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Abstract  Technological change affects the sectoral composition of 
an economy. But, (why) do economic sectors matter? We revisit three 
schools of theory on economic development: the “classical,” the 
neo-Schumpeterian and the neoclassical school. While the latter two 
camps are agnostic toward the role of economic sectors in development, 
the first places a special emphasis on sectoral—particularly, manufactur-
ing—development as an engine of growth. In the tradition of W. Arthur 
Lewis and Nicholas Kaldor among others, development is thus envisaged 
as “structural transformation” of production and employment. We show 
that the classical view, and its more recent iterations, continues to find 
empirical support in its lasting explanatory power.
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2.1  Three SchoolS of economic DevelopmenT Theory

Palma (2005) usefully outlines three schools broad schools of theory 
on economic development, in terms of how each views sector and activ-
ity specificity (and includes caveats for oversimplicity). There are two 
schools—neoclassical and neo-Schumpeterian—which are, in general, 
based on the assumption that an equilibrating process due to marginal 
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returns leads to an optimal allocation of factors of production at least 
in the medium-to-long term. These schools see little importance in sec-
tors although the latter is concerned with activities. In contrast, a third 
school—a Lewisian or Kaldorian or even simply, the classical school, 
given its historic roots—where sectors matter as does activity specific-
ity. This is to the point that manufacturing is special as it has increas-
ing returns to scale (in direct contrast to neoclassical theory of constant 
or decreasing returns to scale), provides a host of spillovers and there is 
a core premise that equilibrium may not prevail and a structural imbal-
ance—in the sectoral distribution of factors of production—which is not 
optimal for economic development and growth may persist even in the 
long run.

The first school—neoclassical theory—is indifferent to sectors and 
specificity of economic activity (Herrendorf, Rogerson, & Valentinyi, 
2014). This school is represented by Solow convergence models  
(traditional and augmented), endogenous models based on increas-
ing returns, and models based on market imperfections in tech-
nological change. Although the importance of the shift to higher 
productivity is not disputed in neoclassical economics, a one-sector model 
of economic growth has become standard in macroeconomics. In this one- 
sector model of economic growth there is no account of the process of 
inter-sectoral reallocation of economic activity or structural transforma-
tion. This is because, in the neoclassical growth model (of Solow, 1956), 
growth is driven by incentives to save, accumulate physical and human 
capital, and innovate. The neoclassical position is that poor countries will 
grow faster than rich countries and countries with the same technology 
will converge at a similar income level (see discussion in Sutirtha, Kessler, 
and Subramanian, 2016). A second school—neo-Schumpeterian—like the 
neoclassical school, is indifferent to sectors too. However, this neo-Schum-
peterian school is concerned with economic activities specificity. This 
school is associated with Roemer and the neo-Schumpeterians who argue 
that research and development matter, but that there is nothing special 
about manufacturing in terms of increasing returns to scale of manufactur-
ing or positive spillovers for example.

The third school, which may be labeled as the Classical School given 
its roots in Ricardo and classical political economy or the Lewis-Kaldor 
School given the elucidation of economic development as structural 
transformation in both Lewis (see for example, 1954, 1958, 1969, 1972, 
1976, 1979) and Kaldor (1957, 1967, 1978 [1966]) among others such 
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as Chenery (1960, 1975, 1979), Hirschman (1958), Myrdal (1957a, 
1957b, 1968), and Thirlwall (1982, 2011). What binds this group 
together is that growth dynamics are dependent on the activities being 
developed and the capital accumulation effects of manufacturing. Thus, 
issues such as technology, externalities, balance of payment  sustainability, 
and convergence with advanced countries are a function of the size, 
strength, and depth of manufacturing.1 Many such as Rodrik (2016) 
argue that most services are (i) non-tradable, and (ii) not technologically 
dynamic, and that (iii) some sectors are tradable and dynamic, but they 
do not have the capacity to absorb labor. Similar shortcomings can be 
observed about the manufacturing sector. A significant share of manufac-
turing is (i) non-traded (even though it is tradable), (ii) much of manu-
facturing in developing countries is not technologically advanced (at least 
in relative terms to other modern sectors), and (iii) where some manu-
facturing sectors are technologically dynamic, they may not create much 
employment, as some service sectors do.

Empirically, McMillan and Rodrik (2011, p. 1), in taking sectoral and 
aggregate labor productivity data empirically, show that the transfer of 
labor and other inputs to higher productive activity is a driver of economic 
development, as Lewis hypothesized. They go on to note that structural 
transformation (ST) can in fact be growth-enhancing or growth-reduc-
ing depending on the reallocation of labor. This is an important point and 
relates to the multiple modes of ST and direction between sectors, which 
may be regressive as well as progressive in the sense of productivity gains 
or losses. They show how structural change had been growth-enhancing 
in Asia because labor has transferred from low to higher productivity sec-
tors. However, the converse is the case for sub-Saharan Africa and Latin 
America because labor has been transferred from higher to lower produc-
tivity sectors and this has reduced growth rates.2

McMillan and Rodrik (2011) find that countries with a large share of 
exports in natural resources tend to experience growth-reducing structural 
transformation and, even if they have higher productivity, cannot absorb 
surplus labor from agriculture. In a similar vein, Gollin, Jedwab, and 
Vollrath (2016), too, argued that natural resource exports drive urbaniza-
tion without structural transformation because natural resources generate 
considerable surplus which is spent on urban goods and services, and urban 
employment tends to be in non-traded services. McMillan and Rodrik 
(2011) also find that an undervalued (competitive) exchange rate, which 
operates effectively as a subsidy on industry and labor market characteristics 
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(so labor can move across sectors and firms easily), leads to growth-enhanc-
ing structural transformation. In a similar vein, Diao, McMillan, Rodrik, 
and Kennedy (2017) argue that the most recent growth accelerations in 
the developing world, unlike East Asia’s historical experience, have not 
been driven by industrialization but by within-sector productivity growth 
(in Latin America) and growth-increasing structural transformation, but 
this has been accompanied by negative labor productivity growth within 
nonagricultural sectors (in Ethiopia, Malawi, Senegal, and Tanzania). 
Others, such as Herrendorf et al. (2014), concur empirically with the 
argument that the sectoral composition of economic activity is key to 
understanding not only economic development but also regional income 
convergence, productivity trends, business cycles, and inequality in wages.3

2.2  economic DevelopmenT wiTh STrucTural 
TranSformaTion: KalDor reviSiTeD

The theoretical basis or model of economic development of the third 
school, as noted, is that associated with Nicholas Kaldor and Arthur 
Lewis. The special characteristics of manufacturing argument is pred-
icated on the work of Kaldor (1967). Kaldor posited that economic 
development requires industrialization because increasing returns in 
the manufacturing sector mean faster growth of manufacturing output 
which is associated with faster economic growth. Kaldor’s arguments 
were because backward and forward input–output linkages are strong-
est in manufacturing, and the scope for capital accumulation, techno-
logical progress, economies of scale, and knowledge spillover are strong. 
Further, there is a strong causal relationship between manufacturing 
output growth and labor productivity because of a deepening division of 
labor, specialization, and learning-by-doing, and the scope for productiv-
ity gains is large due to economies of scale.

Kaldor (1978 [1966], 1967) outlined a set of empirical regulari-
ties which came to be known as “Kaldor’s growth laws” that are framed 
around ST (see for discussion in particular Storm, 2015; Targetti, 2005).4 
Kaldor (1967) sought to explain the economic development of Western 
Europe through the development of manufacturing which he argued 
was the engine of growth for every country at every stage of economic 
develop ment. He posited that: (i) Economic development requires indus-
trialization because increasing returns in the manufacturing sector mean 
faster growth of manufacturing output which is associated with faster GDP  



2 ECONOMIC DEVELOPMENT AND STRUCTURAL TRANSFORMATION  15

growth. This is because backward and forward input–output linkages 
are strongest in manufacturing and the scope for capital accumulation, 
technological progress, economies of scale and knowledge spillover are 
strong. Further, there is a strong causal relationship between manu-
facturing output growth and labor productivity because of a deepening 
division of labor, specialization, and learning-by-doing and the scope for 
productivity gains is large due to economies of scale; (ii) industrialization 
requires a basis in agricultural modernization to ensure food supply and 
labor will transfer from other sectors to manufacturing. As manufacturing 
grows, productivity across the economy will rise even in agriculture and 
services through positive spillovers such as technological knowhow and 
complementary markets in services. Kaldor argued that the agriculture 
and industrial sectors are not only connected by the Lewis labor transi-
tion (the elastic supply of labor is due to industry wages exceeding agri-
culture wages) but also because agriculture creates autonomous demand 
for the manufacturing sector and thus land reform is required if agri-
culture is not to hinder ST; (iii) aggregate demand should be managed 
to ensure growth (e.g. policies on public investment, taxation, directed 
credit); and (iv) as exports become increasingly important as a source of 
demand for the manufacturing sector as the economy grows, global com-
petition requires temporary domestic industry protection accompanied 
by export-led growth policies.5 In sum, for Kaldor, the virtuous cycle or 
Myrdal’s cycle of cumulative causation is that demand and output growth 
fuel productivity growth due to increasing returns to scale which in turn 
fuels capital accumulation.

It is Kaldor’s second law, also known as Kaldor-Verdoorn law, that 
contains a tension of particular importance to ST and inclusive growth. 
The Kaldor-Verdoorn (respectively, 1966 and 1949) coefficient is the 
employment elasticity of growth. The more manufacturing grows the 
more productivity grows across the whole economy because manu-
facturing provides capital goods across the economy. This is because 
increases in manufacturing employment raise agriculture productiv-
ity (as labor migrates) and because the manufacturing sector is the only 
sector with static and dynamic returns to scale due to new processes.6 
Kaldor’s (1978 [1966]) interpretation of Verdoorn (1949) is that output 
growth induces improvements in labor productivity (assuming an elastic 
labor supply) and not vice versa. In contrast, the hypothesis of neoclas-
sical models such as Solow is that productivity growth is due to techno-
logical progress. Verdoorn’s argument was one of cumulative causation 
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where demand rather than supply determines the rate of accumulation. 
From this basis Kaldor (and later Thirlwall) developed models where the 
growth of exports leads to specialization which then leads to increases in 
productivity and skills improvements. This then causes resources to move 
to the export sector.7

2.3  economic DevelopmenT wiTh STrucTural 
TranSformaTion: lewiS reviSiTeD

Arthur Lewis (see notably, 1954, 1958, 1969, 1972, 1976, 1979)  
provided one of the best-known models of economic development in 
developing countries. Although sixty years old in its earliest iteration, the 
model remains relevant today to developing countries (see for contem-
porary discussion, Gollin, 2014). The dual model provides a heuristic 
device or an ideal type, in the Weberian sense, for thinking about struc-
tural transformation and economic development with an emphasis on 
labor, which is the factor of production that dominates most developing 
countries.

Lewis argued that the driver of capital accumulation was a sectoral 
movement of labor, from the “traditional” or “subsistence” or “non- 
capitalist” sector (of low productivity, low wage, priced to average prod-
uct not marginal product, and thus with widespread disguised unemploy-
ment) to the “modern” or “capitalist” sector (of higher productivity, and 
where wages are set by productivity in the “subsistence sector”). Crucial 
is the existence of surplus labor in the traditional or noncapitalist sector. 
Because of this wages are set just above subsistence across the whole econ-
omy, leading to the transfer of labor over time from traditional or noncap-
italist to modern or capitalist sectors and the capture of labor productivity 
gains to capitalists as profits as these are the source of growth via reinvest-
ment. The floor for wages is institutionally set at subsistence. When the 
surplus labor disappears an integrated labor market and economy emerge 
and wages will then start to rise.

The Lewis model was intended as a critique of the neoclassical 
approach in that labor is available to the modern or capitalist sector of an 
economy not in a perfectly elastic supply but upward sloping rather than 
flat, and with a distinction between surplus-producing labor and sub-
sistence labor (the latter of which was a negligible source of net profits 
for reinvestment, which Lewis saw as the driver for growth). Lewis also 
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rejected the assumptions of neoclassical economists of perfect competi-
tion, market clearing and full employment and Lewis (see 1958, pp. 8, 
18) made the distinction between productive labor, which produced a 
surplus, and unproductive labor, which did not.

There have been various critiques of the Lewis model, many of which 
are of a “red herring” variety as Ranis (2004, p. 716) puts it, meaning 
they are easily responded to or actually criticisms of Lewisians rather 
than the writing of Lewis himself. Many relate to the assumption of 
labor abundance in the subsistence sector (and thus the dominance of 
the wage from that sector across the economy), and the emergence of 
the urban informal sector, although Lewis’s conception of surplus labor 
explicitly included the urban informal sector (see discussion in Fei & 
Ranis, 1964; Harris & Todaro, 1970; Minami, 1973; Rosenzweig, 1988; 
Schultz, 1964; Todaro, 1969).

A set of contemporary challenges throws up greater levels of complex-
ity. First, domestic labor migration may not be permanent but circular 
(back-and-forth) or “commuting.” Second, the contemporary scale of 
inter-sectoral resource flows via the growth of remittances further blurs 
the line between sectors. Finally, the Lewis transition can take a variety of 
forms beyond the anticipated one by Lewis and it is by no means guar-
anteed that the transfer will be from low- to high-productivity activities 
as flagged by McMillan and Rodrik (2011). A transfer from low-produc-
tivity agriculture to low-productivity services has been the experience of 
many developing countries and a reversing of the Lewis transition has 
also been a phenomenon noted in a number of developing countries in 
“premature deindustrialization.”

In sum, the Classical School approach to economic development is 
that economic development is driven by changing structures of GDP 
and employment that lead to productivity growth. As a result of the pro-
ductivity rates between sectors differing so substantially, the transfer of 
labor and production is a major source of productivity gains and thus 
economic growth.

noTeS

1.  One hybrid is Diao et al. (2017, pp. 3–4) seek to link the structural dual-
ism of Lewis with the neoclassical model by arguing that the neoclassical 
model shows the growth process within the modern sector and the dual 
model shows the relationship among sectors.
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2.  McMillan and Rodrik (2011) find that countries with a large share of exports 
in natural resources tend to experience growth-reducing structural trans-
formation and, even if they have higher productivity, cannot absorb surplus 
labor from agriculture. In a similar vein, Gollin et al. (2016), too, argued 
that natural resource exports drive urbanization without structural trans-
formation because natural resources generate considerable surplus which is 
spent on urban goods and services, and urban employment tends to be in 
non-traded services. McMillan and Rodrik (2011) also find that an under-
valued (competitive) exchange rate, which operates effectively as a subsidy on 
industry and labor market characteristics (so labor can move across sectors 
and firms easily), leads to growth-enhancing structural transformation.

3.  There are a set of methodological questions too. Syrquin (2007) briefly 
identifies such questions and they include defining what is meant by “sec-
tors” and thus what ST means (inter- or intra-depends on the breadth of 
definitions of sectors) and the blurring between “services” and “manufac-
turing” due to technological advances and outsourcing.

4.  Targetti (1988) highlights Kaldor’s contribution in cumulative causation 
rather than timeless “equilibrium.”

5.  Kaldor also took the two-sector model to be applicable to trade between 
developing and developed countries through the export of agriculture 
products from the former and import of manufactured goods from the 
later. He argued that international trade could make developing countries 
poorer because liberalization would increase agriculture exports which 
are produced at decreasing returns that are not sufficient to compensate 
for the loss of manufacturing exports, which is a sector which produces 
increasing returns.

6.  In contrast, the neoclassical position on growth and employment is based 
on Okun’s (1962) law which states that changes in the GDP growth rate 
and rate of unemployment have a negative association. This was critiqued 
for not accounting for changes that could be due to alterations in labor 
force participation (see Basu & Foley, 2013).

7.  Thirlwall (1979) added that the rate of economic growth will not exceed the 
rate of growth of exports to the income elasticity of demand for imports. In 
short, he argued that there is a balance of payments constraint on growth.
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