
flation. The total outstanding long-term external debt of all
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non-oil-producing developing countries grew from $97 billion at
the end of 1973 to $505 billion at the end of 1982 (according to the
IMF), of which the part owed to private creditors rose from 50 to
58 per cent over the same period. However, relative to the value of
their exports of goods and services (whose nominal values also
rose in the inflationary 1970s), the debt ratio was 89 per cent in
1973 and 110 per cent in 1982. If this is considered intolerably high,
it should be noted that

around 1910 the Argentine public external debt amounted
to 184 per cent of her merchandise exports, a figure
compatible with the excellent credit rating enjoyed by
Argentina.*

Lewis has estimated that the ratio of debt to exports was 1.8 for
all developing countries in 1972 compared with ratios in 1913 of
around 2.25 for India, Japan and China, 4.8 for Australia, 5.2 for
Latin America, and 8.6 for Canada.?3

Nor does the cost of servicing this debt seem high by historical
standards. Two countries in Latin America, Mexico and Brazil, ac-
counted for 56 per cent of the net claims of the banks on non-oil
developing countries at the end of 1980. Table 6 shows Bacha and
Diaz-Alejandro’s estimates of the net financial cost of servicing the
debt of non-oil-producing developing countries in Latin America
as a percentage of their exports during the post-war period. It
should be noted that, in inflationary times, some of the interest
charges represent in reality amortisation of the existing debt and
not true interest service charges. Even taking the figures at their

22 Bacha and Diaz-Alejandro [8].
23 Lewis [130], p. 59.
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Table 6 Net financial-service charges to non-oil Latin America as
percentages of exports of goods and services, 1950-79, %

Interest+

Period Interest Profits® profits® Amortisation®
1950-54 1.3 5.9 7.2 2.8
1955-59 23 5.2 7.5 7.2
1960-64 4.0 6.5 10.5 10.9
1965-69 5.5 8.8 14.3 13.7
1970-73 7.4 7.1 14.5 17.2
1974-76 1.1 5.5 16.6 19.1
1977-79 12.0 6.8 18.9 28.1(d)

a Includes earnings of direct investments by residents of foreign countries net of
taxes, whether remitted abroad or reinvested domestically.

b Interest and profits received by Latin American residents are netted from the
payments made under these rubrics. For example, interest earned by Latin American
central banks on their holdings of international reserves are deducted from interest
payments on the external debt.

c Covers amortisation for both private and public debt of more than one year, but
data on amortisation of private debt not officially guaranteed are shaky for most
countries.

d Refers to 1977-78 only.

Source: E L Bacha and F Diaz-Alejandro [8], p. 16.

face value, the 18.95 per cent for Latin American countries in
1977-79 can be compared with the figures for the period 1900-14.
Bacha and Diaz-Alejandro report that these ratios were 39 per cent
for Argentina, 22 for Australia, and 24 for Canada; and they were
only slightly lower for these countries in 1921—29. Since these fig-
ures are based on the ratio of merchandise exports, the compar-
able figure for Latin American countries in 1977—79 would be 24
per cent —about the same as for the 19th-century countries of ‘new
settlement’. Bacha and Diaz-Alejandro rightly conclude:

These comparisons emphasise that the increase in LDC
profit and interest payments relative to exports registered
during the last thirty years, particularly in the fastest
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Table 7 Real cost of Euromarket credit to developing countries

Year %

1976 23
1977 0.6
1978 -1.3
1979 0.1
1980 1.8
1981-82 8.0

Source: Overseas Development Institute estimates.

growing LDCs, represents largely a readjustment by
creditworthy borrowers to an international capital market
reborn after the catastrophes of the 1930s and 1940s.>

There is no theoretically correct ratio of debt or debt service
charges to exports or GDP. As long as a borrower can utilise the
loan productively to yield a net rate of return equal to at least the
interest rate paid, and can convert the domestic resource equiva-
lent into foreign exchange, foreign borrowing need pose no prob-
lem. Until the past two years of high interest rates, these real
interest costs of borrowing were extremely low (Table 7), and neg-
ative in some years. It is difficult to believe there are no investment
opportunities in developing countries today which would yield 8
per cent per annum.

What of the problems of converting domestic resources into
foreign exchange — the so-called balance-of-payments burden of
servicing the foreign debt? This, of course, is just another version
of the foreign-exchange bottleneck-type myth and there is nothing
in the external environment that has changed to alter the judge-
ment on this issue delivered above. But if the ‘new protectionism’

24 Op. cit., p.17.
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Table 8 Statistics for six major borrowers in private capital market

Country Output Export  Medium-term % bank  Cash-flow
growth growth debt service  debt short-  ratio
1970-80 1970-80  ratio 19819 term 1981 19820

%p.a. %p.a. % % %
Mexico 5.2 13.4 60 42 129
Brazil 8.4 7.5 58 27 122
Venezuela 5.0 -6.7 37 55 95
Thailand 7.2 11.8 17 55 48
Korea 9.5 23.0 16 53 53
Philippines 6.3 7.0 24 53 91

a Interest and principal on medium-term debt in relation to exports of goods and
services.

b Interest and principal on all debt in relation to exports of goods and services.
Sources: World Development Report, 1982 [214], World Bank and Overseas
Development Institute.

in the North becomes widespread, it will make servicing the for-
eign debt more difficult. In that sense, the debt problem is linked
to the problem of maintaining relatively free trade in the world
economy. It should be noted, however, that, in the 1970s, the
major borrowers had no difficulty in increasing their export earn-
ings, or putting the borrowings to productive use, as judged by the
growth rates of income (Table 8).

There is much obfuscation about access to the Euromarkets
for the poorest countries. Some relatively well-managed poor
economies, such as India, have been able to borrow; they chose
not to enter these markets sooner. The ‘problem’ seems to con-
cern a number of sub-Saharan countries. Once again, however,
the reason they have not been able to borrow as much as they
wished is the doubt lenders quite rightly harbour of their ability
to make productive use of loans. In countries such as Tanzania,
this is partly the result of irrational domestic policies which are
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tenaciously upheld despite a failure recognised by all except those
committed to them.* In others, such as Uganda, it is because the
most elementary conditions for any economic development at all
— law and order — are virtually non-existent. Blaming the outside
world for domestic sins of omission and commission may be use-
ful to politicians and bureaucrats, but there is no reason for im-
partial observers to do the same. From the evidence available, my
conclusion is that there is no bias against lending to poor countries
as such; there is, however, quite rightly a bias against lending to
countries which are mismanaged, whether rich or poor.?

Faults and defaults

So far, we have discussed the long- and medium-term debt of the
Third World. In recent years, however, some countries —mainly in
Latin America — have obtained substantial short-term credits from
commercial banks (Table 8). These are analogous to the overdraft
limits banks offer their domestic customers. Just as a domestic
client would expect to pay only the interest on his overdraft out of
current income, so repayments of principal on these short-term
debts are not usually considered part of the annual servicing costs
of Third World debt. It was the failure of the commercial banks to
‘roll over’ their short-term credits to the major Latin American
borrowers which precipitated their debt ‘crisis’ by creating a
short-run cash-flow problem for them (Table 8). Perhaps this was
an appropriate tactic to persuade countries whose lax domestic
financial policies might have created a debt-servicing problem in

25 Acharya [1], World Bank [213], Coulson [48].
26 R.O’Brien [169].
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the future to put their houses in order. But the short-run liquidity
crisis precipitated by the commercial banks is in itself no more a
sign of the unsoundness of these countries’ past long-term bor-
rowings or their future ability to service them than would be the
arbitrary withdrawal of an overdraft facility from an otherwise
sound commercial business.

The commercial banks’ withdrawal of credit from some of
their major borrowers appears to be a belated recognition of the
imprudence of some of their past lending. But capital losses from
bad debts are part of the normal risks of banking; they do not jus-
tify forcing major debtors into illiquidity. Only if the banks be-
lieved that the consequent dangers of default and associated bank
failures would force Western governments to organise a ‘bail-out’
of the commercial banks could it be in the latter’s interest to pre-
cipitate and proclaim a debt crisis.

Is it reasonable to fear a global banking collapse following sim-
ultaneous defaults by a number of large sovereign borrowers?
Many commentators are playing on the historical memories of the
bank failures during the 1930s. They, however, were not the cause
of the Great Depression; the cause was the failure of national gov-
ernments to prevent the collapse of their domestic money sup-
plies. Since most depositors in Western countries are implicitly or
explicitly insured, the failure of imprudent banks need have no
dire consequences — provided governments do not allow national
money supplies to shrink.

As this is written, a whole host of developing countries, includ-
ing the major Latin American countries, have asked for their debts
to be re-scheduled, which is simply a modem euphemism for a de-
fault. Poland has been in default in this sense for some time. Yet
the world banking system has not collapsed. Individual banks
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have collapsed, of which the most notable example is the Herstatt
Bank. The convention was established during that episode that the
national central banks would act as lenders of last resort for their
commercial banks and their foreign subsidiaries. This seems to
have worked quite well so far, and it is difficult to see why it should
not continue to do so in the future. As Sir Arthur Lewis has em-
phasised:

Though defaults by borrowers may appear shocking, they
were common in the past. The European capital market
took such defaults in its stride. It knew that borrowers
would have to come back for more money, and could then
be made to recognise outstanding obligations before
becoming eligible for new borrowing.>”

Sanctions for bad debtors — and bad creditors

There may, however, be some need for international sanctions
against defaults by sovereign borrowers to fulfil another function
of the lender of last resort at an international level, namely, sorting
out the good from the bad debtors. A number of legislative provi-
sions in the USA automatically activate penalties on defaulting
countries.”® Thus, though foreign lenders to sovereign Third
World governments do not have the same legal redress as liquid-
ating the assets of bankrupt private borrowers, the automatic
penalties will act as a deterrent. However, in order for an
improvident sovereign borrower to be restored to good health in
the international capital market, it may be necessary for that coun-

27 Lewis [130], p. 49.
28 Eaton and Gersovitz [54] provide a survey of these issues.
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try to accept unpalatable changes in its economic policies. The
conditionality of IMF stabilisation programmes is of major impor-
tance both in helping establish sound macro-economic policies in
countries in crisis and in warning others against unsound policies
which might land them in the arms of the IMF.

It is therefore in the interest of those LDCs which intend to
continue using international capital markets to resist the erosion
of the conditionality rule misguidedly advocated by so many Third
World lobbyists. For, in the absence of conditionality, credit to
many Third World countries could be restricted by bankers con-
cerned that those intending to default would borrow as much as
possible, regardless of the costs.

There is no reason to believe that the IMF’s ‘seal of good house-
keeping’ requires it to provide concessional lending as well. The
acceptance of an IMF programme should unblock private credit
lines to those countries with access to the commercial bond mar-
ket. There may be an argument for providing such countries with
foreign aid and technical assistance to remove the distortions in
their economies which lead to frequent balance-of-payments
crises. But the international agency with both the traditional man-
date and the technical capacity to determine and administer such
development assistance is the World Bank. There would be little
justification for the IMF duplicating its role. By confusing develop-
ment aid with the remedies required for a financial crisis (precipi-
tated by inappropriate macroeconomic policies), concessional
IMF lending would reduce the incentive for countries to avoid get-
ting into a crisis in the first place.

Some commercial bankers, worried by perceived mistakes in
their past lending to certain LDCs, are seeking to have their risks
underwritten by an international agency. Bank failures would hurt
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uninsured depositors and shareholders but, so long as the money
supply was maintained, would not lead to a depression. It is ar-
guable whether imprudent banks should be bailed out at taxpay-
ers’ expense — whether by their national authorities taking over
some of the banks’ bad debts, or by their channelling extra liquid-
ity through the IMF to debtor countries to prevent the latter from
defaulting. To avoid the ‘moral hazard’ of bail-outs for future lend-
ing, it may not be undesirable to permit a few bank failures. OPEC
lent its surpluses to the Third World via the Western banking sys-
tem, and the latter failed to exercise a sufficient degree of prudence
in its lending, because both believed Western taxpayers would ul-
timately bear the risks. As long as the liquidity of the Western
banking system is not allowed to collapse and the rising tide
of protectionism in the West is stemmed — thus enabling
well-managed Third World countries to service their viable debts
—some bank failures which disabuse both OPEC and the commer-
cial banks of their dangerous misconception may well be desir-
able.

Despite the current short-run problems of the world economy,
the institutional framework for maintaining the post-war liberal
international economic order, though strained, has not been ir-
reparably damaged.*® The best service the West can give the Third
World is to ensure that this economic order is not eroded by refus-
ing to surrender to the blandishments of either the Southern di-
rigistes of the New International Economic Order or the Northern
advocates of the ‘new protectionism’.

29 For a discussion of the desirability of open payments systems and unregulated
Euromarkets for developing countries, Lal [115].



4 INDUSTRIALISATION AND PLANNING

Introduction

Industrialisation has become identified with development in
much of the Third World. Modern industry is seen to be the hall-
mark of a developed economy. Haunted by memories of colonial-
ism, most Third World élites also consider the lack of an industrial
base to be the major reason for their relative lack of power in their
dealings with the West. Industrialisation is seen as an essential
base both for their self-respect and for waging modern wars, and
its promotion as the chief means to overcome that inherent mili-
tary weakness which led to their subjugation in the past by supe-
rior Western arms. In this context, the dirigiste example of the
Soviet Union is found particularly attractive since it is deemed to
show how a weak and poor underdeveloped country industrialised
through planning and became a Great Power within the lifetime of
one generation." In the 1950s and 1960s, therefore, industrialisa-
tion came to be regarded as the major objective, and planning as
the means to engineer economic development.

Aside from these questionable nationalist and militarist mo-
tives behind the Third World’s drive towards industrialisation,

1 Thave discussed some of the ideas which feed the Third World’s dirigisme in Lal
[108].
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there were also good economic reasons to expect industrialisation
to be an important part of its process of development. Although a
few developing countries are blessed with valuable minerals, or
with large reserves of land relative to the size of their current and
prospective populations, most Third World people live in coun-
tries whose most abundant resource is labour. Labour-intensive
industrialisation, as the example of countries of the Far East which
are poor in resources other than labour has dramatically shown
(South Korea, Taiwan, Hong Kong, Singapore and Japan), offers a
way of making use of abundant labour to raise output, productiv-
ity and incomes. For most of the populous Third World countries
— India, China, Indonesia, Mexico, Brazil — industrialisation is
therefore likely to be an integral part of economic development.
The only relevant questions are: Can anything be said about
the appropriate form of this industrialisation, and is there any-
thing governments should do to promote it? Some of the resulting
debates were dealt with in Chapter 2 since they have been intim-
ately tied in with the issue of protection. In particular, it was seen
that the case for forced, import-substituting industrialisation be-
hind high protective walls has been convincingly refuted by both
experience and theory. Forced industrialisation has led to both an
inefficient use of available resources and arbitrary and inequitable
changes in the distribution of incomes. Thus the large sacrifices
most Third World people have made in reducing their meagre cur-
rent consumption to permit massive post-war increases in savings
and investment have not been translated into the growth of in-
comes that was feasible. Nor, in terms of alleviating poverty, has
the quality of what growth has been achieved been as good as it
could have, judging by the performance of other countries which
did not attempt to force import-substituting industrialisation be-
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yond the size and form dictated by their comparative advantage —
which both theory and experience tell us is best promoted through
maintaining a régime of virtual free trade.

The promotion of industry

Does this conclusion imply, as some have argued, that an indus-
trial policy close to Jaissez-faire is appropriate? Chapter 1 offered
reasons why, prima facie, such an implication is not tenable. The
ubiquity of increasing returns and external effects in industrial
production is usually cited in favour of government intervention,
whilst the absence of entrepreneurship or a desire to prevent the
concentration of economic power in a few private hands is taken
to require the more direct involvement of governments to estab-
lish state-owned industrial enterprises.?

In addition, there are the old-fashioned or more traditional
tasks of government in promoting industrialisation. The most im-
portant are to establish and maintain the country’s infrastructure.
‘Non-traded’ services such as roads, communication systems (like
telephones) and other utilities (like the electricity essential for in-
dustrialisation) all require large, indivisible lumps of capital be-
fore any output can be produced. Since they also frequently have
the characteristics of public goods, natural monopolies would
emerge if they were privately produced. Some form of government
regulation would be required to ensure the services were provided
in adequate quantities at prices which reflected their real resource
costs. Government intervention is therefore necessary. And, given

2 By Scitovsky [184] and Hirschman [78] among others.
3 Foradiscussion of the arguments for and against public enterprises, Lal [117].
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the costs of regulation in terms of acquiring the relevant informa-
tion, it may be second-best to supply the infrastructure services
publicly. These factors justify one of the most important roles for
government in the development process. It can be argued that the
very large increase in infrastructure investment, coupled with
higher savings rates, provides the major explanation of the
marked expansion in the economic growth rates of most Third
World countries during the post-war period, compared with both
their own previous performance and that of today’s developed
countries during their emergence from underdevelopment.

On planning

It became one of the canons of development economics that much
more was required of governments to promote industrialisation.
Planning was the panacea on offer. Although, in practice, it has
come to have as many variants as adherents, planning has usually
been identified with the form of government intervention em-
ployed in the Soviet Union or the People’s Republic of China. Its
principal feature is the central determination of the physical quan-
tities of the goods and services which are the inputs and outputs of
the myriad industries which make up the so-called ‘industrial sec-
tor’.# It is an attempt to supplant the working of a market econ-
omy. Its economic rationale must depend upon the considerations
derived from welfare economics outlined in Chapter 1.

These issues were aired in a famous debate between Oskar
Lange, Abba Lerner, Ludwig von Mises and Friedrich Hayek dur-
ing the 1930s and 1940s.> The planners (Lange and Lerner) argued

4 For afuller discussion of alternative forms of planning, Part I of Lal [116].
5  Lange [121], Lerner [125], Hayek [71], von Mises [156].
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(a) that, because of the ubiquitous imperfections in most markets,
no market economy could ever in practice attain the utopian norm
of perfect competition, and (b) that, by using computers to simu-
late the outcome of a perfectly competitive economy and legislat-
ing to compel the production of the resulting quantities of inputs
and outputs (or their relative prices), a planned economy could
achieve Utopia. Hayek and Mises pointed out that, though such a
form of planning might be theoretically feasible in a world where
information about resources, technology and the myriad actual
and possible production processes and tastes of consumers could
be costlessly acquired by the central planning authority, in the real
world it would be impossible. Moreover, even if it were possible to
acquire the information, it would be impossible speedily to solve
the resulting system of millions of simultaneous equations.
Experience with planned economics, particularly that of the
Soviet Union, provided factual corroboration of the Mises-
Hayek position.® Economic theorists” soon demonstrated that,
whilst the planners might acquire the relevant information by,
in effect, playing a game with truthful producers which elicited
their profit-maximising combinations of inputs and outputs at
different (hypothetical) relative prices, the game would converge
to a unique and optimal outcome only if the technological con-
ditions were identical with those required for a market economy
to be perfectly competitive. That this should be so is not sur-
prising since the planners are envisaged as playing a game iden-
tical to that played by the so-called ‘Walrasian auctioneer’ in a
perfectly-competitive economy. But if the real world conformed

6 Nove [165].
7 Heal [73] surveys this literature.
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to the technological assumptions of the perfect competition
model, we would observe perfect competition in a market econ-
omy and the planners would be redundant! Conversely, if the tech-
nological features of the real world are such that perfect
competition cannot exist, omnipotent but nof omniscient planners
will be unable to simulate such a condition in a planned economy.

Further, there can be no assurance that the producers tell the
truth; it may be in their interest to lie systematically to the plan-
ners in order to obtain, for example, a larger share of inputs (say,
leather) to produce the planned output (say, shoes). In this in-
stance, even if the world met the technological requirements for
perfect competition, because of this so-called ‘incentive incompat-
ibility’ the planned economy would not attain Utopia — whereas,
by utilising the universal human incentive of self-interest (or
greed, as it is emotively labelled), a market economy could.

Foretelling the future

These seemingly unworldly theoretical debates pinpoint the major
intellectual assumption underlying the Dirigiste Dogma, as well as
its obvious limitations. Behind most arguments for government
intervention, particularly those based on directly controlling
quantities of goods demanded and supplied, is the implicit
premise of an omniscient central authority. Furthermore, to
achieve Utopia the authority must also be omnipotent (to prevent
people from taking actions which controvert its diktat) and benev-
olent (to ensure it serves the common weal rather than its own).
Whilst most people are willing to question the omnipotence or
benevolence of governments, there is a big temptation to endow
the latter with an omniscience which private agents know they
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themselves lack. This temptation is particularly big when it comes
to foretelling the future.

Nearly all investment involves giving hostages to fortune.
Most investments yield their fruits over time and the expectations
of investors at the moment they are made may not be fulfilled.
Planners attempting to direct industrial investments and outputs
have to take a view about future changes in prices, tastes, resources
and technology, just as private individuals do. Even if the planners
can acquire the necessary information about current tastes, tech-
nology and resources in designing an investment programme,
they must also take a view about likely changes in the future de-
mand and supply of a myriad of goods. Because in an uncertain
world there can be no agreed or objective way of deciding whether
a particular investment gamble is sounder than another, the
planned outcomes will be ‘better’ than those of a market system
(in the sense of lower excess demand for or supply of different
goods and services) only if the planners’ forecasts are more accu-
rate than the decentralised forecasts made by the mass of individ-
ual decision-makers in a market economy. There is no reason to
believe that planners, lacking perfect foresight, will be more suc-
cessful at foretelling the future than ordinary mortals.

Outcomes deriving from centralised forecasts may, indeed,
turn out to be worse than those based on the decentralised fore-
casts of a large number of participants in a market economy be-
cause imposing a single centralised forecast on the economy in an
uncertain world is like putting all eggs in one basket. By contrast,
the multitude of small bets, based on different forecasts, placed by
a large number of decision-makers in a market economy may be a
sounder gambling strategy. This assumes, of course, that the gov-
ernment does not have more information about the future than
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private agents. If it does, it should obviously disseminate it, to-
gether with any of its own forecasts. On the whole, however, it may
be best to leave private individual decision-makers to gamble ac-
cording to their own judgements.

This conclusion is strengthened by the fact, emphasised by
Hayek, that most relevant information is likely to be held at the
level of the individual firm and the household. A major role of the
price mechanism in a market economy is to transmit this informa-
tion to all interested parties. The type of ‘planning without prices’
favoured by most planners attempts to supersede and suppress
the price mechanism. It thereby throws sand into one of the most
useful and relatively low-cost social mechanisms for transmitting
information, as well as for co-ordinating the actions of a myriad of
interdependent market participants. The strongest argument
against centralised planning of the Soviet or Maoist variety, there-
fore, is that, whilst omniscient planners might forecast the future
more accurately than myopic private agents, there is no reason to
believe that flesh-and-blood bureaucrats can do any better — and
some reason to believe they may do much worse.

Picking industrial ‘winners’

It has nevertheless been maintained that planners in the Third
World can and should directly control the pattern of industrialisa-
tion. Some have put their faith in so-called mathematical pro-
gramming models based on the use of input-output tables
developed by Leontief.® But, partly for the reasons just discussed,
little reliance can be placed upon either the realism or the useful-

8  Above, p. 45, and [124].
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ness of these models for deciding which industries will be ‘losers’
and which will be ‘winners’ in the future. More seriously, all the
difficulties in obtaining the information required to describe the
existing technological choices at the level of an individual industry
are present in the derivation of an input-output table. Even at their
best, these summarise the existing choices which have been made
in an economy of very broadly-defined inputs and outputs of fairly
highly aggregated categories of ‘industries’.

As a snapshot description of the technology of production, the
tables can never provide a completely disaggregated picture of the
inputs and outputs at the relevant level — the level required, for in-
stance, for knowing what inputs go into producing nails, or fas-
teners, or bicycle wheels, or any of the other myriad goods
produced in a real-world economy. Nor can they reveal the whole
spectrum of technological choices at the level of an actual industry
since they merely report particular choices made in a given eco-
nomic environment at a certain date, and there is no reason to be-
lieve those choices will be appropriate in all circumstances. It is
also far from easy to keep the tables up to date, even as a relatively
aggregative description of the economy.

An example can be cited from India — a country which has
made serious efforts to implement Soviet-style planning in its
industrial sector. Whilst working for the Indian Planning Com-
mission in 1974, the author sought to provide a crude estimate of
the likely direct and indirect demand for oil resulting from
different rates of growth of GDR. With the development of the
indigenous fertiliser industry, one of the more important uses of
oil was in producing fertilisers. The available input-output table
led to a gross under-estimate of the direct and indirect demand for
oil generation by agriculture because the oil input into fertiliser
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production was based on data obtained at a time when India had
no oil-based fertiliser plants!

It would be pointless to cite the various irrationalities of indus-
trial policy which planning without prices in India and many other
countries has entailed.” If, however, planning is identified with the
design of rational government intervention, more acceptable
forms of planning can be envisaged. These essentially involve:
identifying distortions in the working of the market economy;
identifying the various instruments of public policy which can be
used to deal with the distortions; and ranking the instruments ac-
cording to their net effects on economic welfare, taking into ac-
count the costs of acquiring the information necessary to deploy a
particular instrument plus those resulting from any new distor-
tions the instrument itself may create.

This exercise in applied welfare economics — which is all that
‘rational’ planning amounts to — may reveal that none of the feasi-
ble instruments of policy allows a net improvement in welfare
compared with the market outcome. From the experience of a
large number of developing countries in the post-war period, it
would be a fair professional judgement that most government in-
terventions attempting to supplant the price mechanism (by dir-
ect controls) have done more harm than good — even compared,
possibly, with /aissez-faire. Most of the more serious distortions in
the current workings of the price mechanism in Third World
countries are due not to the inherent imperfections of the market
mechanism but to irrational government interventions, of which
foreign trade controls, industrial licensing, and various forms of
price control are the most important. In seeking to improve upon

9  ForIndia, Bhagwati and Desai [25], and Lal [116].
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the outcomes of an imperfect market economy, the dirigisme to
which numerous development economists have lent intellectual
support has led to so-called ‘policy-induced’ distortions which are
more serious than any of the supposed distortions of the imperfect
market economy it was designed to cure.

Social cost-benefit analysis

One of the major intellectual advances both in diagnosing the
policy-induced distortions and in pointing the second-best way to-
wards their removal has been in what is called ‘social cost-benefit
analysis’ — an application of second-best welfare economics which
has been developed with the problems of Third World countries in
mind. The most famous of the various methods of cost-benefit
analysis, that devised by Little and Mirrlees, is based on the im-
portant theoretical insight that in many second-best situations the
pursuit of full-blooded economic efficiency may lead to the
second-best optimum. This considerably simplifies the task of ap-
praising and designing public policies for an imperfect economy.*

Consider a simplified example. Assume a country whose econ-
omy produces only two goods — say, cloth and food — both of
which can be traded internationally at constant and fixed prices
(terms of trade). Cloth is also imported and food is exported. For
some reason, the country has imposed a tariff on the import of
cloth so that its domestic production of cloth has expanded relat-
ive to that of food, compared with what the situation would have
been under free trade. Let us suppose further that the government

10 Forasimple account of the logic of these procedures, Little and Mirrlees [143], Lal
[103].
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will not remove the tariffin the future. The question to be asked is:
Should any incremental resources be invested in expanding the
domestic output of cloth or food? At the ruling, tariff-inclusive
prices of cloth and food, the production of both goods is equally
profitable. It can be shown, however, that economic welfare is in-
creased if the choice of investment is made not at the distorted,
tariff-inclusive prices, but at the net-of-tariff (or world) prices of
the goods — that is, as if the prices under free trade ruled.

This does not mean that free trade will rule. Protection contin-
ues, but it is still second-best to choose those investment projects
which would be chosen if free trade ruled. The prevailing world
prices of goods and services provide a set of what are called
‘shadow prices’, reflecting the relative social (rather than private)
costs and benefits of using and producing different goods and ser-
vices. The shadow prices can be used to make investment and pro-
duction decisions in the public sector, or to design various rational
forms of government intervention without the planners having to
acquire the detailed knowledge of underlying demand and supply
schedules for a myriad of goods — as they do under the Stalinist or
Maoist varieties of planning, including their more sophisticated
variants such as mathematical programming models. Of course, in
the example cited it may be best of all to remove the policy-
induced distortion — the tariff — and thus convert the shadow
prices into actual market prices.

The so-called shadow-pricing rules are slightly more complic-
ated in more realistic situations. The derivation of shadow prices,
however, and their application in social cost-benefit analyses — not
merely to investment projects in the public sector but to the whole
gamut of government intervention in the economy, including
taxes, subsidies, and direct controls on prices and/or outputs —
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provides the only logical basis for rational government interven-
tion. As such, dirigistes might have been expected to applaud these
theoretical developments and rush to apply them in practice. In-
stead, misunderstandings and misrepresentation of social-cost
benefit procedures abound." In part, this is because of the inher-
ent suspicion dirigistes have of any form of intervention which at-
tempts to supplement rather than supplant the price mechanism,
as well as their impatience with welfare economics.” Equally im-
portant, however, is that the application of second-best welfare
economics is a complex and delicate intellectual pursuit and, for
this reason alone, rational government intervention can rarely be
expected in countries which lack expertise within their govern-
ments to understand and apply the methods. In such circum-
stances, the [aissez-faire outcomes of an imperfect market
economy may turn out better than the irrational government in-
terventions which alone are feasible.

Some industrial strategies

For many dirigistes, the above discussion will seem to be missing
the point. On their view, more is required from governments than
‘getting the prices right’. They stress other aspects, not supposedly
taken into account by conventional economics, which include
such ‘values’ as technological independence, industrial self-
reliance, and the promotion of appropriate technologies and
products. The first two of these are supposed to be subserved by

11 For instance, Stewart and Streeten [200] and the reply by Little and Mirrlees
[144].
12 Streeten and Lall [206], pp. 49 ff. For a critique of their views, Lal [111].

137



THE POVERTY OF ‘DEVELOPMENT ECONOMICS’

138

the development of basic or heavy industries, such as cement,
steel, petrochemicals, and heavy machinery (machines to make
machines). The common feature of most basic industries is that
they are very capital-intensive, and encouraging them will often
conflict with the third ‘value’ — appropriate technology — which is
quite rightly advocated for most developing countries but which is
labour-intensive. The intention seems to be to promote industrial
autarky, with the government choosing the appropriate
(labour-intensive) technique of production of everything from
steel mills to grain production, as well as determining the prod-
ucts to be produced and consumed according to its judgement of
‘need’.® We have already questioned the feasibility of deriving
such a dirigiste programme on the ground of the limited informa-
tion available to any real-world government having to make the
myriad choices of individual goods and services. But the desirabil-
ity of such a programme, even if it were feasible, is equally ques-
tionable.

Promoting heavy industry

Among Marxists and others on the Left, industrial self-reliance
through the promotion of heavy industry has become a sine qua
non of development. Moreover, a theoretical justification was pro-
vided, first, by the Soviet economist Feldman (the intellectual fa-
ther of the Soviet form of industrialisation who was, however, shot
by Stalin for his pains) and later — and independently — by Maha-
lanobis in India (who was amply rewarded by Nehru for his ex post

13 This point has been explicitly stated by Sanjaya Lall [120]; cf. D. Lal, Economic
Journal, March 1983. p. 242.
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rationalisation of a policy seemingly forced on India by the
foreign-exchange crisis of the early 1950s). Feldman and Maha-
lanobis' showed that the only way for a country in a foreign-ex-
change bottleneck to raise and sustain consumption levels in the
long run was to produce all the goods it physically could which
would otherwise have been imported. This was the case of the So-
viet Union, which was forced into autarky by trade sanctions and
which had a large domestic market as well as a diversified natural
base.

Thus, let us suppose that a country produces corn with domes-
tic labour and imports tractors, and pays for the tractors with the
foreign exchange earnings from corn exports. The tractors cannot
be substituted by any other input into corn production. Let us fur-
ther assume that the country is unable to raise its foreign-
exchange earnings from corn exports above a fixed amount
because the foreign demand for its exports is completely inelastic.
It faces a foreign-exchange bottleneck. Then, even if it is willing to
save more corn (which it wants to use as seed and to exchange
through foreign trade for the imported input into corn production
—tractors), it will be unable to do so: because of the limited foreign
demand for its exports it cannot convert its incremental savings
into the foreign exchange required to import the extra tractors.

It was argued that the country could break out of this bottle-
neck if, instead of using its limited foreign exchange to import
tractors, it devoted a major part of it to import machines to make
tractors. This would mean that, in the short run, its corn output
and hence consumption would fall since there would be fewer trac-
tors available for corn production (as compared with the situation

14  The Feldman—Mahalanobis model is clearly explained in Bronfrenbrenner [36].
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where only tractors were being imported). In time, however, as the
machines producing domestic tractors began to bear fruit, the
constraint imposed on the domestic availability of tractors by the
fixed foreign-exchange earnings would be removed and corn out-
put and consumption could begin to rise above the amounts set by
the foreign-exchange bottleneck. Nevertheless, the domestic sup-
ply of tractors would still be limited by the fixed imports of ma-
chines to make tractors which the fixed foreign-exchange earnings
allowed. Why not then, it was argued, use the fixed foreign ex-
change in the first instance to import ‘grandmother’ machines to
make the machines to make tractors ... and so on back in the
chain of production until the fixed foreign exchange is used to im-
port only the essential raw materials required for products which
are not domestically available? In the long run, such a policy
would remove all foreign limitations on raising domestic con-
sumption levels — though in the interim, while the chain from
‘great-great- ... grandmother’ machines to tractors was being put
in place, domestic consumption would have to be drastically cur-
tailed, as Stalin’s subjects discovered to their cost.

Although, as stated, this argument may appear unreal, it has
been the basis of much of the dirigiste case for heavy industry in de-
veloping countries. Its irrelevance should be obvious from our dis-
cussion in Chapter 2, for its central assumption that developing
countries are in a foreign-exchange bottleneck is invalid. If the as-
sumption of fixed or stagnant export earnings is removed, the or-
thodox economic case for an international division of labour and
the specialisation of production according to countries’ compara-
tive advantage as the best way to raise living standards becomes
incontrovertible. Perceiving this, as well as the dismal results ob-
tained in countries like India from attempts to promote industri-
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alisation biased towards heavy industry, dirigistes changed their
tack in the 1960s from seeking to justify this essentially irrational
and ideological predilection for heavy industry.

They now argued that the development of a capital goods in-
dustry was desirable because it would make it easier to evolve
labour-intensive technology more appropriate to the abundance
of labour, relative to capital, characteristic of most developing
countries.' As Little has pointed out,'® however, there is a distinc-
tion between heavy industry and capital goods, which this argu-
ment tends to ignore. Capital goods consist of many
labour-intensive goods, such as hammers, lathes and pumps,
whereas many of the products of heavy industry, such as cement,
fertilisers and steel, are intermediate, but not capital, goods. The
latter tend to be the products of the engineering industry and
many of them are intensive in the use of labour (unskilled and
skilled) but not in the use of capital. It is quite likely that many de-
veloping countries have a comparative advantage in producing
them and that there is no need to promote them especially by dir-
igisme."” There is no reason to doubt that, for large countries such
as India with varied natural resources, some heavy-industry prod-
ucts, such as steel, would pass a social-cost benefit test of economic
desirability. What is irrational is the dirigiste claim that there are
general grounds for preferring one branch or type of industry over
another which the government can readily discern by intuition.

15  Stewart [199].

16  Little [140].

17 Alist of goods in which developing countries are likely to have a comparative ad-
vantage is provided by Hal Lary [122].
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Controlling transnational companies

Dirigisme is also defended on the ground of controlling transna-
tional corporations. The claim is that DFI must be controlled be-
cause its operations are otherwise likely to damage economic
welfare in the host country. Studies have attempted to evaluate the
social costs and benefits of DFI in a variety of countries.” Their
conclusion is that all the features generally attributed to DFI (that
it is more capital-intensive, invariably produces inappropriate
products, makes higher profits than local enterprises, etc.) cannot
be established empirically. What does emerge is that, in manufac-
turing (the sector where DFI is increasingly found and sought by
host countries), the degree of effective protection offered to the
foreign investor is both the major incentive for foreign investment
and the major determinant of the net gain to the host country
from his operations. The higher is the effective protection offered,
the more likely are social losses to the host country from the oper-
ation of DFI.

This conclusion again suggests, in line with common sense,
that there is nothing in DFI generically harmful to the economic
health of developing countries. It is the domestic — particularly
protective — policies they adopt which can make it harmful.

Indian industrialisation in historical perspective

The reader may still harbour some lingering doubts about the case
for a free foreign-trade régime, with some government promotion
of industry through the provision of an adequate infrastructure
(which includes the means for training people in the skills re-

18 Reuber et al. [176], Lal [104, 111], Streeten and Lall [206], Vernon [209].
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quired for industrialisation) and perhaps some general subsidy of
roughly 15—20 per cent to industry in general in those countries
where, for various reasons, the private cost of labour exceeds its
social cost. It might be argued that such a régime corresponds to
what was supposed to exist in the mid- and late 19th century when
the Third World failed, however, to industrialise. The historical
experience of industrialisation in India is often cited as an example
of stunted development during the colonial /aissez-faire period, in
contrast with the post-Independence promotion of a large and di-
versified industrial base through a network of the most dirigiste in-
dustrial policies outside the Communist world. Most of these
historical perceptions, however, are the product of influential na-
tionalist and Marxist writings whose empirical basis has been
questioned by recent research."

Balogh succinctly expresses the popular view of the effects of
19th-century free trade and /aissez-faire on the development of In-
dian industry:

The destruction of the large and prosperous Indian cotton

industry by Britain without any compensating long-run

advantage to India simply cannot be explained in these

terms: it is altogether different from an event such as the

end of the silk industry in Coventry. In the latter case there

was compensating expansion. In the former case there was
not.*®

There is little doubt that the introduction of cheap Lancashire
textiles between 1812 and 1830 destroyed the Indian export trade
in cotton textiles which, according to estimates by Maddison, had

19  For references and a fuller discussion, Lal [119].
20 Balogh [14], p. 11.
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amounted to about 1.5 per cent of national income in 17th-century
Moghul India.** From the 1850s, however, with the establishment
of a modern industry using Indian entrepreneurship and capital,
manufactured cotton exports began to expand. With the subse-
quent development of the jute textile industry, about 20 per cent
of Indian exports were of modern manufactured goods by 1913.
Total exports by this date amounted to 10.7 per cent of national in-
come; and thus the growth of manufactured exports from India
during the /aissez-faire and free trade period was quite impressive.
It was the growth rate of agricultural exports which was disap-
pointing in comparison with other Asian countries, particularly
Japan. Whilst aggregate exports grew by 3 per cent a year between
1883 and 1913, agricultural exports grew at an annual rate of only
1.4 per cent. Japan’s agricultural exports grew at an annual rate of
over 4 per cent during the same period.*

19th-century de-industrialisation in India — thesis refuted

Nor was this period of /aissez-faire and free trade one of de-indus-
trialisation, as many nationalist and Marxist writers have as-
serted. Whilst it is likely that some handloom workers were
displaced, the claim that the share of industrial employment (in
both the handicraft and modern sectors) in total employment de-
clined in the second half of the 19th century is not supported by
the available evidence.” There was probably, at worst, a relative
decline in employment in the traditional handicraft sector, as is

21 Maddison [147], p. 55.

22 Lidman and Domerese [132] and Lewis [130].

23 Thorner and Thorner [207], Krishnamurty [96]. Bagchi [10] has resurrected the
de-industrialisation thesis, but not convincingly: Kumar and Krishnamurty [99].
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borne out by the fact that handloom production remains a sub-
stantial industry in India. It would be incredible if, accepting the
de-industrialisation thesis, the current size of the handloom in-
dustry (supposedly destroyed in the 1820s) were to be explained as
the result of government promotion since Independence in 1947!

The growth of modern industry was not, moreover, confined
to cotton textiles during the second half of the 19th century. The
first jute mill was set up in 1854, only three years after the first cot-
ton mill, and the first steel mill was established by the Tatas in
1911. Other industries, including paper, sugar and engineering,
were also established during the free-trade and /aissez-faire period.
The overall rate of industrial growth was higher in India (4-5 per
cent a year between 1880 and 1914) than in most other tropical
countries, and also exceeded that of Germany (4 per cent). As Lid-
man and Domerese have observed:

An index of industrial production based on six large-scale
manufacturing industries more than doubled from 1896 to
1914. By 1914 the Indian economy had developed the world’s
fourth largest cotton textile industry and the second largest
jute manufacturing industry.>

The industrial development encompassed both import-
substituting and export-oriented industries.

Could industrial development have been even faster, or was it
hindered by free trade and /aissez-faire? That industrial promotion
may have been required follows from the arguments against
laissez-faire advanced in Chapter 1. Industrial development was
not more rapid in large part because industrial investment was

24 Lidman and Domerese, op. cit., pp. 320-1.

145



THE POVERTY OF ‘DEVELOPMENT ECONOMICS’

146

highly risky in India.> The risks stemmed from the deficiency of
the industrial infrastructure, the scarcity of industrial skills in the
labour force, and the relative underdevelopment of local credit
systems. Public action on these fronts could have reduced some of
the uncertainty surrounding industrial investment to ensure that
its private return conformed more to the social return.

But was protection also required? Many argued that it was,*®
and, largely for reasons of fiscal expediency, the colonial govern-
ment gradually introduced a system of discriminating protection
after World War I. A rough comparison can be made of the per-
formance of Indian industry in the broadly free-trade period of
1900-13 (for which data are available) with the protectionist pe-
riod of 1919—39. It shows that, even judging by crude and inade-
quate criteria such as the rate of growth of manufacturing output,
employment and investment, the performance during the
free-trade period was better.”” Of the industries that were growing
in the protectionist period, a proper evaluation of the social return
to investment is only available for sugar. This shows that such in-
vestment was socially unprofitable.?® Industrial employment grew
twice as fast during the free-trade as during the protectionist pe-
riod. Though the investment rate did not rise, the increase in the
volume of investment, combined with a slower expansion of in-
dustrial employment, meant a rise in the capital intensity of in-
dustrial production. If the whole period of protection from 1913
until the present is taken, there has been an accelerating trend in
the capital employed in industry and a decelerating trend in the

25 Morris D. Morris [159], and Ray [174].

26  Especially nationalists such as R. C. Dutt [53]. This is also the theme of Bagchi [9].
27  Little [141].

28 Lal[102].
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labour employed. Since Independence, a decelerating trend has
also developed in industrial output.*

Discriminating protection damaging to Indian textile industry

These facts are not surprising because independent India has
merely accentuated trends in industrial policy which were set by
the introduction of discriminating protection after World War L.
Instead of promoting infant industries, much of this protection
shielded established ones against technical change elsewhere
(cotton textiles against Japanese imports) or fostered industries
(such as sugar) in which India had no long-run comparative ad-
vantage. The ensuing waste of resources imposed lower growth
in both employment and industrial output than was feasible. The
fortunes of the Indian textile industry, which under /laissez-faire
and free trade had so triumphantly turned the tables against Lan-
cashire in the second half of the 19th century, provide one of the
best cautionary tales to illustrate the central message of this
paper.

Part of the troubles of the Indian textile industry arose from
the introduction in 1881 — soon after similar rights had been
granted to workers in Britain — of legislation to protect industrial
labour from perceived abuses. The first of these factory acts was
aptly described as ‘the result of agitation [in the UK] by “ignorant
English philanthropists and grasping English manufacturers™.3°
As is usual in such alliances, the selfish English protectionist inter-
est was better served by this legislation than the altruism of the

29 Lal [119], pp. 391—400.
30 Bhattacharya [28], p. 171.
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philanthropists. This point is worth bearing in mind at the present
time when a similar pauper-labour argument is being resurrected
to force Third World governments to grant their labour the same
rights, including a common worldwide minimum wage, as those
accorded to workers in OECD countries.?' The protectionist objec-
tive, then as now, is to raise the effective price of labour, the most
abundant factor of production, on which the competitiveness of a
developing country’s manufactured exports depends. The rights
granted to Indian labour in 1881 hobbled the Indian textile indus-
try in competing for export, and later domestic, markets with the
rising industry of Japan. Lower Indian wages reflected lower effi-
ciency. Whereas the Japanese textile industry was built on using fe-
male labour working two shifts a day, the Bombay textile industry
was hamstrung by labour laws which forbade such long working
hours.3* Indian textile producers demanded protection and got it.
The large home market, which provided an easy life as it was in-
creasingly protected from imports, gave little incentive for Indian
producers to raise efficiency.

In the post-Independence period, investment in the cotton tex-
tile industry was discouraged by the system of industrial licensing
set up to achieve the planned pattern of production and invest-
ment. The planners deemed existing capacity to be sufficient to
meet home demand; and, given their pessimistic assumptions
about export prospects, investments to produce for export were
discouraged. As a result, India, which had established the first cot-
ton textile industry in the developing world, lost out in the mar-
kets for textiles and clothing in North America and Europe which

31 Lal [118].
32 Ray[174], p. 67.
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boomed in the post-World War II decades. The opportunity India
lost was seized by the young upstarts on the Pacific rim — Hong
Kong, South Korea and Taiwan — who used the opportunities pro-
vided by the supposedly defunct export markets of the industri-
alised West to transform the living conditions of their peoples
within a decade to levels which, for the mass of Indians, still lie at
the end of the rainbow.
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of benefits in Western economies.’> With political entitlement
(mainly pensions and health care) whose fiscal burden is governed
more by demography than the conjunctural state of the economy,
the growing tax burden creates well-known distortions that dis-
courage productivity and growth.5¢ The reform of the welfare state
is therefore at the forefront of public policy debates in the First
World, just when many are seeking to establish or expand them in
the Third!

Nevertheless, ways to deal with the poverty caused by the in-
evitable vagaries of life, over the life cycle of some individuals (con-
junctural poverty), and of the persistent poverty of those of
nature’s victims who are incapable of earning a living (destitu-
tion), have been recognised by many classical liberals to be part of
the state’s functions. No ideal means are available to achieve this
end.

Ideally the benefits should be targeted. But, apart from the
well-known problems this creates in terms of perverse incentives
for the ‘able-bodied’ poor, there will also be a tendency for them to
be made universal in democracies. It is not surprising therefore
that the most efficient poverty-redressal programs in the Third
World were instituted in Pinochet’s Chile and Lee Kwan Yew’s
Singapore.>

To overcome problems of moral hazard, adverse selection and
monitoring in relation to income transfers, there is revived inter-

55 See Lal (1994), Ch. 15, which also provides detailed references to the relevant lit-
erature.

56 Lal and Wijnbergen (1985) provide a model in which the demographically deter-
mined social expenditures in developed countries lead to structural fiscal deficits
which crowd out investment in developing countries through linkages in the
global capital market. Also see Lal and Wolf (1986).

57 See Castaneda (1992), Findlay and Wellisz (1993).
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est in using private associations (on the lines of the 19th-century
U.K.’s mutual aid friendly societies) for dealing with poverty
caused by risks which could in principle be insured against.>® The
task of dealing with the ‘deserving poor’ is devolved to private
charities — whose funds are possibly supplemented from the pub-
lic purse on a matching basis. This use or creation of non-
governmental organisations (NGOs) to deal with the intractable
problems of low-end poverty can also be seen as a way of restoring
civil association, from the inevitable depredations it has suffered
at the hands of proponents of the state seen as an enterprise asso-
ciation in the name of alleviating poverty.>

But this current flurry of interest in decentralising and pri-
vatising many of the tasks the state (seen as an enterprise) has
taken on itself, must also be viewed with caution. For historically,
one of the major NGOs involved in alleviating poverty has been
the Church. But whether in its Judaeo-Christian or Islamic form,
these monotheistic, revelatory religious institutions have been at
odds with the liberal notion of civil association. These churches
have themselves been enterprise associations, which every so often
have also sought to convert the state into one (a theocracy). Itis de-
batable whether friends of the market should seek to strengthen
an institution through public subsidy, which historically has been
—and in some cases continues to be — an enemy of the market. But
there may be a case for using more secular NGOs in servicing the
poor.

58  See Green (1993).
59 See Lal (1994b).
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Culture and development

No form of government or agency for promoting good govern-
ment can thus be taken as granted to be ideal. Ultimately, these
forms are likely to be less important than the existing habits of a
people (including those which might evolve with modernisation
and industrialisation). But these relate to questions of character
and culture.® It is by no means self-evident, as the previous dis-
cussion has emphasised, that Western democracy necessarily pro-
motes a culture which is market-friendly. Its uneasy tension
between the rival notions of the State seen as a civil or enterprise
association, can lead to a form of decadence in private habits —
which some have identified as a feature of many contemporary
Western societies. With the substitution of public for private
benevolence, the transfer state saps the latter — the highest private
moral virtue for classical liberals, while every turn towards making
the State an enterprise association saps those lower-level ‘vigorous
virtues’® — productivity, thrift, and self-reliance — which classical
liberals see as underpinning the market and thence the promotion
of ‘opulence’.

But once the religious roots of the Western impulse towards
creating a state as an enterprise association are recognised, it is
evident that there are other non-Semitic religions, which have
never sought to legislate morality. Hinduism and Confucianism,
for instance, are ways of life (cultures rather than religions), with-
out the centralised institutions of the various Christian or Islamic
churches, seeking to capture the State to serve their own substan-
tive ends. They can, as they have, provide the cultural sustenance

60 See North (1990) for a robust defence of the argument that culture and the insti-
tutions it generates matter.
61 This term is due to Shirley Letwin (1992).
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for promoting the vigorous virtues, and unlike their Semitic coun-
terparts, may not subvert the state seen as a civil association.
Where the plan has replaced the market in the countries of these
cultures, it is because the State was captured by elites infected with
the secular Western virus which views the State as an enterprise —
whether it be Fabian socialism in India, or Marxism in China.

In conclusion, therefore, once it is realised that it is Western
culture and Western forms of government which themselves have
had this uneasy tension between the state seen as a civil or enter-
prise association, mirrored in the pendular swings from market to
plan to market, it is evident that the mere transfer of Western
forms of governance and their attendant ideology is as unlikely to
secure the market in the Third World as it is in the First. It would
be sheer arrogance to deny that there may be other cultures, which
may be equally or even more compatible with that Western clas-
sical liberal vision of the State as a civil association, which provides
the general political underpinning, but not necessarily a particular
form of government, for the perpetuation of the market.

Beyond this little can be said, for with the increasing compart-
mentalisation of the social sciences in the 20th century, the type of
speculations and research on the grand themes of culture and de-
velopment, undertaken by 19th-century social scientists like de
Tocqueville and Max Weber, has sadly atrophied. A revival of this
grand tradition is a precondition for thinking sensibly about these
unsettled questions concerning economic transformation and de-
velopment.®*

62 My own attempt at this is contained in the Ohlin lectures I delivered in 1995 —see
Lal (1998).
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