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Answers 

Development profile: Country P 
Peter Smith 

Did you work out the identity of Country P in this issue’s Development profile (back cover)? 
This resource provides answers to the questions that were posed there, together with some 
commentary. 

The data presented in the development profile in the February 2016 issue of ECONOMIC REVIEW show 
that Country P is a high-income, high human-development country, with rich natural resources 
including oil. The fact that it is an oil-producing country helps to narrow down the possibilities for its 
identity. 

If you then notice that inflation has been a significant issue for the country, you might begin to think in 
terms of Latin America, which has been a region known for its high inflationary periods, especially 
during the 1980s and 1990s. The nationalisation drive mentioned in the final paragraph of the profile 
further narrows the choices. 

These hints taken together will probably have led you to choose Venezuela as being the identity of 
Country P (which it is of course). 

The profile set you two questions to discuss. 

Inflation and economic growth 
The first question asked you to discuss the significance of high inflation for economic growth and 
development. 

The main argument that is normally advanced in this context is that inflation creates uncertainty about 
the future. Firms that are framing contracts with other firms find it difficult to know what prices to 
embed in the contracts, and inflation makes it more difficult to form expectations about the future level 
of demand for firms’ products. This may mean that firms form gloomy expectations about the future, 
and become reluctant to undertake investment. This in turn has an impact on economic growth, 
because without investment the productive capacity of the economy cannot expand. 

In the past, this has been the main reason why inflation was seen as the primary target for 
macroeconomic policy, even in a country like the UK where inflation in recent years has been at 
modest levels. For a country like Venezuela, the costs of inflation are potentially more severe. Notice 
that inflation reached 120% in 1996. Other countries in Latin America (such as Brazil or Argentina) 
have experienced inflation at much higher levels in the past. The uncertainty caused by hyperinflation 
can be very damaging, and there are also other costs that become significant in times of very high 
inflation, when people may start to avoid using money for transactions because it loses value so 
quickly. 
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Inflation can also damage human development, by affecting the distribution of income in society. In 
times of high inflation, there will be some groups who are better able to insulate themselves from the 
impact of rapidly rising prices, whereas poorer members of society will bear the brunt. 

The curse of oil 
Why should the presence of large-scale oil deposits be a problem for a country? 

The profile notes one of the issues. If a country relies heavily on oil for its export revenues, this can 
itself be problematic. Almost 96% of Venezuela’s export revenues come from oil, and oil generates 
about half of the fiscal revenue raised by government. When oil prices fluctuate from year to year, as 
they have been doing in recent years, these revenues will also fluctuate substantially, making it 
difficult for the government to plan ahead. 

It is also possible that a country may suffer from the so-called Dutch disease. The discovery of large 
deposits of natural gas in the Netherlands in the late 1950s was seen to have a damaging effect on 
the Dutch economy. The discovery led to an appreciation of the country’s currency, which had the 
effect of reducing the competitiveness of the country’s other export products, and resulted in de-
industrialisation. In such cases, the discovery of oil reserves may be a mixed blessing for a country. 

Later writers have noted that a large increase in receipts of foreign aid or foreign direct investment 
could have similar effects. 
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