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" Toward a Counter-Counterrevolution
in Development Theory

Paul Krugman

During the 1940s and 1950s a distinctive set of ideas emerged in development eco-
nomics that stressed the importance of increasing returns and pecuniary external econ-
omties arising from the effects of market size. Unfortunately, the economists who
proposed these ideas were at first unable, and later unwilling, to codify them in clear,
internally consistent models. At the same time the expected standard of rigor in eco-

. nomic thinking was steadily rising. The resuit was that development economics as a
distinctive field was crowded out of the mainstream of economics. Indeed, the ideas of
“bigh development theory™ came to seem not so much wrong as incomprehensible.

This paper argues that in light of new developrents in industrial organization,
international economics, and growth theory, the old development economics now
looks much more sensible than it seemed during the “:ounterrevolution” against inter- -
ventionist development models. While development economics has been used to justify

- some highly destructive economic policies, there is a valid and useful set of core ideas
that can be usefully resurrected. Thus this paper calls for a “counter-counterrevolution”
that restores some of the dzstmctwe JSocus that characterized development economics
before 1960.

' Once upon a time there was a field called development economics—a bfanch of- ,

~ economics concerned with explaining why some countries are so much poorer

than others and prescribing ways for poor countries to become rich. In the field’s
glory days in the 1950s, the ideas of development economics were regarded as
revolutionary and important-and commanded both great intellectual prestige
and substantial real-world influence. Moreover, development economics
attracted creative minds and was marked by a great deal of intellectual excite-
ment.

That field no longer exists. There are, of course, many excellent people who
‘work on the economics of developing countries. Some of the problems they
work on are essentially generic to all countries, but there are also issues uniquely
characreristic of poorer countries, and in this sense there is a field that focuses on

the economics of underdevelopment. But it is a diffuse field: those who work on

Paul Krugman is professor of economics at the Massachusetts Institute of Technology.
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i 16 Toward a Counter-Counterreuolution in Dévelopment Tbeory

. .the economics of agnculture in the developmg countnes, for example, have httle
(if any) overlap with those who work on developing country trade in manufac-
tures, who in turn hardly talk to those who focus on the macroeconomics of

. debt and hyperinflation. And very few economists would now presume to offer

~ grand hypotheses about why poor countries are poor or what they can do about
it. In effect, a counterrevolution has swept development economics away.
This paper argues that the counterrevolution went too far. I will argue that
- during the 1950s a central core of ideas emerged regarding external economies,
strategic complementarity, and economic development that remains intellec-
tually valid and that may continue to have practical applications. This set of
“ideas, which I will refer to as “high development theory,™ anticipated in a
number of ways the cutting edge of modern trade and growth theory. But high
development theory was virtually buried, essentially because the founders of
development economics failed to make their points with sufficient analytical
clarity to communicate their essence to other economists, and perhaps to them-
selves. Recent changes in economics now make it possible to reconsider what the
development theorists said and to regain the valuable ideas that have been lost.
In other words, this paper calls for a counter-counterrevolutlon in development
 theory. ,

It is somewhat awkward to present a paper that is to some extent a hlstory of
thought at a conference on current research. But development is one of those
fields (growth, trade, and regional economics are others) in which recent con-
~ cepts can lead to a rediscovery of the validity of discarded insights. And by
~ linking old ideas with the new, we may avoid repeating old mistakes and get a

“chance to make new ones instead. '

1. AMOTIVATING EXAMpu-;: THE B1G PusH REVISITED

The Big Push paper of Rosenstein-Rodan (1943) has inspired many inter-
pretations. Some economists read it as essentially Keynesian, a story about

- interactions between the multiplier and the accelerator. Rosenstein-Rodan him-

self seems to have had some more or less Keynesian idea about effective demand
in mind, with (as we will see) considerable justification. Other economists saw it
as an assertion that growth must be somehow “balanced” in order to be success-
ful. Indeed, Hirschman (1958) cast The Strategy of Economic Development as
an argument with—and refutation of—Rosenstein-Rodan (and others of the
balanced-growth school}, which I will argue was both a misunderstanding and
‘self-destructive. Yet other economists tried to generate low-level equilibrium

- traps by invoking such mechanisms as interactions among income, savings, and

population growth (see, for example, Leibenstein 1957; Nelson 1956). Such

“1. It will become apparent that what I identify as “high development theory™ is essentially the nexus
among the external economy/balanced growth debate, the concepr of linkages, and the surplus Izbor
. doctrine. This theory’s golden age began with Rosenstein-Rodan {1943) and more or less ended ‘with
Hirschman (1958). Obviously this nexus does not cover all of what was happening in the field of
development economics even at that time, but it is the core of what I believe needs to be recaptured.



Krugman 17

mechamsms can also lustxfy a Big Push but they are very far from the spirit of ,
the original story.
-~ Fairly recently, however, Murphy, Shleifer, and szhny (1989) offered a for-
malization of the Big Push that is quite close to the original spirit and also quite
- revealing about the essential aspects of high development theory. 1 offer a
~ slightly streamlined presentation of their model and then turn to what it tells us.

The Bzg Pusbh Model of Murpby, Shleifer, and V:sl:my

The model examines an economy thar is closed to international trade. The

' economy can be described by assumptions about factor supply, technology,

demand, and market structure. This model can serve as a motivating example to
explain both the elements of high development theory and why that theory failed
to establish a secure place in the mainstream of economics.

Factor supply. The economy is endowed with only a smglc factor of
production—labor—in fixed total supply L. Labor can be employed in either of
two sectors: a “traditional” sector, characterized by constant returns, or a “mod-
ern” sector, characterized by increasing returns. Although the same factor of
production is used in the traditional and modern sectors, it is not paid the same
wage. Labor must be paid a premium to move from traditional to modern
employment. We let v > 1 be the ratio of the wage rate that must be paid in the
* modern sector to that in the traditional sector.

Technology. It is assumed that the economy produces N goods, where Nis a
large number. We choose units so that the productivity of labor in the tradi-
tional sector is unity in each of the goods. In the modern sector unit labor
requirements are decreasing in the scale of production. For simplicity, decreas-
ing costs take a linear form. Let Q; be the production of good i in the modern
sector. Then if the modern sector produces the good at all, the labor require-
ment will be assumed to take the form

(1) - ' : - Li=F+ cQ,
where ¢ < 1 is the marginal labor reqmrement. Note that for this example it is

assumed that the relationship between input and output is the same for all N
goods.

Demand. Demand for the N goods is Cobb-Douglas -zid symmetric. That is,
each good receives a constant share 1/N of expenditure. The model will be
static, with no asset accumulation or decumulation; expenditure thus equals
income. -

- Market structure. The traditional sector is assumed to be characterized by
‘perfect competition. Thus, for each good there is a perfectly elastic supply from
~ the traditional sector at the marginal cost of production; given our choice of

units, this supply price is unity in terms of traditioral sector labor. By contrast, a
. single entrepreneur is assumed to have the unique ability to produce each good
. in the modern sector. .
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- How will such a produccr price? Given the assumption of Cobb-Douglas
- demand and a large number of goods, she will face unit-elastic demand. If she
were an unconstrained monopolist, she would therefore raise her price without
limit. But potenUal competition from the traditional sector puts a limit on the
price: she cannot go above a price of 1 (in terms of traditional labor) without
~ being undercut by traditional producers. So each producer in the modern sector
‘will set the same price—unity—as would have been charged in the traditional
sector.
We can now ask the question, will production actually take place in the
. traditional or the modern sector? To answer this, it is useful to draw a simple
"diagram (figure 1). On the horizontal axis is the labor input, L, used to produce
a typical good. On the vertical axis is that sector’s output, Q;. The two solid
~ lines represent the technologies of production in the two sectors: a ray from the
origin for the traditional sector, a line with a slope of 1/¢ for the modern sector.
From this figure it is immediately possible to read off what the economy -
would produce if all labor were allocated to either the modern or the traditional
‘sector. In either case L/N workers would be employed in the production of each
‘gorod. If all goods are produced traditionally, each good would have an output
Q,. If they are all produced using modern techniques, the output is Q,. As
drawn, Q, > Q,; this wdl be the case provided that '

(L/N) —
c

@ Eo N

that is, as long as the margmal cost advantage of modern production is suffi-

Figure 1. The Big Push
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cxently large, or fixed costs are not too large, or both Smce thns is the
interesting case, we focus on it.
But even if the economy cou]d produce more using modern methods, thls
- does not mean that it will. Production must be profitable for each individual
- entrepreneur in the modern sector, taking into account the necessity of paying
the premium wage w, as well as the decisions of all other entrepreneurs.
Suppose that an individual firm starts modern production while all other
goods are produced using traditional techniques. The firm will charge the
same price as that charged by traditional makers and hence will sell the same
amount. Because there are many goods, we may neglect any income effects -
and suppose that each good continues to sell Q. Thus, this firm would have
the production and employment illustrated by point A. -
Is this a profitable move? The firm uses less labor than would be required
~ for traditional production but must pay that labor more. Draw in a ray from
the origin whose slope is the modern relative wage w; OW in the figure is an
" example. Then modern production is profitable given traditional producticn
elsewhere if and only if OW passes below A. As drawn, this test is of course
failed: it is not profitable for an individual firm to start modern production.

- In contrast, suppose that all modern firms start simultaneously. Then each

~firm will produce Q;, leading to production and employment at point B.
- Again, this will be profitable if the wage lme OW passes below B. As drawn,
this test is satisfied.

Obvnously there are three possnble outcomes.2 If the wage premiumw — 1is

.- low. the economy always “industrializes™; if it is high, it never industrializes;
and if it takes on an mtermedlate value, there are both low- and hngh-level
equilibria.
~ One would hardly conclude from this model that the existence of mu]nple
equilibria is likely; even given the assumptions, such multiple equilibria will
occur only for some parameter values. And it is easy to critique the plausibility
- of the assumptions. Yet the model can serve as a useful )umpmg-off point for
thmkmg about development models.

" Some Analytical Implications

- The Big Push model may be viewed as a minimalist demonstration of the
potential role of pecuniary external economies for development, of the neces-
- sary conditions for such external economies, and of what a model of external

. economies must include.

External economies. Tt is clear that when there are two equilibria in this
model, the movement from one to the other irvolves meaningful external
economies. This is true even if one takes the wage premium for the modern
sector to represent payment for the disutility of modern life; that is, if one

' 2. Acmaliy— four,r if one counts the case in which (2) is not satiéﬁed, so that the economy-actually
produces less using modern techniques. In this case it clearly stays with the traditional methods.
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. regards the gain in wages when workers move from traditional to modern jobs
“as having no welfare significance. Even in that case the industrialized equilib-
rium leaves workers indifferent while generating profits that would otherwise not
~_exist. If one instead offers some kind of efficxency wage or surplus labor argument
that places at least pamal value on the rise in wages, the case is that much
stronger.
~ Butthereareno technologlcal extemal economies in the model. Why do pecu- -
" niary extemal economies matter here>

N ecessary conditions. Two conditions are necessary to generate external econ-
~ omiesin this model. First, there must be economies of scale in production. This is
_obvrous from the geometry: if there were no fixed costs in the modern sector, the
profitability of modern firms would not depend on how many other firms were

~_ using modern techniques.

Second, the modern sector must be able to draw labor out of a traditional sector
that pays lower wages. I would like to stretch the point a bit here and think of the
- essence of the condition as the availability of an elastic supply of labor to the mod-
ern sector—labor that would not be employed in equally productive occupations
" otherwise. (This is what gives the model its vaguely Keynesian feel.) It is thus the
interaction between internal economies of scale and elastlc factor supphes that
glves rise to de facto external economies.

7 M odelmg A final point is crucial. In writing a coherent model of the Big Push,
it is necessary to deal with the problem of market structure. As long as there are
- unexhausted economies of scale in the modern sector, which are crucial to the
* whole argument, one must face up to the necessity of modeling the modern sector
as imperfectly competitive. In the Murphy, Shleifer, and Vishny (1989) formula-
tion, imperfect competition is dealt with by assuming a set of limit-pricing
monopolists. This works well here, although, as we will see, it is not always an
_adequate device. The point is, however, that one must deal with the issue some-
how. To the extent that there is anything to high development theory, it is inti-
mately bound up ‘with 1mperfect competition. If one tries to fudge that issue, as
~ many economists have, one ends up with mush. ,

. There are, unfortunately, no general or even plausible tractable models of
imperfect competition. The tractable models always involve some set of arbitrary
assumptions about tastes, technology, behavior, or all three. This means that in
order to do development theory one must have the courage to be silly, writing
down models that are mplausrble in the details in order to arrive at convmcmg
hrgher—level insights.

This is not a new lesson. Trade theorists learned it more than a dozen years ago,
when they realized that a reconstruction of trade theory to take account of
- increasing returns would necessarily involve abandoning all pretense of gener-
o ality; growth theorists learned the same lesson a few years later. High develop-
-~ ment theory faltered because it drd not take the same leap.
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II. THe ELEMENTS OF HIGH DEVELQPMENT THEORY

~ This section offers an interpretive summary of the main elements of high

development theory. It is not a literature survey: I base the discussion on only a

few authors and must admit that I am imposing more coherence on their views,

both across authors and within the work of an individual author, than an

. ‘unbiased reader is likely to discover on reading their works. So this is, in a way,

a statement of what high development economics could or should have been,
rather than a portralt of what it was.

- Economies of Scale and Extemal Economxes

A casual readmg of the development literature suggests that there is a dmdmg
line around 1960. Before 1960 writers on development generally assumed that
. economies of scale were a limiting factor on the ability to establish profitable
- industries in developing countries and that in the presence of such economies of -
scale pecuniary external economies assumed real welfare sxgmﬁcance. They
'seem, however, to have been unaware of the degree to which economies of scale
raise problems for explicit modeling of competition and of the extent to which
“the drive for formalism was pushing economics toward explicit models.? After

1960, by contrast, economists working on development had been trained in the
formalism of constant-returns general equilibrium; they did not so much reject
the possibility that economties of scale might matter as simply fail to notice it.

'The Big Push model presented above is one in which economies of scale at the

plant level and an elastic supply of factors of production interact to yield pecuni-
ary external economies with real welfare significance. In retrospect, it is remark-
able how clearly similar stories were presented in many papers from the era of
high development theory—and also how unaware many of the authors seem to
~ have been of the extent to which their conclusions depended crucially on the
non-neoclassical assumption of significant unexploited scale economies. -
We begin with Rosenstein-Rodan (1943). In his seminal paper he illustrated

his argument for coordinated investment by imagining 2 country in which
120,000 (!) “unemployed workers . . . are taken from the land and put into a
large new shoe factory. They receive wages substantially higher than their pre-
vioas income i natura.” Rosenstein-Rodan then goes on to argue that this
investment is likely to be unprofitable in isolation but profitable if accompanied
* by similar investments in many other industries. Both crucial assumptions are
_ clearly present: the assumption of economies of scale, embodied in the assertion
- that the factory must be established at such a large scale, and the assumption
that these workers can be drawn elastically from among the unemployed or
poorly pald agncultural workers.

3 In the field of economic geography, in whicl1 some of the tradition of high development theory

- * survives, it appears that the problems raised by economies of scale for marker structure are still not
" appreciated. See, for example, Dicken and Lloyd-(1990), an excellent and clear-headed survey that

E nonethcles blithely i lgnorcs the problems of marker structure.
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Some—although not all—subsequent development writers invoked economies
of scale as crucial to external economies. In the best papers the basic story comes
thrOugh' clearly Fleming (1955) presented an analysis of the nature of external
economies in development that focused on the interaction between factor supply
and scale economies and that also, unlike Rosenstem-Rodan, points out clearly
that the case for coordination falls apart w*":out both assumptions. :

- Hirschman (1958) is not usually though. of as a thinker preoccupied with non-
convexities. Nevertheless, his explanation of the concept of backward linkages
explicitly invokes the i importance of achieving minimum economic scale, and his -
- discussion of forward linkages alludes to the role of scale as well, although more
vaguely I would argue, then, that a central concept of high development theory
circa 1958 was the idea that economies of scale at the level of the individual plant
translated into increasing returns at the aggregate level through pecuniary exter-
nal economies. Admittedly some of the literature of the time does not seem to
agree with my argument that scale economies were a key element of the theory.
Nurkse (1952), while accepting that indivisibilities play a role in virtuous circles

~ of development, denies that they are essential. Scntovsky (1954), in makmg the
~ clear distinction between technological and pecuniary external economies, makes
the now classic point that in competitive equilibrium it is actually efficient to
ignore pecuniary external effects. When he searches for reasons to soften this -
- conclusion, he provides only a single paragraph on scale effects, then turns to an
extended discussion of expectational errors. Lewis’s ( 1955) text on economic
growth seems fairly innocent of the whole idea of external economies; indeed, the
term does not even appear in the index. And Myrdal’s (1957) exposition of the
~ role of “circular and cumulative causation” sounds as if it must surely include a
major role for economies of scale, but I have been unable to find in his work a
single— even indirect—reference to their role. Indeed, when he offers an example
‘of the process of circular causation, the external economies occur through the tax
rate rather than through any private market spillover.
So it may be giving too much credit to our intellectual forerunners to thmk of
1950s development theory as involving a general appreciation of the way econ-
 omies of scale at the level of the individual plant can aggregate to strategic comple-

- mentarity at the level of the economy. But at least some theorists seem to have

understood the pomt quite clearly. '

~ Factor Supply

Probably the most famous paper in the literature of development economics is

. Arthur Lewis’s (1954) “Economic Development with Unlimited Supplies of
~ Labor.” In retrospect it is hard to see exactly why. One interpretation of Lewis’s

~ argument is that the shadow price of labor drawn from the agricultural sector in

o developmg countries is zero—or at least low—so that the social return to invest-
" ment in industry exceeds its private return. It was preity obvious even early on,
~ however, that this was a fragile basis for the justification of protection and the
fpromotlon of mdustry
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- Why then was Lewis so influential? One reason was probably that the surplus
~_labor story, unlike many of the other development stories emerging at the time,
" could be formalized with relative ease; thus it gave economists a way to follow
- the mainstream’s increasing emphasis on rigor and formalism while continuing
to work on development. But even though Lewis himself made no reference to
the external economy/development literature, his defense of the surplus labor
-idea also helped shore up one of the kz, ideas of that literature. The assumption
that additional labor in the manufacturing sector could come out of rural under-
employment was, as already noted, central to Rosenstein-Rodan (1943), and
Fleming (1955) observed that in the absence of such an assumpuon industrial
' mvestments would be substitutes instead of complements.
~Rosenstein-Rodan and Lewis stressed the elasticity of labor supply as a key
factor in development. Other authors, such as Nurkse (1952), stressed-the elas-
ticity of capital supply, which also has a potential role in Murphy, Shleifer, and -
- Vishny’s (1989) two-period version of the Big Push. Krugman (1990) raises the -
. possibility of multiple equilibria, and Hirschman (1958) emphasized at length
the extent to which investment opportunities could elicit additional savings.
. Again, it may be stretching the point, but many development theorists in the
1950s seem to have been aware that elasticity of factor supply was also cruaal to
an external economy story of development. }
It may be worth pointing out that in regional economics and economic geog-
raphy, it is entirely natural to assume high elasticity of factor supply to a particu-
lar region, since factors of production may be attracted from other regions. This
~ is one reason why the tradition of high development theory remained alive much

- longer among geographers than among economists; development stories such as o

h 7 those of Pred (1966) conl:mued to seem natural and plausible.
| ' Backward and Porward Linkages

- Tke idea of linkages is one of the greatest sources of confusion in thinking
“about both the theory of development and development in practice. Hirschman
~ (1958) introduced the term and presented it as something quite new. Later
commentators have taken him at his word. Thus Little {1982) insists that since

~ other authors had already explored at some length (if with some confusion) the
- possible role of pecuniary external economies, Hirschman’s linkage concept
must have crucially involved a nonpecuniary element. Yet in Hirschman’s defini-

- tion of backward linkages, as already mentioned, the role of pecuniary exter-

nalities linked to economies of scale is.quite explicit: an industry creates a
backward linkage when its demand_cnables an upstream industry to be estab-
‘lished at minimum economic scale. The strength of an industry’s backward
'lmkages is to be measured by the probability that it will push other mdustnes'
over the threshold.
- Forward linkages are also defined by leschman as involving an interaction
_ between scale and market size; in this case the definition is vaguer, but it seems
~ to involve the ability of an industry to reduce the costs of potential downstream
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~users of its products and thus, again, push them over the threshold of '
.. profitability. :
~ Seen in this way, the concepts of forward and backward linkages seem qulte
o stranghtfomard——and also less distinctive to Hirschman. Fleming (1955), in
- particular, argued that the “horizontal” external economies of Rosenstein-
. Rodan were less important than the “vertical” external economies that result
- when intermediate goods are produced subject to scale economies, which sounds
awfully close to linkage theory. -

It is also possible to offer simple formal models nllustratmg the concepts of
" forward and backward linkages. Indeed, the Murphy, Shleifer, and Vishny Big
- . Push model can be seen as essentially driven by the backward linkages among
goods; each good produced in the modern sector enlarges the markets for all
other goods.

Forward linkages are a llttle more dlfﬁcult to model They ordinarily arise in
the context of industries producing intermediate goods (although not always, as
described below); this means that a more complex structure than that presented
- in the model above is required. Also, the limit-pricing assumption that makes
imperfect competition easy in the Big Push model immediately rules out any
" forward linkage, since cost savings are never passed on to downstream
consumers.

. There are, however, slightly but not much more difficult models in which
both forward and backward linkages do appear. In particular, in models of
economic geography (Krugman 1991} it is quite natural to try to model concen-
trations of population by assuming that factor mobility interacts with economies
of scale at the plant level to generate external economies. '
. In the simplest such model, a geographic concentration of manufacturing is
 held together for two reasons: firms want to locate close to the large market
- provided by other firms’ workers (a backward linkage), and workers want to
live close to the supply of goods provided by other firms (a forward linkage).
~ The appendix to this paper presents this simplest model (again in a somewhat

- streamlined form compared with its initial version) and shows how the algebra

naturally gives rise to terms that can be identified with forward and backward

~ linkages.

As in the case of Lewns, itis shghtly puzzling that Hirschman’s work had such
an impact. What he seems to have offered by way of distinct analysis were two
hints about development planning. First, the focus on linkages involving inter-

- mediate goods rather than final demand suggested that developr- t efforts

could focus on a few strategic industries rather than seek an economywide Big
Push; hence Hirschman’s view that he was an opponent of Rosenstein-Rodan
~ and Nurkse, even though they were far closer to one another in world view than
~ any of them was to the emerging views of mainstream economics. Second,
" Hirschman’s discussion seemed to suggest that appropriate critical industries
- could be identified by examining input-output tables, an exciting suggestion for
the quanntatwely onented planner
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- In fact, the concept of linkages, even as Hirschman presented it, implied no
-~ such thing. Consider the input-output structure illustrated by the arrows in figure
- 2. Imagine that there are four industries—A, B, C, and D. A is a pure
intermediate-good industry, and B makes no direct use of factors of production.
By contrast, C sells part of its output directly to final demand, while D uses pri-
~mary inputs as well as inputs from C. Any classification using the input-output
table will suggest that A has stronger forward linkages than C and that B has
stronger backward linkages than D. But what if A and B are characterized by
- constant returns, while C and D are characterized by economies of scale? Then it
could easily be that there is a coordination problem for C and D—that neither
industry will emerge unless assured of sufficient scale of the other—without any
" corresponding problem for A and B. In other words, lots of entries in the input-
" output table tell the analyst little about which industries might actually play a

- catalyticrole for the economy. -

In general, it seems best to regard “Imkages as simply a parncularly evocative
phrase for the strategic complementarities that arise when individual goods are
~produced subject to economies of scale. This, in effect, argues that Hirschman’s
distinctive contribution was more one of style than of substance, a pomt to which
I'will return below

Su}nmary

I have argued that a number of works in development economics written during
the 1950s contained, more or less explicitly and more or less self-consciously, a
theory in which strategic complementarity played a key role in development, in
which external econ:::hies arose from a circular relationship whereby the decision
- to invest in large-scate production depended on the size of the market, and in

~ which the size of the market depended on ihe decision to invest. Whatever the
~ practical relevance of this theory, it made perfectly good logical sense.

Figure 2. Input-Output Linkages amaﬁg Four Industries
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- Yet this development theory was subsequently abandoned to such an extent
~that classic papers in the field began to seem, as the physicist Wolfgang Pauli used.

to say, “not even wrong ™—simply moomprehens:ble We next turn to the reasons
for that abandonment

. THE DECLINE OF HIGH DEVELOPMENT THEORY

Why did development economics fade away’ One can, with some justification,

~ offer the cynical explanation that the field waned with its funding. After all, devel-
. opment economists were most often consulted or given positions of influence in
connection with the disbursement of foreign aid. As foreign aid became increas-
_ingly unpopular with the electorates of rich nations and as the real value of such
aid not only failed 1o keep pace with gross world product but actually declined,
development economics became a much less exciting career. One may also argue

- that development economics was discredited by a lack of practical success. After
all, compared with the hopes of the 1950s and the 1960s, the performance of most
developing countries has been dismal. (Indeed, the polite phrase “developing
country” itself has become an embarrassment when it must be used in such sen-
‘tences as “Per capita income in the developing countries of Sub-Saharan Africa has
declined steadily since the mid-1970s.”) It is unfair to blame Western economists
for more than a small fraction of this failure but, as described below, the ideas of

" development economics were too often used to justify policies that in retrospect .

‘impeded rather than encouraged growth. Where rapid economic growth did
" occur, it happened in ways that were not anncnpated by the devclopment
theorists.
- Yet neither dechmng external demand for development economists nor their
- practical failures fully explain the collapse of the field. Purely intellectual prob- -
lems were also extremely important. During the years when high development
theory flourished, the leading practitioners failed to turn their intuitive insights
into clear-cut reodels that could serve as the core of an enduring discipline.

Failures of Formafism

From the point of view of a modern economist, the most striking feature of the

‘works of high development theory is their adherence to a discursive, non- -

- mathematical style. Economics has, of course, become vastly more mathematical

_ over time. Nonetheless, development economics was archaic in style even for its

~ own time. Of the four most famous works, Rosenstein-Rodan’s was approxi-

. mately contemporary with Samuelson’s formulation of the Heckscher-Ohlin

model, while Lewis, Myrdal, and Hirschman were all roughly contemporary with
Solow’s initial statement of growth theory.

" The problem was not that development economists were peculiarly incapable

mathematically. Hirschman made a significant contribution to the formal theory

of devaluation in the 1940s, while Fleming helped create the still-influential
- Mundell-Fleming model of ﬂoatmg exchange rates. Moreover, development
- practitioners were at the same time generating mathematical planning models—
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~ first Harrod-Domar-style growth models, then linear programming ap-
proaches—that were actually quite technically advanced for their time.

So why wasn’t high development theory expressed in formal models? Almost
certainly for one basic reason: the difficulty of reconulmg economies of scale with
- a competitive market structure.

The examples of the Big Push model and the linkage model show that modelsin
tixe spirit of high development theory need not be very complicated. They must,
‘however, somehow deal with the problem of market structure. This essentially

means making some peculiar assumptions that allow one to exploit the bag of

tricks that industrial organization theorists developed for thinking about such
issues in the 1970s. In the 1950s, although the technical level of development
economists was actually high enough to allow them to do the same thing, the bag
of tricks wasn’t there. So development theorists were placed in an awkward bind,

- with essentially sensible ideas that they could not quite express in fully worked-
out models. And the drift of the economics profession made the situation worse.
In the 1940s—and even in the 19505s—it was still possible for an economist to

o publish a paper that made persuasive points verbally without tying up all the loose
- _ends. After 1960, however, the response to a paper like Rosenstein-Rodan’s

- would have been: “Why not build a smaller factory (for which the market is ade-

- quate)? Oh, you're assuming economies of scale? But that means imperfect com-
petition, and nobody knows how to model that, so this paper doesn’t make any
- sense.” It seems safe to say that such a paper would have been unpubhshable any
time after 1970, if not earlier.

Some development theorists responded by getting as close to a formal model as ,
they could. This is to some extent true of Rosenstein-Rodan, and certamly of
Fleming (1955), which gets painfully close to being a full model. But others at
least professed to see a less formal, less disciplined approach as a virtue. Itisin this
light that one needs to see Hirschman and Myrdal. These authors are often cited
" today (by me among others) as forerunners of the recent emphasis in several fields
_on strategic complementarity. Their books, however, actually marked the end,
not the beginning, of high development theory. Myrdal’s central thesis was the
- idea of “circular causation.” But the idea of circular causation is essentially
~ already there in Young (1928), not to mention Rosenstein-Rodan, or Nurkse,

who in 1952 referred repeatedly to the circular nature of the problem of getting
growth going in poor countries. So Myrdal was, in effect, encapsulating an
already extensive and familiar set of ideas rather than a new departure. Similarly,
* Hirschman’s idea of linkages was more distinctive for the effectiveness of the term

" and the policy advice that he derived loosely from it than for its intellectual nov-

~ elty; in effect Rosenstein-Rodan was already talking about linkages, and Fleming
'very explicitly had both forward and backward linkages in his discussion.
What marked Myrdal and Hirschman was not so much the novelty of their

- ideas but their stylistic and methodological stance. Until their books were pub- ,

o lished, economists doing high development theory were trying to be good main-
- stream economists. They could not develop full formal models, but they got as
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- close as they could to the increasingly model-oriented mainstream. Myrdal and
— Hu'schman abandoned this effort and eventually took stands on principle against

" any effort to formalize their ideas. K

One imagines that this was initially liberating for them and their followers Yet

in the end it was a vain stance. Economic theory is essentially a collection of

models. Broad insights that are not expressed in model form may temporarily

~ artract attention and even win converts, but they do not endure unless codified in

a reproducible and teachable form. You may not like this tendency; certainly

~ economists tend to be too quick to dismiss what has not been formalized

(although I believe that the focus on models is basically right). Like it or not,

however, the influence of ideas that have not been embalmed in models soon

decays. This was the fate of high development theory. Myrdal’s effective presenta-

tion of the idea of circular and cumulative causation and Hirschman’s evocation

- of linkages were stimulating and immensely influential in the 1950s and early
1960s. By the 1970s (when I was a student of economics) they had come to seem

~ not so much wrong as meaningless. What were these guys talking about? Where
- were the models? High development theory was not so much rejected as sunply
bypassed.

"~ Theexception proves the rule. Lewis’s surp]us labor concept was the model that
launched a thousand papers—even though surplus labor assumptions were
already standard among development theorists, the empirical basis for assuming
surplus labor was weak, and the idea of external economies/strategic comple-
mentarity is surely more mterestmg The point was, of course, that precisely
because he did not mix economies of scale into his framework, Lewis offered

 theorists something they could model using available tools.

Practical Fatlures

Development theorists were unable to formulate their 1deas with the prccxsnon
required by an increasingly model-oriented economic mainstream and were thus -
left behind. Although I believe this to be the main explanation of what went
‘wrong, itis also true that practical failures and empirical evidence had something

to do with the decline of development economics.
, Litde (1982) has pointed out that development theorists in the 1950s were by
- and large not optimists. Indeed, they were generally more pessimistic than turned
~out to be warranted (except in Africa). But their pessimism was largely based on
- doubts about the ability of countries to carry out the coordinated effort that they

' regarded as central to industrialization,

What actually happened was that most developing countries were quite suc-
cessful at developing industrial bases, but since these industries were highly ineffi-
cient, industrialization turned out not to have much to do with development. This
" called into question the whole idea that the problem of coordinating investments
in the face of external economies was a major part of the underdevelopment story.
, The successes of development have also been an embarrassment for high devel-
- opment theory. Most versions of that theory tacitly assumed that firms would
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B ptoduce only for the domestic markét, a view that seemed sensible given the trade

" pessimism of the time. The great success stories have, however, mvolved export-
* oriented industrialization. -

Another major embarrassment for development has been the reahzanon of the

extent to which the rhetoric of development theory has been used to cover poorly

- conceived or even corrupt policies. This is a familiar subject, acerbically surveyed

~in Little (1982). The calculation of effective rates of protection, whatever the

“method’s flaws, revealed levels that were often absurdly high, some cases of nega-

tive value added at world prices, and highly variable rates of protection across

industries that were difficult to justify. Country studies of trade policy revealed a

" heavy preference for complex administrative regulations that were evidently more

- -costly than tariffs and, moreover, failed to yield revenue (Little, Scitovsky, and

Scott 1970). Studies of repressed financial systems showed similar irrationalities

(see, for example, McKinnon 1973). And it became apparent that the incentives

provided by administratively generated rents were becoming major objectives of
both legal and illegal economic activity (Krueger 1974).

"These observations of bad policies based on old development economics pro-
vided a key argument in what amounted to the formation of a new orthodoxy.
Little (1982) has argued that in the 1950s what he calls a “structuralist” theory of
- economic development was in effect an orthodoxy. I find it hard to link the ideas

- of high development theory as described above with his definition of the struc-

~ turalist view, which is that developing country markets are rigid and need to be
pushed into action by government. But it is certainly true that in the 1950s market
- failures were seen as pervasive, and the case for intervention was taken to be not
-so much an empirical observation as an obviously true conclusion from obviously

true theory. By about 1980 a belief in the efficacy of free trade and free markets for
developing countries had similarly taken hold, its intellectual credibility under-
pinned by the demonstration of market efficiency in neoclassical general equi-
.- librium theory. This orthodoxy also effectively denies that there is anything spe-
-cial about the situation of developing countries compared with those of

_ richer nations. The poor are no different from you and me—they just make less
money.

' What was ironic was that a competitive neoclassical orthodoxy settled in on the
~ development front just as that orthodoxy was breaking up in other fields.

IV. RECENT THEORETICAL DEVELOPMENTS AND HIGH DEVELOPMENT THEORY

We can now see that whatever bad policies may haverbeen implemented in the
name of high development theory, the theory itself makes quite a Iot of sense.

" Indeed, in some ways it was a remarkable anticipation of ideas that would come to

~ analytical fruition thirty years later in the fields, for example, of international

- trade and economic growth. This section reviews these developments and asks
where we go from here: how do we recapture the insights of development eco-
‘nomics, and what good might they do for policy formulation?
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, International Trade
- One of the main empirical criticisms of models of high development theory is
-~ their emphasis on domestic rather than international markets and their neglect
of international trade. So it is somewhat ironic that the initial rehabilitation of
- the idea that economies of scale, external economies, and strategic complemen-
tarity are important outside the field of mdustnal orgamzanon came from the
theory of international trade. - :
" The literature on the “new trade rheory is much too extensive to cite. It is,
however, possible to summarize the main lines of thought. The initial models,
many of which are summzrized in Helpman and Krugman (1985), invoke
economies of scale at the level of individual firms to explain national specializ-
ation in individual products and hence the observed large volumes of intra-
industry trade. In these initial models, economies of scale at the firm level did
not aggregate to yield any kind of strategic complementarity, and thus there .
were few parallels with what I call high development theory.

In subsequent developments, however, many of the themes of high develop-
ment theory have in effect reentered. Trade theorists noted (Ethier 1982) that
increasing returns in the production of intermediate goods generate external
economies at the level of final goods. If intermediate goods are nontradable,
these de facto external economies are country-specific, and one easily generates
examples of multiple equilibria (Helpman and Krugman 1985, ch. 11).

Nor need one assume nontradability. Models in which there are nonprohibi-
tive transport costs can also yield external economies; the model in the appen-
dix to this paper is an example. And indeed in some such models the likelihood
and welfare significance of multiple equilibria can actually increase when
transport costs fall and trade increases (Krugman 1991, ch. 3). It is often
argued that Big Push stories could only be valid in an autarkic economy. What
the models suggest is that as long as some things (perhaps only factors of
production) are costly to trade, the possibility of country-specific external
economies remains.

But are such external economies of real pracucal importance for interna-
tional trade? Systematic empirical testing is difficult. At least among business

“ observers, however, external economy stories of international specialization:

are widely accepted. Porter’s (1990} analysis of international competition can -

- be viewed in large part as a return to traditional development themes in the
context of an advanced country.

- In the academic field of international trade, recent work has mcreasmgly

-' shifted to the analysis of long-run growth (Grossman and Hclpman 1991).

- This move in trade is part of the broader movement known as “new growth
. theory
' Growth

The new- growth theory was created by Romer (1986) and Lucas (1988). It
attempts to get away from the conventional Solow result that most long-term
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- per capnta growth arises from exogenous techmcal progress, through three

" related hypotheses: (1) social returns to investment are higher than private

- returns because of external economies; (2) capital broadly defined is a much
lazger share of input than conventionally measured; and (3) technical progress
is largely an endogenous result of market-driven research and development.

~ Of these three hypotheses, the first is clearly in the same spirit as that of high
~ development theory. In Romer’s initial formulation, external economies were
treated as purely technological in form. (Fashions in plausibility change: Scit-
ovsky did not hesitate to ridicule Marshall’s “bucolic” examples and proclaim
the “scarcity of pure technological external economies,” and indeed most
1950s theorists seem to have regarded pecuniary externalities as the only
interesting case.) In later papers, however, Romer imported techniques from

the trade literature to show how growth driven by external economies could o

“arise from economies of scale at the plant. :
‘Given the immense interest in new growth theory, is there any point in
revisiting old development theory? Or to put it another way, even if modern -
theorists have reinvented the wheel, didn’t they get it better this time around?
I think the answer is no. New growth theory has been preoccupied with a
different question than high development theory: how to explain the persis-
- tence of growth rather than how to get it started. And it is notable that new
growth models tend to assume that the economy has only one sector, or that
~ all sectors are symmetric. By contrast, high development theory had a core

‘preoccupation with the difference berween modern sectors that were presumed
" to be characterized by economies of scale and traditional sectors that were not.
Even within the modern sector, the linkage concept implied a search for key

" industries. So while the philosophy of new growth theory is in essence a

- rediscovery of high development theory, it has not returned to the same
- questions.

- The most essential difference, of course, is that despite its abstract approach,
- high development theory was intended as a guide to policy, while new growth
theory was not. The latter theorists only try to explain the world, while their
predecessors thought they could change it. The point is that if the underlying
- economic assumptions of high development theory have once again been legit-

imized, one can ask the same questions again. :

Policy Implications

It is not my intention to offer a clarion call for interventionist trade and
industrial policies, much less for a return to import substitution. Indeed, a
proper interpretation of the insights from old development theory (and new
trade and growth theories) suggests that the costs of fragmenting markets are
- high precisely because markets are not charactenzcd by constant returns and
perfect competition. :

Instead, I want to offer two more modest suggestions. First, this survey of
~ intellectual developments may serve as a caution against carrying a free-market
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" orthodoxy too far. It makes considerable sense for the World Bank and other

* multilateral agencies to push very hard for liberal policies in developing coun-
~ tries, given the demonstrated tendencies of these clients to engage in economi-

- cally irrational interventions. But in the back of our minds we should remem-
ber that it is not true that economic theory “proves” that free markets are
always best: there is an intellectually solid case for some government promo-
tion of industry—one that has often seemed empirically plausible to sophisti-
cated observers. In other words, don’t get caught up too much in the ortho-
doxy of the moment.

It is worth recalling that in the course of a generation, the ideas of high
development theory went from being regarded as self-evident to being regarded
- as logically meaningless. They were actually ideas that were sensible and

~ coherent, but they were of more limited application than their creators imag-
ined. The lesson here is that both casual empiricism and intellectual narrow-
mindedness will lead one badly astray. :
~ The second suggestion is that we need a reorientation of research. Research

on trade and industrial policy in developing countries is still dominated by the
agenda of the counterrevolution that began in the 1960s: the horrors of import
~_ substitution and the distortions imposed by government policy. This is valu-

~ able work, and governments continue to give it opportunities to be useful. Yet
it is probably time once agam to focus on market as well as government
failures.

- APPENDIX. A SIMPLE MODEL OF FORWARD AND BACKWARD LINKAGES

‘The Murphy, Shleifer, and Vishny (1989) Big Push model essentially cap-
tures, in a minimalist way, the idea of backward linkages. The way it solves
the problem of oligopoly pricing, however (by limit pricing to the level set by a
 traditional, constant-returns technology), rules out any forward linkages. The
purpose of this appendix is to show in a minimalist way how a somewhat
_ different formulation can produce both backward and forward linkages.

The example uses regional concentration rather than the transition from
traditional to modern production. This is largely because in Krugman (1991) I
have already worked out this model (although this is a streamlined exposition).
One may also argue, however, that the regional version is more plausible than
the application to the whole transition to modernity. Indeed, Myrdal (1957)
chose to begin his discussion with: the case of relative regional development
within countries rather than international disparities, presumably because he
too regarded that case as easier to sell. High development theory lived on in
~-the work of regional scientists such as Pred (1966) well after it had declined to

oobscurity in mainstream economics. And as a practical matter, regional dis-
~ parities within developing countries are significant issues. The main point of
- this appendix is, however, to provide an illustrative model on which to hang

' the discussion in the text. ' :
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Assumpttons of the Model

We consnder a country that has two regions, East and West, and produces :
two kinds of goods, agricultural and manufactured. Agricultural production is
homogeneous, produced under constant returns and perfect competition. Man-
ufactures consist of a number of differentiated products, each produced subject
" to economies of scale, with a2 monopolistically competitive market structure.

" Everyone in the economy is assumed to share the same tastes. Welfare is a
- Cobb-Douglas function of consumption of agncultural goods and a manufac-
. tures aggregate:

@an U MG .

Note that given this functlonal form, = is the share of expenditure that fallson
manufactures.

The manufactures aggregate is in turn a CEs function of consumptlon of
individual manufactured goods, of which there is a large number, not all of them
actually produced: :

"_(A.Z) - - c,.,,=[§ c;l]“*

As long as a large number of manufactured goods is produced, this functional
form ensures that the elasticity of demand for any individual good is simply o.

There are two factors of production, each of which is specific to a particular
sector. “Farmers” produce agricultural goods and “workers” produce manufac-
‘tured goods; farmers cannot become workers or vice versa. To save notation we
choose units so that there is a total of 1 — =« farmers and 7 workers (this choice

- of units leads to the result that the wages of farmers and workers are equal in

equilibrium).
‘The geographic distribution of farmers is taken as fixed, with (1 — #)/2
- farmers in each region. Workers move to whlchever reglon offers them a higher
real income.
- Farmers produce their goods under constant returns to scale. The econormies
of scale in manufacturing take the form of a linear cost function, in whici: a
fixed cost in manufacturing labor must be incurred in order to produce any
individual variety of manufactures:

a3 Lu; = & + Bx;.

Fmaﬂy, we assume that there are costs of transporting manufactured goods
‘between the two regions. These take Samuelson’s “iceberg” form, in which only
~ a fraction of a good that is shipped arrives (so that transport costs are incurred in
the good shipped). We let 7 < 1 be the fraction of a manufactured good shipped
~ that actually arrives. Transport of agricultural goods is assumed to be costless,

an assumption made for analytical convenience; it ensures that the wage rates of -

farmers and the prices of agricultural goods are the same in the two regions.
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Pm:mg and Compet:t:on

Smoe there is a large number of potential manufactured goods, each of them
' produced subject to economies of scale, there is no reason for any two firms to
- try to produce the same good; the market structure: of manufactures will there-
~ fore be one of monopolistic competition.

‘The producer of any one good will face an elastlaty of demand . Her profit-
maximizing price is therefore a constant markup over marginal cost,

a9 == Bw

c—1
. where w is the wage rare of manufacturing workers. ,
~ If there is free entry, however, profits will be driven to zero. The zero-profxt

: condmon may be written

(A.S) ' L (p — Bw)x = aw.

Note that with zero profits, price equals average cost. But this means that the
ratio of average cost to marginal cost—which is one measure of economies of
scale—is simply /(o — 1). Thus equilibrium economies of scale are a function
~ only of o, so that s, even though it is a parameter of tastes rather than technol-
" ogy, nonetheless acts as a sort of inverse index of the importance of i mcreasmg

. returns.

The zero-profit and pnang condmons together imply that the output of a
representative manufacturing firm is

oz(a - 1)
B

Consider a region w1th a resident labor force of Ly workers; the number of
manufactured goods that region w111 produce is

Ly _ Lu

a+Bfx ao

(A.6)

(A7) | n=

Sustainability of a Core-Periphery Pattern

We now ask the following question: is a situation in which all manufacturing
is concentrated in one region, leaving the other region with only agriculture, an
equilibrium? Since it doesn’t matter which region we choose, we examine the
sustainability of an equilibrium with East as the manufacturing core and West as
the agricultural periphery. :

As we will see in a moment, there are two “centripetal” forces tendmg to keep
- a manufacturing core in existence and one “centrifugal” force tending to pull it

. apart. Holding the core together are the desire of firms to locate close to the

. larger market and the desire of workers to have access to the goods produced by
« other workers. It is these two forces that may be thought of as corresponding,
respecuvely, to backward and forward lmkages : :
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These forces can only be seen analyucally by examining thenr tension agamst
' the third force, which tends to break the core apart: the incentive of firms to

-~ move out to serve the peripheral agricultural market. What we will do is derive a -

criterion that determines whether the backward and forward linkages are strong
" enough to sustain an cstablished core.
We begin by noting that given our choice of umts, the wage rates of workers
_and farmers will be equal. That is, a share of expendlture x is spent on manufac-
tured goods (including rhose goods that “melt” in transit) and (since profits are
zero) ends up as wages of workers; but we have also chosen units so that a
" fraction 7 of the population consists of workers. Gnven this chmce of unit, the
~ wage rates will necessarily be equal. : _
Now ask how the incomes of the two regions compare. East has half of the
farmers, who receive a share (1 — 7)/2 of total income, plus all of the workers,
who receive a share . Let total income be unity; then the income of East is

fmm I : YE'=(1+ w)/2.

West has only its immobile farmers, who receive a share (1 — 7)/2 of i mcome,
so the income of West is
(A.9) ' ’ YW =(1-=)/2

" This situation, in which all manufacturing is concentrated in East, wxll be
_ sustainable if it is unprofitable for any firms to enter in West. So we must -

‘determine whether it is profitable for an individual firm to “defect” by commenc-
-ing production in West.
The brief answer is that it will be proﬁtable to defect 1f a firm that moves to
West can afford to pay workers a higher real wage than they are. currently
~ receiving in East.

Let n be the (large) number of firms currently producing in East. Then the
sales of each of these firms will be
(A10) ' - sE=a/n.
 If a firm were to try to start production in West, it would need to attract
~ workers. Suppose that to do this it must pay a wage that is w times the wage that
~East’s firms are paying. Then, because the profit-maximizing price is a constant
markup over marginal labor cost, such a ﬁrm will charge an f.0.b. pnce that i is
- also w times as high as that of East’s firms.

To find the sales of the defecting firm, we note that i in West’s market, the c.i.f.
price of East’s good will be 1/7 times its f.o.b. price. Since the elasticity of
substitution is o, this means that in West’s market, the value of the sales of the
~ firm will be (wr)—t=—1) times the sales of a representative Eastern firm. By
similar reasoning, in East’s market the sales ratio will be (2/7}~t—1). Thus the
relative sales of a Western firm will be

(AL Sy/Sp=S=tw e U1 + 7)ot + (1~ 7)1

- How hlgh a wage can such a firm afford to pay? It is easiest to think of the
firm as using an operating surplus to cover fixed costs. The operating surplus,
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“in'the VD:iJVcit-Stig]itz model, is propdrtio'nal to sales. The fixed cost is incurred o

" in labor, so the maximum relatwe wage that the firm can afford to pay is

. defined by

(A.12) | L S =w.

" This gives us the wage equation ' _

e o M+ -1 1—11_6]“0,
(A.13) | w—[ ) 79-1 4 7T .

" The final sfep is to ask whether this maximum nominal w'ager implies a real
wage higher or lower than the real wage in East. Since this is a lone defecting firm,

all manufactured goods (except for its own negligible contribution) would haveto

' be'imported Recall that only a fraction 7 of a good that is shipped arrives. The
price of manufactured goods in West will therefore be 1/ times as high as that in
East. The overall price index, which is a geometric average of manufactures and
agricultural goods, will thus be 7= times as high. The maximum relative real
wage a defecting firm can pay is thus
(A.14) w=wr'=r'[!'—-zl-—zr" -1y L 2171“’]“”.

A concentration of all manufacturing in East is an equilibrium only if this rela-
tive real wage is less than one (that is, a defecting firm could not profitably induce
* labor to move). We can immediately note that if manufacturing were a small part
of the economy (7 close to zero), concentrated manufacturing wou]d never be an
equilibrium. Equation A 14 would reduce to

CAds) esleeidipeee

which is always greater than one because of Jensen’s mequahty This result arises
‘because of the attraction of dispersing productxon toward the dispersed rural
market.

- A companson of (A.14) and (A.15) reveals 1mmed1ately the potermal roicofa
large manufacturing sector to generate linkages that lead to concentration. In the
case with large =, the first term becomes less than one and is smaller the larger is .

‘This first term represents the attraction to workers of locating close to the existing

*_ manufacturing concentration to have access to the goods it produces; in effect it

measures a forward linkage. At the same time, a large = shifts the weights o1 the -
‘average inside the brackets from the second term, which exceeds one, toward the
first term, which is less than one, and therefore reduces the size of this second «erm

- as well. This effect occurs because the larger the manufacturing sector, the larger -

‘the market in the region that gets the manufacturing. That is, this effect arises
because of the attraction of producmg near the market prov1ded by other firms—

" ineffect a backward linkage.
Ifthe forward and backward lmkages are strong enough, which they willbeif r

 islarge enough, there will be enough strategic complementarity to lead to concen-
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trated manufacthring Krugman (1991) shows that this depends on the degree of
- economies of scale; concentration is also more Ilkely when scale economies are
stronger. : -
~ Finally, we may note that |f concentratlon in East is an equlllbnum so is con-
-centration in West, because the regions are symmetric. Thus strong forward and
backward linkages imply multipie equilibria. '
~ This model is, of course, very simplified compared with the ideas of linkage that
‘were in the minds of most development theorists. In particular, there are no inter-
mediate goods and thus no input-output structure. But it does show in the sim-
plest fashion that these concepts do at least make sense. :
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COMMENV'I‘ ON “TOowWARD A COUNTER-COUNTERREVOLUTION
IN. DEVELOPMENT THEORY,” BY KRUGMAN

Joseph E. Stiglitz

- I wholeheartedly agree with the main points that Professor Krugman raises so
e]oquently. I would like to raise two related issues. First, I do not think Krug-
man’s interpretation of the intellectual- history of development economics is
quite right. Second, although Krugman has identified two factors thar represent
important critiques of the neoclassical paradigm and form the basis for the
construction of a “new view,” his vision is too narrow: there are equally i xmpor—
tant factors that he has ignored. In brief, Krugman argues that: :

_« High development theory left the mainstream of economics. :

~ = The reason for this was that “development theorists were unable to formulate

their ideas with the precision required by an increasingly model-oriented eco-

nomic mainstream, and were thus left behind.”

" .= Arrention was diverted by ideas hke Levns s (1955) surplus labor model that

~ could be easily formalized.

« Real-world events, such as the failure of industrialization, * called into ques-
tion [the idea that] coordinating investments in the face of external economxes
was a major pa:t of the underdevelopment story.”

* The resurrection of high development theory can be attnbuted to the develop-
ment of simple models of increasing returns.

* Each of these propositions is debatable. To take the first, whether an idea is
" or is not in the mainstream depends on what river you are sitting beside. The
“mainstream looks quite different depending on whether one is viewing it from
-the banks of the Charles (that is, from the Massachusetts Institute of Technol-
ogy), the Cam (Cambridge), or the Cherwell (Oxford), let alone from the shores
of Lake Lagunita (Stanford University). At these institutions—and others—
scholars never stopped talking about the importance of externalities, returns to
scale, imperfect competition, and technological change and the relationships
among them. Research continued on modeling not only the endogeneity of
market structure but also “endogenous growth,” with theoretical and empirical -

~ Joseph E. Sﬁglitz is professor of cconomics at Stanford University. He is indebted to Joshua Gans,
‘Mark Gersovitz, and Andrés Rodriguez for helpful comments on the issues raised here.

" © 1993 The International Bank for Reconstruction and Development / THE WORLD BANK
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. work aimed at understanding the .determinants of the transfer, absorption,
development, and adaptation of new technologies. These ideas were and con-
~ tinue to be a major focus of academlc research and a standard part of the
- graduate curriculum. '
At Cambndge, for instance, throughout the 19505, 1960s, and 1970s Kaldor
(1970, 1972) emphasized three of the elements that Krugman stresses—
increasing returns, imperfect competition, and technological change. With
Mirrlees (Kaldor and Mirrlees 1969), he provided a formal model of growth
theory that captured some of his ideas. Kaldor recognized the profound policy
implications of these ideas, and they provided the theoretical foundations for the
“ selective employment tax enacted by the Labour government dunng his tenure
as economic adviser.!

At Stanford, Arrow (1962) developed one of the central versions of what
would later be called a model of endogenous growth. Uzawa (1963, 1965)
developed another, at Stanford and Chicago.2 Many other formal models were
constructed and published, including the well-known paper by Inada (1969),
-which actually used the word “endogenous.”

- To be sure, we were not satisfied with the models offered. The results, par-

ticularly those pertaining to steady states, were highly sensitive to the special
' parameterizations, and one of the objectives of the research program was to
explore these sensitivity issues. (Inada 1969 illustrates this line of analysis.) And
" we were aware that with increasing returns, markets would be imperfectly com-
~ petitive, and we needed to model those imperfections. Krugman is right in

identifying the advances in the theory of imperfect competition of the 1970s as

providing a crucial building block. But he fails to mention the other problem,

raising the interesting question of the extent to which progress can be attributed
_to a lowering of standards—a willingness to work with special (should I say ad
~ hoc?) consequential parameterizations, which generated results that were not
robust.

The 1970s and 1980s were marked by advances in the modeling of exter-
nalities, technological progress, and returns to scale. Major strands of research
- on evolutionary modeling were associated with Nelson and Winter (1982) and
- Dosi and others (1988); the analysis of network externalities was undertaken by

- David (1987) and Arthur (1985, 1988, 1989) and the work on the micro-
economics of technological progress by Dasgupta and Stiglitz (19802, 1980b)
and Stiglitz (1988). Aoki (1970) formalized the concept of Marshallian exter-
nalities, and Greenwald and Stiglitz (1986) provided a-general framework for
the analysis of externalities. Although they focused on incomplete markets and

S Kaldor (1970) explorcs the lmplmtlons of |:hese ideas in the context of rcglonal development. See
also l(aldor (1972).

2. Modeling “endogenous” rechnical changc was a major thrust of rescarch in this period. See, for

" instance,-the collection of essays by Shell (1967); Atkinson and Suglitz ( 1969), Bardhan {1970); and

. “Teubal (1967). ,
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R 'i_mperfect- infdrm'ation, their framework was equally applicable to economies
- . with tax distortions and imperfect competition. They showed that what might

be thought of as pecuniary externalities essentially always mattered, as long as
the economy was not (constrained) Pareto efficient, and that in these circum-
-stances the economy was essentially #ever constrained Pareto efficient. -

Indeed, not only did Krugman ignore major strands of theoretical work; he
also ignored major empirical research projects that were exploring some of the
~ central issues of high development economics, such as the Economic Commis-
~ sion for Latin America (ECLA) program under Jorge Katz (see Katz 1987).

- Not only was research on these ideas under way, but policies were also
- informed by these perspectives. I have already referred to the selective employ-
ment tax in Great Britain. Certainly current writings on the policies pursued in
Japan (see Komiya, Okuno, and Suzumura 1988), the Republic of Korea (see
Amsden 1989; Pack and Westphal 1986), and Taiwan (China) (see Wade 1990) -
suggest that these economic theories were an unportant part of the intellectual
background for those programs.

In short, in my reading of intellectual lustory, high development economic
theory never died; it was alive and well, and the rest of the world may have :
taken little note of its absence on the banks of the Charles.

- I'would like to agree with Krugman concerning the importance of theory and
models for shaping the direction of the profession. Yet I remain unpersuaded of
the domiaant role assigned by Krugman, for several reasons.

The firstis perhaps a normative rather than a positive argument: that we can
write down a modzl of a phenomenon proves almost nothing. It does not make -
the idea right or wrong, important or unimportant. It is—at most—a test of
certain logical relations, of the consistency of certain ideas. Formalizing ideas is

~ extremely important for quite another set of reasons: it leads to better and more

concise debates and to precise and more useful questions!
Second, there were formal models available. Many of us had published

" models with all the characteristics that Krugman would like—simplicity, ele-

gance, and rigor. The lack of such models simply cannot account for the tempo-

~ rary demise of high development theory—if that had happened.

Conversely, had Rosenstein-Rodan (1943) succeeded in formalizing his ideas,
I doubt that those ideas would have been any more palatable. In his model the
- income effects associated with increasing returns leave the economy stuck in a
low-level equilibrium. As Krugman points out, the problem arises from a lack of
demand, but once we open the economy to international trade, this argument
" losesits force.3
~ - I also take issue with Krugman’s contention that what accounts for the central

role of surplus labor in the 1970s i is not the importance of surplus labor but the

3. There are contexts in which a more subtle version of the argument might be relevant: income effects
are obviously important for nontraded goods, and there may be spillovers between the returns to scale for

- _“nontraded intermediate goods used to produce raded and nontraded final goods.
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" . ease of modelmg it. The model was successful because it descnbed central
aspects of the development process, including the reallocation of labor from the
low-productivity rural sector to the high-productivity urban sector and the high
rates of capital accumulation that were facilitated by low wages. These are still
important aspects of the development process, although they are far from the
whole story.4

I would submit that a far more plausible explanation for the seeming demise -
of high development theory is that the same currents that led to the dominance
of free market ideology in the United Kingdom and the United States were
reflected—at least in the United States—in the dominance of those ideas in
certain intellectual circles. In short, it was as much the market demand for 1deas
as the supply of models that was crucial.

Krugman is correct in his contention that real world events, such as the failure
of the planning paradigm, reinforced these currents, bur they do not fully
account for them. I say this for two reasons. First, the critique of the neoclassical
paradigm was far broader than its omission of increasing returns and exter-
nalities. In the 1970s we realized not only that the informational assumptions
that underlay that model were implausible but that all the results of the model
were highly sensitive to these assumptions (see, for instance, Stiglitz 1985). But a
careful analysis of the implications of imperfect and costly information provided
a critique of both the free market and the planning paradigms (see Stiglitz 1992).
Krugman seems to suggest that once the planning paradigm was rejected, the

“only alternative was the free market paradigm. There were alternatives avail-
able, and to explain which alternatives the professmn focused on, one has to
look elsewhere. -

Second, not only is Krugman’s view of the intellectual alternative incorrect;
his analysis ignores the debates about the success of the East Asian economies,

~which was based, according to some interpretations, on selective government

- intervention, consistent with the new insights of microeconomic analysis (see
Amsden 1989; Komiya, Okuno, and Suzumura 1988). Amsden cites Kaldor

- (1970), while Itoh and others (1991) cite papers from the 1970s and early

1980s, well before the formal models that Krugman would like to credit with the

resurgence of high development economics were written.>

4, Krugman secems to be unaware of the work that originally established Lewis’s reputation as an
cconomist (see, for example, Lewis 1949): the importance of overheads (nonconvexities and increasing
returns), which he stressed throughout the 1970s and 1980s in courses on development economics at
_ Princeton. - :

S. Thisis not the on]y ev:dencc that intellectual devclopments outside economics help us understand

- the dominant ideas in economics. How else could we account for the prevailing fashion of the time: the
- emphasis on models assuming full employment? Surely memories are not so short as to relegate the Great
Depression to ancient history. Were economists so confident about the new era that the economic
downturns in 1982 and 1991, accompanied by rising unemployment, came as a total surprise? What
abour the persistent unemployment in Europe in the 1980s? Here was an area in which simple models
with alternative explanations were available.
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: THE VisiON

Krugman takes far too narrow a view of the development process and of what
-is wrong with both the standard neoclassical and the planning paradigms. I have
already illustrated one limitation of his vision: If the central problems were those
of externalities and increasing retuins, the planning process would have been an
appropriate remedy. But that assumption ignored information problems, which
are now recognized to be central. Evidently, governments are not well equipped
to identify projects and motivate project managers. But these were not the issues
~ on which the planmng mechamsm focused and, not surprnsmgly, it dld not
resolve them.

Financial Institutions

‘Indeed, the question of who gets funding and how it is used is the essential
problem addressed by financial institutions in capitalist economies. They pro-
vide the institutional “solution” to the information problem. How, when, and
whether they work is. certainly part of the development story. Recent research in
macroeconomics has emphasized the markedly different consequences of debt
and equity for risk; it has identified failures in both aspects of the capital market
(the presence of debt-and equity rationing). There is here another link between
an elastic labor supply and economic growth. Earlier literature emphasized the -
‘importance of capital accumulation; the new literature emphasizes the form in
- which capital is accumulated—equity versus debt (see Greenwald, Kohn, and
Stiglitz 1990). Equity is viewed as being more powerful. Low wages result in
high profits and the accumulation of equity capital, thus facilitating the growth'
‘process. Krugman’s failure to mention the importance of these institutions in the
growth process is perhaps the best examplc of what I mean when I say that a
broader vision is required.

Political Economy

In interpreting the general problem of government interventions to correct
" market failures, Krugman refers to problems of political economy. To be sure,

these problems are important. But his analysis of the issues is both incomplete
and misleading. As noted earlier, political economy problems are not the only
source of the failure of the planning paradigm. Moreover, rent-seeking behavior
 is, at the very least, an incomplete explanation for the failure of public sector

- enterprises. Krugman fails to note the existence—let alone the importance—of

rent-seeking in modern managerial capitalism (see Shleifer and Vishny 1989;
Edlin and Stiglitz 1992). And finally, ascribing to political problems the failure
to develop does not explain the differences in regional development that have
characterized virtually all countries at various stages of their growth. (See
" Greenwald, Levinson, and Stiglitz 1992 for a discussion of how localized knowl-

edge of capital markets can explain patterns of regional development.) Nor can

~  the allusion t5 political economy problems explain the many successful govern-
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. ment enterprises. They may represent a minority of all such enterprises, but
thereare enough successes to make it plausnble that success is not just a matter of
luck

Extemalzttes and I ncreasmg Returns

There is no smgle explanation of why countries grow or fail to grow. lncreas—
ing returns, externalities, and Ieammg by doing may be—and undoubtedly -
are—important, but modelmg them in a way that provides insights into the
development process requires more care than has typically been taken, and .
many of the models formulated to date simply miss the essential issues.

Consider, for instance, the modern rendition of the Big Push argument, at
least as interpreted by Murphy, Shleifer, and Vishny (1989). I have already
suggested that those arguments, based on income effects, have dubious plau-
sibility (in their present formulations) when applied to economies that face
trading opportunities. 5

Or consider the argument originally modeled by Aoki (1970) and incorpo-
rated in Romer’s (1986) growth model—that we can reconcile learning by doing
-with competitive behavior when learning is external to the firm (and internal to
the country). If the spillover to other firms is less than 100 percent (and it is hard
to believe that those outside the firm learn everything) any time there is learning
by doing, competition will be imperfect (see Dasgupta and Stiglitz 1988).

- Or take the argument that what is important are “aggregate increasing
returns.” That suggests that large economies have a distinct advantage over
small economies; it does not explain how a small economy could grow into a big

_economy. The essential problem—from both an analytic and a policy
perspective—is to identify the nature of the externalities that are not internalized
by markets and the sources of the returns to scale. '

Coase (1960) went too far when he (or his d:saples) asserted that all exter-
nalities could be internalized; yet many can be. Indeed, a primary theme of
Chandler’s (1977) classic study is that firms are an alternative to markets and
succeed in internalizing certain externalities to solve failures of coordination.
(See Sah and Stiglitz 1989 for a discussion of “diffuse externalities” that are
relatively unamenable to internalization; see also Stiglitz 1991.)

- Stmilarly, it makes a great deal of difference whether the locus of increasing
returns is within an industry or within the broader economy. In the former case
even a small economy can, by specializing, avail itself of increasing returns;

“surely there are industries in which the minimum efficient scale of producuon is
reladvely small.

6. Of consider the argumeni that because early innovarors get to choose the product in which they then

h specialize, they can choose a product with a better learning curve. In an international context these effects

. are essentially undone by changes in relative prices {Skeath 1989). Indeed, if we focus, for simplicity, on
- the case of unitary price elasticities, price effects will precisely undo output effects, so r.hat income rates of
_ growth will be the same in-all countries. :
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~ When the economies of scale are spread more broadly, one must ask how they
arise. And offsetting these economies of scale are diseconomies of scale—
congestion economies. Regional economics provides some . insight into these
issues. We see agglomerations, economic activity that is not dispersed. Yet we
also see viable communities, with high per capita income, that are relatively
isolated geographically and are relatively small, certainly under a million popu-
lation. These communities are, of course, part of larger communities, but what
are the effective barriers? If there were none, everyone would be equally a part
of the world economy and could take advantage of whatever economies of
scale were relevant at this highly aggregate level. But costs of communication -
-and transport help delimit the scope of communities. These costs, in turn,
have implications for patterns of development; at certain stages of development
- and for certain products, they may be larger. Unfortunately, models with aggre-
gate increasing returns to scale give us absolutely no insight into the relevant
issues.
One attraction of models with economies of scale and cxternalmes is that
using models with nonconvexities and externalities makes it easy to construct
" multiple equilibria, as Krugman effectively illustrates. (See also Sah and Stiglitz
1989; Suiglitz 1987, 1991; Murphy, Shleifer, and Vishny 1989). And it is tempt-
ing to try to interpret the differing situations in which industrial and developing
counties find themselves as reflecting these different equilibria. But again, we
hardly need nonconvexities and externalities to generate multiple equilibria. -
Solow {1956) showed us how we could do that with his simple model; all we
need is to have savings rates or reproduction rates depend (in a particular way)
on the capital-labor ratio. These models were inadequate because some of their
central implications—such as convergence in the rate of growth of income per
capita and equalization of factor prices”’—seemed counterfactual.

Differences in Technology

There is, fundamentally, only one way to resolve the paradox that all factors
receive lower returns: the “effective” technologies in the two countries are differ-

t. There are two reasons that this might be so. If economies of scale are
significant, larger economies are better off. For reasons already cited, I find this -

7. Stiglitz (1970) and Inada (1968) extend the standard theory to the context of growth. The implica-
tions for factor prices across countries remain even after human capital is introduced; they are simply a
consequence of the negative slope of the factor price frontier. For instance, if interest rates are equalized,
it must be the case that if unskilled wages are lower in one counuy, skilled wages are higher. The critical
assumption, of course, is that all countries face the same technology. By the same token, in international
trade models with factor price equalization, such as that cited by Helpman and Krugman (1985)—as in

. earlier models of loca] public goods with free migration of labor and goods (for example Stiglicz 1977)—
one can easily obtzin asymmetric multiple equilibria; yet welfare of all those of a given ability is identical
in all communities and countries. Such models, accordingly, have little to contribute 10 our understanding
of the dcve]opment problem.
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: explanatlon—-at least as it is usually presented—at best incomplete and at worst
- misleading or wrong.®
- The second reason that technology may be less effective in a developmg
- -country is simply differential knowledge. To economists who are used to assum-
ing that everyone has access to best-practice technology, this explanation is
anathema; it is too simple, it is ad hoc, or it leaves unexplained why countries
lack access to best-practice technology. Yet once we recognize that information
-is costly to obtain and disseminate, that firms in industrial countries may have
strategic reasons for withholding their most advanced technology, and that local
conditions make necessary adaptation of the technology for the particular coun-
try, the explanation of differential knowledge makes perfect sense (see Gans
1989). That it is common sense is a virtue, not a vice.

‘The developing countries provide a rich set of facts and phenomena to be
explained. The challenge for economic theory is to devise models that accommo-
date as many of these as possible. Doing so will, as Krugman rightly says, take
us back to what he calls high development economics, but it is a vision of high
development economic theory which, although it incorporates externalities and
nonconvexities, is richer and more complex than one that mcorporates those
features alone.
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Lal JayaWardena N

Professor Krugman seeks to explain the disappearance of “high development
theory,” which spanned the period between 1943 and 1958 and was associated
‘with such names as Rosenstein-Rodan, Fleming, Nurkse, Myrdal, Scitovsky,
and Hirschman. He argues that its eclipse, despite the continuing relevance of its
insights to the ever-present problem of accelerating development, occurred
because its pioneers were unable “to turn their intuitive insights into clear-cut
models that could serve as the core of an enduring discipline.”

Krugman draws out the policy implications that follow from his legitimization
of the underlying economic assumptions of high development theory in-a man-
~ ner that would carry conviction to mainstream economic theorists. There seem
to be two implications: first, a caution against carrying a free-market orthodoxy -
too far because there is an intellectually solid case for some government promo-
- tion of industry and, second, a need to shift the research on trade and industrial -
policy away from its focus on government failure or the horrors of import
- substitution and the distortions imposed by government policy and toward a
concern with market failure. ' ,
The difficulty confronting anyone asked to comment on Krugman’s paper is
that there is not a great deal in it with which one can disagree. My principal
reservation is whether the failure of high development theory to model its results-
was the sole reason for its disappearance. I therefore faxed one of the few
surviving members of that generation, Albert Hirschman, to check out my in-
-~ tuition. His faxed response is worth quoting:

My reaction to the Krugman paper is, of course, that I am delighted:
‘delighted to be rehabilitated and to be present, unlike most other contribu-
~ tors to high development theory, at our collective rehabilitation at the
“hands of Krugman. It certainly is true that the failure of the proponents of
“high development theory” to speak the modeling language contributed to
the loss of influence of their ideas in the 1970s and 1980s. But here I agree

~ Lal Jayawerdena is assistant secretary-general, United Nations, and director, World Institute for Devel-

opment Economics Research, Helsinki.

| © The International Bank for Reconstruction and Deveiopment / THE WORLD BANK

51



' 52 '(fomhieﬁt '

~with you that this is not the whole story. His is essentially what is called an
“internalist” account in the history and. sociology of science. I tried to
- supply the “externalist” side of the story in my article on “The R.lse and
- Decline of Development Economics.” '

‘Hirschman (1981), in 'prowdmg hls extemalist” explanation, argues that
development economics as formulated in the period of high development theory
was characterized by two basic ingredients: a rejection of the monoeconomics -
claim, which argued that the same economic laws were applicable to both
developing and industrial countries, and an assertion of the mutual benefit
claim, which held that economic relations between these two groups of countries
could be handled in ways that would yield gains to both. The available compet-
ing approaches to economics were situated differently with respect to each of
these ingredients. Orthodox economics asserted both the monoeconomic and

"~ mutual benefit claims, while the neo-Marxist economic theories, which gained

ground later, rejected both claims. Hirschman traces the decline of development -
economics to the consequences of the “strange alliance of neo-Marxism and
~ monoeconomics.” In brief, the neoclassical right faulted it for having forsaken
the true principles of efficient resource allocation prescribed by monoeconomics
_ in that it, for example, promoted inefficient import-substituting industrializa-
tion in developing countries. And for the neo-Marxist left, exemplified by econ-
omists such as Paul Baran (1952), development economics was not sufficxently
radical. '
, Even more fatal, in Hirschman’s view, were the political disasters that struck
" many developing countries after the 1960s. It was the resulting self-doubt and
_ failure to mount a counterattack against the “unkoly alliance of neo-Marxists
‘and neoclassicists” that doomed development economics. At the same time,
_growing disenchantment with development assistance undermined interest in the
“mutual interests” idea—in spite of attempts by such international groups as the
- Brandt Commission (Independent Commission on International Development

| . Issues 1980) to keep the theme alive. (Paradoxically, the current concern about

the global environment might help reinstate the mutual benefit claim for ade-
" quate resource transfers to developing countries and lead to a revival of interest
'in development economics. ) '
Krugman’s thesis has also been underlined in Wllhamsons (1990) paper,
- which states the “Washington consensus” on policy reform. Having outlined the
five elements that constitute the consensus—a balanced budget, relative price
correction {principally a competitive exchange rate), liberalization of trade and
foreign investments, privatization, and domestic market deregulanon—
Williamson adds: : : :

A cmkmg fact about the list of rolxcxes on whxch Washington does have a
collective view is that they all stem from classical mainstream economic
_theory, at least if one is allowed to count Keynes as a classic by now. None
- ofthe ideas spawned by the development literature, such as the “big push,”
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: balanced or unbalanced growth surplus labour, or even the two-gap

"model, plays any essential role in motivating the Washington consensus.
This raises the question as to whether Washington is correct in its implicit

dismissal of the developmen:t literature as a d:versnon from the harsh real-
ities of the dlsmal science.

What is sxgmf:cant is that thc only reaction to this view during the conference
came from Stanley Fischer, chief economist of the World Bank at the time, who
argued against an “active industrial policy” in developing countries despite its
- success “on balance . . . in parts of East Asia” (Williamson 1990).

[NDUSTRIAL Poucy IN EAST Asia

- Any lack of rigor in amculatmg h:gh development theory did not prevent its
derermined and fruitful application in East Asia, particulariy in Japan and the
Republic of Korea, whose planning models embodied its insights. Unlike the
-cases of South Asia and Latin America, there is little evidence to support the -
view that high development theory was invoked in East Asia in support of
inefficient import-substituting industrialization. Efficient import substitution, in
contrast, endeavored to promote sclected infant industries with the potential to
- compete as exporters in international markets. The success of East Asian inter-
ventionist strategies in “picking winners” has sparked an intense debate within
the World Bank as to whether the standard trade liberalization component of

- the Washington consensus is appropriate for developing countries or should be

modified to provide both “functional” (nondlscnmmatory) and “selective” {dis-

criminatory) government intervention. '
- The key insight of high development theory was s that the coordination unplu:nt
- in the communication of price signals was not sufficient where significant econ--
. -'ormes of scale existed. Thus, investment decisions required explicit coordination
by a planning authority to achieve efficient allocation of resources. The implica-
tion of this insight was that while the price mechanism could be relied on to take

" . care of the production problems of an economy, the allocation of investrment

_ could not be left to the price mechanism but would require state intervention.

~ This insight was incorporated at a very early stage in East Asian (specifically,

- Korean) planning and was implemented through planning models (Westphal
- 1979) for those sectors in which substantial economies of scale existed. These

" essentially took the form of numerically specified general equilibrium models.

. With allowance for economies of scale and following a modified input-outpur
approach these programming models were used to determine the optimal pat-

ternof i investment when the composition of final demand depends only on per

capita income and the main choices are between domestic production and
'unports Note that from a policy perspective a methodology was available to

- : _l arrive at meaningful conclusions on the problem of vertical (intertemporal) and
' »honzontal (mtersectoral) interdependence within the framework of an econ- -
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- .omywide model that explicitly allowed for economies of scale in speciﬁed
sectors.
, The rapid development of the Republic of Korea, Taiwan {China), Singapore,
. and Hong Kong has led development economists to draw quite opposite policy
- conclusions as to the underlying reasons. Those concerned with market failure
point to successful industrial policy and trade protection. Those concerned with
government failure point to the adoption of sensible macroeconomic policies—
low inflation, competitive exchange rates, a commitment to small government,
and an insistence on guiding (rather than supplanting) a market mechanism with
an educated labor force and entrepreneurial skills. The traditional World Bank
* view cited earlier falls within the second group, although there are indications in
the current internal debate that the first view is gaining proriinence (The issues
in this debate are summarized in World Bank 1991.)
" The general World Bank approach to industrial policy qualifies this stance
' imly to the extent of being moderately neoclassical; in other words, because
~ factor and product markets are not fully efficient in developing countries, there
' is a role for a modest degree of government intervention. The strong preference
is for functional, as opposed to selective, intervention. In sum, the general
approach concentrates on getting prices right and on limiting the range of inter-
~ ventions in specific industrial sectors and firms.
‘In its microlevel approach, in contrast, the Bank takes a different view. In
~ India, for example, it recommends “selective” interventions to support each
industry, including specific measures for improving design, technology, equip-
~ ment, management, and marketing. The export strategy study recommends
-“picking specialized and high-performance exporters” for “selective” support.
The capital goods study lists institutional and technological measures to boost
competitiveness. These are not neutral i mtervenuons, they can all be considered
. forms of “picking winners.”

The upshot of the debate was a compromise that called for selective interven-
tions together with traditional across-the-board incentives for industrialization.
Ultimately, there does not appear to be any umform prescription for industrial-

" ization (see Taylor 1991). :

Japan’s view of industrial policy is consistent wnth its belief in the protection
of immature industries. An important recent paper by Japan’s aid agency, the
Overseas Economic Cooperation Fund (0ECF), challenges the conditionality of

- rapid trade liberalization in structural adjustment loans. '

~If imports are liberalized too quickly, is it possible to develop industries

__ that will play leading roles in the next stage of economic development? Is it

' not necessary to protect domestic industry to some extent for a certain
period of time in order to allow a viable export mdustry to develep’ (OECF
1991)

" The paper argues that conventlonal trade hberalization is limited to capturing
'tlie static comparative advantage typical of a developing country, which is to be
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- found mainly in primary products and light industry with low value added.
~ Since the objective of developing countries is to move toward high value added
production, with more sophisticated technologies and a more substantial
growth potential, the OECF concludes that “sticking to simple trade liberalization
based on static comparative advantage may have a negative impact on the
possibility of economic development.” The study argues that it is too optimistic
to expect that industries with high value added will automatically emerge from
the private sector in the absence of deliberate measures to foster such industries,
including protection. The OECF’s preferred policy prescription is to protect cho-
sen industries for a speCIﬁed period, taking precaunons to avoid the harmful
effects of protection. :
- The concern about too rapid a liberalization is also an important issue in
- Eastern Europe’s economic transformation. Katz (1991) suggests that instead of
subjecting industry to the full force of international competition, Eastern
Europe might learn from East Asia’s approach. 7
The discussion above shows that, quite independently of the formal legid-
mization-of the underlying economic assumptions of high development theory,
the successful application of its policy prescriptions in East Asia provides an
empirical basis for its validity. These empirical considerations (now reinforced
by Krugman) constitute a powerful case for revising the trade liberalization
components of the Washington consensus, or at least excising it from adjust-
ment loan conditionality.
The necessary revision would seem to require 2 somewhat less tentative
approach to interventionist trade and industrial policy than is suggested in Krug-
“man’s paper. In other words, instead of merely cautioning against “carrying a
free-market orthodoxy too far,” the World Bank and other multilateral agencies
might incorporate in structural adjustment lending specific ways of developing
sound long-term industrial policies (including both functional and selective
interventions) and _ensuring that trade liberalization does not impede these

" . interventions.}

- What remains to be consndered is Krugman’s suggested reorientation of the
research agenda to focus on market failure. The World Institute for Develop-
ment Economics Research (WIDER) has already made a beginning in this direc-
tion, based in part on Krugman’s work on new trade theory (Helleiner 1992). A
" challenge to conventional wisdom is contained in 2 WIDER volume edited by
Banuri (1991). A third area of WIDER research has begun to examine whether

1. The oEcr (1991) suggests a continuing policy dialogue on industrial development berween donors
and developing countries. The institutional location for such a dialogue could be World Bank aid groups
or United Nations Development Programme (UNDP) roundtables, which are all under a certain amount of
pressure to take 2 longer-term view of development. The case has been reinforced both by the social costs
of short-term "adjustment during the 1980s and by the need to incorporate long-term environmental
. considerations into a country’s devclopment strategy. {See Jayawardena 1991 for a discussion of this
_ 'approach and of the financing requirements for achieving a minimum rate of growth in developing

countries in the 1990s.)
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”-markets can be relled on to brmg about ad;ustment and sustainable growth

* withina politically sensible timeframe without incurring extensive social costs—

and, if not, what supporting mechanisms are needed to offser market failure

(Taylor 1988). Other areas of research have attempted to bring together neo-

classical and nonneoclassical viewpoints on the specific issue of the economic

 transformation of centrally planned economies (sce Blanchard and others 1991;

Kornai 1990; and Hansson 1992).

, I have tried to do no more than outline WIDER’s current work on the kind of
. reoriented research agenda that Krugman has suggested. I would hope that, asa

- follow-up, interested research institutions could pursue some form of pooling

- and coordination of effort in the most promising research areas.
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FLOOR DiscussioON oF THE KRUGMAN PAPER

Responding to Joseph Stiglitz (discussant), Krugman adapted a saying: “Those
who can, do, and those who can’t, worry about definitons.” He and Stiglitz,
being amateur economic historians, seemed to be locked into defining what
constitutes “mainstream” and deciding whether things had left it or not. People

- used to say that everything Milton Friedman saw made him think about money;
so everything Krugman saw made him think of increasing returns, and many
things Stiglitz saw made him think of asymmetric information. :

In response to Lal Jayawardena (discussant), Krugman said it was an open
question how much the success of East Asian economies could be used to sup-
‘port high development theory. Many pesple believe thar they represent a success
for interventionist policies; many others believe that interventionist policies are
second order and that the East Asian economies represent a success for outward-
- oriented policies. Either way, their success is a reproach to classical models, '

which can explain neither avenue to success.

- One participant welcomed Krugman’s rescue of important elements from
development theory that might still play even a partial role in strategies for
economic development. He felt that the counter-counterrevolution in develop-
ment theory should include not only growth theory and the new theoretical
developments emphasized in Krugman’s paper but also the new themes that
microeconomic research, including case studies, have shown to be important in
the past twenty years. No bag of tricks yet existed to formalize these new
themes.

A participant said that he fully endorsed what Stiglitz said about Krugman’s

- selective and dated reading of the development literature. The Rosenstein-
Rodan Big Push paradigm had not failed or been abandoned because of lack of
formal modeling, the speaker contended, but because it was totally irrelevant
once you allowed that the world was an open, not a closed, economy. Rescuing

" it now was not useful unless you addressed the two reasons it failed. World trade

was thriving in the 1950s and 1960s, so 1t was pointless to talk about whether

domestic demand restricted total demand or economies of scale; the minimum
efficient scale for many products developing countries could produce was so
small in the context of world demand that models which emphasized indefinite
increases in returns were urelevant as a basis for pohcymakmg S1m1[ar[y, it was

The session was chaired by Vinod Thomas, chief economls:, East Asia and Pacific Regional Office, the

. WorldBank,
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difficult to find indefinite externalities of the pecuniary or technological variety.

- Even now, the most important avenue to development is world trade, not the

- inward-oriented focus that Krugman's rescued development theory would
suggest. '

- Another participant asked what in this growth theory was relevant today,
when developmg countries—including China and India—were more open than
at any time in recent memory.

Krugman responded that many people believe that because of the potential of
world trade, anything having to do with market size within a country is now
irrelevant. We must keep some perspective, he said, about what is and is not
trade. The Federal Reserve Bank of Boston did a systematic study of the tradable
and nontradable sectors in the Massachusetts economy, characterizing sectors as
serving either the local market or the national or global market. That study

~* showed that less than 30 percent of employment was in what one would con-

sider tradables. Even perfectly open economies such as the state of Massa-
chusetts are engaged primarily in producing for the domestic market, he said, -
‘and these issues are relevant where the domestic market matters. But increasing
returns do apply domestically—often to intermediate inputs (both intermediate
goods and, more important, pools of skilled Iabor).

- Krugman admitted that there was some fallacy of misplaced concreteness in
- using these models to get at their importance. He said that he would be happy to

- widen the range of possibilities, but he did not think one could simply dismiss
~ their relevance. He did not believe that in the late 1960s people decided that they

understood what Rosenstein-Rodan said but it was no longer relevant because
- they had open economies.

- Larry Summers shared the speakers gcneral sense that things were shifting
. toward a more activist era, with good reason. He asked if anything in the Big

Push, returns-to-scale concept did—or should—have anything to do with that
shift toward activism. He said that the principal advocate of the idea that small

producers in small markets are inefficient and that producers can be more effi-

cient in large markets was Stalin, who sought to enlarge enterprises at the
expense of differentiation. The idea of making markets bigger so there would be
increasing returns, he suggested, was not as important a theme to activists as
three others: the importance for industrial policy of “learning-by-doing” exter-
‘nal economies; the importance of using command-and-control approaches to
~_manage change until you have incentives in place, because you can’t create or
change markets if the right institutions are not in place; and the need to work
-around barriers that stop things from going from where they are less productive
to where they are more productive (the old dualism theme).

- Krugman said he was getting used to the bit about Stalin—when one deviates
from the “Washington consensus,” one is immediately accused of being a Stalin-
‘ist, which he was not. As a matter of intellectual strategy, Krugman contended
that it was important to lean against the wind regarding the tendency to empha-
- size somewhat cosmic” concepts, such as the generation of knowledge and
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technology. It was not that those futuristic topics were not important but that
rthey were so much more tempting to explore than the grungy details of econ- -
omies of scale in a plant or the greater likelihood of finding specnahzed skills in
thick labor markts, which was part of the same story. We have an obligation,
he said, to lean tcward the less glamorous aspects of the problem because there -
is a strong tug the other way. In his opinion, technology as usually discussed was

o overrated; the cr 1cial externalities often lay in more mundane types of interac-

‘tions. As for dualism, he did not mean to preclude other opnons, and perhaps
his bias was too narrow and concrete.
A participant from the World Bank’s East Asia region said that Krugman had
ignored one element in the history of economic thought: the sociology of the
_economics profession. In the 1970s and 1980s the agenda for development
- economics had been heavily influenced by the dominant ideologies of institu-
tions such as the World Bank, not only through their funding of research but
also, and more insidinusly, because their resources and their grant of legitimacy
affected the economics profession, especially in.developing countries. A prime
example is the World Bank’s capacity-building initiative in Africa.
A World Bank participant made a distinction between a mathematical model
and verbal or logical models, including sociological models, which tend to be
forgotten because they are difficult to carry over historically. A second partici-
pant said that Krugman—and to some extent Stiglitz—stressed the importance
of formal modeling as a legitimization of economic knowledge. He asked if they
. -would agree that, given Krugman’s definition, legitimate knowledge would

- . include Euclidian geometry but would not include Darwin’s theory (a nonfor-

~ mal, nonmathematical model that couldn’t make predictions} or a great deal of
~nineteenth century physics and chemistry.
- A participant asked Jayawardena to comment on Krugman’s statement that it
“made sense for the World Bank and other multilateral agencies to push hard for
liberal policies in developing countries, given their demonstrated tendency to
~ -engage in economically irrational interventions. Was it premature to start think-
ing about a counter-counter-counterrevolution? the participant asked.
‘Krugman closed the session by referring to the quotation about consistency
being the hobgoblin of little minds. There is internal consistency, and there is
consistency across different issues, he said, and nobody could accuse him or
Stiglitz of having a consistent model of the world. He referred, finally, to
‘another quote, this time from an economist, that the most reckless and dan-
‘gerous theorist is the man who professes to let the facts speak for themselves. It
is important to discipline oneself, he said. What he meant by a model was not
- necessarily a mathematical model but putting oneself, at least briefly, in an
intellectual straitjacket just to be sure of actually staying in the same place for a
lirtle while.



