
Neoclassical Reform 

in Practice 

fter some three decades of structural adjustment, we now have 
ample data by which to j udge neoclassical theory in action. 
Proponents of structural adjustment can point to test cases that illus-

trate the virtues of reforms that roll back the state and free up the market. 
Not surprisingly, they often draw their examples of successful reform from 
the same list of countries they held up as examples of unsuccessful or at 
least questionable state-led development, such as Mexico, India, and Ghana. 

Overall, however, the results of structural adjustment have varied 
widely. From among the welter of cases one can draw the following 
general rule: structural adjustment programs have done the most good in 
Latin America, and the least good in Africa. Breaking structural adjust­
ment Into its various components and studying their results closely can 
help to explain this discrepancy. Upon such examination the theoretical 
weaknesses or oversights of the ,neoclassicaI approach come to light. In 
addition to the moral concerns raised" by structural adjustment, namely 
that SAPs have worsened the plight of the poor and deepened injustices 
in third-world societies, there appear to be serious economic and politi­
cal drawbacks to neoclassical reform. It appears that neoclassical theo­
rists, in focusing on the virtues of rolling back the state, overlooked 
some of the problems this process would beget. 

111 The Dividends of Structural Adjustment 

At first glance, the evidence that structural adjustment has done its job 
seems compelling. Mexico approached structural adjustment reluctantly, 
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but a deepening economic crisis in the mid- 1 980s led the country to 
move fully into currency devaluation, tight fiscal and monetary policies, 
and trade liberalization. For the first couple of years, conditions wors­
ened and gross domestic product fell, but not everyone was losing out. 
In the first year of liberalization, nonoil exports rebounded 41 percent. 
The economy began to turn around in 1 988, and by 1 991  inflation was 
down, investment and foreign-capital inflows were up, and growth was 
healthy. l The 1 994 free-trade agreement with the United States and 
Canada then provided a further fillip to growth. In 1 995, however, the 
booming stock market collapsed. This. highlighted the risk� of a recov­
ery based largely on foreign investment. When foreign investors began 
to doubt the Mexican government's ability to sustain the political and 
economic situation, especially in light of rising political violence and 
instability, they retreated en masse, pulling the carpet out from under the 
peso and threatening the economy with collapse.  The government 
responded with a strict austerity program, but survived the crisis only 
because foreign creditors, notably the United States, offered the govern­
ment billions of dollars in credit to shore up the peso and restore 
investor confidence. 

One Latin American country whose SAP depended less on foreign 
backing was Chile, which is today considered the world's best advertise­
ment for structural adjustment. Local investors dominated the stock 
market more than in Mexico, so Chile was relatively safe from a 
Mexican-style collapse. As in Mexico, the first years of the neoclassical 
experiment in Chile, begun in 1 973 ,  yielded misery and few signs of 
growth, but by the early 1 9 80s  matters had started to improve.  
Subsequently, Chile's growth rate became one of the world's highest. 
New jobs have materialized to replace those lost, and exports have 
increased. Nor have the gains been concentrated in the primary sector: 
new products make up much of the increase in exports. Agriculture is 
becoming more advanced as new technologies are adopted. To top it all 
off, Chile has managed to improve its social indicators.2 

India was, comparatively, a late adjuster. After the assassination of 
Prime Minister Indira Gandhi in 1984, her son Rajiv Gandhi came to 
power and began appointing technocrats who shared a vision to remodel 
the economy. However, the reform process tended to stop and go for a 
few years , after which the Congress Party spent a few years out of 
office. It was only after the Congress Party returned to power in 199 1 ,  
when the government faced a balance-of· payments crisis, that things 
really changed. P. V. Narasimha Rao succeeded Gandhi, and his finance 
minister, Manmohan Singh, instituted India's version of shock therapy. 
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The country's notorious protective barriers began to tumble: the maxi­
muIh import duty was cut from 250 percent to 50 percent, and growth, 
which was almost stagnant in 199 1-1992, was up to 5 percent a couple 
years later.3 By the late 1990s, parties right across the political spectrum 
had united behind the new economic agenda. Significantly, the agricul­
tural economy, in which most of the country's population lives and oper­
ates, has been largely untouched by liberalization, which has targeted 
the industrial sector. 

Ghana was one of Africa's early adjusters, and also one of those that 
remained most faithful to the International Monetary Fund-World Bank 
recipe, thus earning itself generous aid and credit. By the late 1970s its 
economy was in dire straits. On the last day of 1981 ,  Jerry Rawlings led a 
coup that brought a group of radical military officers to power, but the 
economy resisted his government's initial efforts to turn it around. The 
Rawlings government soon changed course and raised producer prices, 
phased out subsidies on agricultural inputs, increased tariffs on public 
utilities and services, devalued the currency, and cut government spend­
ing. Price controls were abandoned, import licensing was eliminated in 
1989, privatization was begun, and the public sector was cut back. Results 
came right away: growth resumed and continued at more than 5 percent 
for the rest of the decade, investment and savings rose, and export vol­
umes increased, with cocoa �xports expanding by 15  percent from 1983 to 
1988" and volumes for other commodities doing even better.4 

Like Ghana, Turkey was a fairly early adjuster. While Tunisia and 
Egypt began trying ingredients in the neoclassical recipe as early as the 
late 1960s, serious reform largely would not begin in the Middle East 
for another generation, after the 1 99 1  Gulf War.5 However, in Turkey, a 
balance-of-payments crisis prompted the adoption of a structural adjust­
ment program in the 1980s. The Mid�le East's most famous state-led 
development strategy was then "transformed by devaluation, the liberal­
ization of trade and payments regulations, the abolition of price con­
trols, the elimination of subsidies for state economic enterprises , tax 
reform, and other policies that shifted economic activity toward exports 
and the private sector. Initial results were encouraging. The economy 
rebounded, inflation dropped, exports and especially manufactured 
exports rose, and the country ' s  foreign-exchange constraint disap­
peared.6 

These apparent successes aside, structural adjustment is not without 
its failures.  Within a few years, Turkish economic growth fell back and 
the export boom was offset by even faster-rising imports. While to its 
boosters Ghana may be an African success story, to its detractors the 
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data conceal more than they reveal. It has long been said that Ghana 
succeeded because it had to. As Africa's test case for structural adjust­
ment, it could not be seen to fail, so foreign backers pumped aid and 
credit into the Ghanaian economy in order to sustain its recovery. In the 
absence of this official foreign investment, it is unlikely its economy 
would have fared so well, because domestic investment remained rather 
flat7 (much the same has been s aid of the "successful" structural 
adjusters of the Middle East).8 Given that fIrst-world governments have 
been slashing their aid budgets for years, it is unlikely that they will fill 
the gap in other Mrican countries as they did in Ghana. Gha,na niay find 
the odd imitator, such as Uganda, which after 1 987 also received strong 
foreign backing for its equally successful retrenchment program, but 
these countries remain the exception rather than the rule in Mrica. 

Africanists have been among the harshest critics of structural 
adjustment, and they can draw on a wealth of evidence to argue that it 
has done more harm than good in Africa. The aggregate evidence shows 
that during the 1 980s, the decade when structural adjustment began 
across much of the continent, growth slowed and agricultural output 
failed to keep pace with population growth, leading in turn to increased 
food imports; manufacturing did not increase its share of total output, 
investment dropped, consumption plummeted, per capita incomes 
declined, and unemployment rose.9 In fairness, neoclassical theory did 
anticipate that a decline would often precede a rebound, as economies 
weeded out their inefficiencies. Nevertheless, by the end of the century, 
a strong economic recovery had yet to materialize in Mrica. The conti­
nent moved to the forefront of the concerns of politicians, academics, 
and rock stars alike, who saw it as the part of the world that had become 
most marginalized in the global political economy. The most sanguine 
assessment now appears to be that if structural adjustment did not cause 
Africa's current economic woes, nor did it cure them. lO 

However, proponents of structural adjustment contend that things 
might have become even worse had African governments not imposed 
structural adjustment. This is possible, but a glance at Nigeria, Africa's 
most populous country, reveals that SAPs, though positive in some 
respects, did not yield all their anticipated gains, and produced some 
unexpected and undesired consequences. Although cocoa production 
rose under structural adjustment, cocoa processing by local plants did 
not. This was because many of the inputs used by those plants, such as 
spare parts and technical expertise, were imported from abroad and thus 
had their prices boosted by currency devaluation. Any increase in 
Nigeria's gross domestic production resulted from expansion in the pri-
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mary sector. Growth in manufacturing has, if anything, been held back: 
whereas in the early years a layer of new export manufacturers appeared 
to be tieveloping, I I  this dynamism soon ran out of steam. 12 While indus­
tries enjoying comparative advantage did prosper, as anticipated by neo­
classical theory, the gains were offset by retrenchment and an accelerat­
ed fall in capacity utilization. 1 3  Meanwhile, many large firms have 
closed down, while small firms, despite improved access to credit, have 
fared poorly. They have suffered from rising input costs, the contracting 
domestic market, and the lack of linkages to large firms that might oth­
erwise have shifted from imported inputs to local sources to reduce their 
input bills. 14 These findings have remained consistent over time, with 
even the most recent research continuing to reveal a largely unchanged 
picture of industrial decline. I S 

That Nigeria has increased its primary production" but not the value 
added to that production in the local economy, is a finding echoed else­
where in Africa. 16 There may be more farm output, but not more indus­
trial processing of that output, the products being exported raw. 
Moreover, there is reason to expect the situation to get worse. Cuts in 
government spending are hindering human-capital formation and devel­
opment of the skilled-labor pool, managerial talent, and engineering 
capacity. This obviously jeopardizes future industrial development. 

This bodes ill for the future, because it puts countries back into the 
syndrome they tried to break out of long ago when structuralists first 
identified the problem of declining terms of trade. Development theo­
rists may debate hotly whether the terms of trade for third-world coun­
tries �e inclined to decline over the long term,17 but it seems clear that 
successful development usually arises when economies not only 
increase their exports but also alter the composition of those exports­
that is to say, when they develop and build export industries. Demand 
for third-world primary commodities, especially those from Africa, is 
generally rather inelastic: as their prices go down, or as first-world 
incomes go up, demand for the goods does not increase very much, or 
increases only to a point. Therefore, increased output soon floods the 
world market. In this way, Ghana's increased cocoa exports were more 
than offset by falling world prices. I 8  Future revenue will need to be gen­
erated by new industries, and not just in the primary sector, but these 
industries are apparently not emerging in Africa today. Furthermore, 
whereas in Africa the gains of structural adjustment have been concen­
trated in the primary sector, it is not clear that those gains will last: 
investment has lagged, and in some cases increased production costs 
have led input consumption to decline. 19 
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The question, then, is why did broadly similar policies yield appar­
ently successful results in Latin America, yet do so little good in Africa? 
We can begin to tackle this question by dissecting structural adjustment 
and looking at its results. 

a Fiscal Austerity 

Fiscal austerity programs, which were designed to restore macroeco­
nomic stability to economies sorely lacking it, generally succeeded in 
meeting this goal. As a rule, inflation and interest rates came down and 
local demand was cut. 

However, neoclassical theorists may have been mistaken in assum­
ing that such macroeconomic stability would necessarily lead to 
resumed growth; little evidence has emerged to justify the assumption.20 
Instead, economies often remain sluggish despite the propitious condi­
tions. Even the World Bank came to admit that SAPs could stabilize 
plummeting economies without necessarily putting them back on the 
road to growth.21 

Neoclassical theorists may have placed too much faith in the poten­
tial of a free market. Inflation and high interest rates are not the only 
conditions that inhibit investment; lowering them appears to be neces­
sary to increasing economic activity, but not sufficient. Increasingly it 
appears that government spending often complements private spending, 
with private investors waiting for the government to make the first 
move. For instance, a private company might not build its planned fac­
tory until the government has built a road and provided electricity and 
plumbing to the site. Lance Taylor has shown that, whereas neoclassical 
theorists contended that government spending crowded private investors 
out of the market, at least some government spending seems to "crowd 
in" private investment.22 The trick is to maintain or increase that type of 
spending while reducing inflationary spending. In contrast, sweeping 
government cutbacks can do more harm than good to long-term devel­
opment prospects, especially if they eat into infrastructure development. 
In many African countries, highways have potholes large enough to 
swallow small cars; telephones do not always work, and even when they 
do, reaching the intended receiver is a hit-or-miss pastime; and electrici­
ty can fail without warning. Running a business, let alone getting the 
goods to market or obtaining supplies, is frustrating and costly. Local 
investors eschew manufacturing, and foreigners avoid the country alto­
gether. The neoclassical faith that "openness" wO"!lld suffice to attract 
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foreign investment now appears mistaken, as foreign capital tends to 
pursue those ol?portunities that, more often than not, are created by gov­
ernment policies.23 Clearly more rather than less government spending 
is required, even if cuts can be made in other branches of government. 
The trick, it is increasingly agreed, is to make spending "better" rather 
than searching for some optimal level of public-sector spending. 

Demand compression, which in addition to lowering inflation was 
supposed to free goods for export, at times has had unintended conse­
quences. In Niger, demand compression not only caused a recession, but 
also did not produce,  an appreciable increase in exports.24 Bangladesh 
had similar problems.25 The reason is that the goods produced by local 
firms could not find markets abroad. This is often the case in third­
world countries, where goods made for local consumers are crude, sim­
ple, of low quality, or geared to local tastes and fashio,l1s . In some third­
world countries , for instance, hand soap leaves a film in the water, lacks 
perfume, and is sold in big, unpackaged blocks. This makes it affordable 
to local consumers, but unattractive to consumers in richer countries 
who are less price-sensitive and have more sophisticated tastes. As for 
those firms that were exporting, in Bangladesh they produced exclusive­
ly for the export market, so reductions in local demand did not free more 
goods for them to sell abroad. 

iii Privatization 

Privatjzation has arguably been the least effective of the elements of 
structural adjustment. Unlike fiscal austerity, which can be useful when 
imposed in a discriminating manner (cuts in some budgets, increases in 
others), privatization seems to recommend itself only in relatively spe­
cific circumstances. 

The Weak Case for Privatization 

The belief that privately owned firms will by definition operate more 
efficiently and productively owes more to ideology than to economic 
logic. There is no question that by the late 1970s many public-sector 
firms all over the world had become poor performers ; but the causes of 
poor performance were largely circumstantial, and not a direct result of 
public ownership. 

In any event, it is questionable that public firms should be judged by 
the same criteria as private firms . Efficiency (the ability to produce 
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maximum output with minimum input) and financial performance 
(budget-related items like profitability) provide the standard measures 
of firm performance. In general, these are fair standards, and many 
third-world public firms, with their bloated staffs, high budgets, unused 
production capacity, heavy debts, and consistent losses on their opera­
tions, have all too often stacked up poorly. 

However, these measures often fail to capture some of the particular 
tasks taken on by public firms. To begin with, the state must often tackle 
market failures or deficiencies. Monopoly, when there is only one seller, 
and monopsony, when there is only one buyer, are common· in the third 
world. For example, many peasant farmers deal with traders who are 
either monopsonists or organized into oligopsonies. These traders often 
offer producers low prices and provide credit at extortionate rates, rak­
ing in excess profits that may then be sent abroad or used for lUXUry 
consumption rather than investment. This raises concerns not only of 
justice, but also of economic efficiency, because the profits might be 
more productively invested by the farmers themselves. In such cases, 
the government can intervene by creating a public firm. Even if the firm 
does not meet ordinary standards of quality, it may improve the econo­
my by fostering competition.26 

State firms may also confer beneficial externalities on the economy. 
Such externalities emerge when the costs of a product or service are 
concentrated in one firm while its benefits are spread throughout the 
economy. Private firms will avoid such undertakings, investing in some­
thing only if there is reasonable assurance of eventually recovering their 
costs. A common example of such an externality is human-capital for­
mation, which is largely neglected by private markets in the third world. 
Often, the best way to develop a pool of engineering talent is to create 
an engineering firm; technological capability can be improved by creat­
ing a firm that specializes in research and development. Especially in 
less-developed economies, the costs of such firms will often exceed 
their revenues. However, if in the meantime a pool of engineering or sci­
entific talent is built up, which can then be exploited by the private sec­
tor, the net gain to the economy may well outweigh the investment. This 
occurred in Brazil, where poorly performing public firms helped create 
technological capability,27 and in Taiwan, where they helped foster 
industrial development and diversification by building up new industrial 
sectors.28 

A private firm will ignore a subsectoi that is important to national 
development if the returns are too low and the risks too high, or if the 
firm is simply too conservative to venture into new territory.29 In Cote 
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d' Ivoire, for instance, the B anque Ivoirienne d e  Developpement 
Industriel's unrecovered loans eventually drove it into bankruptcy, but 
not bdfore it h�d funded the creation and expansion of many successful 
local private ventures. These ventures would probably not have devel­
oped otherwise, because the foreign-dominated private banking sector 
avoided Ivoirien entrepreneurs in favor of safe investments in large 
multinational corporations. 3o In this case, the losses incurred by one 
firm, the bank, were made up several times over by the gains of the 
firms to which it loaned money. 

However, even if we ignore that there can be legitimate economic 
reasons for a government to maintain inefficient, loss-making firms,  
there is actually little evidence to suggest that public fIrms are intrinsi­
cally given to poor performance. It is not self-evident that private firms 
will be more efficient than public ones,3 1  nor that pr.ivate investment 
will be more productive than public investment,32 and there are many 
cases of third-world public firms providing exemplary models of effi­
ciency and productivity.33 What seems to govern the quality of a fIrm's 
performance is less who owns it than who runs it, the conditions under 
which it is run, and the structure of the industry in which the firm is 
located. In most cases in which public firms perform poorly, their per­
formance can be improved without privatization. 

It may be that the managers of a public firm are incompetent politi­
cal appointees. Privatization can help clean out such an administration, 
but so can changes in the way appointments are made. It may be that a 
public fIrm's mandate is so extensive, or that its hands are so tied by 
such things as price controls, that it cannot hope to recover its costs. 
African marketing boards have often been handicapped this way.34 
Deregulating such firms and allowing them to operate as private agents 
can improve their performance . . Laxity on the part of a fIrm's adminis­
tration may arise from a practice such as "soft budgeting." This occurs 
when the state covers the losses of a firm out of public revenue, thereby 
eliminating the careful spending habits imposed by fear of bankruptcy. 
Severing the firm's  links to the state and fixing its budget can help 
impose such discipline. If the inefficient public firm in question is a 
monopoly, it can enjoy the laziness afforded any monopoly, public or 
private. In such a case, privatization merely shifts the monopoly from 
one agent to another that is even less accountable to the public. A more 
promising solution is sectoral reform, such as creating a rival company 
in order to inject competition into the industry. In all the above cases, 
public-sector reform seems at least as likely as privatization to improve 
the performance of the firm in question. Where reform has been used 
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instead of privatization, the results have been positive.35 But the bulk of 
evidence now seems quite clear that although privatization can yield 
productivity gains in competitive markets-those  least needing 
reform-there is much less evidence (not to mention ambiguous theory) 
to support privatization's benefits in monopoly markets;36 if it is to be 
effective, privatization needs to take place within a framework of com­
petition and effective state regulation.37 

The Case Against Privatization 

In general, reducing the public sector to expand the private sector 
appears to exercise little impact on development.38 Not only does priva­
tization result in less improved firm performance and less accelerated 
economic development than hoped, but it also seldom raises much 
money for the governments selling the public firms,39 which are so"me­
times sold cut-rate for political reasons, perhaps to favor friends of the 
government. The latter might encourage rent seekers and at the same 
time worsen income distribution within the economy.40 Meanwhile, 
money-losing firms must be sold at a loss; profitable firms may earn the 
government a good price, but less than they might have earned over the 
long term in dividends.41 

However, the argument against privatization does not rest solely on 
the claim that it seldom does much good. In some cases it may even hin­
der development. It may consume resources that could be used more 
productively for other purposes : the money that investors use to buy 
shares in privatized firms might do the economy more good if it were 
used to create new firms.42 Especially in the case of large-scale privati­
zation programs, attracting investors into the purchase of public firms 
may crowd out investment in private firms at a time when capital is in 
short supply. It is instructive that the former Soviet bloc's most dynamic 
private sector, in Poland, emerged not from privatization but from the 
creation of new firms.43 

In principle, therefore, privatization seems to offer little to third­
world countries. Public-sector reform, coupled with policies to encour­
age new private investment, seems the best policy. However, there are 
times when political conditions may preclude the implementation of 
such policies, and privatization emerges as the best option. This point 
has been made in reference to the former Soviet bloc, in particular to 
Russia. According to some scholars, governments there did not have the 
option of releasing firms into a market economy, because they first had 
to create such an economy from scratch .  Meanwhile, the immense 
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bureaucracy of the state-industrial sector could not always be trusted to 
cooperate in any effort to reform the public sector and thus undermine 
its own power 'base. Faced with such conditions, several governments 
judged crash privatization programs to be the best means to leap rapidly 
from state socialism to a market economy.44 In a similar vein, African 
elites who have used public corporations to distribute gains and thereby 
build up political support networks may be unwilling, or unable if they 
have extensive political commitments, to reform their public sectors.45 
There may also be situations in which public firms need fresh influxes 
of capital in order to complete their reforms, but are unable to obtain 
this capital without selling some or all of their shares. Even in these sit­
uations, however, it is best to reorganize public firms, turning them from 
state- to market-oriented enterprises before selling them off. Relying on 
the private sector to do this may be a mistake.46 

� Trade liberalization 

Trade liberalization, which is meant to improve resource allocation and 
firms' efficiency while increasing exports, has produced more mixed 
results than has privatization. Earlier neoclassical work argued for a 
strong link between trade liberalization and growth, but the more recent 
empirical research finds that, in general, the connection is ambiguous at 
best. 47 Comparing aggregate data to case studies, the best conclusion 
seems to be that trade liberalization can do some good to an economy, 
but o.qly if carried out in a discriminating manner that takes account of 
both local and international demand and supply conditions. 

For starters, the world economy is dominated by the highly protect­
ed and subsidized economies of the first world. First-world governments 
can go to great lengths to shelter their own industries, and will impose 
quotas on third-world exports if they undercut those of their own pro­
ducers. Mahbub ul Haq has estimated that the revenue the third world 
loses to first-world protectionism may be ten times greater than what it 
gains from first-world aid.48 Presently the IMF, the World Bank, and 
first-world donor agencies can compel third-world governments to liber­
alize their foreign trade when they apply for assistance. This opens the 
thir� world to trade but has little impact on the trade policies of first­
world countries. 

When import liberalization forms part of a coordinated worldwide 
strategy, as in the World Trade Organization, the world economy is like­
ly to grow in response. Poor economies may not fare so well, however, 
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because they have not yet developed industries that can take advantage 
of the improved access to foreign markets, and the arrival of cheap 
imported goods may discourage local entrepreneurs from moving into 
industry. Moreover, when individual countries liberalize trade on their 
own, as SAPs prescribe, the benefits of trade liberalization become even 
more suspect. At best, it is unclear that liberalization of this sort 
improves economic performance;49 even its proponents find a weak cor­
relation between liberalization and increases in exports.50 

Nevertheless, it seems that as a country develops, exports can further 
fuel its development, and trade liberalization can facilitate this process. 
Successful episodes of trade liberalization in Brazil, Chile, Argentina, 
and Uruguay, reSUlting in improved exports and productivity, seem to 
confmn this.51 Equally, growth in India's manufacturing sector and in its 
exports has outstripped the already healthy economic growth rate 
achieved under trade liberalization; similarly, Turkey's exports, especial­
ly its manufactured exports, have surged under liberalization. 52 However, 
liberalization may not generate similar benefits everywhere. Whereas it 
exercises a positive impact on the efficiency with which firms operate, 
this effect apparently becomes negative when liberalization is begun at 
an early stage of a country's economic growth.53 Evidence also suggests 
that trade liberalization will be most effective if it is implemented after a 
country has built up its industrial export sector. 54 

From this one may infer that trade liberalization is most effective in 
relatively industrialized economies. Moreover, liberalization will not 
itself bring about such industrialization: contrary to the neoclassical posi­
tion that opening up to trade and exporting will accelerate development, 
it appears that increased exports do not so much cause development as 
result from it. 55 Increased output and the development of new goods and 
services seem not to be affected as much by trade policy as by other poli­
cies. It is telling, then, to contrast the successful instances of trade liber­
alization mentioned above with the experiences of African countries, 
where trade liberalization has been unsuccessful, and even harmful. 
Although the World Bank defends trade liberalization as applied to 
Africa against its many critics, arguing that evidence of deindustrializa­
tion is not yet conclusive, the B ank nevertheless admits that Africa's 
export performance has been disappointing.56 What distinguishes the 
African experiences with trade liberalization from those of the Asian and 
Latin American cases mentioned earlier is that in the latter, liberalization 
followed a lengthy period of sheltered state-led industrialization; in the 
former, this period did not last very long and industry remained rela­
tively immature. It is telling that studies of the impact on growth of 
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"openness"-low barriers to, and high volumes of, trade and foreign 
investment-find that when investment is disaggregated from trade, 
trade's positive impacts become much less significant. 57 This apparently 
reinforces the view that trade liberalization will yield the best results in 
countries with the capital base sufficient to take advantage of it. 

This sheds new light on the role of the state in economic develop­
ment, partially redeeming import substitution's protection and subsidiz­
ing of industry. The policy of sheltered industrialization, as advocated 
by the import substitution model, may not have sufficed to develop 
third-world economies, but it did build finns and industries that could 
later take advantage of the shift to liberal trade policies. The principle of 
nurturing industries that will later export is often referred to as the 
infant-industry model (lIM), which differs from import substitution in 
its attempt to build up an industrial base, not to supply the local market 
but to move into the export market. 

lIM and the neoclassical model differ in their conceptions of com­
parative advantage. Neoclassical theorists see trade liberalization as the 
best way for an economy to realize its comparative advantages, but they 
tend to concern themselves only with static comparative advantage, that 
is, the comparative advantages existing in the economy at present. In 
contrast, IIM aims to develop new skills and capacities, and thus focuses 
on what is called dynamic c-omparative advantage-comparative advan­
tage that does not presently exist but could be developed by the state. 

lIM will be discussed further in the next chapter. Yet even if one 
rejects IIM and argues that governments should only concern them­
selve� with realizing static comparative advantage, it still may not fol­
low that trade liberalization will on its own accomplish this. For exam­
ple, Lesotho, a small mountain kingdom surrounded by South Mrica, 
enjoys a comparative advantag� in the production of wool and mohair. 
However, Lesotho's rugged landscape has a much less developed infra­
structure than does South Africa's. Moreover, the streets of Lesotho's 
capital, Maseru, are lined with stores belonging to South Mrican retail 
chains. South African producers therefore enjoy better access to markets 
and distribution outlets, which lowers their costs of production. For 
Lesotho to realize its comparative advantage in the production of wool 
and mohair would probably require that the government invest in infra­
structure and facilitate distribution. 58 

Critics of trade liberalization do not usually advise against pursuing 
it at all, but rather against pursuing it too soon. Before producers in poor 
countries can take advantage of trade liberalization, the government 
must first improve the operation of markets, develop infrastructure and 
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human capital, and possibly foster new firms or industries. Otherwise, 
trade liberalization will have little positive impact, as illustrated by the 
Nepalese case.59 Worse yet, there is a risk that in such circumstances 
trade liberalization may do what it has done in much of Africa: drive 
budding firms out of business.6o Even after these developments have 
been effected, the government should retreat from the economy slowly 
and cautiously, ensuring that investment does not drop and infrastruc­
ture does not deteriorate.61 India's liberalization of its television indus­
try offers a successful example of this kind of phased or selective with­
drawal. The government liberalized trade, but at the same time assisted 
small producers in order to keep the industry from getting oligopolized 
by a few large producers.62 

Domestic Market Liberalization 

If the benefits of import liberalization in the correct circumstances are 
clear, domestic market liberalization, or getting the prices right, has 
been a different matter. The new political economy argued that third­
world output of primary products was sluggish because farmers were 
paid too little for their products, the state having skimmed off so much 
for urban and industrial development. According to this logic, reducing 
state involvement in the economy, liberalizing trade, and devaluing the 
currency would cause producer prices to rise and output to increase. 
Today, few theorists dispute the basic principle put forth by the new 
political economy that peasants respond positively to price incentives, 
all other things being equa1. The problem is that all other things rarely 
are equal in much of the third world, and certainly not in Africa, where 
the new political economy was considered most relevant. 

Policies of domestic market liberalization have been adopted all 
over the third world, so that there is a substantial pool of evidence by 
which to evaluate the experiment in getting the prices right. By and 
large, the results have not been encouraging: the desired results either 
did not materialize or produced unforeseen and damaging conse­
quences .  

I t  is now clear that farmers will not  respond to  price increases 
unless they have access to a good transportation infrastructure: better 
prices for their products mean little to farmers if they cannot get those 
products to market. In addition, farmers need inputs that might not be 
available on a free market. Among these are affordable credit, cheap 
land and labor, and subsidized seed and fertilizer. Poor farmers frequent­
ly lack the capital to make the initial investment in export crops, and 
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will continue to rely on subsistence production unless the government 
assists them in the transition. Once the transition is made, government­
sponsored research and development-whereby extension workers in 
field stations promote the adoption of new technologies and train farm­
ers in their use-are needed to further development. Farmers also need 
incentives to expand their output or shift from subsistence to cash-crop 
farming: increasing one's income does little good if there is nothing to 
spend that extra income on, and readily available consumer goods are 
among the important incentives to production.63 

Too great a withdrawal by the state can reduce the availability of all 
these inputs and incentives and worsen already inadequate infrastruc­
tures. While government retreats in some areas, such as marketing and 
price setting, it may need to advance in others, such as infrastructure 
development, credit provision, and extension. For in,stance, in several 
African countries market liberalization brought new traders into the 
economy, which heralded greater competition and thus higher prices for 
farmers. However, because capital was hard to obtain, few traders could 
make ,the leap from petty to large-scale trade, and the risk was that a few 
traders would oligopolize or even monopolize the market: a few families, 
rather than the state, would skim off revenue.64 Much as India did with 
its television-manufacturing industry, African governments may need to 
intervene to assist the development of their markets and help traders to 
acquite capital, if they want domestic market liberalization to work. 

On balance it appears that responses to price factors are greater in 
more-developed than in less-developed countries,65 and Africa's experi­
ences. seem to confirm this. In general, export-crop production did not 
respond as favorably to price increases as had been hoped, and most of 
the increase in agricultural output resulted from food production, which 
is less expensive for farmers. Structural adjustment was not necessarily 
bad, but it needed more state intervention to become effective. As things 
stand, production costs remain too high for many farmers; intermedi­
aries, free from competition or effective regulation, are absorbing price 
increases .66 All in all, it is in the least-developed economies that the 
state will have to intervene most effectively if domestic market liberal­
ization is to have any positive impact. 

Ii Currency Devaluation 

The new political economy advocated currency devaluation as one 
means to raise producer prices. At first glance the benefits of devalua-
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tion to agricultural output appear unquestionable. In Ghana, for exam­
ple, the 1 980s devaluations .prompted remarkable increases in exports. 
However, closer examination reveals the gains to be less than they at 
fIrst appear, and devaluation can in the meantime create problems. 

To begin with, by raising the prices of imported inputs, devaluation 
can hurt urban industry. This may not be all bad. Those industries that 
rely heavily on imported inputs and produce for the local market will 
suffer, but one can argue that they place a drain on the economy and 
offer it few spinoff benefits, because their connections to it are so mini­
mal, given that they buy few of their inputs locally. On the other hand, 
those frrms that finish local inputs for export will become more compet­
itive; they may expand their output, increase demand for local inputs, 
and thereby benefit the economy as a whole. 

Nevertheless, each frrm will factor the increased cost of its imported 
inputs into the prices of its finished goods. If, for example, a firm that 
makes plastic goods has to pay more for imported petroleum, it will 
recover its increased costs by raising the prices on the plastic goods it 
sells . This causes a shift in society's revenue. Urban consumers and 
food-producing farmers will pay higher prices but get little compensa­
tion in the form of higher incomes ;  their condition will worsen. 
Meanwhile, profit earners and export-crop farmers will be better off. 
The former are obviously rich to begin with, and the latter tend to be so 
as well, since farmers usually need to be relatively prosperous before 
they can become involved in export cropping. This matters because 
profit earners and prosperous farmers often have a lower propensity to 
consume than do the other groups.  This shift of income may reduce 
overall consumption and cause the economy to contract. 67 

This is still not so bad, if we assume that, instead of consuming 
more, these higher earners will invest more, presaging future develop­
ment, and that in the meantime export revenue will make up for the con­
tracting domestic economy. This, after all, is what devaluation is meant 
to do: shift resources to more efficient producers who will increase 
export revenue. 

In sub-Saharan Africa, this is where the sequence appears to stop. 
Devaluation appears to have done little to stimulate exports from the 
region; the markets for its goods lie primarily in the first world, where 
demand is relatively inelastic. Devaluation increases output, and 
increased output lowers world prices, but these lower prices do not 
translate into increased demand the way they might for other goods.6& 
Meanwhile, devaluation and removal of subsidies on inputs causes infla­
tion, owing to the jump in import costs. This effect is accentuated when 
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farmers use a good deal of imported inputs, such as fertilizer.69 Inflation 
may then erod� the gains in producer prices. In 1994, for example, Cote 
d'Ivolre's  currency was devalued and coffee and cocoa prices rose 50 
percent, but the price of insecticides rose 60 percent. Similarly, studies 
in Kenya, Tanzania, and Zimbabwe found that rising input prices offset 
producer-price increases, dampening hopes that market liberalization 
would bring substantial increases in output. 70 

It also appears that the new political economy overestimated the 
degree of currency overvaluation prevailing under old regimes,71 given 
the existence of parallel and black markets. Many travelers to third­
world countries have experienced the hectoring of black-market curren­
cy traders offering better exchange rates than those set by the govern­
ment. In other words, the official exchange rate prior to devaluation may 
not have been the rate prevailing in all of the economy. The same goes 
for output figures. Of the increases in output attributed to devaluation, 
some, perhaps most, result not from new production, but from the reen­
try into formal circulation of goods previously smuggled.?2 During the 
1 970s, for example, many Ghanaian cocoa farmers smuggled their crops 
across the border into Cote d' I voire, because the I voirien marketing 
board offered higher purchase prices than did the Ghanaian board. Once 
devaluation took effect in Ghana in the 1 980s, not only did all these 
farmers begin selling to the Ghanaian board again, but many Ivoirien 
farmtErs joined the cross-border flow as well. Given our growing knowl­
edge of informal and parallel markets,73 it seems the new political econ­
omy overstated the detrimental impact of government policies on agri­
culture.74 Such policies might not have decreased output so much as 
increased secrecy. In sum, the apparently positive changes produced by 
currency devaluation and state withdrawal may be exaggerated. 

Should one conclude from . . all this that devaluation does no good? 
Perhaps not. In India, although devaluation hurt domestic industrial pro­
ducers, for whom the cost of imported inputs rose, it led to a spurt in 
industrial exports.?5 As with other . elements of the neoclassical strategy, 
it appears that devaluation can yield positive gains, but perhaps only in 
economies with strong industrial bases, and then only if the government 
intervenes to mitigate the effects of inflation or decreased consump­
tion,76 as well as to help producers take advantage of price changes. 
Still, all things considered, it appears that the benefits of devaluation 
are, in most cases, modest at best.?7 Given, too, that one of devaluation's 
key effects is to undercut the prices on the goods sold by competitors in 
other third-world countries, there is a case to be made that its chief ben­
eficiaries are consumers in the first world. Seen this way, devaluati_on 
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begins to emerge as one of the less effective weapons in the neoclassical 
arsenal. 

III The Abolition of Marketing Boards 

The abolition of marketing boards sometimes helps to liberalize domestic 
markets, and sometimes does not. African marketing boards were often 
monopsonies under no pressure to bid up the prices they offered farmers. 
In Ghana and Nigeria, marketing boards underpriced the goods they were 
buying, which led farmers either to stop growing cash crops or to smug­
gle those they produced. In theory, abolishing such monopsonies would 
allow a competitive market to emerge, increasing the prices paid to farm­
ers and in turn encouraging them to increase their output. 

To be fair, not all African marketing boards performed so badly. For 
example, Cote d'Ivoire's cocoa and coffee marketing board offered its 
farmers sufficiently attractive prices to prompt increasing output year 
after year, even while it was skimming off revenue used by the govern­
ment to build up the industrial sector. But such success stories were the 
exception rather th�m the rule in Africa. Nigeria's experience with aboli­
tion, which gave way to a competitive market that raised prices and 
pleased farmers, seems to affirm the virtue of state withdrawal from 
marketing.78 

However, other countries lack Nigeria's history of competitive pri­
vate trade. State withdrawal does not always give way to a free and 
competitive market: small and immature in comparison with those of the 
first world, third-world markets are more likely to be distorted and 
imperfect.79 A traditional or family network, operating as a monopsony, 
may dominate trade; this problem is common in Africa.8o Even in one of 
the more-developed African countries, Cote d'Ivoire, a small number of 
distributors dominates the large market for printed cloth (pagnes), and 
their conservative behavior vis-a-vis suppliers serves as a sort of "pri­
vate protectionism" against market entry by outsiders.81  Equally, in rural 
India the crumbling bureaucracy does not enforce the laws governing 
agricultural contracts, so entrepreneurial families fall back on trust and 
reputation when entering contracts. Given that these can take genera­
tions to form, and rely on personal acquaintances working together, only 
those potential entrepreneurs within established family or caste net­
works can enter the market as traders.82 At the same time, farmers can 
be especially weak. If they live in outlying regions, far from markets, 
they may have to sell to intermediaries who can charge high transport 
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fees. The poor can be especially vulnerable on grain markets: unable to 
wait for a better price, they must sell during harvesttime when prices are 
low, fand buy iater in the season when prices are high.83 In such cases, 
price increases might not reach the producers but are instead absorbed 
by small, privileged groups ,  who might even deposit their gains 
abroad.84 When there is such pronounced market imperfection, "reregu­
lation" offers more promise than deregulation.85 In all such cases, what 
is needed is not less government but more effective government. 
Whereas proper regulation is essential, even small interventions, such as 
providing a bicycle to an outlying village so that someone can go to a 
market center and negotiate with traders in a competitive environment, 
can make big differences. 

It is difficult to say how widespread these sorts of market imperfec­
tions are in the third world, because little research iYxists on the sub­
ject.86 What does exist suggests mixed results,87 and the safe rule would 
probably be to err on the side of caution and assume that all markets, at 
least in the less-developed countries, are guilty until proven innocent. 
Yet aside from their role in reducing market distortion, marketing boards 
can perform other important functions. One is the marketing of goods 
eschewed by private traders : in Africa, private traders often find subsec­
tors such as cotton and bulk-food crops unappealing, so it falls to the 
state to market them.88 A second function is market integration. Markets 
in pohr areas are often highly segmented, again a common problem in 
Africa: price changes in one region will not work their way into others, 
so price incentives might not always reach the people they are intended 
to bel).efit. By establishing uniform national standards, marketing boards 
can help to integrate national markets.89 

One of the most important functions of all is price stabilization. A 
completely free market in primary goods will reflect the vagaries of 
world commodity markets, with their sometimes violent price swings. 
Peasant producers are often more concerned with risk than with price, 
and will avoid growing crops whose price fluctuations are great, 
because they may not be able to take the risk of a bad year from fear of 
indigence or even starvation. By narrowing price fluctuations into a pre­
dictable range, marketing boards can encourage farmers to begin grow­
ing export crops that will earn the country foreign exchange.9o For 
exa�ple, in India a marketing board stabilizes coffee prices, whereas 
cardamom is sold on a free market. Attracted by price stability, farmers 
have consistently augmented their investments In coffee productism, 
thereby expanding output; in contrast, the cardamom market has 
remained sluggish.91 
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Admittedly, marketing boards are not always the best means to stabi­
lize commodity prices.92 Even when they are, they need not be the mono­
lithic structures they have sometimes been in Africa. In Indonesia, the rice 
board purchases or releases less than a tenth of marketed output in any 
given year, and this modest intervention suffices to mop up excesses or 
keep the market stocked, effectively stabilizing prices.93 The Indonesian 
approach may not work in many African countries,94 but the Ugandan 
government employed a similar strategy in retaining the coffee marketing 
board after 1 986 while allowing other marketing firms to compete with it. 
Producer prices rose and services to farmers improved, output picked up 
as a result, and today the state marketing board controls only 30 percent of 
the market.95 However, as Kenya's experience shows, in the absence of 
selective state interventions to facilitate market entry, new firms niight 
have a hard time entering into competition with a marketing board, even 
after liberalization,96 in which case monopsony power will persist. 

In short, marketing boards can still play an effective role in third­
world economies, albeit on a smaller scale than was often the case in the 
past. And to encourage the growth of competitive markets, a measure of 
state intervention may be needed. 

II Retrenchment and Deregulation 

Neoclassical theory holds that retrenchment and deregulation should 
improve the economy's operation. Reduced spending should minimize 
the crowding-out effect on private investment, and financial deregula­
tion should increase the availability of credit. Deregulated labor markets 
should also function more effectively. In addition, paring back the state 
should reduce opportunities for corruption, resulting in the economy's 
resources being used more effectively than in such unproductive activi­
ties as rent seeking. 

Crowding Out Versus Crowding In 

Lance Taylor has cast doubt on the crowding-out hypothesis by arguing 
that not all government spending crowds out private investment. Some 
crowds it in. Moreover, when public investment does crowd out private 
investment, it does not always do so in a one-to-one ratio.97 Because of 
the new demands it creates in the private sector, public investment can 
in many cases provide an economy with net gains-a boost in economic 
activity greater than an unregulated market might have achieved. 
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Although the term "crowding in" belongs to Taylor, the idea that 
government inyestment can spur private investment goes back to John 
Maynard Keynes, and recent studies have lent weight to his hypothe­
sis.98 In particular, research in several third-world countries has revealed 
public investment to be a key, and sometimes the key, determinant of 
growth in agriculture ; retrenchment has had negative effects . 99 
However, this is not an argument for across-the-board spending increas­
es: Taylor himself acknowledges that not all government spending spurs 
private investment. 100 Nevertheless, it is mistaken to assume that reduc­
ing the state will always expand the market. Moreover, when govern­
ments choose to invest, it is best if they raise money through taxation 
rather than borrowing, and thereby soften the impact on interest rates. l01 

Another cautionary note is in order. Third-world governments have 
often cut their investment budgets by reducing their equcation spending, 
which often consumes a large share of a government's budget. However, 
it appears that future growth in world trade may favor goods with a 
higher human-capital content than in the past-in other words, sophisti­
cated products rather than unprocessed primary goods. 102 Cutting educa­
tion spending may save money today, but slow a country's development 
and thus cost it dearly. 103 

Financial Deregulation 

Financial deregulation can raise rather than lower credit costs if banks 
choose to lend money to firms rather than invest in them. Requiring 
banks. to invest directly in firms, and possibly also in long-term bonds 
rather than stocks, as Germany does, will cause capital to be used more 
efficiently. 104 When financial institutions make direct and long-term 
investments in firms, they encourage long-term development rather 
than short-term ventures geared to high dividends. Deregulation must 
also take account of the international environment. In the 1 980s, dereg­
ulation in Latin American financial markets resulted in a massive flight 
of capital abroad, until domestic 'interest rates rose above those of first­
world countries. But because the latter rates were at historic highs, the 
consequent leap in the cost of credit depressed investment. lOS Addition­
ally, deregulation will yield few gains if the institutional framework to 
mo1?ilize domestic savings is either absent or immature. In most 
African countries the private sector remains too immature to generate 
sufficient investment locally, 106 so the state must fill the breach. 
Finally, "crash" deregulation, as tried by Chile in the 1970s, can pro­
duce an overheated credit market, leading to a crisis and at worst a 
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crash. 107 As we shall see in the next chapter, financial liberalization of 
this variety has been held at least partly responsible for the 1997-1998 
Asian crisis, which caused so much pain in third-world countries. As 
with other aspects of structural adjustment, the lessons of all these 
cases are that effective reregulation is preferable to blanket deregula­
tion, and that whatever deregulation takes place must be accompanied 
by state interventions to develop local credit institutions and maintain 
competition. 108 

There is an added drawback to financial deregulation. Like so many 
other structural adjustment measures, it appears to worsen' income' and 
wealth distribution. It is common knowledge that in any country, rich 
borrowers with well-established credit ratings get "prime" rates, where­
as ordinary borrowers, particularly first-time borrowers with no. credit 
history, must pay a premium on the interest rates at which they borrow. 
But where the differential in a first-world country might be a few per­
centage points , in the third world it can be huge. In Zimbabwe, for 
instance, thanks to credit deregulation, established businesses were able 
to borrow on foreign markets : first-world creditors were happy to lend 
to well-capitalized third-world investors because they could earn higher 
returns there than they did lending to investors at home. Consequently, 
such established borrowers were able to obtain interest rates as low as 5 
percent, whereas small entrepreneurs borrowing locally paid interest on 
the order of 50 percent. 109 The purpose of state banks, even poorly per­
forming ones like the Ivoirien development bank, has often been to pro­
vide credit to such small and medium-sized entrepreneurs, who can be 
very efficient but suffer from their lack of access to credit. 

Labor Market Deregulation 

Labor market deregulation is expected to depress wage rates by reduc­
ing controls on them. Lower wage costs should in turn attract new 
investment and increase employment. However, if wages drop too low, 
local demand can follow, reducing demand for firms' output and erasing 
some of the gains lower wages are meant to bring investors . I lO The 
answer seems to be to find an optimum level at which firms preserve 
their advantages on both the local and the international market. This 
may require some form of wage regulation, but this need not be harmful. 
One literature survey on the subject concluded that minimum-wage rates 
in the developing world have caused little 'in the way of labor-price dis­
tortions. I l I  Indeed, there appear to be cases in which minimum-wage 
rates actually reduce distortions) 12 
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Althopgh it seems logical that reducing the state should in turn reduce 
opportunities for rent seeking and corruption, this seems to be a case of 
"it depends." Barbara Harriss-White did research in India that provoked 
a second look at the new political economy's theory of rent seeking.1 l3 It 
may be, as the new political economy presumes, that rent seeking is eco­
nomic and top-down: governments create regulations, like quotas, that 
offer opportunities for rent, and entrepreneurs pursue them. In that event, 
rolling back the state will eliminate such opportunities. Entrepreneurs 
will give up their rent seeking and devote their resources to other, prefer­
ably more productive, activities. 

However, it may be that instead of originating within the state, some 
types of rent seeking may emerge from society. Rather than being top­
down and economic, rent seeking may be bottom-up and political. It 
may arise at times from a competition for power in which people bid for 
resources controlled by the state. In such cases, rolling back the state 
will not reduce rent seeking but will drive up the prices of the resources 
or positions of power being sought, because their greater scarcity will 
stiffen competition for them. This may change the balance of power 
within the state and strengthen the position of the wealthy and well con­
nected. Along these lines, J�an-Franc;ois Bayart maintains that corrup­
tion in Africa is indeed bottom-up: even if a politician wants to be hon­
est, the pressure from his or her supporters is so great that political 

. survival, and in some cases physical survival, depends on using his or 
her position in the state to dole out favors . 1 l4 Reducing the size of the 
state might not eliminate the competition for its resources, but rather 
make it keener and possibly violent. 

The findings are too tentative to offer any basis for conclusions, but 
they do raise intriguing questions that deserve study. It may come to 
light that rent seeking is related more to a certain type of politics than to 
a malfunctioning economy. If so, this would certainly prompt a rethink­
ing of the new political economists' theory of rent seeking and directly 
unproductive activities. 

II'! Why the Failures? 
Theoretical Perspectives on Structural Adjustment 

At the heart of the failings of structural adjustment lie some weaknesses 
in neoclassical theory. Some of the foundations on which the theory is 
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built are questionable, particularly its microeconomic principles. l iS For 
example, neoclassical theory is rooted in the assumption that humans 
are rational, self-interested, profit-optimizing creatures .  Yet there is 
growing evidence that individuals in third-world countries may be more 
likely to "satisfice" than maximize. This means they satisfy some mini­
mum requirement, thereafter turning their time and resources to other 
pursuits. If this is so, basing policies on the assumptions of profit maxi­
mization may backfire. For example, freeing up the market in order to 
maximize returns might not attract new entrants, because a free market 
might present not only high returns ,  but also  high risks. Potential 
entrants who fear that their basic goals might not be reached may then 
stay away. In this case, government intervention to minimize risk, as in 
the example of the marketing board given earlier, may be more desirable 
than a completely free market. 

Humans as Rational Actors 

The assumptions that humans are rational and self-interested remain 
controversial as well. 1 16 There is good cause to doubt that people are 
consistently rational, and people may well behave in a self-interested 
manner less frequently than neoclassical theory assumes. The new polit­
ical economy attributed the urban-biased industrialization strategies of 
third-world countries to the interests of governing elites, but the devel­
opment policies adopted by postcolonial states were often influenced as 
much by ideology as by self-interest. 1 l7 A fallback position that Robert 
Bates has used is to acknowledge such influences while trying to incor­
porate them into a rational-choice perspective. 1 I 8  An example is  to sug­
gest that an individual with altruistic desires is still making rational cal­
culations in the way he or she seeks to satisfy those desires. This recalls 
the views of philosophers such as Ayn Rand who insist that individuals 
who enjoy sacrificing themselves for others are no less selfish for it: 
after all, they only do what brings them pleasure. This, however, is dubi­
ous logic. For example, research on the motives of those who sheltered 
Jews during the Holocaust has revealed that they did not employ any 
kind of moral calculus in making their decision, but were motivated by 
principles that stood above calculation and compelled them to act with 
little second thought. 1 19 Although there may not be an economy of affec­
tion, there certainly appears to be a socie�y of one, whose rules will at 
times clash with those of the economy. Basing policies on the assump­
tion that humans behave in a rational and self-interested manner may 
yield undesirable consequences. For example, in recent years some first-
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world governments have instituted performance targets, with financial 
and other rewards used to improve the performance of their civil ser­
vants! However, older civil servants complain that this weakens the 
sense of service that used to be strong in the state bureaucracy, because 
employees are rewarded not for looking out for the taxpayer but for 
themselves. 

Many sociologists and anthropologists contend that humans do not 
behave as individuals, but as members of collectivities. For example, a 
person's cultural background is often said to influence the way he or she 
behaves . 12o Such academics resist grand theories and argue that each 
community will develop its own rules of operation: what works in the 
West will not necessarily work elsewhere. In particular, they often con­
sider rational utility maximizing to be a learned behavior inculcated in 
Western societies, whereas third-world peoples are more likely to oper­
ate in an "economy of affection" 121  in which other goals-family and 
community obligations among them-take precedence and can even 
conflict with those of individual advancement. 

Furthermore, add such theorists, just as we cannot expect other peo­
ples to behave the way we do, we cannot apply the same principles to 
judge their behavior. For example, an influential school of thought has 
grown up around French writer Jean-Frangois Bayart, who maintains 
that corruption in Africa is not such a bad thing, but merely forms part 
of thel practice of politics in Africa. 122 As disorganized,_ harmful, and 
immoral as corruption seems to the Western observer, Bayart suggests it 
is just the African way of settling questions over who gets what, which 
is the �rux of politics. Moreover, he adds, it actually works pretty well 
in drawing most people into the political system. Structural reform to 
eliminate state inefficiency and improve the operation of the market will 
therefore probably be futile, be�ause the behavior it is trying to elimi­
nate is not dysfunctional and the goals of reform may not be feasible. 

However, the views that humans are products of their cultures, and 
that cultures differ so widely that it is not possible to generalize about 
human behavior, do not go uncriticized. The suggestion that neoclassical 
theory engages in a sort of intellectual imperialism that pays little atten­
tion to the peculiarities of third-world cultures must be balanced against 
the fact that many third-world academics reject such an assessment. 
Indeed, many third-world economists are themselves neoclassical theo­
rists" And Bayart's position has been condemned for endorsing a sort of 
fatalism, or even an admiration for severe abuses of power. l23 Neverthe­
less, these cultural perspectives do raise questions that development the­
ory must always keep in mind. 
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Differences Between the First and Third Worlds 

Neoclassical theory also tends to assume that there is a fundamental 
similarity between first- and third-world economies, and this may be a 
mistake. In the third world there are arguably more serious market 
imperfections , 124 and there is more dualism. Highly modern urban 
industrial sectors coexist with backward rural areas, where the same 
economic rules do not apply. There is also more market fragmentation, 
as mentioned previously in the discussion of market integration. 125 The 
combined effects of dualism and fragmentation can be seen in the opera­
tion of third-world urban labor markets. Ordinarily, high 'wages attract 
job seekers. As the supply of job seekers increases, the market reaches 
equilibrium, wages drop , and j ob seekers must look elsewhere . 
However, in many third-world countries, where the level of education is 
low, few people have the training necessary to perform difficult manu­
facturing jobs. Thus, increasing the supply of labor does not affect 
wages, and one finds the peculiar third-world phenomenon of what has 
been called cities of peasants: large numbers of people leaving the coun­
tryside and flooding into cities, looking for jobs that do not exist, while 
a small number of skilled workers continue to earn relatively high 
wages. 1 26 Such problems often demand government action to integrate 
markets, build up human capital, and encourage the development of 
labor-absorbing production technologies. 

Third-world countries also must deal with the problems peculiar to 
technological latecomers. 127 Most production technologies originated in 
the first world, where consumers demand highly differentiated, highly 
promoted, and highly packaged goods. Supermarkets stock dozens of 
brands of toothpaste, all fundamentally the same but with cosmetic and 
packaging differences. However, third-world consumers need cheap, rel-

. atively undifferentiated goods: one toothpaste, abundant and inexpen­
sive, will do. New types of technology may be needed to produce such 
goods, but this may necessitate market protection during an evolution­
ary period. 

Perhaps most important, in the third world, capitalist firms are not 
the only, or even the principal, economic agents. Whereas firms respond . 
to price incentives, other agents behave differently. For example, third­
world households respond to price incentives, but they filter these incen­
tives through traditional or structural arrangements. To cite one case, in 
parts of sub-Saharan Africa women cultivate food but men decide how 
the farm's revenue will be spent. In such circumstances, increasing pro­
ducer prices might not cause women farmers to increase their output, 
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because they will not see the fruits of their labors, and could better 
devote their energies to other tasks. 128 Not surprisingly, feminists have 
written some of the most vigorous criticisms of neoclassical theory, argu­
ing among other things that neoclassical assumptions about individual 
behavior overlook the laws and customs that often restrict third-world 
women's control of money, property, and their own employment.l29 

Non Sequiturs in Neoclassical Theory 

In addition to flawed assumptions, there are problems in the way neo­
classical theorists put together their critique of statism. Some neoclassi­
cal theorists have been given to building straw men that they then set out 
to burn down, in the process not doing justice to the statist schools with 
which they took issue. For instance, Deepak Lal used the Indian case of 
planning to pillory development economics, but almost everyone agrees 
that the Indian case was one of bad planning, and few development econ­
omists stand by it. l 3o Thus, to infer from instances of bad planning that 
planning is intrinsically bad is a non sequitur. John Toye puts it aptly that 
evidence of bad planning in some countries does not constitute "a general 
case against the use of economic controls, any more than a leaky pipe 
constitutes a general case against water engineering."1 3 1  

Other non sequiturs in- neoclassical theory result from deducing 
practrcal prescriptions from idealized models, which is �lways a risk in 
economics. For example, whereas perfect competition increases effi­
ciency and productivity, it does not follow that in the real world, which 
is nev:er perfect, more competition is better than less. 132 Even some neo­
classical writers admit that the faith in competition lacks empirical justi­
fication. 133 Rather, it appears that the government must manage compe­
tition if it is to be made effe�tive. 1 3.4 Therefore in the third world, 
switching to a market-oriented development strategy may require not a 
reduction in the state but an alteration of it. 1 35 In contrast to the neoclas­
sical assumption that the economy is characterized by a public-private 
competition for resources, with any increase in one sector's activities 
necessitating a decrease in the other's, it now appears that under some 
circumstances the two increase or decrease together. State and market 
are often symbiotic rather than conflictual. 

Flaws in the New Political Economy 

Finally, the new political economy, which seemed to offer a persuasive 
explanation for the failures of state-led development strategies in Africa 
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and Asia, is now seen to be riven with flaws. In arguing against state 
exploitation of agriculture to build up urban industry, it overlooked 
those cases in which such a rural-urban transfer actually managed to 
build up industry without retarding agriculture, as in South Korea or-at 
least until civil war broke out-Cote d'Ivoire. The new political econo­
my overstated the cohesion and power of urban interest groups in their 
defense of protectionist development strategies. Sometimes it also rrllS­
judged the actual interests of those groups, expecting urban industrial­
ists to favor inward-looking development strategies and rural elites to 
favor reform, whereas in fact sometimes the opposite relationship pre­
vailed. The rural-urban dichotomy also captured little of the reality of 
African society, where much of the population lives in two economies 
simultaneously, with young men in cities sending money back to their 
farming families in the country. I 36 

Presented with such critiques, even initial proponents of the new 
political economy came to see that interest groups exercised less influ­
ence on policy than they supposed, and they accepted the role of such 
things as ideology. 1 37 Nationalism, in particular, can be used to prod 
people to forgo the material benefits of development for a time in order 
to allow a nation to build up its wealth. 

Yet interest groups do have influence. At times they have frustrated 
reform policies that went against their perceived interests.138 As Chapter 
7 shows, there have also been times when interest groups have played 
key roles in underpinning shifts to reform. However, the common thread 
through all these cases appears not to be the geographic group identity­
urban versus rural-put forth by the new political economy, but a class 
identity. Some rural groups, such as commercial farmers who produce 
export crops� might favor reform; others, such as small food producers, 
might not. Some urban groups, such as public-sector corporations and 
uncompetitive firms that produce for the home market and rely on 
imported inputs, might oppose reform; others, such as export manufac­
turers who purchase mainly local inputs, might not. And even when they 
share common interests, such groups must be organized in such a way 
that they recognize their common interests and act on them in a coherent 
manner. What emerges from this view of political economy is not an 
urban-rural dichotomy but a more complex melange of classes and class 
factions, the alliances they form, the positions of influence they obtain 
within the state, and the hierarchy of power within the bureaucracy. As 
we will see in Chapter 7, studying such · class politics may help us go 
further in understanding the way governments behave and the effective­
ness with which they do so. 
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II The M oral Critique of Structural Adjustment 

On New Year's Day 1994 the world woke to the news that a small, hith­
erto unknown band of peasant rebels had begun an uprising in Mexico. 
Here, in the midst of one of the supposed success stories of structural 
adjustment, was a throwback to a revolutionary age many had presumed 
dead. For the Zapatista National Liberation Army, named after Mexico's 
great revolutionary hero Emiliano "Zapata, the suffering of Mexico's  
peasantry had apparently become unbearable. 

Though unique, the Zapatistas found parallels elsewhere. Almost 
every country that has pursued structural adjustment has seen its own 
share of strikes and riots in response to deteriorating living standards 
and rising unemployment. 1 39 In a few cases, unrest became so serious 
that governments had to retreat from their adjustme:pt programs. This 
points us in the direction of one of the most contentious issues related to 
structural adjustment. Whatever its overall results in any given place, 
structural adjustment has profoundly, even traumatically, altered the 
econo.mies of the third world. Although there is some debate about 
this, 140 most observers believe that poverty in the third world grew 
worse in the early years of struCtural adjustment. Education cutbacks 
drove many students out of school; market liberalization raised food 
prices, worsening malnutrition; 14 1  rapid growth rates coexisted with 
high indigence rates . 142 In these and other ways, conditions for the 
world's poor seemed to worsen in the dying years of the twentieth cen­
tury. 

Yet all the while, many grow rich. It is not that structural adjustment 
reinforces existing divisions by helping the rich and hurting the poor. 
Rather, SAPs reshape society: some poor rise, such as peasant farmers 
selling export crops, while some rich JaIl, such as rent seekers. l43 On 
balance, however, the results of most studies seem to point to a worsen­
ing in the distribution of wealth. l44 As the twentieth century came to a 
close and the twenty-first began, the global aggregate evidence suggest­
ed that incomes as a rule were beginning to rise across the planet 
(although huge regional variations obviously existed). Nevertheless, the 
gains were not evenly distributed, and some were dearly benefiting 
more than others-an effect that seems particularly acute in poorer com­
pare� to richer countries. 145 

In its early · days, neoclassical theory was able to live with this. As 
Friedrich von Hayek always argued, income inequality leads to innova­
tion and investment, whereas income redistribution hinders these activi­
ties. Thus, heightened inequality is the price that must be paid for devel-



1 1 6 Understanding Development 

opment. One may add that Hayek, and other neoclassical liberals such 
as Robert Nozick, do not even see income inequality itself as a bad 
thing; they hold that leftist critics rely on an unjustified assumption t4at 
material inequality is unjust. 

Assuming material inequality to be morally neutral, leftist theorists 
would still condemn it for its economic drawbacks. Whether income 
inequality raises investment and hence growth in rich countries, it 
appears to have the opposite effect' in poor ones. 146 Furthermore, it not 
only reduces the size of the local market, but may equally. hinder 
human-capital formation because poor families cannot afford to give 
their children full educations. Leftist theorists tend to believe that there 
is no trade-off between growth and welfarism, often citing Sri Lanka as 
a country that achieved growth with redistribution. 147 However, their 
arguments seldom convince skeptics, who maintain that, over the long 
term, investment yields more growth than does welfare expenditure, and 
thereby brings greater benefits to future generations. Yet the growing 
inequality of wealth and income all over the world provokes the ques­
tion: For whom is development being engineered? If development is 
measured by such indicators as increases in gross dome'stic product, the 
gains of structural adjustment may be beyond dispute, at least in some 
cases. Yet most development theorists have long agreed that economic 
growth must translate into gains for the population at large in order to be 
considered development. 

Defenders of structural adjustment argue that not all the economic 
ills of the last two decades can be blamed on structural adjustment. They 
refer to the problem of the counterfactual, namely the possibility that 
things would be even worse had structural adjustment not been imple­
mented. 148 As to the unequal distribution of wealth caused by structural 
adjustment, its defenders maintain that, over the long term, the gains in 
economic productivity these policies produce, assuming they material­
ize, will trickle down to the popUlation.  In answer to the question 
"Development for whom?" neoclassical thinkers such as Hayek have 
always answered, "For future generations." 

This answer poses a couple of problems. One is the apparent paradox 
in development theory that assumes that individuals are motivated by 
self-interest, but that relies on their forgoing that interest for the sake of 
future generations. As for the trickle-down hypothesis, this may not be 
valid in the third world. Given, for example, dualism and the operation of 
labor markets, in many cases gains do not ·work their way down. A more 
likely scenario is that which unfolded in recent years in South Korea. 
Once the country attained a relatively high level of development, the 
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population began to demand that the gains of development be redistrib­
uted by the government. This was a political rather than a market-driven 
distriBution process. In any case, it takes a generation or more for the 
gains of development to percolate down to the mass of the population. 

Nations or other groups may well choose to make such sacrifices for 
future generations. The South Korean government, for one, used nation­
alist ideology to appeal for self-denial on the part of its people. But such 
a recourse to public opinion has seldom preceded structural adjustment. 
Whereas in the first world it was elections that prompted the shift to 
neoclassical economic policies, I49 in the third world such policies were 
often imposed from above, often under donor pressure and in the face of 
popular anger. In India and in some Latin American countries, govern­
ments must at least win continued electoral support to stay their course, 
but others, especially in Africa, have not mobilized p:ublic support for 
the changes taking place. 

As we will see in Chapter 6, it is not only morally and politically 
just for such policies as structural adjustment to arise from the demands 
of the people they affect, but it also makes sound economic sense. When 
a consensus in favor of reform is established, a program is more likely 
to yield positive results. 

There are, finally, sociological and political dimensions to the moral 
critique of structural adjustment. Some political scientists have watched 
the retreat of the state with anxiety. In much of Africa, traditional struc­
tures have reappeared to fill the breach and perform such tasks as polic­
ing. Some Africanists regard this trend favorably, seeing in it a return to 
the tr3:ditional African village-centered way of doing things. I5o But in 
more urban settings, especially where such traditional community struc­
tures are long dead, state retreat has produced less benign effects. Rising 
inequality appears to be threatening the consolidation of democracy in 
the third world. And in some Latin American and Caribbean countries it 
seems to have fed the rise of drug gangs and increased lawlessness. In 
many countries, growing margina�ization and the increasingly unequal 
distribution of wealth appear to have fueled ethnic conflict and the rise 
of Islamic militancy, especially if certain groups perceive others to ben­
efit at their expense, 1 5 1 Not only do such results threaten the quality of 
life for many people, but the rising instabiiity is arguably starting to 
jeopardize future development as well. 

Indeed, this aspect of structural adjustment appears to have done the 
most to sensitize neoclassical theory and its practitioners to the need to 
be attentive to the social impacts of structural adjustment. Since politi­
cal instability can be bad for the economy, economists are growing more 
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mindful of the need to develop policies that benefit everyone, most par­
ticularly the poor. Most of the studies on the causes of inequality tend to 
attribute it to a skills gap, which raises the value of skilled labor (of 
which the third world has a relative scarcity) and diminishes the value of 
unskilled labor (in which the third world is comparatively abundant). 152 
Increasingly, both economists and the World Bank alike are calling for 
policies that direct more of the gains of structural adjustment to the 
poor; 153 to the extent that the skills gap will need to be plugged, this will 
require an expanded role for the state in education. The glib optimism of 
the past-that the free market, left to itself, would deliver the gains of 
structural adjustment to all citizens-has given way to a more realistic 
assessment of the ways in which the state must intervene to enhance the 
operation of the market for the purposes of both economic efficiency 
and political stability. 

II Conclusion 

Several conclusions can be drawn about neoclassical reform. The first is 
that the state must be brought back into development, even if only to 
make structural adjustment more effective. Second, the less developed a 
country is, the greater appears to be its need for state intervention. 
Rather than set the state against the market, as the development debate 
has traditionally done, the two need to be made to complement one 
another. It seems that statist policies, properly implemented, can help a 
country in the early stages of its development, after which a gradual 
opening to the market, enhanced by selective state interventions, should 
follow. In a rough analogy, the state should perhaps behave like a par­
ent, who nurtures a child best not by stifling it, but by preparing it to go 
off into the world on its own. 

Third, one of the lessons of neoclassical theory is that state inter­
ventions must enhance rather than repress the market. They must work 
with the market, improve its operation, and help it to reach its potential, 
rather than undermine it as some earlier statist policies tended to do. 
Fourth, material incentives such as high producer prices are important, 
though perhaps not as important as supposed by neoclassical theory, 
which considered them the key stimulus to economic development. 
Other factors, such as a national consensu� in favor of development, and 
organization within those groups underpinning the state's change in pol­
icy direction, are likely to play a key role in successful development. All 
in all, we can say that the neoclassical critique provided a useful rejoin-
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der to the statist theories it targeted, but that the neoclassical revolution 
has itself now entered its reformist phase. 

Some evidence suggests that there is no reason to assume that less 
government leads to faster growth. In fact, if there is any relationship 
between the two, it may even be that in the aggregate, more government 
leads to more growth. l 54 This is hardly a new claim-structuralists , 
among others, have been making it for years. Although they may have 
been inclined to think of themselves as Cassandras during the heyday of 
the neoclassical assault in the 1 980s, those who advocate a strong state 
role have since come back in from the cold. At the same time, the neo­
classical critique has had a lasting impact on development theory. State­
led development of the old variety, with a low regard for markets, 
enjoys few advocates today. Instead, what has emerged is an ever broad­
er consensus that calls for governments to do what t!Iey do well, and 
markets to do what they do well: neither more nor less government, but 
better government. In some cases, that may entail less government, 
whereas in others-especially the least-developed countries-it may 
well entail more. But the standard for measuring what constitutes the 
optimal level of state intervention in the economy has arguably shifted 
from an ideological one based on prima facie attitudes toward the public 
and private sectors to a pragmatic one based on the actual developmen­
tal requirements of a particular context. In some respects, the develop­
ment debate has thus become less polarized and more technocratic. But 
as we shall see in the next chapter, this does not mean that ideology has 
left the development debate. Rather, it has taken on new forms, as a new 
form �f radicalism emerges to replace the declining leftism of the state­
led age. 
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