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INTRODUCTION

I. Eco.omios, wa•• tae tev.lopa••t of iackwari co..trie. i. le1AC

co.s1ierei, tAe proll.a 1•••~lly treatei wita refer••ee to soa. s,.cif1e

ar.a. Most fr.q•••tly a ao.ocra.,a i. pree••t.i. a ee.•• snq doe t1.,

tae eeo.oa1e pO••1lilitie. a.i aak1~ i.f1..ite poliey recomm••iatio for

a ,ive. couatry. TAi. a.taoi ia e••••t1ally eapir1eal a.t 1..i.ctive; tae

co.cer.. is wit. iam.iiat. olstacles to eco.om1e pro,re.s. Ta.r. 1.

littl. attempt to ieal wita .comoaie ievelopae.t more , ••erally or to

formulate a tAeory waie. micAt ie applieaile to a var1ety of eoaatrie.

a-d eo..è.itio..s.

Aimitteily th. iiversity of eeo..oaic eircuasta..ees prevailiac i ..

i1ffere.t IackWard areas te.is to iisco.ra&e ce..eral1zatio•• a.d t •• cas.

study does provite a uaeful fra.ework witai. W~iCA to make poliey deeisio.&.

But ia not this w~ole stractur. of recomme.datio•• a.à policy propo~&

.sually er.etei 0.. a precariou& fou.àatio. of ill-defi.ei. iaaiequat.

theory? Th. preoecupatio.. wita tetail. Aas lei to a ..eclect of tao••

lar,.r dia••s1o..s of ievelopae.t as a ,e••ral process. a àasie tAeory.

WitJa.o'lllt l18kiac a-,y c1&i.e to pab.-Ireaki~t t .... prese.t at.à.y io•• foe-.

it. att••tio.. o. ta. aaalyt1eal &Ai iet.ctiTe aspects of .co.amie cAa-e••

Waile offeriac JI\lch. les8 tha... a compl.te tA.ory. i t saop. arouni amoac

some featur•• of waicll RCll a tAeory at,llt lo,ieally co.dat•

.AltAo~a tu st'lllQy of Dackwari areas Aas ie... lar,ely .0....

t••oretical, eco.omics &as always snow.. coasid.rabl. i ..terest i .. iev.lopw

I1e.t as a .eetio.. of th , ••eral, aistract tA.ory. e.,. AàalI Saita, Riearllb J
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Marx, Mill, Marellall aad Scllullpeter. lIh. preseat work tak.s w:.at ia

felt to 10 oae of tAo leaet coatrovoraial amo~ taese tAeoriee, &aœe~

Scaumpeter's r~e lIaoory of iCoaomic Dev.lopaeat t , &ad uaàertakes to

.oiify it ia 8. -aaaor to aako it aoro aioquat. for iea11ac wita tae

eituat10RS aaà problems of uateveloped couatries. ÂCcori1acly, P~lI l,

coasi8ti~ of ClIa,ters I,II,111,1V, il ievotei to tAis ta.ory of

Scaumpeterts aAà 1ts aodificatioa.

5i~. I&ckwari couatrios must uatertake to tevelope .. itaia a

world ecoao~ wh1ch 1s 1tself pro,re8s1~ aad tAey are to a larce ext.at

"epeadeat llpoa capital .quipaeat ti:lat ca. oaly le proviiei l if at all.

IY this iateraatioaal .coao~, probl.ms of developmeat oftoa t'\lra out

to le problems of iRter-ational trade. Ecoaomic procr.s. starts wita

tiffereat faëtor oadowmeat, &ad proce.ds at varyi~ rates ia tae ii~

tiact aations of t~o worlt ocoaoay. Howsvar, taer. is a clos. iater-

r~latioa8hip letwaea suca aatioaal developmeats aad tAe COllrSO &ad macai~

tude of iateraatioaal trad••

al. tAeory of iJlteraatioul valllos aaoult uve a laree aMeure of

complemeatarity to t •• taoory of ecoAomie 4evalopaaat. Natioaal priee

lavele, iateraatioaal exchaQ,. rates, iadustries of co.,arat1ve

advaJlta,., ote. ~ le ,ivea a Itatic type of .xpla.atioa 1a terme of a

,ivea 1ateraatio-al tistri;ut10a of factors, as ioes OAlia~ Ho••vor,

ta. iyaaaici of factor accumulatioa, as it proe••de 1a tae ,eparate

couatrie., iete~1ae8 tao pattera of trad. aad iateraat1o-al val•••

~t tae pr.seat stuty 1, coaceraad wita ep.eulat1oas of a

l Ohlin, Interregional and International Trade (Cambridge,
Mass., Harvard UniversTty.-Presa , 1933)
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1e88er ma~Ritude, namaly, tA. particular i.teraat10aa1 tra4e d1fficultie.

waich co.fro.t IackWard cou.trie. uadertaki-e deTe10pme.t witai. a. aiToa.

ci.~ a.à i. Bome ••ctorB t a1ready ai~A1y aàToaacat, worli eco.o~.

C.lIallters V aAd VI of PART II h.rta.r .laborate the t.il.eory outli••à i.

PART l aaà aak. a. exte.s1ve di.cuesio. of its i.teraatioA&1 aspecta aai

iaplicatioas. CMllter VII 18 a fiAEÙ IRUIlIe.ry aad co.c1\1.810a••



PART 1



CBAPTER l

TBJil NATURE, SCOPE AND PROBLEMS

OF ECO~QMIC DEVELOPMENT

~e ecoaoa1c deTelopmeat of iackWarà areas, aa iacreasiaclY

ias1eteat pro'blell "Defore 10rld War Il, ie aow tAe prillary preoccllp&-o

tioa of c~tries dlrectly coaceraed aad a ~jor ala of tAeTarious

post-war or~izatioas for iateraatloaal cowoperatioa. Tni. eapàasls

upoa some 1mIIediate, 8~aificaat iapro...elleat i. tks ecoaoll1c coad1tioa

of .~called t'b&ckWarà t couatrles 1s readily uaderstaadaile wh.a t.e

extrelle ~-distriiutioaof 1.colle aad wealt. ia t.e worlà ecoao~ i.

coas14ered aad tae aiject po...erty ia waiea waole populatioa. fiad th.~

solTes. WitAia SUCA couatries, pop~lar lIoT.me.te for aatioaa1 .elf~

'etter.eat &aTS &ad a loa, period of ,e.tatioa a.d are aile to IISrsa&ll

particularly stroa~ support froll the afteraata of receat worlà eTeate.

TAe breakàowa of traditioaal iAetitutioas aAd ideas ia coatact wita

t.c"'olo~icallyadvaaced. ai,hly iaduetria11zed, market ecoaoll1es aad

tA. iaJ&ct of iateraatioaal depreseioa aad war àa'Y. aurtllred a.o~ ta..

a ,e.eral uarest aad des1re for chaa~••

fait polit1cal restl'Yeaess, altAo~. Taryiac w1dely la its co~

plenoa froa o.e uade1'-'odeTeloped couatry to tke aext &ad ...nally r.pr...

se.tia, aa uaeasy coa11tioa of h1,:lùy d1aaiailar croups a.d tlllle preeeat

ill~d.fi••d. oftea 10~1cally iacoaeist.at proirall. of trefora t ,

iea.rally ceaters on some plu for quick.ai~ tlle pace of ecoaollie
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activ1ty and improvin~ tae material well~be1n~ of tao peoples concernei.

T1lis priMr,y foClls of po11t1cal activity 'la.pon some procram of economio

Detterment 'riD&s tae economist into a prominent altaoUih uncomfortable

liœeli,ht. It is ae who treats of 4evelopment essentially a8 an economic

process. Economics Aas always 'Deen very much concerned w1 tll tlle t"eo17

of development and is in a position to offer consià~rable knowleice anà

advic. re~rdin~ its economic aspects, in tais case, aspects w~ica are

such a major, immediate interast of undeveloped, po11t~&ally rest1Te

nations_

Waile ta. economic problems are bei~ conaiàer.d an4 ta. tecan1cal

aivice ~iven. it &as to be reco~ized taat in a more complete vie. ieT81~

opment, even in its economic aspects, involves a sW..pi~ recon8t~ction

of society in Msic and wlw.t are ceaerally thou,"t of as non-economie

feat'la.res. In oràer tà.at plans for p~r.ly 'economic' cAan~e may be carried

out, radical reor,anization of ta. social, cultural and institutional

structu.re of ta.se nation. will be necessary and if tae economic procram

proves successful, further, equally 8w.epi~ an4 aoc1ally ~1.t~riiDC

claa.nces will result. Sllcceasful economic ievelopment depends .pon tAe

~owta of efficient economic instituti4ns. bankin" comœanications, trans

portation and markets. Bat as social pa.nomena taese are tAemselves

products of a quite distinct process of social evol.tion. Tk~a, ta.

developin~ country Aas its social framework alterad by economic procreas

waile, at taa same time, extent and saccess of SUCA pro,ress will 'e

lar,ely determined DY ta. social .nvironm.nt in whicA it ls irou,at forta.

Oonsequently. a ta.ory of economic tevelopment must take acca-nt of tais
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coaplicated ca.se-effect rel&t1onsAïp and application of ta. taeory to

80-eallei tbackward f co~tries must De ione with an eyer conscio~.

awarsiDess of taese non-econoale feat.res.

'làe natue of titis wideepread social re""'Or,anization .hicll w111

precede, condition a~d follow economic deY.lopment depends .pon ta.

particular u.nà.evelope" country bein~ considere... ~s make. tae pro'leme

fac~ eacla. Ia.ckWarà. nation \'lD.ique an.. tAe direction anQ. extent of tae

acCOIIOcla.te witün a '8J1eralized taeory. TAerefore, eyen in re,ard to

'.ssentially economic matters, ii is exc.eiin,ly diff1cult to present any

~en.ral explanation of tAe process wbich miiht qualify ae a theory of

ieyeloplI.nt. Ta do so i t IIIlst be flexnle enoup to apply to a w1ie

T.ariety of conditions" iota sconoaic and social, and yet De sufficientl~

concise, lo,ically riCorouB and. internally coherent to ie dicnifie4. "ita

tae name of ftaeoryl. For eacà country. ta. aconomic ~&aracteristic.

alone,i.e. its labour force, 1ts location relative to tÀe caannele of

inter.aational commerce, natural re8ources, 1nd.stries of,comparatiye
\ ,
.. ~ \ .

advanta~e, etc., present a i1stinat bac~round for econo~ic dev.lopaent.

Ât tiret ,lance, it s••ms almost Ilopal.ss to attempt th. construction of

aDy ~aneral tneory. However, ta. present pr.-oceupation with backWari

areas. t.e problems of tAeir economic developmsnt and the searca for

pract1cal polici.s to oyercome taose .akes it important to try and traae

suca a ,eneral theoretical explanat10n. For if it is possible to select

a corpus of &asic economic variable. waicA can b. fitt.d tocetàer into

80me comparatively ~8neral analys1s. tais may serye a8 a cuite for polic7
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'.cisions in ~ndevelop.d re~ions.

This may se.m to De an undue emp.aa.sis on th.e importance of t"eory.

Aàmittedly~ trom ta. 8tan~point of ta. countries dir.ctly conc.rne4t

economic procress an4 how to ~et it 1e a ai~hly practical, pertin.nt

probl.m. Taey vi.w their pr.sent condition as a d.plor~ble etate of

affairs aiout wAicA somethin~ kas to •• tdone', not t~.orized. ~.1r

inter.st 18, in ta. short-run. in policies leadin~ to comparatively 1mm.-

d1ate resalts. But without a ~eneral schema of ~heory a~ainst Which to

meas.re &Dd evaluate SUCA policy measures~ it i8 not possible to iraw

up a consistent, effective, over-all pro~ram of .conomic 1mprovements ani

'rin~ about th. type of basic, comprenensiv8 .conomic chances WÀiCA t ....

nations 80 macA req~ire.

A major task of the present papsr will be to outline suc. a sc-..a

of ievelopment applicable to tae contemporary situation of under-dev.loped

countri.s. ~i8 ta.oretical outlin. will partake of two Dalic subj.ct

matters; tae taeory of .conomic iev.lopment proper and t4e ta.ory of,
international tra4e. Ta. taeory of dev.lopment considera AOW to use BA

exi8tin~ a~crepte of factors of production to eventllally increase tu

proà;activity and. incom. of tne .conomy conc.rnlid. Th. international traie

taeory to be utilized will be taose portions iealinc with ta. balance of

payments mec~nismt i ••• how anà AOw mucA to use available foreign factors

of production to incr.ase futur. domestic productivity ani income. Accorà-

in~lYt for the present discussion, tAe international tra4. of a countr,y

18 to b. treated as an index of 1ts us. of for.ieu resources to ~pplem.nt

àomestic production and thar.by expedit. '.velop.ent.
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~e trade balances of the varioua countries whic. collectively

make up tae worla. economy forll1 & samma.ry of international econoll11c

relationships over tae limited per10~ u~lly a year, selected for an

accountinc. Tae traie balances are a mirror of existinC relationships

.etween aeerecates of lncome, SaTlnc. lnvestment, lmports and Exports

of tAe nriotls national econoll1ies witain an international framework of

markets and priee.. D8velopment proceedine at vastly different rate.

and witn nieDly dissimilar resources in tae individual countries is

constantly cbancini the.e relationsa1p. as well as ta. oTer-all àimensions

of the internatiotal economy. Any particu.lar tr8.de balance rafl.ta tilat

co.ntryts immediate position Tis-&-T1s ta. re.t of tae worli; 80180, 1t 1.

t .. outeo.e of a causal sequence tàat stems from its &iCrecate 4ec181011.

wur. to eçlo1' iomestie r.SOll.rces 8.11à. wben to cOm-.&à. taos. of ta.

lnterna.t1oœl econoJlY'. Tae trade balance ciTes an acCO'Wltinc of wMot

40mestie reso'Q.rce s (e:xport Il) wer. excaaoced. for foreien (1mport.) ani

to w.bat extent, 1f at a11, part of tais excba.nce was balane.à off iy

eTit.ne•• of àeit rataer than r.sourc. transfera. In Tie. of thi., it

i8 a~rpris1nc taere QaS not be.n a clo.er liason Detwsen ta. t~ory of

eeonom1c ùvelopment and of interDat10nal ialance. aince til.r. is th1.

tir.ct eonnect10n ietween t.e latter and t~e course, speei and inter~

tional d1str1D.tion of the former.

œa1s international aspect of a country's econom1c 4eTelopment

saould not .e over empbasized.' on th.e otaer bnii for a iackwarà. econolÇ',

à.evelopment is essentia11y a tomestie task. It ia 10call1' and. mostl1'

with indi,enous factors taat tne prod'Q.ctive structure 1s remad..lled..
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improvet and extende~ in a manner to raise pro~uct1vity and income.

However, forei~ resources are in variou8 cases indisp$nsable, in ot.erl

ni&Aly convenient and tae undertakin& of ~.velopment projecta will ca~.e

c&an&e. in t~. economic relations bat.een tae domestic econo~ and tae

rest of the world. Tae resulta of 8uccessfUl cl.ev.lopment w111 again eMnce

taese international re1ationaa1,. as l.v.le of income, consumer tastes,

comparative advanta~es in variou8 types of production and international

creditor-~ebtorarran&ementa are alterecl.. T.Re theor,r of international

values and tAe macaanism of trade balances are closely intermesaed wita

the process of economic d.velopment as it unfolde in different parts of

tae world econo~.

~conomic pro,rees reqaires increas.d ~omestic inv.atment ani unlese

tais d1sp1ace8 an equal volume of volwntary savinc, an income expansion

ensues. ~t a ~iven moment, an econo~ ie only capable of a liaitecl. amount

of voluntary savin,; à.ependi~ on its income and propensity to consume.

iaen inv.atment occ~rs in excess of tAis, an expansion of income ia

1nevitable. S.ppo8in, tQe economy to &ave bean 1nitially at some ~der

employment lsvel of national income, taen increaseà investment brin&s it

toward full employment. -IV i ta tiJ.is expaneion tllere cames a l imi t to SUCA

voluntary saviDe. 5aould an economy desire to undertake a mea.sure of

Qevelopment in excess of tke vollUltary savillis forthcomiI14' at fllll employ

ment, tnen tlie plannei investments will grinc an t inflationary i&Pt. TAe

demand for ,oods and services for consumption and investment will ~e

creater taan tke total supply at existin, prices. In this case, total

8~ply is made up of Qom.stic production, plus importe. minus exports.
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It le t~e taat if dom.stic prices are allowe. to rise, tAe real

100de counterpart of consumer expendi turee will be red\1ced and. a larcer

sàare of national product c~ell.d into inyeetment. Witnout coneiderin~

its effects on importe anà export., an increa.e in tA. domestic priee

leTel may help of itself to increase real ~ross natlo~l product. ~.u.,

inflation and forcei saTine are ~s.f.l in a period of deTelopment for

tAey enable an econo~ to make a creater inveatment effort tAan would .e

possHlle by Tob.ntary savin, alone. Bat t.ere comes a point beyond waic.

priee leTel inereasee do not &ave taie effeet. W.en used to excesB,

inflatlonary foreed savine may so completely disrupt production tàat tae

CroBs national product and total real inveetment 18 markeflly red-.ced.

Anotaer technique by whiek tAe inTestment efforts of an .cono~

can be inoreased ie by permittin, an unfaTorabl. trade balance to dev.lope.

ill.en investment 18 inor.ased and national income expande, tAe demand for

foreicn cood8 will riee. ~aen. as an inflationary .:&p teTelops domestie

ally, thi. is a furt~er factor t.ndin, to increass ta. flow of importa.

Âs domestie priees ris., factors of production will moy. out of tAs

export industries into domestic production and importa increase. litA

tÀie increaee a domestic economy caD s.pport creater total inTeetmeat

out of its current production. Domestic production pl•• tlle inorease.

'Yolwae of imports and mima.s tAe now red\il.ced exporte ~iv.s a. lar,er total

of coode currently available within tae sconomy. Taerefore, by virt.e

of the trad. defieit, more can ie d.Toted. to investment witkl.out reducinc

eonsumption. However, as in the case of foreed savi~, aere, as well,

tu inerea.se in inveatment eventually reach.es a ma.xiIIWD. Perhaps tae
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most important and obTioue rea.son for tais i8 tAs,t a. country cannot CO

on indefinitely incr.a.si~ its international indebtedness.

In a. proa;ram of llev4illopment, factors are .mploye4i now in ways tllat

will .na;le the same a~re,ate of factors to b. used more .ff.ctiTely in

subs.quent periods. :Bot;" ad....rs. tra4i. bala.nces and d.omestic inflation

are to a dea;ree ~seful for accomplisnin~ tAis. Bat ta••ffectiTeness of

aith.r at som. point rea.ches a maximum "Deyond whicn its mar,inal contri~

Dation Decom.s quickly. sU8stantially na&ative. Tàas~ for a backWar&

country to achi.ve a maximum of d.evelopment in tAe snortest possible

till., these techniques must be us.à. in tu proper combination. Economia

adTanc. 4in&8S upon the use of ta.se two d.viees; tn. inflationary ~p

and t •• ne~tiT. trade balance. HoweTer, as tools for implement1B& an

investm.nt pro~ram. adverse -~lances and domestic inflation are joint

effecte of the same .conomic proc.ssi nam-ly. investment increaS8 &ni

incom. expansion. Hence, tae atudy of development ia pushed back into

an inv.sti~tion of autonomous inveataent and incom••xpansion.

Ta. increa.sed Tolume of iny.atm.nt n.c.ssitated in a dev.lopment

pro,ram will ineTitably result in an .xpansion of incom. r.~rdless of

whetaer tne pro,ram ia und.rtaken in a iackWar4i country or one alr.a~

economically w.ll advancell. But the proclema ta wnic. tnis basic s.w

qu.nc. ,iTe8 ris. in an under-Q..veloped nation seam in tAe real worlll to

è. of an entir.ly different ma,nitude relative to the inv8stments unll.r

tak.n from wnat is th.. case for th. more a.dvanced .cono~. In ti&e fox

mer. limitations upon tae inflationary ~p a.nd t •• deficit trad. balanc.,

as 4evic.s for .xp.d1tin~ lleT.lopment, 110 not aeem to allew an &i.q-at.
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yol..e of inyeatment to occur relatiY8 to the deyelop.ental needa of

the econo~. B.fore ta. planried inyestm.nts can D. completed. or in lom.

ca••e .yen well atart.d, the income expansion Aas '.re.on.d into a ramaway

inflation on the on. band and an alarmini trade deficit on ta. otaer.

Wit~ the erowta of the K.yn••ian macro-econoœies in tAe lat. 301. ,

Tarious forms of ta. 'JIlÙtiplier r and. tu proe.es of income creation
l

followini upon autonomous c&an,•• in inve.tment. Fandamentally, tais

analysis depends upon tAo assumption of an initial, un4er-employmont

.quiliDri.mt staDI. relationskips b.twe~n t•• economic a~reiatos of

income, aaTincs and consWIl.ptioll.an4 th abs.nee of pric. càanies duriJlC

ta. proc.ss of .xpansion. Furtaermore, by assumin, prop.ns1tio. to iaport

for two countries, tA. t.canique can be iroad.ned to demonltrate t•••ff.ct
2

upon .8cA of chan,ss in the ±\mctions or data for eit.llor. From tllis ha.

Deen, worke4 out a aic&lY .~ct di.cussion of ta. conditions r.q~ir.d for

balance of paya.nt••quiliiri.. ""n yarious incident. (autonomous inT.s~

aent, eonswœpt1on. import or .xport cnan,os) for example) dieturi a stable

pattern of international relatioas.

Du.rini tae last -ar. a parallel enlar,emont of tlleoretical .conomics

came out of anoth.er tmultipli.er' IIt\l~, tet of interactions bot....n

iuy••tment, income, the prie. l.yel and cross national prod.ct. i ••• analysis

1 Alfred E. Kahn, "T.u. Relatio. of Hom. I1ly.stm.nt to Unemploym••t Il,

Eco.omic Jouraal (1931) is usually co&sid.red th. first i. this serie••

2 Fritz Machlup, Iateraatioaal Trade aad the National Iacoœe
Multipli.r (Philedelphia: Tho Blakiston CompaAY, 1943)
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of ta. linflationary ppt. Sinc. tAis analysis lts.s tu sam. patterJ1 of

data ani aSB~tions as tae for.i&n trad. multiplier and tae Btud1es of

int.rnational .quililrium in tae balanc. of payJlente j.st mention.cl, tA.y

are .lli~ly COllplimentary tecaniq\lu. Th. cOBclusions of eacA are, ai

l.ast in part. ta. sllbj.ct matter of tA. ob.er and bota rely on h .• 88JR.

r&n&. of data. For .:mmpl., tA. inflationary pp aDalys1e r.quir8s or

as..... data as to investment, i~ports, .tc. for ta. econosw whos. infla

tion probl.m i. to 1. aSS.Bse~. iita tAes. lt i8 possible ta determine

ho• .:reat a total output and inT.stm.nt can be und..rtaken with.out any.

or wit. som. controllable Dla&Ilituàe of inflation, tbe nature of tbe priee

ris.s, sAortaC8s, etc •• Suc. conclusions ar. eita.r amon~ the data or

aS8umptions uB.d by st~d.1e. of international trad. multipliera and balance

of paym.ntB equili8ri~ or tA.y represent information wnicn can be use'

ta considerably refine tke conclusions of s~a 1nTesti&&tions. ~i.

complimentari ty of the inflationary pp and tu for.i~n balanc. follow.

from t •• direct connection pointed out earli.r betweeA tAe priee leTel

ana a&,re~t. àemand ~e~Tior of a part1cular national .cono~ and tae

balane. of trade situation ari81n~between it and tae rest of tAe world..

Ta. present study will attempt to fit bath tae domestic inflat10nary ~p

and t.e "Dalance of paym.nts defici t (which ia lar"ely lut anot.b..r fora of

inflationary ~p) into a t~ory of economic cleTelopment tÀ&t has beeA

suitably reTisecl to enter tain tn. specific pro'lems confrontin~ backwar4

na.tions.

Â. already notecl, deTelopment r.quires an inT.stment procram ani

r8Bults in an incom. expansion. TAe two multiplier tecAniqll.S 'a r e
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conceraeà. witA aspecta of tAis proce.s; inTestment, income expansion.

realized. d.eTeIopment. ~ a seri.s of ••cc.sstal applications of tasse

t.chniqu.s~ a country can maximizs ita rate of à.Tslopœental inysatm.nt

and it. sconollic procress. Ta.y are th••conomic mecaanic8 which wo~à

.xlierli. a succ.sah.l d..Telopment procram. .. ...n one looks at economic

pro&rees in ta••• t.rms, ta. infrequant referenc. to t". ta.ory of

t.T.lopJlent in t~. lit.rat1l1r. on tu 'balance of payments is surprisinc.

Ta.n. too, how muc" was writt.a durinc ta. far and pos~ar periode on

tae 'inflation ~p. and. AOw littl. if aDY ref.r.nc. i, .T.r mada to

t.llat t.cAniq•• in eliscuseions of the .xt.nsiYe inv.stm.nt procrams in

'Ul.der-ë.eT.lop." Dations at pr.sent. Y.t t in war-time, ta. w.Jœ....al

inv.stm.nt effort (war-effort) in an advaDe.à. .conomy pr.sents ma~

points of similarity to th. sitwation of a iackwari .ation ~'.rtakiac

a compr• .b.ens1ve peac.tim. d.T.lopm.nt procram. It oUC.ilt to proTe

possible to apply som. of ta. knowl.d,& i$in.el from ta. former to aDalTsi.

and. policy consid.erations for tA. latt.r.

Ta. present paper will unà..rtake a comparatiT. stuà.y of inTestm.nt

ani income .xpansion in backward. and adTa œsà. types of DatioBal econom.s •.

It will r.ly on ta. inflationary i&P and. for.i&n trad. multipli.r t.eà.niw

que. to try and. .xplaia -àat are ta. basic obstacle. conf!ontinc w.nierow

deTelop.d countrie. waicA tent to mak. t.ileir .fforts at seonomie procr•••

àapàazard t .p.calative t and fr.quently disappointiac. First taere will

1. a r.vie. of the t.iJ..ory of .conomic teY.loplll.nt as it iJas been

pr.sent.à in a ,eneral form aistractinc from time and the initial

.conomic condition from .kick the proeess is assum.d to start. TA.
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;3

Scaumpeterian yersion Aas D••n chosen. It mi~nt De objected tàat Scaumpterfs

account 18 sOlDew.Dat leu tban a ~en.ral th.ory. It 18 an explanation of

deyelopment as i t occurs ia a capi taUstic economy und.er tae cuidance of

entreprenRra and a r,eneral t tAeory .hould not re.trict 1tself to explan-

s.tion in terme of one type of econo~--"'Q&IIlelycapitali.lI. Since mucA

of tke worlà. area at present cate~orized as backWari i8 sOIDewàat less

tAan ~apitalistic in ta. Schumpeterian sense. tais objection has a certain

mlid.ity. However. only wl.at are -,eneral t aspecta of Schumpeter 1n ta. a'oon

:..... 1'111 be used , ~.l1u.J t •• SWl.llla.ry will be limited to an outline of

tae idea of an 'innovation·. ths necessary investments and subsequent

productivity increases.

Âfter taese aspects of tae Scaumpeterian theory Aave bean revi..ei.

IIOdifications waich can serTe to incorporate ideas of t1me and initial level

of dev.lopment into tae explanation will be s~~ested. fAe task will be

to undertake the framinc of a sub-theory adapted to t~e analys1s of develop-

ment in particular countries, epecificallYt tae iackward and advanceà..

It is Aoped tnat Bi~nificant differences in tae process as it ~olds 1a

tA.se two croups can be pointed out. For emmple, a pro,ram of development

undertaken in tae countries of Souta East Âsia differs in its ma~it.de.

course and cons.quenc~s from one undertaken in tne United States. It ie

reasonable ta expect t.iaa t the Schumpeter1a.n th.ory will neeà. to ie I1o<iified,

interpreted, and Mve appropriate values &ssiped to i te relevant Tariables

before it can be applied to tae distinct parts of 8. real world of diverse

;3 Josepa Â Scaumpeter, Tae Theofl of iconomic Developme.t (Camirid,e,
MaiS., BarTard University presl, 1934)
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utional eeonomies at b.i~ly disparate hyels of economie accomplisllllent.

Ta. Seaumpeterian theory will neld to he rewritten in a Keynes1&a

terminoloiY for tbis purpose. Ta. proeess of 'innoyation f must be

coue"'" in a lan~~e tbt can à.eseri'b. ih effeets upon national a"re

ptes of ancoae , eonsumption. inveatment and l8...i~. Thereby i twill

beeom. an outline of wbat bappens to theae major economic iimensions of

t"e econo~. It may th.n pro...e possible to identify a broad pattern of

:t\mctional cba.~es amone h .ese 8.i&r.,ates waicll is tae result of a

c~lat1v. series of 'innovations'. It is very likely tker. may oec~r

.ecular adjustments in the functional relationskips b.twe.n ineome,

eonsumption, sa...i~ and inv.stm.nt 8,S tAe eeonomie pro~ress of a nation

continues.

Sc"umpeterfs tTheory of Economie De...elopment t iB a qualitati....

explanation of the process; inta it must b. inserted values for Y, 1.

Sand C to make it quantitati.... as w.ll. One. tÀese alir~tes are

assi~.d tAs r81evant ...aluesy à.....elopment can be studied in rer.rlnce to

th. particular problems of distinct countries and Iconomic areas. This

would constitut. a usefu! broad.nine and ext.nsion. a quantitati...e

outline of th. basic qualitative tkeor,y. It mi~t serve as a iescription

and a yardltick DY wnich to id.ntify t~e achi.....d ilvelopment and relati....

economic positions of indi... idaa l nations and areas.

If the accr'iat. functianal re~tionsaips witain an .cono~ do

caa~e a8 development proceedl and without certain initial values for

th.se variables development dOes not oceur at all. then tais knowlad,.

can be appli.d to t"e contemporary world economy to show the forc••
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whiek operats to condition tae ,eneral Seaumpeterian proeess in eli.er

cent types of national economies. lAoreover, 8Jil.&lysis in macro-economi.o

forms, BUC" as forsi~ trade mltipliere and. domestic inflationary cap.,

can De turneà to tAe probleme of comparatiTs teT.lopment.

Backward countries und_rtak••conomic adTance in a worli Yaica 1.

itself procresiin, economically. Just as th. proeess .sets up a chain of

reactions in tae Dackward nation.it does so al well in ta_ rest of tae

world.. Tae :fUrtlaer sequence of reactions that ari.e. "Detween tae ci.omsstic

and. interœtional economiee may not 'e eaeily 4a.rmon1ze". Wlaera iaTe.t

menta in ta. domestic and international economie. conflict,it may well

add insuperaile extra burdens to ta. à.ifficulties wita w.lùcà. an finnomtiœ t

confronts tae UD.d.er-developed country.

After a Buitaile modification of the ScAumpeterian taeory Aas 'e.a

sqce.t8cl by means of which to place t.lI.ese iackward countries in a proper

perepectiTe relatiTe to proble.s of deTelopment, tae final eections will

be an application of some of tae know1edp piIl.ed from racent balance of

payments and inflatioœry ~p discussions to tne situations confronti~

th.se countries. It ie bopeci. to place t.ese specializelii studies in.ite

a framework of taeory wlaere it can be useful for t~e pre.ent political

problem -- the .conom~c deT.lopment of backward areas. Tlaere will 'e

an over-all t~eory and subsidiary analytical tools with whica to under

ltand ta. immediat. short-raD repercuesione of a ieTelopmental pro,ram

and the meanl of assassin, the 11kely effecte of Tarious po11cy meas.re.

that may be su"ested to exp.dite economic pro,ress in sucla areae.



CRAPTER II

THE seRUM,:ETERIAN THEORY

A. i.itial circular flow iB tae first pr.ai•• of ta. Schump.t.r1~

ta.ory. As Schump.ter poi.ts out, it is lo~ically ••c.ssary ta start !ros
1

a cba.~.le.! co.~itioa if ta. ,roe.ss of deTelop••at i. to b••xplaia.&.

Nor caa Buca a t ••ory as •• attempta plac. &Ay qualifieatioa .poa, or

iavolT. its.lf ia a discussion of, ta. level of .coaomie w.ll~l.ia~

.xi.tia~ ia tA. iaitial e1rc~&r flow. ~aerefor.t ScAuap.ter do•• aot

tak. iato coasit.ratio. tae ecoaomic Btat~s of t~. com~uaity ia ta.

iat.rTal iam.diat.ly prec.edi~ ta. app.araac. of deTelop••at. Co.s.~

q~•• tly, ail work i •• &5 l thiak •• i~t••d.d. ta b. tak.a a8 a etat.m.at

of tu. ~.U.SiB of .co.omie dev.lopa••t, ab8tractia~ from tta., plac. aa(

quaatitative co~sid.ratio.s.

The coae.pt of ta. liu.oTatio.1 ie h .• w.ll.....priA' of Scllump.tertl

ar~uae.t. Ite li,.lfica.c. li.8 i. ta. fact of its b.i.~ a qualitatiTe
2

cka~. ia th. struet~r. of .co.oaic actiTity~ TAis will b. r.f.rr.d ta

lat.r wÀ•• t~. th.ory is to b. aodifi.d ia tA. s.a•• of re-i.t.rpr.t1.~

Th. fuaÙ.ll••ta.l aB. tur. of ta. Scl:l:w:ap.t.riaa th.ory appear. ia i ta priJl8.ry

&ssuuptioa, ta. circular flow. A circular flow caa .xist at Tar10ue l.T.le of

l Jos.pa A. S cauap.t.r, ~ Tleory 2! 1c010.ic Developa.at
(Oa.bri~., lIaSB.: Rar~rd UaiT.reity Pr..., 1934) pp. 64

2 ~.1 pp 66
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iDCome aDt employment; tae only aeceesar.y condition is tkat no aet

iaTeataent ie tak1nc place. Ae it &appens, Sca.mpeter &ss~es a fall

emploYJI.nt c1rC\Ù.a.r flow and t.lms a\l.tonomo.. s inTestlllent represem.teà. 'Iy
:3

tae t1anovation l lea4s to expansion of 1II0ney national inca... TAis. ta

t\l.rn. àirectly affecta priees liace 1t cannot lead ta an i~crease ia

total pro~'aCt; ~11 factors Were 'Iein, used before t .. rianovation l commeacei.

Ho.eTer, were a leS8 taan full employment leTel of circular flo. &8s....d

iai tially, real incom. as well as mon.y incoJlle coul" expanj, "'i ta tu a..-

tonollO.S inTest.ent. ~e aatv.re of ta. problema confronti~ a ci.eTelop1~

economy ia taese t"'o situations will b. q\l.ite ci.istinct. In fact, tàisfallw

employment TerRS u.nder-employment asslUDption furnisus a ~o.. ill\l.stratioll.

of ao'" tu tiff.rent quantitat1Te t.rms in WaiCA t~e Sckampeterian taeor,y

can ie .xpressed become important for tu &Jl&lysie of "'bat Mppens ".rille

an linnoTation' 1. an actll&l economy of tAe real "'orl".

Accorài~ to Scbumpeter, "eTelopment 'e,ins wh.n tae entrepren...r

1ntroà.\l.ces an lianoTation' into tae circular flow of pro4uct1on an.. co~
4

sumption of a stationary equili'lrium .conomy. Â simple namerieal lIIoà..l

ean '1. 'Ils.d to ilb.stra.te tnB event. Â881lme an initial eqllililriwa

conti tian "'ita tae a,cre,ate accounts of tae economy appearin, as follo",s:

li1MPLOYMENT
100

OU'!PUT
100

OOST
100

S.1LES
100

PROFI!!!
o

Tke.e fipr.s ne... not '1. tli.O\1Cat of a8 a'lsol11t. allO'Wlte ht only talc.a

to inàicate aecr.cste relationsaips. Employm.nt ie an iniex of pro".ctioa

:3 Ibid., pp. 67-74

4 Ibid., pp. 74-94
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cost r.presents factor payment•• etc. FOr conveni.nce ani clar1ty

ta. contin.o•• flow of production and consumption 1. ~iy14.d 1nto

swece.s1ye periods, t.e protuct of one '.comin, tke consumption of

ta. next. Since .qu111Iri~ 1. assumei 1nitiall~, proiuct ani con-

sumption for eaca period are equivalent; tu.. Sal•• ~ OIItp.t =Cost.

Ho profit ficare appear. in ta. acco~t. in ta. sen.e of a surpl••

after all factors &ave ieen pait tke rewart necessary to commant ta.1r

accr.cate servic••, i ••• total factor claims completely .xaaust ta.

product.

s.ccessful tevelopment woult re.ult in a r.orcanization of

proà.uction .0 tnat wita ta. same factor endowment as lefore a çeater

produc t would be fortJacomi ~ in s.bs.qulnt periode. Taie 18 important

to a st'llcl,y of tu inflatioIJary and "efla.tionary forces ariBin, in ta.

teY.lopine economy at successive st~es of an innovation. TA.ir I6si.

will i. tu cJaa.~.s which tak. plac. in t". c'll.rr.nt ratio of factor

payments to 100dS availa"bl•• Wken an innovation ie bein~ creah", tais

ratio Will "be increaseG. and wh.a 1t i8 cOlllpletet and. abeorbeGL into ta.

economw. tAe ratio will •• decreaset. !lterations in tais ratio are a

sia. q-.a aon for pric. càa~es attendant upon an t1JmoYB.tion f •

TA. aQoye mo"el of a circular flow .cono~ represent. a stable

pattern of production and consumption. At t•• time when ta. innovat1oa

1e to be intro~ced. autbority in some fashion Aas to •• CiY•• to ta.

entr.prene.r BO tAat he may aecure tae transfer of factors O'll.t of t.1.
~

circular flow. By tais traD.fer a portion of tke product of t •• economy

5 Ibid.. pp. 74
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com•• to i. tIl&T.d. t an" tinT.et.do t • By -À&t.Ter Jl&nn.r t.ll1. fsavin~t

an4 'inTestmeat' 18 aesuzed to occ~r, taese factor traasf.re are ta.

real meaBe for tae creat10n of an innovation. Mor.oT.r. witk tAie

transf.r, tk. production of ~ois immediately availabl. for conaamptioa

18 reduceà.,

~.i.. imm.diat. r.eult of ta. innOTation ma.y be consi4..r.i aB a

t.mporary diT1eion of tu .co.o~ iato t-o iistinct ••ctera: one compoe."

of tll. -aD.41et...ri.à. portion of ta. ori~iD8.l circ...lar flo. and a .econ"

mad••p of tu antrfJprenaurial unàertaki~.. Bat, wiUl. tl1is d.iCAOtOJlll'

arises 1n factor employm.nts, ta. expandit~r. of factor income. ie

tir.ct.à entir.ly to tAe purcAase of con~.r ~OOd8 from ta. firet sector.

Darin~ t~i8 interTal J ta. a"r.~te accounts .of sectors 1 anà Il mi~ht

appear as follo-s:

ssceoa 1 ------iMPLOnŒNT
80

OUTPUT
80

COST
80

SALES
80

PROFI~

80

SEC~OR Il ---- 20 t 1nnOTation r ----_....

Ât taie junct~r., tae contiaa.d. aie.se. of profite ia Bector l will only

aoli true if consumer demande are someno- restrictei in accordanc. -1ta ta.

r ....c.4. production of consum.r ~oode. œRie 1s to ae.-m. tkat l/ota of ta.

produc t1Te factors of tu .COlll.omy GT. 1afJ.n commaa.d••r.à. for ta. work &n"
a corr.8pondin~ portioa of factor incomee .xpropriat.4. for t&avine'. If

tais etat. of affaire contiD~.S for as lone as ls requir.4 to compl.t. ta.

i~ovation, ta.r. n.... arie. no inflationary press.r. upon the pric. l.v.l.

Wa.n the innovation &as be•• compl.t.à. and ie absori.d into ta.

circular flo"', a more efficient oreanizat1on of production will &av. ia••
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6
accomplisaed. Renc.fortil, .ither a ç.ater total of coneWD.r ~oods CaJI.

b. produc.4. 1••• a new circular flow .st&blisil.d at a Ai~8r lev.l of

consumpt1oa, or tae same level as before th. innovation œaintainet iy

.ein~ somet.in~ l.ss tMJil all tu factors available to tu economy. If

tAis .ecoat alt.rnativ. 1. chos.n, it Decomes a question of wheta.r ta.

8\trpl.. factorl! w111 ie left un.mployeà. or lievote" to f\1.rtb.er iœovation••

Rowev.r, àefore ~oin~ on to tAis proilem of tA. absorption of the 1nno-

vatioa, its initial introduction warrants a littl. more atteution.

lA t•• abov. outlina, factors 'fier. 'commanieered' and th.ir inco•••

lexpropriat... '. hother way would De for tll. entrepren.urs to borro. hJlis

from t •• bankin~ system and bid up factor prices to tae à.e~re. n.cessar,y

to obtain tà.m for til.. innovation. ~II. wita sOllle tac tore telllporarily

.mploy.d on th.se autonomous inve.tm.nts and a.nce outeit. th. circular

flo., the ~ods &Tailable for imme4iate consumption, i ••• those Deill.~

prod.ceà. witkin tu circ\Ù.&r flo" ihelf, wo\Ùd i. r.illced. Bat if factor

incom•• bave risen, tu co~ity 18 able to ç.ù. and. coneeq....ntly to try

and coasume Jlor. tÀ1&n 1n th. oric;inal .quil1irium. fa. resu.lt ..st i. u

inerease in tAe pric.s of eonswmer ~oods as a means of .q-.atin~ t ••

increase4 money demand to ta. cw.rtaile" ~ode ....pply. SUis.qu.ntly,

"aea tke ïanovation 1s complet.d, ta. factora of production cau i. us.à.

more .fficiently and a ~r8ater total product produeed tAan was possible

ia t"e initial eqw.ilibrium. Rer. i t depenà.s UpOl1 tu manner the iJlD.ovatioll

ie asew.med to ie absor'ed iato tae circular flow whetaer prie•• w111 i.

6 Ibid., pp. 129
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re4l1.Ced. or not. J. raversion of tu econom;y to a ne. equilibrium a t

f1a.ll employment, but with. all entrepreneurial Lcans r~paid to the

bankin~ system, will result ~n a priee level deflated .elow that of

tA. initial circular flow.

To introduce another consideration into the analysis, if ta.

ori~inal equiliirium was at lus than full employment, the innovatioIl&l

invClstment could result in an expansion of both money and real 1ncome

without any chan~e in t~. priee levei. œa. absorption of the complete"

innovation, lf lt .ere teuceeseful t , eould meaa a reduction of money

income and priee level below tae~r initial values and. a return to ta.

ori&inal Wlemployment situation. J.nother alternative would be a rstuna.

to tas same d.e~ree of unemployment but with a lar,er money natiol~l

illeome alld an v.ncbAn,ed prlce level. Ta S\UI1IIIB.rize, ture are two 'broad.

croups of alterDative. to be considered when the interaction betwee.

innovatio~l illvestment. and ta. priee level of an econom;y 1. beine

considered. W1tA tu felassical', in tn& case the Scmmpeteriall ass\1lllP

tion, of a full employment eireular flow, an innovation muet result

succeBsively in inflation and def1atioa. With what mi~t appropri&te~

ie ca11eà. t.e Keyneeian aseumption of a leee tAan full employment equi

liiri-m, an innovation need. only brill' about a sequence of rea1 incom.

expansion and cOntraction. W.il.:A tae process ot d.evelopment aetually

oce_ra in countrles of the real world. it i8 usually evideneed in a

eombination of Dota.

Tae Schampeterlan t~ory of tevelop.ent 1. concerne" witA inflatl0.

&Ai defla tion ratiLer tnan witA expansion and con traction. In an econoll1'
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or~anized alo~ the linas of priTat. ent$rpriae, for factors to ;8 traae-

fered. iato an 11lIlOTation the cilan~. must pe made attractiTe to factor

OWaers. It i. neces~ry as well to convince rec1pients of faotor income.

tet i t is to their advanta.". ta • MTe t part of tAese &ad turD. tllem over

to the entrepreneurs, at least temporarily, in excAan~e for some f~ture

premrua; If a Toluntary transfer of purcàa.sin" power Q.oes aot occu.r,

tu saIlle resul t may De accomplishea. 'Dy otller means w~ici1 force up factor

prices and tAerelY restrict tAs a.lility of consumer incomes to command

productive facilities. lA tbis instaaae, the purcRasin~ power uaecl by

tae entrepreneurs to lid ~p factor prices will AaTe leen created by t ••

Before ~in, furt••r witA this discussion of how infla.tion aat

sub.sequen.tly "eflatioD a.re likely to come about clurinc an iaterTal of

development, it would be well to clefine exactly what iB understood .ere

by inflation, defla tion» inflat ionary and defla tionary• In the previOllsly

cited ag~re,at. accololAta of a circular flow economy. rEmploymant l ie

def1~ed as total faotors, 'Output' as ~oods currently available and

'Sales( as total goode expenditurss of the economy. tSales' is a moaetary

wAile tlmployment' and •Output , are paysical dimensions. Now inflation

will be Qefined aa an ~ncreaee in th. Sales/Output ratio above its iaitial

val•• and deflation as a decrease below it. In a similar fashion an

iner_ase of t •• lilmployment/Outp\\t ratio will .e infla.tionar,y and a ".crease
7

d.flationary. Our clefinition of economic development ~s baeA tfactora

a.re employed now in ways t.ia.twill enable tAe same &u;re,ate of fac tora

7 cr., p. 12



26

to be used more effectiT.ly in subsequent periods t • ~"r.for., throu~.t

tile innovational procesB the total factor endowment of the .conomy "ill

rema.ln uncha.~eQ., Dut durine; the creation of an innovation rOutput' -Ul

De r.duc.d. In accordance "it_ tÀe abOTe definitions, a~ ianovation i8

inflationary althouiÀ it need not ~iv. rise to overt inflation, i.e. a

situatiC/n "ure the Sales/Output ratio increa.ses. :By a simila.r reasoninc,

the absorption of a. innovation into tAe economy ls deflat1onary, althou~

Àere ail;ain defÙl.tion need not actually occur. ~his terminoloQ" and taes.

distinctions &ave only a iescriptiTe usefulness at tAe moment, but tÀ.y

will be ~ll.d upon for lar~.r services when the Sc~eterian theory
8

18 bein~ modified in Cbapter Ill.

T"e Schumpeterianway to accomplish an iD.nov~tion 18 for tJl.8 banki~

system to create purcœsin, power for the entrepreneurs with W hici:l tu

latter can break into the circular flo. and hire sufficient factors
9

away from tae setabllshed firms. In any case, unlsss ~on~tion -er.

Toluntarily restricted to a sufficient de~ree and factors smoothly trans-

ferred from their customary employments to the entrepreneurial UllQ.ertakin,s,

inflation "ould ariee. If entrepreneurs must bid up factor priees in arder

to command the necessary amounts, this will rais. the ~.neral "age leve1

a~d increase production costs for the consumer ,00d8 industries.

8 Wail. aa iacreas8 iA the ~ploym8.t/Output ratio ie a aecessary
co~dit1oa for i.fl~tioa, aa iacr~as. ia tbat for Sales/Output constitute.

a sufficient coaditioa.

9 Sc~ump.tar, ~. cit., chap. III
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Fu.rtaermore, unless factor incomes spent on consumer coods are r.strictecl

pari passa witA consumer &oods production, prices will rise a~in as a

maane of rationin~ the sapplies available and profite occur in sector I.

W.en the innovation i8 completed, these profits will tend to disappear

and ot~ers appear temporarily in aector II where production is beine

carried on more efficiently. ETentually the new, more efficient metÀOds

will be diffused tarou~bout the entire eeonomy and competition for factors

force ~p priees to elimiuate profits from the system. This increase4

efficieney of factor employment will constitute a deflationary element

that follows after and eventually more than cmmteracte the pr.viou8

inflationary one. The fillal equilibrium will be the result of an

over-bslance of deflationary as opposed to inflationary forces.

An i~novation cau ce initiated -itbout &ivin~ rise to inflation

(it will ce hy uefinitioll inflationary, however) only if resources can be

. commandeered and factor iucomea expropriated as was assume4 in t.. accounts

on pa&e 2a T"eoretically a voluntary savin, and frictionless transfer

of factors would accomplish the same result . In tAie case trie factors are

turned to the innovation as they become redundant in the consumer ~ood.

industries. Unfortunately, in a private enterprise econo~. tAe first

alternative is ruled out and the second very li~ely as welle This will

more certainly be ta. cas. the nearar the economy ie to full employment

Taerefore, a stroll& prooability of inflation almost inevit~bly attends

an innovation, altnou,h a well developed economy of this type may have

very effective weapons to dampen SUCll forces a.s willbe 'Droupt out ia

later chapters.
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Wnile an innovation i8 in its gestation period inflationary and

may wsll laad to overt inflation. when 8ueeessfully eomp1et.d. it enhanc••

t •• produetiTity of tne seonomy and ie eonsequently deflationary. lUtA

the same fa.etor endowment as before. a çeater q\18.ntity of ~oods can be

produeed. Tllis lsatis to aJIY o•• or a eombination of tlle folloWi~ tar••

results. an inerease in eonsumption. a deerease in .mp10yment, or a

diTersion of surplus factors into another iauovation. Àl1 thre. Àave

oeeure. in tae world .eonomy as indiTidual eountriee tev.lopet. per

capita eonsumption Aas ri••~.dev.lopment DaS be.n expedited and a180,

a tendeney for ad~ne.d eeonomi.s to adjust to increased productivity iy

factor unemployment JJaS been apparent.

Shoult an .eono~ Rold its eonsumption to the initial 1eTel and

cbannel the surplus factors into further deve10pment. then, after anotaer

interva1 of innovatioDal const~etion. tbere will be a new ianoTation

completed for absorption into tae system. This a~in inereasee the

sffieieaey with which production can b. carried on and reàuees in turn

ta. share of a&~e~te factors needed to produc. the oricinal consumptioJl

requirement.. To continue tais policy will mean tAat larcer and larc.r

amounts of factors can he released to deve1opment. For a relativsly

backWari country, but one MTinji an eaTironment favorable to proçe.8

&ad a ilusprint of teebno1ojiY to apply in t~. fors of innovations

.-ceess~ly completed iy more advaneed cOUAtries, it becomes paIsible.

by Aoldi~ dawn eonsumpt1on, to enjoy a cumulatiTe rat. of .eonomic

projiress. Siml1arly, in the eomparativ.ly advaneed countries whare.

alt.aou~ t~re ls no olueprint of technoloQ" ta copy there la likely to
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be a~ environment hichly faTorable to the b1rta of 1anoTations. if surplus

factors are kept employed rataer taan allowed to lapse into idlensss,

pro~ress of a like cumulative aature may be attainei.

This practice of chaanelli.~ all productiTity ~ains into turt.er

deTelopment bas likely aever been ri~orouslj pursued in AnY ecoRomy.

NeTertneless. the economic ,ro_ta of ~ssia aAd Japa. .ouli appear ae

~od approx1aatio.s to this formula. Moreover. for the U.5. and some

of the British Domiaions wAere developmeat took place ia a hi~nly pro-

pitious atmosphere. a le8s ri~orous diTersion of productiTity iacreas••

iata iauovations has resulted ia a comparable rate of pro~e8s. Thie

cuœulatiTe aature of the procesB see.e likely ta àave enabled wel1-eado.e4

aatioas to pull ahead of less fortuaate ones. aad. wita eTery productiT1ty

~ia they experieaced. it made the undertakia, of ta. a.xt 1"oTatlon tbat

much 1.s8 iurdensome.

la re~rd ta aational eavln,s cbaractarietics aad their chan,e

OT.r ti.e, the followin~ pa~raph from Colin Clark may be cited.

"The ratio of eaviA~s to aational incoma cao be etudiad for a
fairly lon, period of years. la the case of Great BritalA aad U.S.
1t shows a dow.ward teadeAcy. TAe ratio ia hi~est in Japaa, where 10
22% of a 10. iacome par kead ia BaT.d, followad by Russia wita 14 %."

This evideaca ie pr&Banted i. a table, a portion of wAieh ia repro-

duced 'elow: upper fi~e--iAcome per.~ead of worki~ populatio., loyer--

pereenta,. saved.

Great Britaia

U.5.Â.

1900-10
926
12~2

1325
14.3

1919-24
1117

8.1
1499

12.2

1925-30
1208

7.6
1692

10.9

1934-37
1323

~ ? 2

2m3
5.0

10 Coli. Clark, Th. CoaditioAs of ECORomic Fro,resi (Londoa.
MacMillaa, 1939)
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Il
1900-10 1919-24 1925-30 1934-37

GerMay" 670 722 864
19.1 7.7 Il.8

Ru.ssia 330 325 358
8.2 7.8 . 14. 2

JapaJl 195 312 362
21.9 19.8 21.9

The world econo~ caa ~ow ;e divide~ i.to Jlatioms where for some

reasoa little or &0 eco~omic pro~r~ss Aas take. place a-d others waica

bave e.joyed a. accel1erated deTelop.eat. The result of t~is bas b.e.

substantially two classes of couatries. ~8 ca. be seea from the stat1e-

tics, tb.ere ia an adva~ced and a backward croup of couatries in terms of

absolute economic welfare and a Tery ~r.at aal-distributioA of the wor1d r •
12

iacoilie. 10r1" l_colle 1925-34
fi~res for part1cular cOUAtrie. t~t m1cnt be comsidereà

as representatiTe of tackward (B) and advanced (~)

U. S.A..
Grea t Bri tai.
Germaay &Âustria
France

65.6
21.9
19.0
12.5

119.0 B
ChiD
Bri tisb. lD.dia
IMtca l.die.

22.7
15.0

2.6
40.3

Dietributio_ of World lacome
lacome per Head Mil1ioRS of PopulatioA ReceiTi.c it

oTer 1250 I.U. 139
1000-1250 Il 65

700-1000 Il 18

300-400 I.U. 451
B 200-300 Il 68

u.:ader 200 Il 1113

= 222

= 1532

This le out of a world total of 2095 I.U.

Il Ibid. ,

12 ~.,

ori~ll.l.a.1.

pp. 406
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There ~pp.ars to b. a marked distiactioA ietweea 'economic develop

lIeat' as it occurs ia backward and advanced cOUlltries. la ta. 5cb.ullpe

terian theory. development le t~ product of aa 11aAovatioar aad thia

in tura depends on techJlolo,ical advance. III fact. whea a teclw.olo,ical

improvement has reached the point of b.in~ economically profitable the.

sa entrepreneur, r.co,nizin, tae opportuaity, translates it iuto aa

iauovatioa. How.ver, inaovations oecur sporadieally. a gacklo, of

i~ventions bas to b. built up, then developlle.t ie accomplished in a

burst of autonomoue investment.

This eequeace ie true for the adv8.Jiced country w11ere proçess

must w8it upon an accumulatioa of neW inveatioas which will aouris. a

wave of iJUlovatioA. However. for the backward eou.atry there exists a

tremendous baekloc of techaique and teehaoloCYi there are aay auwbsr

of illprovemeats already iucorporated iuto the advanceâ economy t~t oRly

require Bufficient capital, etc. to mak. the. economieally profitable

here. Thus, while development ie iaevitably sporadic in the advamced,

it A.ed not be sa for the same reasoa ia the badkwari. FOr the worlà

ecoaoay this ~istinctioa ie illportaati tevelopaeat la ta. backward

countriee 18 àaeically a fuaetioa of fsavin,l and in ta. advanced of

techa~lo,ica.l pro,ress. Ta.re ie always tae pot.atial .ackcrouad for

a '.ooat ia the former but t~ie ie aot BO of the latter. Ta. former

ie coastantly oa tae briak of aa iAflatiomary expaasioa. tlile latter

oaly intermittently as aa accumulation of iav.at10as ripeas into aa

iJltl0vation.

Tais seems a ,ood pOiAt to pause and consider tAe rol. of fsavi~f
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ia tae process of deTelOpme.t. It csa mea. two quite differ.nt thiA~S

aad baTe similarly distinct forms at different Bta~.s of economic pro

~.ss. Let us iefiAe labstine.ce l to be &aTin~ i. the seAse of a restric

tio. of coaaumption oelow its custoaary leTel. It is 'abstin••ce' tbat

is r.quire~ when aa u.dev.loped e~o.o~ uadertakes a. i.itial iaaovatioa.

Rere it iB aecessary to reduce t~e customary standard of coasumptioA i.

order to release resources to t~. i~novatioaal inv.stm.nt. This reduo

tioa may present major difficulties. Howev.r, once it nas ôee. acco~

plishe4, if the followin, ianovatiOA prOTes successful and the productiTi~

of the ecoaomy rises si~ifica.tly, a surplus over the requireme.te of

the traditional staadard of co~sumptioa becom.s potentially availaile.

Henceforth, deTelopa••t ca. proceed by a les8 ri~orous fora of savia,.

It CSA be supported out of the eAùaAced productivity resultin~ from ta.

achieTed pro~ress and savin, .eed oaly si,.ify a limitation of cOAsuaer

demand below the full ability of the econo~ to produce; savi., becomes

merely tAe curtail~ent of consumptio. below wbat would be possible if all

factors were employed with tne newly acquired efficiency 1& consumer

~ods productio.. It does Aot iuvolve sacrifice or disutility of the

eame macmitude a reductio. in tne conventionally accepted sta~dard

wouli entail. Ta••e. efficiency, wnose fruits are be~n, in a manAer

forio.e, rapreseats SA income in excess of what could formerly be produced.

FOr the pres.nt undeveloped areas of the world, it will most 11kely

require ~ lare. measure of Qomestic tabstlneAce r in order to iaitiate

a pro~ram of economic cbaA~e. If procress i8 to take root iA what are,

i. most cases, such unpromisia, circumsta~ces, it will b•••cassary to
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duria~ WniCfi such abstiaeace must be conti~ued si~ce aBY productivity
13

~ias forthcomin~ will be lon~ delayet. But in these particular coua-

tries, it is iafiaitely difficult to reduce a coasumptloA which is

already of a miaimal, as well as traditioaal, sort. By contrast, thi.

problem of 'abstiaeace' aeed not arise for aa advaaced ecoIl.o~ where

further pro~ress requires aothin~ more than ap~lyiù, a temporary brake

Wherea.s, for the backward couatry to S8.fe~rd i tself a~a.inst excessiTe

inflation duri.~ the ~estatioA of iAitial iaaovatioas, a ri~orous,

prolo.~.d form of savin, must be e.dur.d. Moreover this disti~ctioa

betweeA savin~ and a.stiaence uaderscores aa iaportaat coatrast i.

economic cnan~es as they unfolt in under-ieTeloped aad advaAced couatri.s.

la ta. former, cO.SumptiOll sta:adards will Mve to be, at least teilporarily,

reduc.d. la the latter only the secular illcrease of consumptioa aceruia~

from already compl.ted innovatioas Aeed ,. curtailed. Co.seque~tly, for

t~. backw~d Matioa it may b. aecessary to depress th. aTara,. propeasity

to co~sume ia ard.r to fre. the productiTe facilities .eedet in t~.

ecoaomic pro~ram. By cOIl.trast, for the already eco~omically advaaced

country, the requirements of further pro~r8ss ca. often b. accommodatet

by ad;;ustmeat of conawnptio1l. tbat of;erates tnrout;h its Jlar~ill8.1 prope.sity

aloJl.••

13 Eco.omie Bae~rouad of Social P011Ci lacludi., Problems of
ladustrializatioa (rateraational Labour Or~llizatio., Moatreal, 1946) p. 145,
"The .eeds of trie Asiatic couatries for capita.l are so ~nat, tba.t, eTea if
full adva.ta.~e ia tak•• of efery opportunity to borrow abroad, the ~reat

bulk 0 f cap ital will h~v. to 'Olil accumula ted a t .Qom•• Il
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The preseat ëàapter Aas outliBed some salieat features of the

Seaumpeteriaa theor,y. The diseussioa Aas beea eoaeeraed witn baeie

eban~es. it has beea aa .~umeratioa of ,eaeral priaeiples applyiAC

irrespeetiy. of whether th. eouatry eoneeraed was already adyane.d aad

undertakia, furt.er deyalopmeat or backward a~d tryiu, to initiate

the proeess. The Senumpeteriaa ta.ory stresses the priaary role of

credit ereatioa in a fr•• eaterprise eeoRomy. Howeyer, r.~rdless of

the type of ecoaomie orcaaization beiR' considered, aa i~ovatio~ will

me inflatioaary duri~ its period of coastructioa aad deflation&r,y whe.
14

it le bein, absorbed iato th. ecoRomy. The followin~ chapter considere

ta. ecoaomic a~re~te8 Y,I,S,C, etc., and how th.se are influeaced by

ta. process of ianovatioa nere outlined. By consideria~ aa ianovatio.

from the standpoint of cbaa~s ia these macro-economic accrecates, ii

is hoped to poiat out major differeaces tnat arise whea this ,eneral

Schumpeteriaa formulatioa ie applied to couatriee ia ~rkedly dissimilar

eco.omic circumstances.

14 Supra.. p. 25 for tae Maaüer ia whicn iaflatioA, deflatioa,
etc •• are bei., defi.ed ia ta. preseat work.



CHAPTER III

THE SCHUl4PETlURUN THEORY UlNTiRPRETED

ln thie cœpter i t ie intellàed to take the taeory alrea.d.y

outlined and to build upon it aa aaalyeis in terms of tae accrecate

variables Y,I,O,S. etc. of an economw. Scbnmpeter aistracts from

time, place, and ma.~nitucie. He d.seriie. the natla.re of an innovation,

the J:l.eeesea.ry baclqround for its occurrence and the permanent economie

consequences of its success. Sinee hie theory deale with qualitative

Cba~.8 in lnveatment, lncome, Oonaumption, etc. it ia aa explanatlon

of tae aature rataer tban tlll.e macni t'ade of d.evelopmeD.t. Tlile innoTatioJl

18 ereated out of w.liat ÀaB previously baea a statio»s.ry equilibriwa

eircular flow of production and consumption and it is eventually

absoried into a similar circular flow oDly t~ia time one repreacntin,

a hi~er level of economie well-bein,. FiD&lly, ta. Scbumpeterï.an

analysis ia of aa innOTation for a clos.d economy. Suca a theory will

oDviouely require moiification and iAterpretation before it can pro••

useful for an ~derstandin, of a real world where economic procress is

a contiJI.ui~ process, takin~ place in distinct Xl.B.tional economies aJl.d

proceedin~ at varyin, rate. in eaca.

The present analysis will d_al with quantitative aspects of an

innovation, tA. m~~itud. of Income, Consumption, lnvestment and. chance.

in tAese durin, a period of development. It will translate Schumpeter

into a pattern of suck macro-economic chan,es. The cumulative possibi11tie.
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of i~velopment pointed out in the last c~pter will be inveeti~ted aat

tae cbani1ni inter~tional economic relationsnips developaent brin,s.

Finally, it 18 hoped to be able to propose a taeoretical schema capable

of explaininc the bistorically accumulated innovations of tAe present

world economy and their distribution amon, the individual coantriee.

If ~ccessful, this shoul4 provide a framework in whicA to stu~ tAe

contempora.ry forces t.aa. t 'bear upon an \U1der...g,eveloped country und.ertak1ac

a proCram of econom1c improvements.

la t~e Sc~umpeterian tneory the relationship betw.en total product.

conewnptioJl and the undertakini of an innovation were diseussed. lt "'a.
recoiDized t~t ta. portion of total product "'hicn the econoroy abstainet

from eonsumini could be devote4 to economic advance. Ât every staie 1t

"'as the surplU8 of factors over tbose necessary to fulfill consumption

requirements wAich could be so used. Taerefore, dev.lopment, bota

initially and a8 a continuinc process, "'as related to the size of ta.

total pr04uct and tue consumer demande upon it. Hence, to analyze economic

procrese one must inqulre into tue determinants of çoes national protuct.

1te distribution, disposition and the càaracteristics of any surplus "'Aiea

remaine. For tnis purpose consiàer total product as a function of natural

resources, t.cllnoloiY and technique, man-made productive equlp.ent and.

present Laoour ,

P = f(R,E,!l,T)

waere p is cross Dat10nal prodla.ctj R, natural reeourceSj E, "'orkin,

population employed in construction of productive equlpment; N, directly

employed workini population; and T, the exietini state of knowled,. 1a



37

regard to tecanolog and technique. Taen L may be taken as an
N-E

index of productivity and development defined as the chan~e in this

index with respect to time.

! eX.J = d f(R,E,N, T)
d.t N-E dt

This second equation may be analyzed by referrin~ back to tae ccn-

cept of a tsurplus' and caangee in ta.11 fsurplus t witil respect to hme.

l~ a ,eneral way tae primary relationsnip between tsurplus' and rate of

development Aas already bee~ pointed out. If Rand Tare assumed. ,iven

and constant durinc any period, then total product becomes a function of

tAe t'Wo types of labour. tàat applie4 indirec tly, i.e. to the buildin~ of

machines, and directly to tae workilli of them. Consequently. total pro-

duct reduces to a function:

p • ~(E.N)

Tais iB similar to the Cobb-Dou~las formulation of t" production eq~

tion. To furnish a definite back~ound for the ar~ent which follows,

let .8 assume as did.Professor Doue1as tbat the production function ia
l

linear and homo~eneou8. i. e. of the form P :: blk • El - k wa.ere JIŒl = f(mB,d).

With tais formula, theoretically at least, it would b. possible to

plot the pattern of total products "'hicn arise from varyin~ the propor-

:\1ons between E and N. Ta.UIl, wit.a a ~iven tcapital t and varyin~ amoulI.te

of direct labour, a chan~in~ total product will be forthcomin~. Similarl~

this production function can be considered from tke opposite standpoint,

a fixed direct labour force and varyin~ amounte of tcapital' ••1taer

1 paul H. Dou~las, Ta. T••ory of j&4:.'~ (N.w Yorlc:Wa.clUllaJl, 19~) p.37 
64 et passin.
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cae. l.ada to th. sam. pattern of iso-product curV8S. As i& customar.1.

these may b. lo~1cally assumed to 11l~etrate th. law of diminishi~

2
returns. Th.refor•• as more of the variable factor ie combined wita a

~1ven quantity of the fixed, total product flret increasee but beyond

some point may b. considered to start d.creasiD~. Dae to tAe assumpt10B

of linearity and homo~eneity of tAe production function tA••lope of

each iso-product curve ls t~e same at the point where they intersect.d

any strai~t line from ta. ori~in. Âll tais serves to provide a definite

.backlround for the ~(~,N) production function where T and Lare assumed

to be ,iven and constant. Taese facts and assumptions are presented

Perhaps it ou~ilt to be made cler emctly wbat ie meant by T and.

R ~iven and constant. Somehow tAere appears to be a contradiction betwaen

this assumpt10n for T and R and tAe possibility of eeonomie enan,e.

However. it was observed earlier tÀat for a b~ckward .eonomy the eeonom1-

eally more advanced nations may be eonsidered to present in the workl~

of their productive plant a blueprint of suceessful innovations. ~us,

for t~e former, technolo~ would appear as a body of productive rknoww

ADWf whose operation could be checked a~inst this blueprint. Now BUPW

poee for the moment that advances in technique and t.chnolo~ ceased iD

tas most economically pro~ressive nations. This would mean tbat the

appearance of new innovations ceased as well. for w~thout the one there

1s no basis for the other to occur. Yet, for tl:l.e backward country where

2 1. Cauel. "On The LaV1 of Variable Propor-t i.ona", Explorations. .!!l
Economies (McGraw-Hill:1936) pp. 223-236.
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economic advance consists of duplicatin, innovations which are alreA-dy

8uccessful eleewhere, it can etill contin.e. This state of affaire would

be what i6 roeant by a situation whera technology and technique are i1Ten

and constant and yet there ie scope for economic development. It will be

ar,ued later taat thls is not an unrealistlc description of the condition

of undeveloped areas ~n the coutemporary world econo~.

Now, let us return to the ori~lnal ar,ument for which these

assumptione were bein, advanced. Âs well as for T i t was also assumed

tkat R W&S iiven and constant. Tae lo,ic Aere ie tbat abstractin, from

the fortuitous case of new discoveries, chan,es in the natural resource

endowment of an econo~ result from chan,in~ t.chnolo~. It is by tech

nolo,ical pro,ress that the natural elements become valuable resources

or tbat old resources are ,iven new, more profitable uses l etc. If lt

ls justifiable -to consider technolo~ constant, it perpetrates no ,reat

further violence upon reality to deal with Da~ral resources by a like

assumption. Ravin, Bet the sta,e with these Tar~ous assumptions, tae

first major ar~ent will be tr~c.d out with the aid of two dia,rams.

Di~ram . I is of tue production function, P =,(N.E). Sappose

a particular economy bas at a given time the ratio Nl/El between direct

and indirect labour; then its total product will be Pl where CUrTes

Pl ---P4 are an asc.ndin, series of iso-product CUrTes. If witÀ t~e

passa~e of time the relationship between E and N were to chan,e to

Nl/E2• later to Nl/E3 and finally to Nl/E4. total product will increase

first to P2, then P3 and eventually P4' If par capata product has

increased~ this sequence of chan,es in N/E a~rees with wbat Aas beea
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tefiRed as economic deT.lopment.

Diaeram II illustrates the same sequence in a different fora.

Âssumi~, as before, technolojY and reaources constant and an uncban&iRC

population of workers, then as t~e E/N ratio increases alon~ the X axi8,

total product can be plotted alon& 0 Y. ~us development is re-

presented by the curve o----i as it was by the movement onto succ.ssively

high.r iso-product curves in Dia&ram 1.

Diagram l represents a 5tatic, timeless model of the production

poss1bilities open to a backward economy at a eiv.n level of 'the arts'.

As soon as 1t ie known how liN can cban~e with respect to time, Dia~ram

II becomes a eraph of possible development and the slope of 0 -- W ta.

rate of chan,e in productivity attaioable by the economr at that point.

TAe movement of liN ia II d.epends upon a sequence of innovations. How

ever, the 5peed with whica successive innoTation8 cau be undertaken 18

dependent at basis upon th. surplus available out of current production

for autonomous investments. Tais ls tue conn.ction between Dia~ram l

(the function of existin, production poss~bilities) and Dia,ram II (t••

functional relationship between labour, 'capital' and time as expressed

by O---w).

In Diagram II total product ~s plotted a~inst the EIN raiio; for

a~ iiven value of N (direct labour) the larger the amount of capital

(indirect labour). the ,reater, withia limits, will b. the total product.

E and N are simply two ways of .mployi~ manpower; to inerease tue

relative sbare of the former ls to employ more men iudirectly and fewsr

d1rectly in the structure of production. Ta do t11.is would be to utiliz~
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DIA~RAM II
y

w

x

~rR~h of out~ut fer an economy us1n~ the ,reductlon
functlon, P = ~(N,E) where E!NRnd Pare functlons of Q
and the latter Rssumee 9 ee~les œf valuee RS the economy
~ro~reeBee throu~h a sequence of income ,ertods, 1.e. a
8e~uenc~ of ,rQàuction-consum.tion ~er1ode. Alon! 0 -- y 1.
,lottAd total wro1uct (p), a1on~ 0 -- X the values fer E/N
at different time ~er1ode, t l -- t. At any moment there will
b~ sorne ~1ven value of th18 ratio tIN wh1ch characterizes the
~rœduct1ve structure of the economy. With Increaeed Inveatment
thls frQctlon \nll etRrt to lncresse and ~raduAlly conver~e te
sorne maxImum v nlue as the ea.1tal-int~n81ty of the ~roductive

etructur~ reachee a maximum.



.etkode of production tl~t repre.ented tecAnolog1cal advaBces Bot

possi~le with a lower E/H ratio, for SQCA advances require an

i~creased .se of indlrect to direct labour and only wita an increase

in E/H can they be incorporated into tue productive structure.

Âs outlined in Diairam II, chances in total product with in

creases in E/N are a funct10n of time and 'su~l.sr. The eu~lu8 of

eacA per10d ie devoted to innovations which result in a more effi

cient or~nization of production. By means of suceeseful innovations,

E will increase relative to N and per worker productivity be improved.

For the backWard nation relyin, on a blueprint of development furnisae4

by the advanced country, tAis pro,ressive chan,e iu E/H could '0 on

until toat point was reac.ed whera t~e civen technoloiY was entirely

used up in innovations. Taas, we would have a description of wbat

would bappen for an Ulldeveloped country were world teehnoloiical pro

~ress to caase and its economy be in a position to proeeed to use up

the bAcklog of available innovations.

The next step in the analysis i8 to examine the functional

relatio:SÀ1p betwe.n P, N - Et total consumptionJ and SQrpl~s. For

the present, total consumption will be explained by fallin& back on t~

classical concept of a subsistence wa~. There will be,further disc_s

810n of this point later. However, for now, the classical 'con8umptioa

~ction( may be broadened to include the notion of a 'subsistence'

requirement for all memoers of society. ~8, .iven the prevailinc

nierare~ of social or~ization, the approved patterns of consumpt1oa

for different classes, etc., in any eCOnO~ th.re emer,es aB a,crecate
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luisist.nce requiremeut, it8 tconsumption tunction'. If t~i8 pattera

ot consumptioa is fairly stable, 1ts individu~l re~uir.ments will AOt

Yary ia the sAort-~n. Accordincly. the cons~tion tunction tor tAe

economy courd be aes\lIIed as of tAe tOB C ::: c(N-E) where C 18 total

consumption and (c) the socially prescriôed avera,e standar4.

Now t•• production tunction already discussed was ot the torm

p =~(EtN). Moreover. as the amount of E relative to N was increased

trom very low levelB. total product would ~ncrease as well. Howevar.

w~etAer E is ~oin~ to be able to increase relative to N depends upon

tAe ability ot tà. economy to carry out an innovation. Tais necessitate.

tut thera exist a fsurplus t ot factors to be turned to autonomous

inveetmQnt. But upcn wiJat as the presence of SUCJ:l a surfllus dependent?

Obviously. the ditference b.tween cross national product and the subsis-

tence requirement. Conse~uently. there i8 a simple, obvious relationsAip

P-C • ~ where ~ i8 the surplus. In~ time period. the de~•• t~ waicA

E can be increased relative to N depends on this ~m.~. Herein are

suff1cient facts ta link the static production tunction (diacram 1) to

tAe dyoamic process of development (di~~am II). The equations of our

system as so far developed are:

P _ bNk.El-k
C ~ c(N-E)
~ =p - C

3 Ta soae taie œay ae.m aa uacoav8atioaal use of ta. tara
'coasumptioa fuactioa l • Howev.r, t•• cla881cal ecoaoaiats, juet ae the
aodera Ke1a.s1aa8, Wer. iatere8ted ia sacro-.coaoaic a"re~at.e, e.,.
cross aatioaal product, ~tioaal iaco.e. etc, as w.ll al Ricardo's
coacept of 'Net R.veaue l • But to arrive ~t a.t iaco•• , aet 'surplue' •• tc.
re~uiree a statemeat of thv r.latioa D.tw••a productioa aad coa~uœptioa

for aay .coaoay. T•• cla8si~1 .co.omiate vi••ed tais relatioa.aip ia terme
of a 'aubsisteace wa,e'. T.ie Was th.ir veraioa of tue'coaaumptioa ruacti..'.



It wa. pointed out that apportio~in~ labour between E and N 80

as to increase the ehare of E i&creases per capita prod~ctivity.

SimilarlYt if the proportions wer. changed in the opposite direction,

productivity 'NQu.ld be deereg,sed, aSBwllin~ in both. instances t.aa.t popula-

tion remained ~e~n~.d. Finally, if total population ie incr.as.d and

tais ~oe. into N, then per capita produet is a~i. d.creas.d. If the

teonsumption function' 18 of the form C ~ c(N-E), th.n total consumptiOA

will have incr.ased relative ta total produet. Conceivably, it could

cccur tbat population mcreaeed so mucll and E/N became sa low tl:la. t only

by consumiRi the entir. product could a miaimal consumption standard ie
4

maint&ined. In tais case, ~ would disappear and development could not

occllr.

To show the workin~ of our equatione, let values be assicned for

population, E/N and C. ÂBsume that ther. iB a ~ and it is beim~ turned

over to entrepreneurs ta b. us.d in autonomouB inv.stments. This ~ ie

tae rBavln~t out of cU!r.nt incom. and an ind.x of t ... d.~ree E/N can b.

al tered durinc tu suD.equent periode Tu larCer the ~, tll. more illV.st...

lleD.t aad h.nee development caA be undertak... Moreover, wit.ll a ~ive.

t.cAuolo~, the final ratio between E and N will be determined by t_e

ti.e preference for present as opposed ta future income at t~e mar~i.J

4 Ecoaomic Bac~rouad of Social Policy Iacludia, Probl.me of
ladustrializatioa, (Moatr.al: lat.raatioDa1 Labour Office, 1946) ~. 151
for a deacriptioa of tnis ia reprd to t.i:l. prueat Far-œatera situatioa.
11sia today i8 ia aa .xtreaely difficult situat1oA. la 80 far as tn.
process of iadustrializaUoa brins:1'l about 8. cradual riss ia l1via~ eta.
darde, d.ata rates will f~ll aad tn. populatioa will Crow aor.·rapidly
tQaa at pres••t. If iaduetrializ~tioa ia slow, ta. populatioa ia likely
to cstea up wita tAe iacrwas.d productioa t aad real iacome will fail to
ri •••
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i.e. WAere the œar,inal effieieney of capital equals the interest rate.

However. tA. situation presently bei~ eonsidered is that of a baekwar4

country which àas an ample blueprint to draw its innovations from a-i

wAere the problem 1B to cba~e itB lIN ratio as fast as ~ permits.

For tilis econo~ i t bas been assumed the tec1:molo,1cal .blueprill.'\

remains constant for a considerable interval even thou~ the more pro-

iressive c~tries may be transformi~ .ew tecAniquee aAd tecanolo~ into

fur ta,er innova.tions. III a backward country existin~ capi tal equipmellt

will be scarce, tne E/N ratio low. Waile tnere mi~t appear to be all

manner of ways in waieA direct labour could be converted into ill.d1rect.

lA actuality tilie will not b. th.e case. The ran,e of innovations whica

tae uader-developed country can undertake will be limitedi not oaly will

lts amouat of autonomous investmeRt be small. but the uses to whic. tAie

caA be put, restricted.

"In tAe economically advaaced countries, a,ricultural workers
DOrmally Mve some measure of ,e..eral educatioll aad are familiar
.wi th the operation of acricul t'lil.ral macb,in.ry. Tilh ,ives tllem a
basic UJ1der8tall.di~ on whicla caa be built, fairly quickly, a çasp
of tae teckniqlles needed at least for semi-ekilled induBtrial pro
cesses. IadustrializatioA in Âsiatic couAtrieB how.ver, is aampered
by a eaorta,e of tAe kind of labour required for mod.rA industry.
TAe capacities required differ ~reatly from those commonly foUAi
amo~ workers in acriculture a-d llousehold industries in thes.
countries. The industrial worker has to be literate; often n. has
to b. able to read blueprints; he has to understand the need for
indllstrial dieciplille. TAe countries in question are all smort of
workere wit. these qualifications. ~e shorta,. varies from country
to country. and from trade to trade. but it existe thro~hout tAe
re,ion. There is a sAortac. of ma~,ers. of capitalists willinC to
become entrepreneurs. of tecbn1cians and machinists. There i8 a
shorta~ of all the more skilled types of labour aeeded in industr,y.
TAis last shortace i8 of crucial importa.ace. Resources cau be
imported, capital equipment can be imported or created at home.
Skilled Laccur , how8ver, apart from the few experts who may be per--o
suaded to come from abroad, can be deTeloped ouly by trainin,.



Unless domestic labour deTelops interest BRd enercy i~ acquiriac
the aecessary skills. this trainin~ may take a very lo~ time."

5
Tais restrictioR will be SUCA as to compel taem to follow a fairly

defiaite seque.ce of innoTations as laid down by the already discusse4

bluepriat. Most contemporar,y chan,es in tec~olocy and technique whicA

occ~r will not represent possiele innovations for the ~der-deTeloped

country. Taey are ianovationa it will be able to undertake only at some

fUture time when i t has prooeeded far eD.ou~h on the pa th of deTelopmel1t

6
as laid dowa intAe present blueprlnt.

Ta.ra 18 tais limited raQ'. of innovations tbat ta. backwar&

economy can adopt and tms, Hs exclusion from many of the latest

lATent ions because it cannot chan~e its E/N ratio exc.pt to a limited

extent aad in a few directions. lt cannot do this because its direct

labour ie illiterate. immobile, lacki-e in skill. and economic inceDtiTes,

etc •• la most cases where neW ways of combini~ labour with other factors

are found to be economical in the advanceà countr,y. oWin~ to the poor

quali ty of la'Dour or a lack of llecessary complementar,y equipme:nt, tllese

will not be applica'ele to tu bacleWard country. Tecbnolo,ical improT....

mants and. new teclm.iques whic.l1 can b. adopted in the adTaaced l:lB.tioa

quite oftea will rema1n inaccessible ta the backward until education,

5 .!!!:!., p. 143

6 llfred E. Ka.a, raT.atmeat Criteria ia Developmeat Pro&rams,
~rt~rlv Jouraal of Ecoaomics (Fe. 1951). KaAa poiats out tAat iaTest
m.at ia a developed. capital-rie. ecoAomy is aot tae same thia~ as ia aa
uadeveloped oa. aad cites as tae basic differeaces ia re~ard to t~e -l a t t er
couatry, ,. 57 't•• very abseace of the esseatial pre-coaditioas of ecoa
oaie pro,reee--aousia" traasport, power, water ayatems, aa eetabliea.t
or r.a~ily cultivsole dom.stic m~rket, a literat., healthy, ekilled lalour
force susceptible to ecouoaic iaduceweata, aa ia~i,eaous eatrepr.aeurial
or trustwortay aaaa,erial class. 1
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ekill. mark.ts, traAsportatioA, comœu.1~atioA., .tc &av. b.e. cO.8i

ierably improved.

lt i ••ot possible for tae unter-4evelop.d co~.try to Iki, ov.r

ta. i • .llOvatio•••tipulat.d i. t.la. 'Iluepri.t a.d n ... a.la.eaà. i.to tAo••

beiJlC at pr.....t u.d.rtBk•• by t". aiva~c.d eouatri.s. l.ci.e.d, t ... pro

duetio.. fUAetio. of û. lackwari .co.o~ _y '1. I.st tla.ollpt of as 'I.1..~

s.,arat.i by a ti•• di....sio. ira. taa.t of ta. ac1vaac.d .co.oay. T". two

.co..o.i.s are usi~ di8ti.c~ly tiifer••t productive teca.iq•••, t". iask

wart eouatry o•• wuic" i. aa.rksdly 1af.rior i. per worker proiuçtiv1ty.

It ie o.ly '1. a n.i'ht....i rat. of i.veata••t co.tiau.4 over co.siderabl.

tim. taat ta. backwarc1 .co.omy could. if at al1. ap9roacA t". proci.~ct1vity

sta.dard r.pr••••t.d 'Iy tu. prot.ctio. fuactio. of tae adTa.ce. couatr,y.

Âay ,ive. q~.tity of capital ,oois. prod\lctive .quip.e.t, real

i.vest•••t. ao••ver o•• e&os•• to la;el tais cat.,ory, co.siets of la'lo\lr

pl•• a ti.. dim••sio.. l. fact, to tra.slat. suc~ a ,ive. qua..tity of

capital ,oois or pqsical b.vestae:ats iJlto labOll.r plllLs a tiJa. diJl•••io•

••r.ly lI&kes tais ti•• cii••••io. of capital .xplicit. How.v.r, s.a alterw

aativ•••thoci. of r.co,aizi~ t.lae aaoaat of capital '.iac ••ploy.à iJl a

productio. fuactio. 18 to co.e1d.r ta••um••r of stac.s i.to w~ic" proi.otio.

18 div1à..d aad ta. pres••t distr1butio. of labour &ao., t.... l. it••ost

, ••eral for., ta. productio. fuactio. repre•••ts a r.latio. b.t•••• imp.te

.an outputs. TA. ill.puts œ.y 'le take. as labour aad ti•• , 1 ••• labo\lr a."

capital equipas.t, or solely as a particular distributio. of pr••••t laio~r

(wAer. it is assumed tnis pres••t labour serves bota to replace i ••trwa••t.

of productio. curr•• tly uS8cl u, as ••11 a. pr04uci., t". c.rr••t outp.t of

co.sumptio. ,ooàs). This latt.r for~atio••1imiAat.a t"••••d to i.clUà. ti••



ia the production equation.

In order to make certain tkat tAe above id.as are understood ia

tAe m&Aner inteaded. the discussion of a production fuact10n P =C(E.N)

willb~ ,o~e over to illustrate tAe two alternative ways of indicatinc

capital, on tae one band as labour plus time and OA the other as Ba

existi~ distribution of lab~ amonc various types of productive activity.

la the function. :il and N have bot. be.n defined as laDo~, i.e. as differw

al1t ways of employin~ manpol'er. :il was manpower employed in the construc-

tion of machinery, plants. buildin~s. public utilities, etc •• In otaer

words. it 'Ras manpower presently baine employed . indirectly by the pro-

ductive system. At the same tima. N'Ras manpower bein~ directly applied

to the production of consumer ,oods. For any time period. the productioa

function l'as considered to be sorne combination of tkese tl'o types of

labour.

Âs an alteraative to this trestment. tae . s&me formal production

function mieht have be.n used except the terme mi~t bave bean defined

as follow.; N as labour, and E as 'capital'. Here E lIIould stand for tu

phyaical productive equipmeAt itself rataer tban a quantity of labour

beine employed indirectly in production. E is a population of macAines.

roads, buildin~8, etc .• i ••• a summation ot physical quantities amd
7

Um. dimensions. TAis ia apparent l'.b.en we try to express 1t as a quaa-

tity; to do so r.quires a SYmmatiOA of the undepreciated investmeats of

" 'l'ile first would b. ta. ci •.B.Olark apprcach to capital, til.. seco ..d ,
tœt of F. Vo.. Hayek. af., J • .B. Cl&rk. 'l'Ii.. Distributio.. of Wealt.(New Yor~:

M~cM1112n ce ., 1899 -) abo F. Vo.. Hayek, ~••~ ~A.~Y of Oapital
(Lo ..do.. ~ MacWilla.. , 1941).
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tae econo~. Wita tais, we bave a productioA function similar to thai

in the para~raph aboTe except (li:) as indirect labour bas been replaced

by (E) as UIldepreciated capital equipment. !t'he basic distinction h.

tae two production functions is their way of tre~tin~ the time dimensioa.

!t'he fact that la'Dour (direct) 1s combined with an a~e~ate of

tools (capital) in the productive process can as well be expressed as

a combiDation of two types of labouri Ja8Jiely, direc.t aJld iadirect,

cooperatin~ in productiol1. Siace there will b& a Wliq1le relations.ip

between tb.e amount of indirect labour bei:c.~ employed aBd the amouat of

capita.l equipment existin~ in the economy. It may be asked "'Mt Me

aappened to the time dimensioa taat is implicit in t.e tools (capital)

as a factor of production, where doss it enter into the prod.ction

~nction viewed as a combinatioa of direct and indirect labour? la

·: ·.~.h latter formu.1atioa wb.icb. was the one chose. for the preseat st.q,

time does aot appear in t.e production functiol1i rather it is 'reserTed

for use as a dimension separatin~ differe.t production functioIlS. Be-

ca••e the present study was of economic development, it "'as felt underw

standi~ of the basic process bei~ examined would b. facilitated by

makin~ time a diacre.t, e%plicit Tariable la tae taeory.

!t'he backWard ecol1omy has a 10. E-/N ratio. Its capi tal equipment
,

la so scare. aad its economic or~anization so rudimentary tàat ii will

~e huee amountB of ed~~tion, buildiIl~S, railroads. power plants, etc.,

to proTide it _ita the basic features of an advanced couatry. These

are hi~y capital~int.Ilsiv. investments and ~til they are accomplisaed

the presently uadeveloped c~untry will not Mve tae labour force or t.e
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compleme,utary equipment wi th whic" to underta.ke l'ha t a're ROl' the curre.t

1Jlll.OTation8 of t •• advanced economy. !rhe EIN ra tio ie al1 index of a myriad

of inTestmentB; it i6 the pres••t state of these in ta. economy. For the

backward country th.is El N ratio caa only b. c.ba.npd 'Qy a huge amount of

inTestment OTer a considerable time concentrated in basic innovations.

Meanwhile J the ianovations whicn are proceedin~ in th. most advanced

countries are ,oin~ forward from a much hi~r E/N. TA.y sprin~ from a

productive structure whicA in skills, machines, power facilities, etc.

i s far beyond t". capaci t1es of the bacù':Ward econo~.

For an advanc.d econo~, an innoTation ie a qualitative cAance 1.

production; it opens up a previously unrealiz.d productiv~ method. For

tu backward country the ba.sic 1anovatioJls whica i t III\1.st first accompli8A

are str1ctly quantita.tive chan~es; they are AOt discoveries of previously

unknown techniques but rataer cradual accWllUlations of inTeatment to

be incorporated ia productive faciliti.s that have already proT.d

s_cc.sstu! elsewhere. Tuia illustrat.s the time dimension tAat separat••

the production ~ction of the backWard econo~ trom tbat of the advanced.

TAie time dimension which lies betweea the backward countriep a.nd t"e

most pro~ressive ie usually .xpressed~ aB a qwantity of investment

lackin~ ia the under-develop.d country but present ia the advs.nced.

Âs far as tAe more basic of tAese investments are concerned, it is known

w1aat forma th.y shouIcl. take in tlae \lndeveloped country, if and when the .

country cal1 lafford t.em. But sureIy, this is not~in~ more tban tAe

assumption tliat tbere is a blueprint of technolocy which CG be

considerecl. to rema.in relativ~ly constant in its outlines for t"e
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8
~deTeloped economy.

If a bluepriat of innoT.ations bas been satlsfactorily .st~blished,

it must be associated with a time dimension to ~ive a schema of deTel~

ment for the backward country. ~lle eesential fa.ctor noW is t.bat for suc..

an econo~ pro~ress depends almost entirely on~. TAe size of ~ iA auy

ineom. period determines the autonomous investment which ean be unde~

taken, henee the productivity increa.se possible in the next ineome period.

and tAis in turn, the eize of tae .ext period~. TaiB etate of affairs

~iT.S riee to a simple differential equation of the form&

.2&:: k Q,
dt

The rate of ehan~e in Q, is a funetion of the existi~ leTel of ~; eolT1a~

for Q, ,iTes~. Coekt• In other words, when T =0 taen Co ~ Q,.

~i8 would m.an that development doee not oeeur until Q, 18 ,reater

taan 0 and equal to Co. If a backward cO\Ultry ia in the u.ufortunate

position where ~ =Co =0, there will be no development. Tbat i., aBles.

taere .ere to transpire a teehnolo~ical adTallee direetly benef1cial to ta.

country aD4 capable of oe1n, taken advanta,. of wi thout aDy inTestm.nt

b.i~ neeessary~ or tkere were a aatural resouree discoTery, a eizeable

8 ~A. advaaced .coao~ creat.s ianovatioas ·wa.r.as ta. backwar4 .coa
o~ has its blu.priat of iaAovatio~B alr.ady provid.d. For ta. form.r aa
iauovatioa ie a qualit~tiv. r~tll.r thaa quaatitativ. cna~. ia its produc
tiv. t.cAaique. By way of .xplaiaia~ tAia ese.atially qualitative aatur.
of aa iaaovatioa SOlu.oa~ bas o's.rv.d taat you could add to,etn.r aay aua'.r
of eta,. coaca.s witAOUt ,.ttia, a railroad. la otk.r words, 8. railroad
is .ot si.ply quaatitativ.ly, out aor. i.fortaat, qualitativ.ly àiffer.at
fro. a coll.ctio~ of sta~. coac••e. How.yer, for tA. r.lativ.ly backw~rd

couatry, from ta••coaomie staadpoiat tAe process of acquiria, a railroad
il som.what aaalo,ous to th. payeic~l additioa of I~cc.esiy. Ita,. coacae••
It will accom~lis. itl i ..ov~tioa8 by Yirtu. of BUC. a 5ammatioa proc.sl,
aaaely, a periodic,cumulativ. iav.stm.at ia already kaowa foras of productive
equipm.at.



53

foreien 10~nj in other words, 80m8thin~ would b. necessary by means of

w~ich a 8urpl~s mi,ht at least temporarily arise. Ih11e tnereare UR

likoly to oxist countries in which the sit~tion iB as bad as tAis, ta.

example doss seem to kave a practical si~ificance. ~here may be

countries in which the E/N ratio 1s extremely low, wnere a very limited

~, althou~ it could be attained,is not, eituer because of a fail~re to

exploit the existin~ productive capacity to t.e maximum or the preseace

of an iJ.i.come distributioA and eoc ia), standardl t.bat completeiy exba.uet agy

tentative surpl'llB.

~he present aualYBie of economic development serves to illustrate

and explails. soma basic differencss in the productive structure of advanced

and backward countr1es. Actual methods of production in the latter may

not be as primitive or lAoffieiant from the economie standpoint as they

s.elll when firet eompared with. tAose cbaraeterist1c "of th. more pro,ressive

countries. J. œtloD. wbose present E/N ie low and w1:l.ere ~ il very small

or even non-existent w111 of nec.seity be usine its manpower in waYB

which must appear extremely wastlilful. :Bu.t I:iven tAe AlIIDan resouree.

available, the opportunity cost of otAer productive methods, etc., tbose

actually bei~ us.à. may be tu best availabl.. For e:mmple, take road

construction lA Buch a country. ~Aera w111 be fe.. occasions where it

will be economically justified to introduce modern ea.rth-moTiA' equipment

for tAe job. TRie machinery is haaTYJ costly, hiCh1y epecialized, dif

ficult to transport even where thore are well-developed road and rail

systems, etc •• In consequence, the amount of labour it can replace may

not compare favorably with the amount it requires even directly.



Probably auch equlpment will ~ve to be imported, nence it must be paid

for by domest1c labour used iA tAe production of exports. At tAis

point, the effectiveness of domestic labour used in road buildine compared

wita tàat used in fabrication of th. r.quirsd exports must be consid.red.

Finally. tk.re i8 tA. l.s••r ~ r.present.d by a labour appli.d immediat.ly

as ns.d.d to specifie road jobs as contrast.d wita that whica would be

ti.d-ap in earta movin~ machinery and ooly ov.r a lon~' period and uum.rOUB

construction projects cOllv.rted iuto th. desired productj Ramely, roada.

~is may be a crucial consid.ration for an .conomy waer. t•• currant ~

ie .xtr.mely limited and taerefor., it is most important to us. it i.

ways t~.t contribut. useful product w1thin th. snort.st int.rval relative

to tA. ne.ds of the economy.

Th.rlt ia another RI'0blem facine th. backWard country probably not

as apparent but possibly of cr.ater importance. 1. many cases tais

aew difficulty may be tAe basic imp.d1ment to their whola proc.sB of

developmant. Tà.r. may be certain primary ianovations wi thout wÀicll tu

.cono~ caano t undertake !urt.er eCOllOmic proçass of a really sipifi'"
9

cant Da~re. fa. absence of these may best e%plaiA tas decree of unde~

development that exista today in countrhs that bave actually nad co....

aiderable foreicn capital imports. These are countriss with specia11z.d

iRd~stries in which taey enjoy.d a marked international advantace and

have accordin~y attracted 1&r~e amounts of foreip capital. Yet, ia

ma8Y cases, tnis bas DOt resulted in any siiDificant economic pro~resB

9 KaJa, ~. cit., pp. 57
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in the sanse of an overwall development.

Th rea.soll. for this is fel t to oe the.t sucil. nations lul.v.. D.eTer

completed certain basic 1anovations which must to a de,ree ante-date other

forms of economic advance. Taese coneist' of ru&~entar.1 education for

the workin, population. the'teachin, of specialized ek111s to labour.

the creation of an adeq.ate transportation system. of commaaications,

baak:ia, and t:c.e other attributes of a truly market economy. The explu-

atioll. of this failure may be tk1a.t relative to the available ~ suc~

indirect. commugal and hi,hly spe~ulatiTe sven when undertaken in most

propitious circumstaACes. Oftell. t.ey are inyestaents where ths mar~iaal

social product would exce.d mar,inal social costs but where priTate

costs would IlOt exceed privat. producte. UJil.dertaklDC thess inv.stmente

mlp.t iAT01T. suc. a lar,e measure of tabstia.ace r tllat it l'ould oJÙy

i. possible by .xtensiTe use of the p~blic autbority. T.ese cOAd1tio••

s••• Ai&bly typical of th. world1s major uadeveloped ar.as at pres••t.

TAn. primary iJiJlOTations once compl.ted woùld bave the .ffect of

lncreasin~ the t.chnolocy and techniqu.s accessible to SUCA countriesj

th.y are the nec.ssary in1 tial stace ln a comprehenslTe prOiram of de-

Telopmsat. In countrieB that lack the fundamental cbaracteristicB of

a market .conomy such as these investments proTide. tA. specializ.d

market production 18 lar,.ly r.presented 'by a fe. fortunate industrie.

10 !!!!., pp. 47
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built with fore1~ capital to exploit a major nataral resource or some
11

marked comparatiTe advantac;e with which the economy is endowed. Generally

the populatioa will be liTin~ in emall Tilla~e8. perhaps densely distri"

b.ted over the arable land &Rd en~~ed in subsistence, aon-market forma

of production. ~~ere will be costly transportation between variou.

sections and little labour mobility or market contact. .le Adam Smit.

pointed out in hie tWealt~ of Nations' and bas been frequently elaborated

by others. productiTe efficiency ia a function. at least in part. of tke
12

division of laèour and this in turn of the ext8nt of the market. III tae

circumstances portrayed here, markets are emall. the diTieion of labour

at a minimum and there ie a consequent sacrifice of productiTe efficiency.

~here would be no point in specializin~ labour. introduci"

machinery. and thereby increasin~ productiTity unless the eseential

attributes of a broader market were first provided. For example. consider

a backward country where a val~ble natural resource bas j~st been dis-

COTered in quantity. An export trade will dSTelope and its terms prOTe

favorable. Thue, tnere will arise an excese of product over what W&S

Dein~ produced ~d consumed in the economy before the discoTery. Bat

this surpl.s may ~ into an increase of rents and royalties for &

11 Ibid., pp. 47 IBefore 1914 most iateraatioaal tav.stmeat ia
truly pri~itI;; ecoaomies (i.e. outeide of Restera Europe, the United
States, Caaada.Ar,eati... Âustralia and peraaps Iadia) weat iato tAe
developm.at of export iadustriss operatiu, ill more or lese isolated se~

ae.ta of tae deDtor eco.omies; it &ad a relatively smal1 secoadary effect
o. iacoaes aad employment &ad coatributed iaadeqUAtely to economic devel
opmeat . ia these couatries l •

12 .Â..Â. loua" Il b.crea.sill~ Retur.as aad ECOll0mic Pro~e8l" t

Ecoaomic Jouraal (1928) pp. 533-34. coaceraia, tas relatioaanip ;etw.e.
tae eize of market a.ad t.c~.olo~ical pro~ress, àe empaasizee ta. mutual
1nterdepead••ce of expa.adi~, output aad expaadi.~ demaad.
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landowJi.ln~ clase whase socia.l positio••. rl~ts, and priTeled~88 were

acquired in entirely differant clrcumstancea from taoee in which the1

aow find themselves. MoreoTer, without the opport~Aitles for profitable

employment of their increased income or the aeceeeity for makin~ profit

able investments to pratect their rela.tiTe economic position. sucÀ as

would be proTided and required by a well-developed t competitive, market

economy, tAis surplus is likely to ~ into l~ry expenditures abroad,

or the employment of servants, retainers, etc. at home. Taus, a ~ood

deal of the driTini force that could stem from this initial surplus aDi

result in a comprehensive pro,ram of economic deTelopment for the country

ls lost and with it the poseibility of economic pro,ress •

&appose by an improvement of a~ricultural or,anization it were

possible, Witkout any investment ·bein, required1 ta increase tae

productiTity of a~iculture in auch a. country as has juat be•• des

cribed. Then, witb tuie re-organization. tnere would ariae a surplus

of a,ricultural labo\1.r. But if tue trlUl.sportation eystem ie primitiTe,

communications practically aon-existent, ste., then tAe problem of

employill' tilis labour surplua in alterna.tivfl occupations may be COJl

aïderable. Wïdespread UIlemployment could rssult from th.e re-or~aniza

tion and tAllS, wbat was a more effectiTe way of employiaC labour to

produce the present food requirements of th. economy prove quite

Talueless. Furtaermore, eTen if it i8 not left unemployed, tae labour

'BaTed' may CO into many otAer cbannels than deTelopmental inTeatment,

particularly if such inv.atment must qualify by a standard of mar~iaal
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13
priyate coste and returns. But if tAe basic iunovations are somehow

under-taken whereby t~ market ls opened up to allow profitable priTate-

enterprlse applications of this increased labour efficieRoy and surplus

of factors, tAe. tae iaitial product1vity incr.ase in agriculture will

perm1t autonomous investments to be made througaout the economy. Pr~

ductivity ~creases in other aectors as the result of this increased

capital and fUrther division of labour will oecur) and the initial

productivity increas8 diffuse its benefits iA the form of a cumulative

expansioR of productiyity and product. TQe market meehaniam acquired

by virtue of c~rtain basic innovations furnishes the means by whicA

the flow of manpoWer cau be channe11ed to tllose activit~es where it

w111 make the ,reatest economic contribution.

In an under-deyeloped country, capital investment iu transport--

in railroads, hi&hway" and waterwaYB--usually produc8s a far greater

productivity raisini affect than can be .xpected from the sam. &mount

of capital investment in most otner industries. B,y widenlDg the size

of markets, developments in transport bring about a higAer deire. of

inter-regional specialization and, consequently, a fuller and better

utilization of the country's ~uman and natural resoure.s, and .nable

a~ricultural and industrlal enterprlse~ to be conducted on a l~rier

13 Kaha, ~. eit., pp. 39, 'Ta. correct criterioA for obtai&iA~
tAe maximum retura from limited resourees i8 aar,iaal productivity -- or,
from the pOiAt of vie. of society as A. wuole, social mar~inal productivity
(swp) takiAg i uto accouat tAe total aet cOAtrioutioa of the mar,iaal UA1t
to aatioaal product aad aot merely that portioA of tae co.tributioa
(or of its coste) WUiCA may accrue to tue priy~t. illvestor l

•
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sdale, to whic. more .ffieieat .ethods of productio. ca. be ap91ied.

~e particular activities associated witk the Scbumpeterla•••tr.pre.ear

dep••d upo. suca a market .eo.o~. l. this respect the ris. of th•

•atr.pr••eur ia ver.y closely related to th. appearaace of a proper

ecoaomic saviro.a.at.

ktl. ta. formula 'è. =Coe ,d.velopmen t ca. tak. plac. wh.a 'è.

reacaes a certai. ml.imum Tal•• , Co. Moreover, 'è. will ••acefortà

i.crease pari paSR wità davelopau.t an.d for ta. uadeveloped cOWltr.y

COllti.ui~ ecoaoaic adn.c. 18 lar,ely to b4i expIai••d .y taie aeqll.ellee.

Tae role of populatio. aad 'suàsiateace t 1a econoaie developae.t ia cler

if o•• reasm;.ra tAe areua••ts ~aed to arrive at tA. relatio.sàips

S ':s(N-E). p~s :: Q, a.d Q, =0o.kt.

For tb.. iackwari eeo.omy ta. rate of eco.ollio :procress u.y i.

coasidered as eatlr.ly depead.at upoa t•• siz. of its surplus (Q,).

TiL.re 18 a iackloc of teoDolocy &ad houiqu. alr.a4 operativ. la tu

more advaaced co~trie8 aad ~rai'Alac t.e prototyp•• for ianovatioa.

whicà th. laekw~ri eouli uad.rte.k. if i t bas t.e a.e.ssary fuade ir•• for

i.vestlle.t. or 1.. real terme, t ....ee.ssary surpl'lla. Moreov.r, if aad

wua Q, Il Co develop.e.twill OCCllr. :Bu1; if, a t t:ae same ti.e. eit"er

t.e leuieieteaee t r.quirem••t of ta. poJUlatio. or its au.D.r. iaereas.

so as to lIore tÀaa ialaaee ta. ~ai. i. proœ.ctivity. ta.a 'è. will ie

d1lliailà.d rataer tlLaa. iaereased. This eould .eaa tMt furtà.r à.evelop-

:a.at was arrestad aad ta. welfare of th.e populatioa ev.atually forc."

dO"'a to or evea ielow its ori,iaal level. The oouatry will ao'"
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be sUpportin~ a lar~er population but in conditions as mi8er~ble or

eyen worsa tha~ they wer. i~ the be~i~i~.

Ânother aspect of development so f~r excluded from tae discUS8io~

may exereise an important influence on the proeess. Initially, in order

to provide a definite baek,round for tne subsequent ar~m8nt, 1t w&.

assumed tbat the production funetion was lin$ar and homo~.neous,

1.e. constant returns to seal.. Tais assumption ean now be disearded.

1n fact, th.re may b. an early sta~e in wnlcn Increasin, Returns play
14

an important role in over-all deyelopment. WMat bave be.n ealled t~e

primary innovations and with which a country takes on the essential

cbaracteristics of a ~rket economy. are fields where there are likely

to be such incr.asin~ returns. These investments often cOllsist of com-

plete systems, roads, railroads, power and communicatioll facilities. for

example, and up to a considerable size merely incr.asin~ their dimensions

more than to a corr••pondi~ extent incr.asin~ their capacities. More-

over, With such investments, an economy becomes increasl~ly better able

to use its resource. aad factors more efficiehtly and transfer them

speedily amon~ various industries to take the ireat,st advanta~. of

teehnologieal proiress and maximize worker produetivity. Herein are

illustrated two types of increasini returnsi triose to particular firme

and industries and others to the economy ~eRerally. lt has been reeo:-

nized th~t sueh innovations are often of a type wherein a balancing of

social costs and advanta,.s would warrant their construction althouia

14 (Coli. Ol~rk, T~e COhditioas of Ecoaom~c Pro.res8, New York:
MaeMilla., 1949) Revised Ed. pp. IX et seqq.
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a purely priTate estimate of their profitaoility mi,nt note

These facts furnish the economic rational for the followinc

sequeAce of .Tents; to expedite its economic procrees a country raises

a tariff barrier aiBinst manufactured imports. This encoura,es domeatic

investment in the protected industries and since these i~ turn require

serTices proTided by the primary ianovations. there results aa increased

demand for the creation and extension of suc. iadustries. This increased

demand for services of tQe industries representin~ basic innovations

mak.s them more profitable from t~e private enterpris8 standpoint. TQis

may proye one of the ways least offensive to a privat. eaterprise economw

for encoura,i~ these basic innovations. Manufacturin, ia stimulated

by tariff protection and this i~creas.s tA. ne.d for serTices proTided

by lar~e. indiTisible, capital intensive industries of increasinc

returns. botA privat. and social. This may w.ll ~Te been essentlally

what the protectionist writers of the 19th Century nad in mind ia their

ar~ents. TAere is liKely ta be a stace in economic dev.lopment asso
15

ciated with tAem. Wher8as. a narrow economic specialization tao early

may result in social sta~tion and arrested .conomic deTelopment.

Ât this stage it may b~ nelpful to summarize tAe ar~ents of thie

cbapter and lndicate the future course discussion is intended to follow.

The imaediate n.ed wae felt to be a quantitative t~eory of deyelopment

by which to ~ppl.ment Schump.ter's qualitative th.ory. By bein,

expressed in macro-economic aggre~tes it was felt a theory could best

15 Ibid.. pp. IX OA the cOAAectioA •• tw••a .co.oaic developmeat,
iAcreasi., returAe aAd protectioa.
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be prescriptiv8 for the immediate problems faciA' UAdeveloped areas.

Such a tneory mi~ht use as its variaoles tae economic a~re~atel

Y,I,S, and C and fit these into a framework havin~ time as aA explicit

dimension. ~e very concept of 'economic deTelopment' implies tAis role

for the time dimension. The necessity for makin~ time a primary, explicit

variable dictated the choiee of a production function. Finally, a defi~

ition of economic development was framed 80 as to be consistent with thie

production fuRction.

For t~e advanced econo~,total product and economic development

wers stated as functions of R,E,N, and T; for tne baekWard, as functiO&.

of E and N only. Tbe idea of f surplus 1 was used to link production

functions aad equations of development. For tne backWard econo~ the

surplus and ite rate of ~owtA furnished the complete tie batween the

production function and the course of dev~lopment. As taus worked out,

tae followin~ 6~uatious are f.lt to retain the essential qualitative

ch8racteristic5 of tue Schumpeterian tneory and yet allow for the

quantitative differences that distin~ish development in the backwar4

economy from the same process in the more advanced.

p ~ f(R,E,N,T)

Backward

~( p ) ; ~f(R.E.N.T)
dt K-E dt

p =~(E,N)

These equatione ,ive a theoretical schema which cao be translated

into the relevant quantitative terme for any individual economy by
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assi~in~ appropriat~ v~lu.8 to th. various a~r.~t.s and functione.

Mor.ov.r, with suffieient statistical information, deT.lopm••t as a.

historical proe.es or as a carr.nt rat. of chan,. ca. b. d.termin.d

for th. variou8 eountri.s and .conoooic ar.as makin, up th. present

international .eonomy. Tae theory of .conomic d.T.lopment bas tau.

b••n brou~t to a .ta,. wher. it cau be readily translat.d ioto th.

macro-ecooomic cone.pts of cross national product. Dational ineoroe,

consumption, BaTin, and inv.atm.nt. In th. n.xt cbapter ther. will b.

a bri.f summary of .conomic d.Y.lopment as an historical eV.At of th. last

~Adr.d yeare. It w111 b. an att.mpt to discoTer wbat patterns of

chan,. in th.s. macro-.conomic a~,r.~t.s for indiTidual .conom1•• th1.

historical proc.ss s.ems to iod1cat.. It is hop.d a study of cootempor

ary statistics and historical facts will furnieh th. n.cessary data for

th.s••quations. If so. th.s. equatioos can b. us.d as a th.or.t1cal

framework 1n whic» to study the imm.diate problems, dom.atic and int.~

national confrootin, backWard areas of the world today.



CHAPTEB. IV

THE PRESENT Vi ORLD ECONOMY

AS A PRODUCT OF HISTORICAL DEVELOPMEN!

In the Nineteenth Cent~ry, ~conomic pro~ress was for most aatio••

a process of becominf; more like Enf;laad; today lt mi,llt better be des

cribed as becomi~ more like the United States. While inadequate as a.

aIlalysis of wlaat happens, this does emphasize ail importallt aspect of the

process; aamely, that for undeveloped countries ecoaomic advance will

necessitate t.e buildin~ of a productive structure similar to tbat of

ths more procresslve aations. Tae ,reater productivity and income of

the latter ie due to the successive modifications of their aum&1l alld

material resource., &Ad, as mas beea ariUed sarlier, these modifications

OBa serve ~s a blueprint for the ecoJlomic pro,ress of countries further

dow. the scale of developme.t.

In biolccy. the distinction is made bet.es. development of the

species (pÀylo~eny) aad of the individual (ontog.~). In interaational

economics, t~ Aistorical sequence of innovations,which has occurre.

i:a th.e more prof;ressive aations, may be considerad analo,ous to p~lO~.D.ic

developms.t ---- the history of the species. Ta. technolo,1cal bluepri.t

whick tassa compl.ted innovations present to tne backward ar.as may be

compared to ontof;enic d8velopm.llt. FI.lrtilermore. in bioloQ" i t is usual

for individual development (ontogeny) to retrace the staf;es throu~ whic.

t.a type or species has avolved (phylo,emy). There ls a somewbat
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comparable sequence in economicsi the undeveloped country, to incr.as.

lh productivi ty and income must duplica.te the capital equipment ."hiCA

the more pro,resslve aatioQs bave &ccumulated hiltorically.

Âccordin, to Schumpeter, the successive i.no~tions of historical

development are the root cause of fluctuations in economle aetivity--

the business cycle. There il a "'ave of prosperity caused by the autoa

OmO\lB lnve.tment of MCb. iJiUlOvation. Diffusion of the innovation

thro~ho\lt the econo~ ~iYes rise to a furtb.er crop of investments, a

secondary wave in each .ra of prosperity. 'rAtt tampo of economic activ1ty

proceeds ."ith an iacreasini mom.nt~ until coste, priees, demands a~d

~pplies are chan~in~ with an unpredietability tàat make entrepreneurl

ae.itate to undertake any ne'" investmenti they ao lon,er have a r.liabl.

datum from which to plan.. Ât this juncture. deprived of the expausioœry

force of further autonomous inv.stm.nt, the eeono~ passes throu~ a

period of re-orientation to ans'" circular flo'" incorporatin, the adv~

ta,es of the pravioue innovation.

Ristorlc~l development can ba thou~ht of ~s a sequence of suc.

prosperity e~end.rin~ W~Y.S of inv.atmant e~ch of ",hien has taxed tae

invsstment capacity of those nations in th. van~rd of pro~ess. Con

eequentlyJ economic pro~.ss for the pres.ntly backward areas would

involve satisfaction of an accumulation of such iAnovations each wit.

it. quota of inveatm.nt r.quir.mente. Rowever, th. comparative poverty

of these backward countries makee aay autonomous investment whatever a

severe burden upon their national product. Renee, their .conomic pro

~.ss will likely prov. to be a slow, speculative and difficult, wher.
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~ot an entirely impossible UDdertakin~.

In the last eentur,y, over widely Beparated re~ione of the world,

there occurred a spectaoular econcmic ~rowta. Interaational borrowiD~,

as a mOTement of pr1vately owned capital d1rected by indiTidual self-

ifiterest, permitted certain undeTeloped areas to acquire th. necesear,y

cap ita.l , importe, etc •• EcollOm1c pro~reee sprea.d from Great BritaiJl. to

Germall.Y and the United Stahs, and, more ~raduallYI to Canada, .A.ustral1a.,

New Zealand, the Ar,entine and Uru~y. This 'Irae accompliehed ill ail era.

of comparatively free trade, unrestricted capital movemente and a minimum

of plannin~ and direction by the ,overnments cOJl.cerned. But thie 19ta

Century formula bas apparently aot been adequate to OTercome the diff1-

culti.B of deTelopmeut encountered more recently by Iadia, China, th.

Middle EBst, Sout.-east Âsia, etc •• In reeent decades the ,rowtA of

international productive capacity ~s been lar~ely restrict.d to further
l

iAcreasee in that of nations already comparatively well-endow.d. If ta.

ben.fits of .conomic pro~r.ss are ta be extended to tAis latter group

it se.me .ecessary to reco~ize tbat the problems involved are distinctly

different and require substantially dissimilar treatment from those used

so·successfully in the 19th Century.

Ta illustr~te the dissimilaritiee betwe.m development as it occurred

ia the U.S., Canada, New Zealalld, tne Âr~ntine, etc., and tne task faciJlC

l BachaJl8..,
pp. 536, 1. re~rd to ,rowta of .sr., . productio. a.d its aarroW cORc••tra.tioa.
1870 U.S. 23.3%

Ger. 13.3%
U.K. 31.8~

~aile i~d.x rose from l~.4 ia 1870 to 135 im 1938, tA.se tare. still
a.ccou~t.d for OTar 50%.
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India. China. th. Middl. East••tc •• today. r.fer.nce can b. made to tha

ta.or.tical schema outlin.d in the last chapt.r. la th. firet ~roup,

population has never 'press.d upon th. means of sust.nanc. f ; immi~ratioA

only tended to oeeur as the manpow.r Ile.ds of th••eonomy ~re'fi a.nd ita

producti...e .quipm.nt 'fias .xpa.nd.d. Immif;rants, wh.n th.y did arriv.,

w.r. ~enerally lit.rat•• oft.n skilled. at an a,. to b....t,orous a~

producti......tc •• Th.r.for•• ~/N was alw~Y8 k.pt hi~J (C) r.lative to

JE- was small. ~ lare. and capital accumulatioA consequ.ntly rapid. Th.
N-E
situation mi~ht b. analyz.~ in ,reater d.tail, but it ie ob...ioue from

this bri.f outlin. tbat these countri.s pres.nt.d a hi~ly propitioui

.nvironm.nt for .conomic de...elopm.nt.

B.Y contrast. in the second ,roup of countries at the present time,

~ is small and (c)Jwhil. a mini~ in a~801ute terms, 1s ......rth.l.sB
H-E
...ery lar,. relative to producti...ity. Accordin,ly. ~ 18 either mea,r. or

lloA-.xist.nt and th. populatio~ fuaction Buch tbat any d.....lopm.nt which

.....r. to rais. productivity l1kely would b. s'fi'allo'fi.d up by a çowth 1Jl

l:l:wabers that would pr.....nt a~ p.rman.nt iacrea.s. in~. To laps. into a

Malthusian t.rminolo~. th. populatioA appears to bave a t.nd.ocy to iJl-

cr.as. at a mucn ~r.at.r ra.te tball capital can be accumulat.d with whieh

to .ff.ctiv.ly .mploy it. From th. t'fiO situations as h.r. outlin.d. 1t

i8 obvious that dev.lopment presents a much more difficult task to t ••

s.cond ~roup no'fi tban it did to the first ~roup durin, the last century.

R.cent history and statistics of world trade and international

incorne ill~trat. how much .eonornic proçess bas b••n limited ta a f.w
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2
fortunate areas. ~he indu.trial reTolution occurred first in Englandt

sprea.d to France. Germany and the United States. III the final decades of

the last century and the firet of the present; it teoded to distribute

its be~efita amon~ a widenin~ circle of nations; Canada. Australia, New

Zeeland. etc •• Subsequently. a hi~ rate of pro~r.ss has continued ia

these arMS.

Durin,World War l, the ~rowth of productive facilities in

Europe either csased or was diTerted to military purposes. M.anw~ile,

there was a~ accellerated iocrease in productive capacity iA the United

States and to a lesser extent in the other advanced countries outside of

Earope. Some i~crea8es even occurred ia the major under-developed

areas, ladia, Chi Da , etc., ,but it was ineilRificant relative to tbat

necessary to provide a minimum Da tional income by the standards of the

more advanced countries. In the 1920's further procress was made on

th. basie of war-inspired tecbAolo~. Â consequence of 8011 this bas

been a marked differential in incomes and productive capacity betwee.

ta. adva.ced and backward countries of the present international

economy. The 1929-32 depressioR. most severe and lon,est lin~.rin,

ia the Ullited States. diminisned. at least t.mporarily this increase

iR the mal-distribution of income and productive facilities. But furtÀ.r

tecAaological advance born of the drive to increase indus trial .fficiellcy

aud reduce costs. durin, tne period after 1929. particularly in t••

2 Coli_ Clark, TAe COllditiok8 of ECO.OoolC Pro,reee, (Lo_do.:
MacMilla_, 1939) pp. 3, le_tire world productio. of eco_omic ,oode aat
services .aTera~ed OTar tA. decade 1925-34 was 254 milliard I.U. per year.
ÂB mucA as 119 milliard of this was produced ia tae four lar~.st econoaic
uaite (U.S•• Great Britaia, Gerœaay &Qd Fra_ce).
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th. United States, meant the trend contiDUed, at least in terms of

pot.ntial capacity and full employment incornes, and would become apparent
3

witk a reviTal of prosperity.

All this has tended ta divide tAe international economy inta one

çoup of Dations with hich, and another wita 101f, per capita incomes.

The second group bave a small per worker invsstment in productive

equipment to which may be lar,ely ~ttributed their poor showin~ as

re&ards productivity. B.Y contrast. the economically advanced countriee

are well provided for in this respect. Taere ie abundaut investmen~+

hi~h productivity and lar~e per capita incarnes. Moreover. these dif-

ferences are 80 ~reat (per capita and per worker) tbat the countries

which have collectively enjoyed the major sbar. of the benefits of

economic pro~e8s, altho~h they include but a small fraction of world

population. and hence of the world labour force, account for the over-

wh.lmi., sbare of productive capaclty and produce the correspondiUi

bulk of its incorne.

In the countriss with low per capita incarnes, a~re&at8 amnual

saTln~s are small. There ie little eurrently available for investment

and a ac,g,rcity of capital equipment, particularly of tne wore intensive

sort, ie SR obYio~. result. A small annual net inv.stment cannot l.ad

to any Bubstantial accumulation of capital per worker, especially if

3 Ibid., pp. 6 w••re Colia elark aakes ta. followiac refereace to
tnie perio~tSome powerful .ecular force probably related to ta. iav.at
m.at and aaviacs teade.ei.s of tae commuaity 18 k••pia, do.a tae lev.l of
acaieyed real iacome while ta. poteatial real i.eome. if all tAe pop~latioa

Were ezployed, coatiaues ta rie. l •
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the workers, i.e. the population. i8 increasin~. But in the adyanced

countries where per capita income ia hi~h. lar~e a~re~te savings can

b. associated with comparatively opulent liYin~ standards and there still

occur a hu~e per worker accumulation of capital.

This brief descr1ptioll. o,f backward and adyanced countries ia ail

outline of wfiat actually exista. It is the task of an historical or

tneoretical analysis to explain these facts. In any Buch explanatioa,

the assumption tbat ia made r.~ardin~ the relationship betw.en total

product and total consumption and tha beba.vior of th.se a"r.ptes will

b. of the ~raatest importaRce. Ther. are thre. possible alternatiY••

amon~ whic. this assumption must choose: total product increase. faster

tÀan total consumptio&. at tAe same rate. or more slow~. Amoni thes.

alterations the one ChOS.R will in turn d.termine wbat is to b. the

secul~r cha.ns;e in the 'surplus' (~) of the .conomy. Tile primary role

of ~. , e sp. ci al l y for the under-deyeloped country. in r.iUlatin~ its

maximum rate of economic deY.lopment bas alr.~dy been discuss.d ia

Cbapter III.

Now let us rafer back to tue th.or,y of developm.nt summarized

i~ t~e system of equations on paie 62. For th. adyanc.d couutries of

th. contemporar,y world .conomy.~will be lar~e as well as ta. E/N
N-E

ra tio. If total consumption as a pe rcentage of total incom. ASloS

remained constant oy.r tne course of deyelopment, then tne present ~

will be the same fraction of present P as earlier ~rB ware of earlier

P t s. But the absolute amount of ~ will baye increased since lt lB a

constant fraction of an increasin~P. Renee. eyen if consumption il
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it 1~ _d .... & ..ua.cl taa' 0 laer•••d. lIOn alo-ll t.b&a!l, "'Ir woù4

-Aich. .conoll10 proçe.. tor tbe p&rUcular -eoaolJ,T coacerae4 wou14

c••••

cl1li.At,•• in t.he •• oth.r f&ctora. Woreo.,..r, tare il &.D.oi••r aep.o' ot

.coaoJllc act1THy 1••uch .. aO\1Atl7 Whi.cA 11.11.. ta. aeo•••1t.1' tor ~

1ACr.~.1AC ~u order- ~t deY.lep•••' m&T ~roo ••d ai 80.. o~l&t.i.,.~

rat.. lA aa &C1YaaC.d. ecOAO•••.l Ua & lare- L &ad. ."/M rat.10, DO'11-.
0&1.7 ia total capUal .lp.1PMA' lare. Ri &1.0 1'. aaaual r.plac....'.

Â cr..' c1M1 ot llU1omUoal Uy.eU••i .., b. aoco-odatM Dl waat.

w01&ld. ....,.. oillerw1•• ' ••n ord,1aar7 r.plAoe_' àad. (If) aH (a) u'
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b.com s pro~r ssively l SB d p.nd t upo n t inv.atm nt in ord r to
4

achiev furth.r economic adva ce. An adva ced country.because of this.

mi~ht enjoy som cumulative rate of conomic pro~r ss even if consump-

t ion ,t ded to ~ow f~st r tba total product . Theor tically it would

be possible for economic development ta contiau. without abatement wher

th secular iner ase in eoneumption comp18t ly exhaust d ~ provid d

that innovations r 8ulting in Bufficient productivity increae s could

be cr at d via t chnological improvem nts appli d to its annual capital

replacem nt .

Th situation for pr s ntly backWard coulltri 5 will bB lar~ ly

th r vers. of that for th advauc d. ~ will b low. also E/N. and
N-E

von if th ratio of 0 to P is uo higher tban for th advauced country.

p-o as an absolut amount will bo much SIDall r. Then. too . th only

major factor in its d valopm nt equation is ~, th refor , it is

particularly d P ndent on this ' surpl us' whieh in tur ia so 8mall .

Th conclusion to be drawn from aIl this i8 that giv n valu s for

~, E/N and ~ likely to be r pres ntativ of countri s id ntified as
N-E
backWard and advanced i th cout ID90rary world cono~. then, insid

of' a .wid. ra~. of assumptlon r eprdi , t • s.cular Chail' . i D. t e to tFll

consumption of· product for Meh typ of economy, it i8 appar-e t

tbat ec o omic dey lopment ie likely to be much slow r i the backWard

Alvi as _ , Fisc~l Policy a.d Busi.es Cyc1 s, (New York:
Nortoa & 00.,1941) Cha. XVI I . on e xten s ive and Ln t.en at v e d evelo o
men t .
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5
couatries. ~ attempt to iAcrease the rate of development in these

backward cou~tries ia order to narrow the ~p ~.p~ratin~ them from th.

pr.seRtly more adyaaced me.te with very slzeabl. difficult1es. Fiaal~,

if t.o .tile.. outlines of development i11 backWard and advaaced cOWl.trïes

are added 'Yalu.s for population c.l:le.n.~e8 t1la.t l'lould be releTant for

each. then tne situatioa of the backward country as far as closi~ taie

~p ie concer.~d. 18 further wors.aed.

It may be interjected tbat thls difficulty of closi~ the I&P

b.twee. th~presently advaaced and tàe etill almost completely .-der-

developed couatri.s le aot the ees8Rtial point at issue. If countr1ee

&1ready at a Ai~ level of .conomic w.ll-b.in~ continue to pro~re8S, it

ie not so important that backward o••s should lIR:aa~. to aarrow th. "ap

al it ia tbat som. dev.iopmeat takes place m.aal'lhile ia the l~tt.r.

In other l'lords, it ie absolute developm••t, aot relative, that tae

backWard ar.~s are primarily aimi~ at. How.ver, it i8 important to

realize tbat the varloue sectionl of the lnt.raational econo~ are

coanected by a complex of commercial and fiDancial relationehips.

œherefore, without ~oi~ iuto the d.tal1s. they will b. investigated at

a later s'ta,e, it 1s well to poi11t out tbat wàat aay 8in~le country caa

do la the l'lay of autonomo.... illvestm.Jlt aDd. deYe1Opm.nt is lar~.ly

___~~__....r-

5 la t •• aa~lysi. as so far preseatsd, (~) Aas b.~a takea al syaoa
omOU8 l'litA waat i ••sually d.fiaed as volu~tary 8~V~ out of a ~ll eaploy
~~at aa.tioaal i.co~e. Suca 8~yia,. repressat t.e B~re,ate aa ecoaogy
l'lould l'lillia,ly r.fraia fram coasum1a, out of 1ts full employmeat 1aco.e,
,ivea coaetaat prieee. Strictly ep.~ki.~ t~ie i. oaly oa. type of 'rurplue'
ia ta. seas. of resourc.s ~vailable for iaveBta.at, otAers woul~ ie foreed
savia~. sad a forei,a trad. i~port b~laac.. Theee will •• coal1dere~ i.
d.tail at a lat.r eta~e, but the preeeat coaclusioae are formally correct
for wasteyer d_fiaitioa of (~) i.e.'surplue', 0~8 wisAe. to coasider.



co.cUtia.ea 01' WA!i.t ia ~oint; o. i. the rest of tAe world. :Bu.t a very

importaat aspect of the.e 'ioi.CI oa t ia the rest of the world i.

cOAceraed wit. comparative cAaaies iA prod~tivity aad iucome ia ot.er

aat10nal economies. The disparity in relative àevelopment bet...ee.

backWard aad adT&aced cou.trie. will coaditioa their interaational

ecoAomic relations. Whe. backWard couatries face the problem of how to

iacrease their economic afficieacy aad well-beiaCt their ecoaomic

relations witA the rest of the world economy aad particularly witA thia

advaaced sec tiO.ll. of i t 1JB.y be a very importa. t dehrmimaat of 'l'hat tiaey

caa or caaaot ..dertake 1.11. th. way of aevelopment.

lA the rece.ll.t discussion, the ar:wœents were stated ia terms of

total pro~ct. total co~sumptiont aad chanc•• ia taese for aa econo~.

These Were tr.ated as t.e basic quaatitie. and aS8umptioA8 necessary to

t4e d.termination of~. Total product 'l'as defined as a funct ion of

a~re,ate productive factors. aamely, (E,N) aud total consumption a.

of t •• form 0 = c(N~E). ~t this juactureJ in order to refiae the axplaa

atioa aad state it, 'l'he• .ll.ec.85ary~ in terms of le55 tban fUll employmeat

of all factorsi a& well ae to make it more truly dy-am1c by allowi.ll.' for

releyaat fluctuatio~s i~ Y.C.I.ete., it ie .eeessary to 1aquire more

fully iato tke r.lationship betw.en 0, Y aad Q.

Statistically, •• well as coacept~llYt it ie quit. easy to

iadicate 'l'bat is seant by the c/~ ratio of aa .cono~. ~ time .eries of

C plotted ap.instl would diaclase the cba~.s in thia ratio occllrria,

ia respoase to CAaAie. in income. At a momeat of time, or witniA wàa~

ever period oae wilhe. ta qualify as ft.e aa.rt-rua' small lucrements
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d.cr.m.ate in total iacoa. T.ry lik.ly result iA differ.at r.latiT.

iaer.m.ats or d.cr.meats of eOAaumption than would the same ineome cna.~

if tak.n OTer a lou~.r tim. p.riod. la otn.r word., ta. c~ ratio of aa

ecoaomy bas two aspects, .ach r.l.T&at for a p~rticular time dim.nsion.

œa. mar~i~l prop••aity to CO~8um. 1e op.ratiT. ia th. eAort-r~ a.d ta.

aT.ra&. prop.asity to eonsum. in th. lon~~. Mor.oTer, at a ~iT.a

moment of tim., to look at tn. aituatioa ia terme of a &raph of j a.d

C, suck as dia~ i, th. aT.ra~e prop.nsity to consum. mi&ht ,0. con.i~

d.red to det.rmiA. ta. abaolut. leTel ot consumptioa aad th. elop. of thie

the mar~inal prop.nsity to consum••

Diacram m .81:1.0w8 the ctt ratio as i t would em.r~ if co:uWlptio:a

••r. to b. plott.d a~~Bst aational ineome. The elop. of the consumptio:a

lia. i8~. Aa income incr.a.e. s.cularly, th. poeitioa at whica the lia.
dy

of total consumption iater••cta a 450 lin. shift~ to th. ri~ht. MoreoTer,

for aay 1.T.l of iAcome, taia point of i:aters.ctioa .qually as mnca as ta.

elap. of th. coa.~ptioa lia••at.re iato tae ratio b.tw••a co.s-mptioa

aad iaeom. whicla actually results. ~iB ie illustrated iA d.1acram

waere a c~. in tAe poiat of int.rsectioa from R to S is th. equiTsle:at

of a cba.a,e in dope ~ from R-T to RwU. la MCla case, ta. cha.ce 1a C
dy

relatiT. to Y and h.ac. tA. actual C/Y ratio at incom. Yl i. th. sam••

A c&a~e ia eix a. pro~r.8S oeeurs ca••i ther b. ta. r.8ul t of a ebaac.

ia ~ or ia tai. point of intersectioA. Oonsequently, aay assumptioa
~

r.cardin~ th. secular CbaA~. in t~ aTera,e propensity to consume of aa

economy or of eomparatiTe prop••sities in differe.t .eonomi•• wust b.

coupled with a etat.m.nt re~rdin, mar,iual propensitie. in order to ,iTe
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a complete picture of tue co~sumptio.-i~come relationehip.

l. the previous dia~ram, the point at which the consumptio~ lia.,

at a particular moment of tim., i~tersect.d tAe 45° lia. was as importaat

to t~e d.t.rmination of the actual Oly ratio preTailin~ at a ,ive~ income

as was the slop. of this lin.,~. ~ia p01At of i~t.r8.ctioA indicat••
~

t •• level of i~ome at which C/Y 1s .qual to ~ity; it i8 wher. t ••

soclally prevailin~ consumption standards insist tàat suffici.nt d1a~

i.T••tm••t occur if nec.ssary to prev••t aay furth.r decli.. 1. ~0.8wmp~

tion. ~e iacome BS6ociat.d wità tAis inters.etio~ of eOAsumptio. aad

a 450 lin. 1s somethin~ of a modara couaterpart to the claseioal

(Ricardo,Mill) COAC.pt of a subsietenc. leval of iacom.. It mi~t

be call.d th. mialmum subsiste.ce incom. of th. economy. f.ae social

.mphasis ia its d.term1nation ie also i~ k.epin~ With tsuDsist••ce t

as t.es. classical wr1t.re thou~t of it, for th.y wer. very ~ch awar.

of tae social aatur. and commanal factors i~ ta. de~drminatio. of the

individualls t 8ubsi s t enc. l • Âs a fiual refineme.t of the concept of

a subsistence aational incom., it can be take. that the mar~inal and

avera~e prop.nsities to consume determi~. the total consumption out of

aay nA.tioual income betwee. this miaumam lev.l a~d wbat the econo~

would chose to consum. at a full employme.t level• .

To stu~ the problems of backWard areaet it was .ec.ssary to work

out a tueory of wnat eco~omic d.v.lopment iuvolvss and uow it proceede

i. SUCA r.~ioae. For this parpos. t.e Schumpeteriaa th.ory, whil.

servin, as a basi., was modifi.d to i1corporate specifie production

~ctioaB stated i. terme of economic a~r.~tes; m~ N~ and wh.re



..eeeesary T aad R. TAe proeesa of deTelopment 'l'as fra.med iiside 8Jl

explicit time dimensioa. Tbat ie,the Dasie Tariable. EIN aILd P were

treated direetly as tuIletions of time &ad the others eould be expr88sed

indireetly in terme of time. T and E4 where 1t was ..eeessary to do .0,

speeifically in the ease of aIL adTaJleed eeonomY URdertak1~ furtur

procress, eould also be eonsidered ae fuactio.e of time. S.perficial~J

it mi~ht appear that all this iB sufficient to make the the~ry dyuamlc.

However, it must be realized that the theory only explai•• eeonomic ·

deTelopme.t a8 a temporal process in t~e sen~e of outlini., whatwoul~

be the maximum rate of develapment. TAe equations are aIl worked out

on the basÏ8 of maximum product and ne.ee of maxillIliUll ~ and ." ta.

,reatest possible Tolume of auto.omo_s inv.atm.nt and eeonomic procress.

To make tAe expl8.ll8.tion truly dynamic, it ie neeessary to consider tlle

ineome, surplus.aad hence, ecoaomie d.Telopment which actually does oceur

iaslde an .conomw that experiences fluctuations in incom., and wber.

only occasionally will th. total incom. represent a full~mploymeat

Jl8,xi1l\1m.

It b.~om.s appar••t from th. consumption function ~lre~dy discussed

and ta. maDner in which it determiaes C, that ~ will vary between zero

and a maxiœum aB national iucome fluctuates between ite rsubsistenc. r

and full employment levcls. By laterpretin~ our modif1ed Scbumpeteriaa

explanation ia a Xeynesian context wh.ra ~ ia identica,l with autonomoU8

iILT.atment, then, the ra.,. of short-~ alt.r~tiv.8 within which tae

d.T.lop~untal ·ac t i Ti t y of an economw must li., ean be demonstrated.

Economie deTelopme.t over a period of time ia resolTiable iato wbat &as
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aa.pp•••d to P ,0 and q, dll.riR~ ta. s.qu.lle. of sÀort-ru.ns makillf; up tais

total tim. p.riod. Of cours., dieti.et 8hort-~s s.parat.d from eaeà

otaer by a cousid.rabl. tim. dimelsioa will vary qualitativ.ly as w.ll

as q~D.t1tativ.ly, i. tbat, -at only will total product b. diff.r••t bat

ta. fUActional relatioRsuipe b.tw••A prod~ett consumptioa, surplus, .tc!

w111, or may. bav. chan~.d. N.v.rtà.l••• , tA. abov. outlin. repr.ee.ti

tà. prox1~t. relatioa b.tw••• lo~-ru1 .cOAOm1e develOpmelt alld &

8\lI11m8.tiOll of short-nu. sit\ll8.t1ons which is eucll a. 1mport&llt a spec t of

tA. proe.sB i. th. backward .eono~. Mor.ov.r~ thie cOllc.ptual liakaf;.

of th. short &ad lOllf;-rua ie a most important f.at.r. of a. th.ory of

d.v.lopm.at. Prof;r.se of a••co~omie sort and for a baekward .CORO~

11 root.d il a tim. dim••sioll, and wbat aa.pp.ae ia the lo~ruA ca. be

aothinf; more tban th. lOf;ical a.cc~latio. of wkat Aas b••a bappeni~

6
ia th. s.que.ce of short-rune of whieh it ie made l1p.

Iacom. fl.ctwat.s b.twe•• fmi.imam subsist••c. t aad full employmeat

l.v.la a8 q, ra.a~.s from zero to a max1Dll. From ta. lt8.ndpo1at of .co.omie:

d.v.lopm.at. this eOlstitut.s tA. fQndam••tal occurre.c. il aa .eono~

duriaf; tJrl.. sb.ort-rwL. For the iaterMtional .eollomy b. ta. short-~t

ta.r. will b. a ~1que di8tr1-~tio. of tà. total iay.stm.nt amo.~ tae

1.d1vidual Aations. ~.e quota for eaca coaatry b.i~ d.t.rai••d by a

complex of forc.s. but of ••e.sBity falliRf; b.tweea th. limits outlil.d

abov•• . Fiaally, ta. distr1butioa of this int.ruational inv.atm.At, or ~t

will d.t.rmi•• tA. pattera &Ad pro,r.sl of d.v.lopm.at ia ta. vario••

6 1t "'as i. ord.r to ad.quat.ly .xaai•• tais fu.aaa••tally iaport
aat ti. bet"'••• tA. short aad lo.,-rua ia ecoloaic ds~lopa.at t~t a
Olarkiaa type formulatioa of t•• productioA fuactioa wa. cao ••• 1.
O»'pter Ill. Of. t pp. 49 J .ep.c1ally footaot. 1.
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areas of the world ecoReroy during the interval being considared. This

is true providing individual countries don't experience balansee of payments

surplus or deficits. Of C011rSG, if a nation transfers some of its Q

to another via international lending and a trade surplus, then, the Q

does not represent development in the original nation, and it may, or

may not, represent development in the second, depending on whether it

ia uBed by it for investment or eonsumption purposes. As a background

to international trade and development, the distribution of potential ~

among the nations of the world econŒI~ gives a range of possibilities

for each country which will s~rve as one datum or restriction on its

ability to undertake development in the short-rune Unless the international

distribution of autonomous investnlent can be altered to a significant

extent by capital transfers, etc. those countries Most in need of

development must get along with their very ltmit~d means while more advanced

nations have an over-abundance of Q relative to their investment possibility.

There does exist an international economy and the tie between its

various units, the individual countries, consists of exchange rates for

their var10us curreneies on the one hand, and of a priee structure for

goods bought and sold w1thin the domestic economy of each country. If

it is assumed, that in the short-run, these exchange rates and national

priee structures do not change, then, the international distribution of

1nvestment will determine the national income or each country up to

its full employment level. The short-run process of economic develop

ment for the international economy may be represented as the out come of

the following se~uence of events. Individuel nstions frame their

investment and development plans end proceed ta undertake the re~u1red
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expeadi~res. botu domestie &Rd fore1~. ~ese. tocet.er with their

consumptioA expeaditures, account for tAe leTel of aatioRal income witAia

eaca country. There arises aQ interaational distribution of importe,

exports, iaTestmeAt aad lastly, of 8ct~1 developme.t.

Thie sequeace emphaebes tAe close i:nter-relatioa lietweeJI. tae

iRTestment and deTelopment p~s of iadiTidual eountries. Aleo, it is a

ba.ndj" baekçoUlld from wilien to poiat up some of the eonflictB whiela. may

arise between TariOUB aeetors of tae intermatio.al econo~ aad ta.

eonaectioa betwe.a eeoaomic deTelOpm.at sad priee structuree. SQppose,

taat witla. a ~iTea teehaolo~ and a particular distributioa of aa.tural

resou.rces and capital equipmeut iAter:aatio11B.lly J as "'ell a8 a fixed

pattera of excba.n~e rates and ll&tional priee structures, tbat a parti...

eular country, at e. le88 thall f'llll employment Datioœ.l income, uadertakee

a pro~ram of ecoAom1e deT.lopmeat. broad and eompreneRsiTe in scope,

aAd looki~ to the lO~-raAi8 aeeds of i ta popul.atioll. SIlca a pro,ram

as requires lsr~e inTestment expenditures and will t.ad to brin~ tae

:aationsl ineome to a full-employmeAt leTel. RoweTer. the rest of the

world œay be pursufng a mue.. l.se expanlliollary fil!cal policy and may be

eleetin~ to remaia st some lees trian full employment leTel. Jor the

deTelopill~ eo~try. the results of its dom.st1e expansioDary pro~

11'111 be that as incom. exp8Jl.ds, importe increg.ee. Also, ae full-eçloy

ment 18 reaehed, dom.stic priees will rise and inflation at home will

,he furt:b.er stinlllB to the deme.nd for importa. TAe country will be

confronted by a brace of problems; domestically there is inflatioa aad

iJlterne.. tiomlly a trade defieit. Oertaia mesaures will be reqv.1re" to



82

preeerve t .. dom8stic price structure and otners ta restrlct the ~rowta

of interDational indebtedness.

ln interAational t~e tn.ory, t~e cORcept of Comparative Cost

has nad a lon" influential nistory. Amon, othere, it Aas b.e.

successively formulated by Ricardo, Mill, M&rsaall. Ed,eworth. and its

basic idea, the determinatioa of comparative advaata~e, carried over

iato more rec.nt tneoriziu,s by Rocksaer and O~i.. In taose Tari~8

statements of the tAeory, wbat.ver the factors considered as d8termiJ1i~

tcost' and tuerefore ~ivin, the dimeJ1sions ia wnicn comparative advantaee

is ealeulated for particular products and couatriee, thero lo,ically

follow! from tAis type of analysie a stro~ presumptioR i. favor of free

trad. and a maximum interAatioDal division of labour. Howevor, just as

Mill demonstratsd that to tbe RicardiaR formulatio~ of comparative eost

1t was .ecossary to R.pp.ad all expllci t analysis of interaational

demaJl.ds for specifie ,oodet BO the Key.es1all theory se pob.ted out

tae relationahip betweo. fre. trade, iateraational division of labo.r
7r

and ~,re~te international demande 1. factt a:ay cost taeory.. comparative

scarcitiee a.d tae beAavior of price., Bapplioe &:ad dama.da. Mill showed

tÀat inside t~e limitatio.s imposed by comparative cast., pr1.es for

b.terutioaa.lly traded cOllmodities would be determi.ed by tae atn.ct'llre

of i.t8raatio~l demaad. Key.es can be used to snow ths relationship

bet.ee. 40mestie investme.t aad coasumptio., aatioRal income. &ad

7 Sey~our E. Harrie, editor, li!! Ecoaoœice (Ne. York: A. K.opf,
1947) Part V, particularly chapter XXI by Ragnar Nurkse, "Domestic and
International Equilibrium", pp .264-93.
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a~r.~t. i~ter~tioRal demaad, exchaa~. ratee aad priae levels.

COllhmporary fornlatious of the tb.eory of comparative adTaAtace

in terme of a ~aerality o! factor scarcities a~d the fre. tr~de a.a

divisioa of labour concl_eions draw~ from it are belAi framed upo. a

deIIl8Jld t aamely, tbat there exista '/forld-wlde full employme.t • :But .v••

to assume iateraational fall .mployment will not res11v. all ta. quali-

fications which must be plac.d on thie th.oretical .ndors.œ.At of fre.

trad. whea economic d.velopmeut ie bei~ cORsidered. If tAere are

industries of iRcreasin, raturn, then. it will be to t~e advauta,. o!

a aatioR to prot.ct tbem and toster their maximum expa~~ion within its
8

bo~~r1e.. Kor.over, in re~rd to free trade aad economic developa••t,

1t must be reco~ized that ta. consumption fuActions and amouats of

a~toaomou8 inTestme.t in eaca mat10R influeRce the relRtive economic

positions of all the others. In the short-~, wbat a country does or

C9.n do under the head1n, of economic pro,ress depeads upou its income,

coneumption and Bavin,e characteristics and the corr.spondin~ funct10na

pl~s the levels of autonomous investment preT&ili~ 1_ tAe other coua~

trie! of the international commaaity. MoreoTer, deficits a_d bala_ce.

arisi~ ia the trad. bat"'••• aatioRal economies will tend oa the one na-d

to cha.,. income and employment ia the individual cauatries a.d, oa tAe

other, to bri.,; about .ecessary altaratioas in excna~. ra.tes a_d d0JlJ88tic

price levels. Iaside this complex international fremework, the 8conom1Q

8 Colia Clark, ~. cit., pp. IX
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actiTity of each indiTidual cOUAtry i5 conditioned, aad &mo~ other

thin~6, its rate of economic deTelopment determiaed.

If a country wnose international accou~t8 are in equilibrium at

a less than full emplcyment leTel Lauachee upca El. pro~ra.m of development,

its easuin, e~l'lsion of employment and income may result in varyini

d.~r.eB of domestic inflation aad almost iaev1tably 1. a trad. deficit 1.

ite curreat 1nteraat10nal accounts. If ite development pro~ram is te

conti.ue, the msasures t~ken to limit the ~ewth of its international

iadebtedness will be such aa to restrict its trade relations with th.

rest of the world. Altnou~ in terms of the ar~ents for free trade

aad divisioa of labour iuternationally on the basis of comparative ad~

ta,;e, such techniques are 1aappropriate. However, in thie situatioa, a

couatry must chose between tll. adTanta~es of free trade aAd those obtai.

able by an aca.lleration of 1ts i~diTidual economic development.

Morsover, whe. Wleltployment exists a~h8r. in the interDat10nal econoJlij",

ar~eats drawa from an analysis in terms of comparatiTe coste becom.

irrelevaat •. ~ere i8 .0 question of cost, or comparative cost, whe. the

issue 18 to find ways of .lllployin~ presently 'Wl.employed factors. For

the econo~ cOl'lcerned, unemployed factors are for all relative conside~

atioas costl.se.

If the economy uadertakiA~ a pro~ram of development napp••s to be

presently ramked amon~ the 'backWard' aations, then its task will be to

complete a pro~ram of basic ianovations. ~.se are 1nT.stme~ts of a hi~

cap1t&1-iate~siT. natur. , consequ.~tly, t~e problems of trade def1~1t.

a-d domest1c inflatioA &~e likely to be particularly acute. For SUCA a
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c~atry, it may oAly be by imposia~ rastrictioa. that lar~ely distort

its pattera of comparatiTe adTaAta~. aad sacrifice to a considerable

de~ree th. adT~ta,.e of aa illtenational diTisioD. of la.bour, tbat it

caa accomplish these basic ianoyations Which will raise its prod~ctiTity

a,ad income, eyeJil. ill a f\111 employm...t world. For such a cOW1try, it

may be necessar,y to Yeer, at le~8t temporarily, from the direction of

production indicated by comparatiTe adTallta~e ill order to .Yentual~

1mproTe its international comparatiT. adT&nta~e by raisin, its preseat

productiTity and iucome.

The Schumpeteriall theory of economic developmeut. when t~a1ated

iato a Keyae8i~. terminolo~. proTides a theoretical framework ia whica

to de termine the amouat of forei~ a.ssistaace a co~try should ra~

lipO. ill i te deTelopm.at. Vi ile. a country embarks oa a proçam of iIl.noTaM

tions, the ••suin, course of events will depend on th. amouat of its

dome stic surplus tba t can be made curreatly '"nilable. By incurrin~ a

trade dsficit, this domestic surplus can b. supplemente~ and 1ts

deTelopment exp.dited. If the country's internation~l credit 18 quite

limited, it may have to taka measures to restrict the ~owth of its

trad. d.ficit. Olle consequeJil.ce of this will be a diveraioa of purchas1.c

power from importa to domestic ~ood8 and inflation may result. JU~~rmoret

inflation w111 restr1ct consumptioa demaJil.ds somewbat and taus prOTide

forced saviQC to sUpplement Toluntary, full employm.,Q,t surplu.s. Bo.t, if

for8i~ credit were yery ~ood, the country mi~t build up its indebtedRes.

with relative impunity aJil.d inflatioR be mucn les8 ~eTere ia tae domest1c

economy. HOW8Ter. iJil. this case , thera lfould be little JldVaAta,e accn.1~
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from forced savin,s aad as employm8l:l.t aad income expallded domesUca.llys

COllSl.l!IlptiOJl would inerMse by mBans of the fuAds bein~ mad. &Taila.bl. 'by

imports and cause a mountin, domestic inflation that could disor~Jl.ize

prod~ction ~enerally and the d.velopMent pro~ram in partieular. Tao

mueh forei~ assistance may result in a premature raisin~ of con~tioa

8~ndard8, a temporary subsidizatioll. of coneumption by meaas of a riei-e

lOll.~term illd.itedaess a.d a fail~r. to utiliz. forced 88.vin~ to the

~eatest extent possible as a m.ans of .~pplementia~ the voluntary

surplus.

The yardstick for a country to employ in .TQ1~tin~ an ianovatioa

ie to ask---what is th. Bature of the inv.stment requir.d, will it

Aecessitat. imports dlrectly or tu. use of domastic factors1 How capital

intensive ia the lnvestment, how sooa will the increase ia productivity
9

accTQin~ from it b8 forthcomin,1 Finally, wbat is tas mar,iual. social

advanta~e of anotner unit of forei~ assistance no. &~il:l.st the mar~inal

disutility of tA. foraie- liability to oe liquidated later1 It may well

be that th. time dimensioa of the inv.atment i8 so lon~, the returllS

forthcomin, sO speculative, and/or so ~.ll.r~l and social in tueir natwre,

th. difficulties of repayment BO lar~., aven with minimum lnt.rest, etc.

that only to a ver,y limit.d extent should forei,n borrowin~ b. relied

'llpoa

9 For a. ext.~6iv. discussio. of t~oBe aspects of a. inveatme.t
pro~ram wllicil affect a couatry1a forei,. oal&tl.ce see J.J.Polak, "Bala.ce
of payme.te problems of Couatries Reco.struati., litA f~. Help of Forei~.

1oa.s", ~uarterly Journal of ico.oaice (1943) pp. 208-240
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"Forei~n inveatm.nt whicA expaaded the c~pacity of the debtor
ecolilomies to supply food and raw materials for export may bave made
only s.A uncertaia &Ad inad.quat. contrib~tioa to economic dev.lo~

me.t of baekWard areas, but it miaimized th. micro-tra••fer problem.
It ia a basic dil.maa. of economic development tbat backward areaa
caa make little pro,ress without the aid of for.igB loa••, yet tA.
ki.da of illT.atm.nt requir.d for development are frequently the
least certain to make easy repaym.nt pOssibl."........ 10

Into th.se calculatioAS must b. introduced a••st1mate of ta.

exteJlt to which inflatioaary forc.d eav1aci etc. could be us.d to

supplemeAt~. Whatever the amouut of forei~ borrowin~ dec1ded upon, 1t

should not be arr1vad at principally by aA alsessma.t of the countryf.

borrowi~ capacity. More for.i~ borrowiJl~ does Rot become justified

simply becaus. it ie &vailable unl.ss the inerease in interaatioABl

lca. fUAde results in a lowerinC of the intereet obli~tion involTed.

Nortafter a proCram ia underway, will the occurence of int.rnatioaal

depressioa and therefor. the appearance of a trad. defia!t be a just1-

fiable reaso. for increa.sini the seale of forei~a borrowinc.

ÂriUIDents are becomini iJlcreasinily fashionable ta the effect

that forei:n borrowini soould not be jud,ed by the direct import neede

of tae investments bein~ undert~k.nJ but rath.r, the requirements for

imports wAich will stem from the expaJlded income and eonsumption whick

the inereased domestic income will inspire. HoweTer, oWin~ to th. d~Jlcer

of borrowed international excba.ie iOini into consumer importe

a.edlessly, it may be well to d1scoura~e suca income induced consumpt10.

1acreases. It would seem that th. figure flnally allocated for fore1~

10 Alfred E. Kaia, "lavestmel'.it Criterion ia Deve1opme.at Pro,rue",
~rt.rly Jouraa.l ot Eco.omie8 (FeD. 1951) pp. 59
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fw:.lde ta coyer !'l•• investm.nt, whil. it may be lar&8r t.ba.Ja. tba.t required

directly for capital imports, should be cousiderably less tba~ the total

expenditure, domestic &Rd forei~j OA the specifia investment projeet.

!:Ay appraiss.l of forei~ borrowill~ as a means to na. tioDal eèonomic d....

velopmeJl.t wbould bear lA mind that IIN.el1 investment is mot1vated by

exa~cerated, speculative hopes and ma~ of the be~efits taat accrae

are lon~ delayed, difficult to forecast and, at best, problematical

i.JI. amou:at. !rhe sueeees of IIN.ch private domeetic investmeAt which bas

most directly contributed to a couatryls economie dev.lopmeat MaY be

attributed to a ~radual eutneaasia of the rentier, a device 1.8s likely

to be available to a country where the bond-aolder happens to be a
11

forei~er a~d his elaim, a 6Um of for.i~ money. F1ABlly, those

iayestm.nts whose returas oappen to be lar~ely iudirect and social, or

if direct. lead to exclusively domestic products ratner than to replacew

ment of importe or inerease of exports, should be financed to the lareest

possible de~ree with the domestically accumulated~. ~here are so~

obstacle. whicn can intervane in the process to preyent the broad soc1&l

ben9fits from actually aeeruin~t or aRY ~eneral social produetivity

increase from being 80 utilized as to mak. repayment of the loans easier,

tbat one o~ht to adopt a basically pessimistic attitude toward ar~ent8

for broad and ~en.ral forei~ finaneinc.

Our r.yised theory of ecouomic deyelopment bas aow be.n prese.ted•

.A.t this point, a final summary of i te major outlines may not be out·of

11
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place. Before Scinimpeterfe fTneory of Economic Developmellt 1 as a state-

.eat of basic principles co\Ùd be turaed to the study of backWard arMS,

both 1ts basic lo,ic and specifie content had to be over-bauled. A

formal analysie of the 'innovation t il lo~ically quite distinct from th&

specific procesa as 1t would occur in any particul~r backWard area or

couatry. The first 1e a ~eDeral statement of how economic act1vity is

increased in efficiency thro~ the iacorporatioa of n&w teca.olo~ aAd

tecAaiquee lnto t~e structure of production. It i8 all abstract) tim~

bss study and as such i t caano t d88.1 wi th a sequeace of actual innOTaw

tions within a time dimensioD. ~tt for a backWard area, economic

dev.lopment will consiet of a sequence of such actual innovations.

Actual in the sense that they already exist within the advanced economles.

and havi~ a time dimension, in tbat only with some det&rminate r-ate of

capital accumulation can t~ey come to .x1st in the noW backWard re~ion.

Tbua, the an~lysis of development as an economic process occurrin€ i.

backward regions can, in f~ct. ~st .be ,ivea a time dimension. The

basls of aDY such th.ory will be a series of quantity-time relationshipi

betweaD investments and productivity cha~eB.

Thls quantity-time aature of thfi analysis JTlA.ke. it a sui table
12

subject matter for th. ~.n&raliz.d Law of Growth. This ,eueral Law of

Growtlt caa b. expr.s~ed as a functional relatioaehip betweea appropriat•

• conomic variables. A1thou~ there are a lar~e aumber of variables

whicA can appear only implicitly in a~' .quation of economic development

12 Ofte. referred to as tA, 'compouad iaterest law l or ~xpo••ati&l
law l , e.~. Lloyd L. 6mal1, Calcul.s (New York; Âpp1etoa-C.atury-Croft.,
1949) pp. 27
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&Rd many of these may be dlscontlauous, unpredictable, etc., neverthe

less, economic development doee eeem ta incorporate a basic principl.

of cumulat1va ,rowth, pro,ressiv8 expansion. Ite cumulative nature and

the relatlonship betweea rates of investm.nts and incredses in productivity

emer,e as the paramount functioU8,l characteristics of economic pro,resB

for a backward country.

Without doini ir8at violence to reality, tAe present world .cono~

may be described as followe, t••re is on. ~oup of economically advanced

and another of econo~ically backward couatri.s. ~his dichotomy amonc

national economies bas profound ~i~ificanc.. Individual countries are

of widely diffirent economic power and advancin~ at Tastly disparate

rates; namely, the weakest, the slowest; the rich.st, the f~stest.

Finally it ie felt the present tn.ory as expressed in the equations for

production and development cbaracteriatic of backward and advanced

countries when applied to the data of income and wealth distributioA for

the present world econo~ iive a useful framework in which to underst&nd

and interpret domestlc inflation and forei~ trad. deficit as problems

of d&vilopment for backward countries. Moreover. the relative. sizes end

rates of ~rowth of its individual member countries are both a basic

inir.dient of any th.ory of international trade and i~ternatlonal val~es

and the environment which confronts aoy particular country tryilli ta

expedite its economic proiress.



PART II



CIW'TER V

ECONOMIC DEVELOPMENT FOR .A. CLOSED ECONoo"

If successful, the pr.ceedin~ chapters are a theory of econom1a

deTelopment wnich translates Schumpeter into Keynes plue a time dimensioa.

The differences dietin~ishin~ the backWard from the advanced countries

baTe been made explieit by datin~ the ~en.ral production funetions and

the rel~tionsnips between macro-econom1c a~gre~ates (Y,I,e and 5) for

nations at various levaIs of pro~ress. ~e qualitatiTe nat~re of ~a

innovation in the advRnced ~oup and its quantit~tiT. nature in the bac~

ward have bee. point.d out. FormaI equations have been ~iven by whicA

to defi.e the maxi~m rate of deT.lopment accessible to aoy partieular

backward country once population, resources, its present maximum tot~l

product and consumption are known. It Ls possible by assumin, rates of

population ,rowth and time cban~as in a~r.~te consumption to determiae

tAe maximum rate of increase in total product and tbereby tAe cOUAtryls

potential deTelopment over a specifie series of production and income

periode. A similar analysie 'fias presented for adTanced aconomies b7

includin,; chan~.s in technolo~ and technique and resouree discoveries

ia the deTelopmental equation. By assi~nin~ relaTant Talues to the

Tariables and functions of these two sets of developmental equations,

for baekWard and advanced countries respectively, the pattern of poteaw

tial national and re~ional eeonomie pro~r.ss could be outlined. Thia

pattern of potent1alities would ind1c~te the ma~nitude of those uaderl1i.c
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forces mak1n~ for cha~es ia the i~t.rnational distribution of productiTe

facilities aAd the allocatio~ of industries of comparative advanta~e,

exchan,e r.ates, pries levels and tr.ade bal~ces amon~ individual countrles.

~his ~eneral framework havin~ beeA present.d, the next step will

be to traè. the detailed workin, out of its basic equatioAs withia a

sin~e economy. This will be a study of aA innovation as it ie presumed

to occur in aa isolated backWard econo~ or alternatively in one more

admnced. The comparatiTe :œture of the discussioIl is intended to show

tbat difficulties common to aIl innovation in botk types of ecoao~es

assume 8. r81atiTely ,reater lIIA.~itud. in t.li.e bacoard than in the ad

TaAced. It ie also intended to point out difficulties which constit~te

significant obstacles to pro~ress in th~ former type economy but do not

arise in the lattsr. This will be an inTesti~tion of the comparatiTe

obstacles dev.lopment pre~ents to backward and alr.ady well advanced

economies. To present its comp~ratiTe estimates in sbarp. clear outline,

au.ccj.:a"1~ ehapters will use as their Bubject matter aational aconomiee

of the most backward and advanced sorts. However, the conclusions

advanced are felt to be in a lasser de,r.e characteristic of a~ compar

atiTe study of re1a.tively advanced and back.ward countrles undertaki-.

economic development. ~b.litY would be valid for any eCOl1Omies w.ilich mipt

b. cate,oriZ8d as b~ckward and adyanced altbou,h wh.n countries are

separated from each other by a lesser disparity of economic develapment,

the conclusions are corr.spondin~ly lese si~ificant.

First, the details of an innovation's unfoldin~ will be studied for

an economf in isolation, th.n, the a~lysis broadened to include the



cons8qu~nc.s arisi~ out of inter-econowy tr~de ; ~ais cnapter will be

concerned with isolat.d economies, the sequence of inv8stm.nt and income

expansion up tUrou~h full employ.ient and beyond iAto the linflationary

~pt. In this detai18d discussion of the dev.lopment proeees, wbat Aa.

so far b.en cate~orized as l surplus , and represented by the symbol (~)

will be sub-divided iuto the thre. component forms it caa take in aa

economy; aamelys (~) yoluntary saYin~s~ (~2) forced savi~s, (~) the

forei,a balance. For the backWard econowy eeonomic pro,ress ia primarily

th. product of ihese developmsntal possibilities which ean be eajoyed

out of forced savin~s (~). ~here will be a parailel discussion of

th. situation for the advanced econowy, but here, for reasons which will

becom. more apparent as it proceeds, consideration will be ~iven to tAe

inrlovatiol~l activity supportable out of two tj~es of surplus. namely

voluntary and forced savin~s (~l) aad (~2). ~e next chapt.r will

consider modifications of the conclusions for isolated 8conomies when

int.rnational trad. ie introduced. ~hiB will be the place to consider

the role of forei~a surplus, the import balance (~) in the dev.lopment

of a partieular domestic econo~y.

Âlthou~h it may becom. pro~essively 1.s5 true for more advance4

countri.s, for backWard ones economic pro~r.5s depends excluaively on

net inveatment. In th. Sch.mpeterian theory, this net inveatment requ1red

breakin~ into aA assumed full employment circular flow. ÂlternativelYt

were this initial circular flow at some l.ee tban full employmeat lev.l

(the KeyuesiaA assumption). 1nvestment r.pr.s.ntin~ the innovation ne.d

not break into but could be super-impoeed upon the existin~ a~re~te of
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eeoaom1e actiYity and t.ereby '0 to swell total employment and income

via the familiar multiplier route. Tkere ~ill be countries and situa

tiOAS wh.re each of tues. assumptions proves to be the more realistic.

The snort-run course, speed and suceess of development will be L~r~ely

determined by whicn.ver initial conditions bappen to cbaracterize aa

economy. Between the limiti~ cases of substantially complete employ

ment and si~ificant unemployment with raw materials, complementary

factors. etc. i n hi,hly elastic supply, there are a range of situations

wherein innovations will ,ive rise to income expansioR and inflation in

varyin, proportions. In other words, inv8stments will be supported out

of differi., contributions from voluntary and forced surplus (~l and Qe).

With a constant priee level. voluntary savin, (~l)' whsre it

occurs, fluctuates from zero to a maximum as income moves between the

minimum 'subsistance' and tull employment levels. For purposes of

econacic deY.lopment, countries mi~nt b. divided into two ,roups. tnos.

witA ~ Co and tnose with 0 ~ Co. In the first ~roup, the absolute

value of ~l will vary relative to employm.nt and national income

dependin, upon th. assumsd relatiollship betw~en avera,. and mar,inal

propensities to consume and income. Dia,ram shows what this ran,e of

possible values will be for countries at various levels of developmeRt

and economic w811-bein, under taree different sets of assumptions as to

th. secular change in avera,. propensities, mar,inal propensities beinc

neld constant. To the l.ft of Co are tae countries where 0 ~ COl ia other

words, there i8 not sufficient yoluntary savin, to permit any si~ifica.t

autonomous investment from tais source. This does not mean tbat



y

DIAf1.RAM IV

96

z

c

o

t
-1"

t
'r

de
dy

y
t r

y
t
n

x

Plot of al ternati ve seeular tr.end s l n con sumst.t en as
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(Cl) 18 resultin~ seculQr t~end of c on surn~t1on if lt 18 assumsd
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and e conom ï c d eve to smen t , (C2) ta aec u'l ar- trend wlth aver8~.

,ro,enslty asaurned ta remaln constant. (C3 ) la trend, fallinc
aver~~e- ,ro~enalty.



deTelopment i8 completely ruled out, but rather, tbat a voluntary surpl~s

does not arise even at full employment. ra this situa.tion, tne Scnumpe

terian d.T1ce of breakin~ iAtO the full employment circular flow will

have to be relied upoa. The real cost of th. innovation will have to

come out of inflationary i.e. inToluntary savin,s. Simila.rly, to tae

right of t o the maximum TaI•• for ~l does not indicate an absolut.

limit upon net investment. ~ breakin~ into the circular flow as full

employment ia approach.d. inflationary saTin~ will arise to 5Upplement

Toluntary savi~. ~t, Whlle countries to tne left of t o are mostly

concerned with inflation and its effectiT8ness as a technique for

financin~ deTelopment, those to the ri~ht of t o may be able to lar,.ly

accommodate their developmental plans out of Ql altbou~ where necessary

inflatioA and hence ~2 can be called upon.

Considering first tuose economies to the left of to' there are

present-~ undeTeloped countries waich seam to approximate very close1y

this condition. To initiate economic adTance amo~ th.m will necessitat.

the withdrawa1 of factors of production from customary employments and

their r~~8mploym.nt in 1~ovational investments. There are the problems

associated With an orderly transfer of resourc.s; 5Ubsequently. the

difficulties of compl.tin~ the pro~ram in the face of persistent consumer

demands which attempt to re-esta.blish the preTious circular flowof

production and consumption. Taese insistent cOnsumer demande deriT.

their stren,th from a mar~inal propensity to consume whicA i8 likely to

approximate Tery close to uuity for the econo~.

These countries are lar~ely devoid of preTlous experi.nce of



~ccessful innovation ~nd for tnis reason manif.st a proaoUAced economic

enertia. Thera ia an apparent or~nic opposition to chan~e. Mor.oTers

the pronounced mal-distribution of productive factors (manpower. natural

resource5, capi~l equipment. etc.) make it an environment Wuer. only

very limited improv~ments 1n economic well-bei~ may b~ possible. Aleo,

the incentive to seek as well as tue poss i bl l i t y of findin~ more effi-

eient methods of fJmployin~ me.npower ie less her. where l~bour bas bee..

a tradi tioœlly surp.Iue factor and cuat.ome, culturel st".ndards. ia fact.

the whole way of life is orient.d to harmonize with a manpower ~bundaD.ce.

There may not be a potential entrepreneurial class present to · take

adT~ntage of opportunities for suee.ssful innovatioa which do arise. Mor~

oTer, would-be entrepreneurs will b. bandicapped by the absence of a well-

or~niz.d market economy and its ancill~ry institutions. Initial

deTelopment will likely require mucn lo~term, capital-intensive inveat-

ment where social mar,inal ,~ins in the lon,-run outwei~h mariinal costs

but tu : profi tabili ty 18 not tlUCA as to attract priTate entarprise.

Tbere are other innovations whlcri miirit b. hiihly profitable eTen to

privat. enterpris. if carried out on a 1er,. scal., but the .ec.ssary

minimum size may be so large relative to av~ilabl. credit facilities aad

the existin~ or~anization of private business that the ~overnment 18 able

ta initiate them. Y.t, in spite of thase obstacles, such lar,e-scale.

lon~r~n~•• capital-intsDsive innovations may be the underooodeveloped

country's ~r8at8st immediate Qeed. constitutin~ a primary step ia

econom~c ~dvance, an initial break in the traditional circular flow aBd

One tbat will brin~ a.bout œjor reductiollS in basic costs of.productioJl

••
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for the econo~.

For .conomies to the laft ~f t o an initial breakin~ of the ciraular

flow le a necessary prelude to the pro~rese. ~t the h~rd.r it i8 to

acbiove such a break and witbdraw factors from their usual employments,

the ~reater ia likely to be tue difficulty of successfully complet in,

the innovations once inaugurated. In any closed .cono~. increased

inv.atment will ,.nerate sorne multiple increase of money incarne. But

with a mar~inal propensity to consume approac.in~ unity. tho hUie~ imme

di~te iacrease in incarne th~t fcllows becomes an insistent force atteœpt

ia~ to re-establish the former pattern of production and consumption.

These cumulative consumption demande may force factors of production

back inta their castOIDRry employments and this before the innovations to

wnicb they Were ori~ill~lly transferrad havs bean completed.

In an advanced econo~ (to the far ri~At of tOI di~ram IV )

innovations do not r.quire an abrupt break in & traditional. hi~ly stable

cireular flow of production and coneumption. Entrepreneurs will have much

less difficulty both in attractia, and holdi~ factors of production.

Of course. even in thia ~roup. innovations may demand a ~reat.r abare

of national incorne than ia bein~ voluultarily provided at full employment.

Inflation and the ~tt.ndant forcad savin~s will have to be relied upon

to supplement it. Beyond a certain point. sucu inflation can become

rapidly cumulative) cau8in~ a ~eneral diaor~anization of production and

the disappearance of any saving. forced or otherwise. But this sequence

of eventswill not b. of fraquent occurrence in an advanced econ~my.

its techniques of controllin~ infl~tion and derivin~ the maximum ben.fit
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from forc~d savin~s ar~ well-developed and the forces tendin~ to ~mpen

down income expansion stron~ and perTasive. B.y contrast, in the con

temporary backward countries. development must start from a low national

and per capita leval and in an atmosphere basically antagon~stie to

pro~ess. The entire flnancin~ of an innovation must be assigned to

forced savin~s (~) henee, the effective limits upon inflation as a

means of ~eneratin~ savin~s are likely to oe reached earlier and more

often follow~d by a severe domestic inflation which as it ~athers mo~

entum eontributes pro~ressiv.ly less to the real neede of an inveatment

pro~ram. Moreover, aside from tae nacessity of relyin~ upon forced

~vings ~rlier and more completely in th. backWard than the advanced

econoIDY, the effectiveness of inflation as a ,enerator of foreed savin&s

se~ms to be lass ia the former tban the latter type of country.

What are some of th~ factors Which mi~t b. supposed ta bl.~t

this effaetiven.ss of inflation in the case of the backward arsas? FOr

8uch r.~ions, even more than for those economically advaneed,but to a

consideraOle extent for the latter as well, the mart.t economy is much

185s tuen all pervasive. Gross national product iB lar~er; in th. baek

ward .cono~ it will be r~latively much lar~r tnan that portion waie.

flows throu~h the market place. A major sbare of product in the sens.

of a~re~t. economic welfare i8 not produced in response to nor doss it

pass throu~A th. market eeonomy. Moreov8r, in the early sta~.s of

development J tuer. are a ~reat many employments only recently assimilat.d

into this market economy and still able to be withdrawn from sp.cialized.

commerei~l production. Economie dev.lopment 8ncourages this drift to
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specialization of productive activity and tAeroby the bindin~ of factors

to tbe monetary control expressed by an or~niz.d market.

Now inflation mi~bt bl cate~orized as a techniqui for tOI monetary

manipulation of ~rket demande Once it nas been built up it le possibll

to utilizi a market econo~ to witbdraw a abarl of total product from thl

eircular flow of production and consumption indeplndently of the wiahls

of tb. ownlrs of productive factors. ThlSI oWners exchan~. factor imputa

for money claims to market outputs. Thlir monlY cl~ime as an Iff~ctive

demand for market output can bl reducld by settin~ up additional money

claims for entrepreneurs, 1~1. credit creation. But wh.n inflation

becomes too burdensome, factor owners may combat its expropriations by

withdrawin~ from ~rk&t production. In doin~ so, they will haVI to trans-

rer to less specialized productive activities iA which they are co;~ra-

tively llSs Ifficient but have succeeded therlby in elimiDatin~ tae dan~lr

of havin~ their money claims devalued in r~l terms. Employed llss;

effectively, tuey produel Ilss but may keep more of this smaller total

product. However, for the economy und.rt~kin~ developmlnt.factor adjuet-

ments of tbis typ.,wQul~ result in a diminis~8d total real product dUI

to the dlcreasld specialization, lost effici.ncy from a lIsser division

of labour, unemployment of hi,hly specifie capital, etc. Consequently

th.re ie ~ lisser total product out of whieh to support the investment
l

pro~ram.

l I .&œ iadebted to Proflssor Stolper of tAe Uüiversity of Miehi~a
for poiatiu~ out taie particular eharacteristic of i~flatioa. DurlH' tAe
reelat post-war i&flatloa ia Europe, this witAdrawal of factors fro. tal
market leoaomy app~reatly procledld to considerable lln,tas. SUDslqueatly,
curreacy reforme. for lxampll, that 1. ta. west Zone of Germaay ware
càaracterized by a. imaediate lar,e-scall re-appeare.ee of factors aad
products ia tal r.~lar marklt eeo.o~.
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In an inflation production becomes Ieee attractive relative to

speculation. Normally speculation serves to increase the productivity

of the econo~ by coordin~ting diverse productive ~ctivities. Bat,

wi th a ,rowinG infla. tiont specula.tion ccme s more and more to pla.y a

barmf~lt disruptive role. It may slow production ,.nerallYt wast.

resources and interf.r with instead of facilitate and coordi~t. distiact

types of productiou. Yet, whi1e havin, this adverse affect on total

national product, it may b. providin~ factor owners witA lar,er incom••

Tia a With-holdin~ of their factors from productiT8 employment tban would

accrue to them by .n~~in, in it. Here a~in inflation carried beyond

a critical point demonstra.tss a potentiality for decreasin~ the total

product out of which any inv.atm.nt pro~r~m must b. support.d.

Speculation causes a distortion of investm.nt awa.y from its more

capital.... int.nsiv. forms. This may be Vliry important in tua UD.der-developed

country where a primary purpose of the initiRl development pro~ram i8 to

i ncr.ase t a. eapital-intensity of tue productive equipm.nt. The inflatioa

induced distortion can be expla lned as follows. Construction costa

undertaken in a period of hi~ or risin~ prices not felt to be permanent

place a premium on facilities and equipment of the 1e~s capital-intensiTe

sort whieh are more likely to be used up in the production of saleable

product wlthin a soort .nou~ intlllrval to take advanta6r;8 of the temporarily

inflated pric. level. œherefor. t as aD infl~tion proc••ds, particularly

if it tends to become accellerated, short-term investments will compet.

factors away from longer-raa~eJ cap1tal~intensive alternatiTes. It mieht

be ar~ed this sllould not affect pro~rams undertakea by national
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,0Ternmomts whicA are alwaYB in a position to compete succeesfully for

raw materials. etc. for a lo~ ran~e pro,ram irrespectiTe of how muCA

speculatiTe short-term investment demanda bid up factor priees. 1\

ie true that communal credit creation and taxin, powers stren,the. the

~TerAmentlB band in Buch comp.titio~. Eut, credit creation resulte

directly in turther inflation. nor ie it r$~liBtic to coneider the
2

taxin, power ae other tban limited. If taxes effectiTely reach a leTel

where they destroy a major portion of the taxpayer1a equity in hie

income J thi. will discoura,e the inceotiTe to employ factors of prod~

tion most efficiently and thereby nourish the inflation. Finally. the

~~T.rum.ntal program ie inteoded to help incre~s. the capit~l-intensity

of the country1s productive structure but if SQpported out of excessiTe

inflation it will diecour~ge private forms of Buch inveatment. 00n8e-

quently. eTen whilo the inflation may be facilitatin, the ,0T.romentte

pro,ram. it may occasion no net ,ain in capital-iatensity for the

.conomy beeause of this counter-balancin, eff.ct upoa tae Tolume of

priT~t•• lon,-term investm~nte.

Ân important f.~ture of an inflation ie that aIl aeetore of the

price level are not li~ely to be affected simultaneously aad to the same

of wbat happens when particular priees come under the pressure of increased

demanda In aA tuncontroll.d t econo~t ap~earanee of an excess demand for

a particular commodity at its pr.s.~t 9r i c e necessitates a priee-ri.e.

2 Ooli. Olark~ "Public Finance and Changes in Value of Moneyrt.
Economie Jo\œna1 (1945) pp.371-389.
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~t there will be other ad~etm.nts as well; an increased demand for
3

substitut.s &ad & Blackeni~ in tne demand for complementary goodl.

These adjustmenta of the price structure will brin~ about traaeferl

of productive resourees at the same time as tAere is occurrin, a dif-

fusion of the ori~inal excess demand amo~ a wider ~roup of commoditiel.

Whea this diffusion proeeeds smoothly and quiekly, it obviates suddea,

sharp price increases in particular ~oods. ~lternatiYely, if excess

demande are COAcentrated and stie~J the priees directly affected will

tend to eudden , sporadie, upward adju&tmeats. For the economy better

able to diffuse its excess demande, inflation will be exp.rienced more as

a cr.epin~, pro~resBive phenomena rather than one which is sharp, epe~

ulatiye and unpredictable. Âa atmosphere of ereepi~ inflation ie lesl

destructive of ~eneral confidence in the price structure and, in conse-

~uenee, muoh les8 proae to de~enerate into excessive speculation and·

the disor~anization of production to which inflations may eventually

lead.

It is felt that this oreepin~ iuflation ie more likely to

caaracterize an economically advanced country tban one 1ar~ely undeveloped.

An important consideration 1s the extent to wnich diffusion of excelB

demanda ie likely to take place in th. two econQm1es. lA aa .cono~ wita

a hl~ per capita, secularly increasin~ income there is ~ pre-supposit ion

in favor of this income representin~ not simply ~reater amounts of th.

sam. ~oods al d08S income in the more backward economies, but a ~.at.r

3 J.li. Hicks,~ aad Capital (Oxford:Clarendon, 1946) chapter III.
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Tariety of items as welle ~e logic of thi~ ie tbat consumption

requirem.~ts broaden as income incr~a5.s per capita; the specifie demaad

for more and more ~oods bas become r~lat1vely in~lastic. ~us, in the

advanced eeonomy, individual commodities come ta be aesociated with a

1~r'6r nu~ber and a ~eat8r total of substitute ~OdB. Therefore, an

incr.as. in purcbasin~ power which at prsviously existin~ prices reeults

i~ excess demand for any ~od by causin~ an upward movement in ite priee

tends to brin~ about a rapid shift to the numeroue substitutes. With a

hi,h per c~pita incame. th. relative importance af these substitutes ia

~reat and the price rise necessary to diffuse any particular exc.ss

demand correspondin~ly s~ll. Ew contrast, in a low per capita i ncome

economy, excess demand tends to be more specifie towardb particular

commadities. There ie les5 likelihood of it bein~ diverted away from

points of ori,inal concentration and more ~enerally dispersed tnrou~hout

the economy.

In the economically advanced Da. tion. consumer durables are a. la.r,e

item in anoual consumption e~enditures and by prolon,in~ the life of

such ~oodst i.e. t.mporaril~ substitutin~ savi~s for consumer durables

expendi tures, a lar~s amount of what mi~t otherwise be an excess demand

can be temporarily eliminated. Furthermore. in the ad~nced economy parri

passu with this elimination of excess demand ther. i8 bei~ proTided an

opportunity to rel.ase capacity in consumer durables production which

can th.n be convert.d to the investm.nt pro~ram proper. But excesa

demand of this type will not tend to be eliminated nor facilities hiihlY

complementary to an iuvestment pro~rRm made available in the undeveloped
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COQA~r,y wàer. suca iad~8tri•• are .1ta.r T.ry small or ao~-.xist••t a&4

suc. consum.r .xp.aài~r••, to the .xt.at t.ey actually oeeur, are MMe.
less tlerlbl••

0.11.••ftect of iAllation aad aa iaportaat factor ia its sucees.

al a teelmiqu. for lAcread." inv.stm.at il th. r.distrib1lt1oa ot iacoae

to whic. it leada. Tî:l.lol.l, for ..d.T.lop.d countriel tur. il tu crucial

qu.stioa wh.tA.r, Tia inflation, ii i8 possible to r.d1etribut. incom. 1a

sac. a way a8 to 1acr.as. BaTiA'S aad th..r.by lib.rate factors of pro-

ductiOJl for a major d.T.lopm.~t pro"ram. X. tAis ty,p. of .conom;y t.er.

aay aot .nst luffic1.nt BaT1.1l."1 diff.r.atia18 b.tw••••CODOmic croup.

&ad/or i. 'it.m of incom••bich i8 aT&ilabl. for redistributio. la ord.r

s••ms to b. tAat .izeabl., lOT.ram••t 1aspir.d, iaT••tm.at expeadit.re.

a Ip.culatiT. dill"\l.ptioa of market prodv.ctio.ll., .tc. &ad tll... quickly

head off ta. i:aeom. r.distribQtioa aad iacreas.d saTia"s aop.d tor from

ta. iaitial iaflatioa. la t"e lad.T.lop.d couatry, ta. fact tàat

sabeiat.ace il lik.ly to absorD mOlt, if aot all, of total .atioD&1

iacom. iadicat•• t•• limit.d d."r•• to WAiCA a r.distributioa of iaco.e

away from .p.ad.ra to &aT.rl i8 politically or economically fea.ibl••

The s1t~tio. whieA aris.s wh•• iaflatioaar.f, i:aTol..tar,y &aT1ac

(~) i s r.l1ed .poa .xclv.siT.ly to fiu.c. an illJlOTatio. 18 lI&i:aly r.leT&at
1

for a backward .COllOmy uitiati.I d.T.lopm.at • 1t is a.r. tu SC1mlllpeteriaa

&IBWDptioa of aa iu.OTatioa as 'breakia" bto a t\Ùl elllploym.at c1rcular

flow aOlt d.fiait.ly appli... Ta. r~im••tary fora of mark.t .co.o~
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Garact.rist1c of tlt.. backWard cou.try u.d. t". iubility of .T•• a

w.ll-i.T.lop.d mark.t syst.m to traasf.r factor. wAol.aal. to a. i.-

4.Y.lopm••tal .fforts r.quir.d. t •• Dasie mal-di.tr1b.tio. of factors

a.d r.so~rc.s, ab••Ac. of a•••trepr•.-urial Glass or a fayorabl. .001&1

••Tiro....t for 1t••m.r,••o., .tc. are a ~ry of S.T.r. restrict10••

• po. d.Y.lop...t. ~t probl.ms a.d r.strictio.s are r.latiT. ----- to

fùly appr.dat. t••ir o••rou.. II&t.r. 1t ie ....ssary to compar. t•••

wit. ot••rs op.ratla~ .ls.wlt.er.. 1. tlt.is cal., .1s.wA.r. consists of

tlt.. COlU.tri.s to t•• ript of t o (diacraa IV) w••r. co.dd.rabl.

l'or tA.S••co.omi.s 1t was d.eid.d tu proe.SB of i.u.OTatiOA Woù"

i. most r.allstically outll••d by Itart1~ wlt. t •• K.y•••ia.-typ.

a881l11ptio. of l ••s ta. flùl .mploy•••t 1. ta. laltial circlllar flow.

R.r. ta. diftic~tl.s arisiAC out of a. i ••om••xpa.sio. followi.C .po.

a.to.oaO'll.8 i.T••tmu,t are couat.rialau.d DY accollllodatiac for••• 1ù.r-

••t i. ta. .t~atwr. of tlt.••••co.omi.s but .ot to b. fou.d 1. tao•• of

1.8B 4.T.lop.d 80uatri.s. ~. incom••xpa.alioa ca. b••xpr.ss.da. -Yo

wlt..r. Y0 is ta. 1.itial .qu11ir1.. 1.T.l of 1.0011.. ~. r.lat10a b.tw••a

Yo' -To aad h.ll .mploym.llt lacom. (Yt . ) il lt.lclt.ly iaporta.t. fll. ratio

10 r.pr.s••ts t.....~•• of p~sical .xpa••io. possible wit.i. t••
Yf•
• eoJl.o~ w••a tu i.T.stm...t pro~r&a 'b.'i.... ~. p.rc••tac- ....lIployme..t

18 aa .a.ily ac••sal01., .• •• h.! ladicatioa of tlt.is. Â aor. car.ta!

aaalysis would al.o coasid.r t •• q-alltatiT. Go.po.ittoa of t •• ~.mploy."

-arei.. aad tà••xt••t to WAieA complem••tary factors are aTa11ail.. ~
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pqe1cal .xpaasio.. of prod:w.otio.. possible for a...ooao~ at a .om...t of

ti•• is r.pr.s...t.4 b~ tAis ratio. Oo..sid.ria~ tA. 80~trl•• to tA.

r1~At of t o (4iaçu IV) as clond ."oaolli.s, it oa.. 1. saii tllat wl1;&

a CiT." mar~iaal prop...sit~ to eOJiPll., tA. slI&ll.r tA. ratio I o t tA.
Yf.

arC.r czaa 'b. tu a...to..oIl01l.S UT.Stll...t .......rtak... witllout tu appear.......

of aa liaflatiou.ry pp 1 • Rer.l.. 111 to 'D. foua" aaotll.r aeeolloùtiac

fore. i .. tu forlll of a marcia of .....nd factor. t_t s.rT. to A.lp

l ...ulat. a~iast inflatio.. "~ia, a p.riod of 401l••tl••xpa".io".

hotA.r asp.ot of aecollllloiatio.. 1. I ••t illa.strateti. iy tu

followilll; ••q...u. of .T...tS.

faotors of prod.eUo.. to t1ln o.t eapital eqll.iplI...t a..d r.sult. 1.. a..

• qw.al. ll1I1leà.i&t. i.acr.as. of iaooll. -Yl. !rai., i .. t ..ra, Ir1acs fort.ll. aa

iaGrea.e 1...o..su.ptioa .xp...tit.r•• (J! . -Il). R.ac.fortA, .....sBiT.ly
~

r.p.at... -IlS io aot Iria~ about a~ fw.rtA.r dir.ct factor r.-employa...t.

Bat, Tia tu malt1pli.r .ff.et st.amiaC froIl tA. prop...sity to .ons-..me,

tll.r. will occ-..r a .~latiT. d.maad for i41. factors to prodllc. ta.

eo~eum.r coode repres.at.d b~ a crowiac -O. -Il 80.a8tlt...t.d a.. i ..lt1&l

4.....4 for factors, Sll-.seq....t ..1's -.l..tai.. tAie "...ad. '.t lio aot iureas.

1t. .A.fter tu firet p.riod. it il tA. i.aereaB1.a~ r ....llploym...t of factor.

IY tA. coa8UDptlo.. '004. 1..4.atri.a w~c.ll. i.com8S sigaificaat. eo•••q....tl;v,

for a clo.e" .coao~ ....r~i..C &utoaomoll.S inT.ltll••t, ..ot o..l~ s&o-.1'

t.ll.. &C&r.cat. factor ....ployme..t b. co.sii.r." i. a88.8sia, tA. s1z. of

tA. pro,raa wAie.ll. ca.... aocollDlodat.4, l\lt a180. tu distra.tio.. of

idl. factors i.tw.... cap1tal aad COAsumer i.adustri.s.

~is ...cessary qualitatiT. composition of ....œploy.4 factors 18
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mor• .111portaat for slle. a siacle, isolat_ .~oaolV tlla. ou able to

slippl.a.at do•••tie prodmetio. D~ imports. lat••t, 1t is so••t1•••

arp.fi a. if aU fa~tors .Dept t •• a.pow.r r.q1l1r.t iA aa iaT.st••ai

pro~a. ~ould 1. import.4 reatil~ if t•••••4 aros., 1••• a s.ortac.

t.T.lop.d. fa.rofor., 40••st1e iaT.sta.at is aot sappos.cl to D.

lAJlà.u.l~ a1D.d.r." .~ tu siz. of a CO..tryl s iaT.stmoai coods iadra.st17

.T•• taollp a lare. sMr. of t •• pla1n.d. ..d.rt&kiac. ull for capi tal

coois of a type (roat, railway, .aul., 'W.ilciiaC., .tc.) ".ai......t ••

eoastraet." oa t.e spot &ad wit. mat.rials som. of wAis. it woult a.T.r

i ••eoaomically jll..tifiabl. to importe HO"eT.r, t •• sitwation requir.i

to iriac aiout ta.ir iaportatioa woul" coasti tub aa .xtr••• tiistortio.

of iat.raatioaal trat., oa. so .xtra-ori1aary t&at if it caao to .xisi

at all, it .OÙ" aot coati.~. loac .a01l.p to Jll&k. aQ' S1l.1.ta.atial .0....

trii.tioa to tae .conoaie d.T.lopm...t of t •• importi., c01l...t17_

iJa.tJl.r a particv.lar cood JaOT•• ill. i ..terJlatio:aal traie à.p...do•

• po.. ta. pri.e diff.r••tial .x1stin~ b.tw.... t •• aorc .tfioi...t proQ.lI.Clac

&ad. t •• pot...ttal iaportia, eo..trlcs. Bellaaee upoa w.ol.sal. 1mporta

tio... of a creatly lacreas.d raa,. of eoamoditics to a••t t.c requlre

Il.at. of a tom.stic aT.stm.at procram a8811.11•• a aark.d iacrea.s. ia tu

pr1~. 1.T.l of t•• laportia, co~try Tis-a-Tl. t.o•• of Ilatloa. from

w.iù t.. importe are to be draw.. ETea alsl1ll1nC a IIi.Cr•• of iaflatio.

tàat wouli Ci~ ris. to t.1s sitwatioa wit.o~t r ••ùti~ '.forellaai 1.

a Ireakto.... of t.. eo...try'. proQ.1I.ctiTe syst••t t ••r. are otaer. PAY"sieal

11aitatio.s upo.. t•••xt... t to w.1e. 40.ll.stie i"T.sta.at t.maads eaa ie

satisfi.d iy iaports. Certai.. raw mat.rial proe.ssi.C i~à1l.8tri.s. ta.
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"iltiac trai.s, traasport faciliti.s, skill.t labour••t~., aee.sB&r.1

to major i.T.stmeat aœtiTity are pàysieally liait.i ia tAeir dom.sti.

sapply &ad it is ai~y ..realiBt1c to ..ppoee taey caa be slipplemeated

Dy importe. œae q~litatiTe compo.itioa of i41. factors in aa .coao~

i.colI.s AicJaly rel.Taat wa.a a8s.ssiac ta. partioùar ...IIa..... a propo....

i.Testll.At proÇ&1I w111 I18.k.. .A. eo..try wita a i.tt.r sel••tio. of iU.

factor. r.latiT. to tu •••is of its i"oTatioaal iaT.stlleAt. DS 8.

re""." 11ke11Aoo" of aa iacoll. .xpaaa10a .aiiac iA "ooAtrollabl.

1aflatioA. œaere ca. b. littl. do~it of ta. dist1.ctly "iffer.At sita&

t10. ia r.~r" to tais paraae~er of .xpaa.10A for cOUAtri.s to tu l.ft

&ai .xtrem. ri"At of t o ("1açaa IV).

Taere is yet aaotAer claara8t.rist1e of aSClollliOùtioa t.d iuoll.

" . .%pa.BioA arisi., Ollt of til.• pr.s.u. of ilile factors i. tne ori,i1l&l

.qliiliiri.. froll wAica aa i~oTatio. ia st&rt.i. -1 slis••ssiTely repeat...

eonatit.t•• a stable t.mani for r.SOlirses aai, as alreaày 4isc.ss.~, tu

iacrea.s.d aatioaal incolle reSllllts 1. a C....l8.tiT. àellaai \\POA tae r.lI&i...

i-e ...mploy.i r.so.rs.s to :t'u.rniù SOAPller &oo4.s. fail. tais S.COA"

".II&Ai iB .xpaalUA' throllp slie••ssiT. inoom. per1ode. ta. i tellS of

capital .q~ipm.at.waos. cOAstractioa w&e ta. real cood co..tsrpart of

-lt. ia earli.r periota, w111 .e .saria, eoœplet10.. ~ tA••xteat aaaa

iAT.atm.at Aas corr.etly forss.a ta. "ellaaie of tA. commaaity aa4 COliS.

to •••m.o4ie" ia .e.f~ capital .quiplI••t, it. cOllpl.tioa iacreaB.s tae

prod-actiTity of ta••coaomy. tJ'si-e tA. S&lIe IJ8,apower oo.,l.lI.at as ••for••

ta. coasuer ,oods indu'stries saoùt i. able to pro..... aa berea....

O'lltput or ntatis ntaadi. w!ta l.ss IlU.power ta. SUl. O'lltplit. !rà1.
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1.ereas.t proàaot1T1ty wl11 .sa. tÀat t •• dral. apo. iil. ma.powcr to

.e.t t.. .xpa.i~ ••ed8 of t.. co.samer ~oods 1.d~Btri.s ls r.t.....

Tais 18 t •• t.flatioaary asp.et of aa laaoTatio. wAiell. was aoiet .arl1.r
4

1. t •• à.iecrl18sio. of Sù....-pet.r l • t ••ory. lt follo... tllat for a CiT••

•~a.8io. of iAcom. àa. to i"oTatioaal l.T.stm••t, a amaller total

faotor r ....mploym••t will ie req\llr." t •• more rapiily prod....UT•

• qalp.c.t i.eomes aTailailc to .xeri it. "eflatio:aa.I7 .ff.at, t.e .oour

t••re i.C1•• to materia11ze a sii-at10. call1., for ta. aisorpt10. of t••

ianOTatioa f • Coas.qae.tly, ta. more qaickly a propos." iaT••tm.at pro~

wl11 re.ult i. _sabl. proiaet, t •• lar~.r ca. ie t •• seal. of tke i.ltial

l"oTatioa out of a ciTe. r.s.rTe of factors.

la t.e aaort-r-a, tAis à..flatioAaI7 streact. of completed capital

faailiti.s will i. i.T.rs.ly relat.i to t.e cap i tal-iateasity of t ••

ianoTatioa i.tac 'latertake.. T••re are illTestm••t procrams w••r. t••

proportio~s.i.twe.A capltal-lat••siT. a.i .o.-lat.nsiT. 1.T.stmeut ~~ Tary

aa", i. Gons.q..... , t.e aa~lt_à. of tAis t.flationary fore.. œao••

w.le. were more capital-lat••slT. i.1aC less qui.kiyaa4 stroa,ly "efla-

tioaa.ry ad Tlce-T.rsa. MoreoTer, a. e.o_oll\1 for••à. to .....rtak. a

.t,AIy capital-l.t••siTe procram i8 ai a ilsaà.Ta.tace. U.fort.a&t.ly it

18 t.e eouairles to t.e l.ft of t o waicll. are llkely to requlr. ta.

relatiTely larcer s.llar. of capital-l1'lteaslTe iUT.stme.ts ia tàelr

lanoTat1oa8. ~rtàermore, 1a .co.omies to t.e ri=-t of t o it i8 11ke~

ta. oapital-l.teaslty of lanoTatio•• wl11 ie inTersell correlated wltà

4 Of., p.25
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ta. ~ecre8 of .coaomic procress already acaieT.d. Âccorài~clY. ia ta.

eaort-raa taia ieflatiouary pr.ss.re is apt to proTe stroncest ..aere lt

is aeed.d relatlTely t.e lealt, 1~•• tAe fartaer to tae ricat of t o aa

.cono~ &as alr.ady iraT.ll.i.

It i8 ao1l' time to .miark .pon a ietailed iaTesti~tion of wÀ&t

&appens 11'••11. &Jl innoTatiOD. l.ais to s.a eJCP8..sioa of b.come .p taro.p

tu fall .mploymeat ceiliac aa8. 011 iILtO tae tb.flatloaary pp'. la

tae ScDlipeteriaJl .coaom;y tns cala. ie presum.d to oeeur almost 111....

diatel1' &ll4 1a tae Keyaesiaa more slo"l1', i.t, .Teatuall1'. fAe malti-

plier aaalysis oricinally app.are~ as a teckaique for t.monstratiac "&at

.xpansioa 1a resourge employmeat wo.li follow .pon a pollc1' of autoaoao••

laTestm.nt 8.ssua1ac pri8es to rell&i:a COJlstut. pri•• cilan,es wlliell. U"

occ.r duria, t•••xpaas1oa process reduc." tae amouat of factor re-

ellploymeat oceas1oll.... 'Y a CiTe. iacreas. ia .xpeù1tv.s • J.ccordi~~ t

....e. cÀ8.J3.,es were lookeà. .po.. as ietract1ac froll t.e acc.racy of tu

..ltip11.~r.dictions. œ&. -analys1s &ad '.en coacelT." in an .ra of

wiiespread ..employmeat aad t_is Was t•• major probl•• to waiea ii
5

addr.sseà. 1tself. P.Dlie attentioa was foeus." on tàe proDlem of 1acom.

eX!l&!lsioa a.cl JlOW to acaieT. a 1I&x1_ of it wlt. a lIli.iDilUl of iaTest-

.ent. fAe preeeat probl.m 11 lar,el1' ta. r.Terse of tAis; ao1l' to

aCai.T. a -ax1mam of iaT.stment wita a .1ai... iacoœe expa..ioa.

~ria, tae last war wA.a prie.s altd tae co.trol of .xpaasioa

'.came t •• lmm.Uat. proil•••, i t "as fo..i tM t 1I'&at bd iee.. look."

5 Alfr.d E. Kau, "Til. R.latioa of Hom. I:aY.stll.at to Uaemploym.at".
Ecoaomie Jouraal (1931)
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.po. as tae wsakaess of tae mRltiplier, namely tae possibility ofpr1••

eÀ&.~s, was 1helf a fi.U. of aaalysis wAer. tlle IIV.1tiJllier tecu.1q••

coulà. ie useful. ~a. iasie iiea was sillpl. altiaoup. i t could ie ciTe..

two quit. disti~ct formulations an4 i .. pract1•• l.i to statistical
6

ii!fieult1e. 1. it. applieatio... ~sse.t1ally, if tae eon~tio.. &ai

I&Ti"cs !lUlC tiOllS of a.Jl .eonomy are kaow. as well as a forecas t of

COTerUlent npe.di t1lr.s, t ..... iy \lS. of tu JG..ltiplier, fipres for

d.isposable i.come, BaTi.C. alld taxes caa ie caleulated for t •• fu.tu.

i.coœe perioi. Ta.se are eompar.i wita a foreeasteà. ficar. for the

crosa :u.tional proillet of tlle .CO.l:lo~ cl...riac tais same fttu. iB.terT&1.

~.. 4iff.r••e. ietwe.. tae coode a-t B.rY1e.s waie" taese fieure8

à.iselose as aTailail. for eonswaptioll aad. tu amout WAlck COllSWlers

saall Wi8a to spend out of taeir foreeast.i. 4isposail. 1ACoa. measu••

tH H.flat1o:aary pp' confro..t1.~ tae ecoaomy•

.1a .eonomy ....d.ertaki~ &!l ianoTatio. &li4 faceà. wi tll. a cons.qlle..t

i.eome expa.Jlsion to tll.e .xtent i t cauot atapt DY i.ereasiD.~ }lAysiçal

o.tP\lt will experi...ce PCA &Ji. infla.tioDary pp. For emmple, if Y

represe.ts mon.y income an4 yr real Coods prod.etioa,1.itially, JroTi4ei

tae .xpa~s1o.. starts from some leT.l of conait.rabl••••mployment w1t"

aa ab...à.a.ace of iU. eqllifme.. t and raw -.terial•• cilan~es ia yr are

l1kely to approximat. chances ia Y. Bat, as ~rodllct10~ increas.s•

••rtaia portio.s of Y 1.e. t ... money income allocat.d to ta. pureAas.

6 Willi~ S. Salant. "The Lnf'Lat Lonar'y Gap, Meaning and Signifi
canee for Policy Mak1ng", Amer1ean Economie Rev1ew (1942) pp. 308-14.
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of ,oods, w1ll iacrease faster taaa its comparable secm.nt of Yf, ta.

prod~tion of t~se partic~lar coode. TAer. w111 De key factors, fia

isa.à proi~cts, etc. ia short s.p~ly f1rst ia one ind.stry or area anà

tAea ia aaotAer. Certain pr1ees will ie,ia to rise wAile ta.re are

still iàle r.sources a~d ...mploy.imanpow.r elsew~er. 1a ta. econo~.

Tas, aa inflatioe.ry pp type of aM.1ysle 18 aecessary b. orier to

for.cast t" proDably Y ani yt of Tarioua aubeect1ons, industries,

ceo,rapAical areas, etc. of tae .cono~.

B.1 encoura,ia, factor Iiobility i.tweea iad~str1es aaà relions,

utilizi., whereTer possiile s.istit.tes for factors ia sAort s.pply aai

."a aeeessary alloeatinc mat.rials, re-èir.ctiac manpower, rationi.,

commodities and ,enerally nper-iaposi., .pOIl. tae or4ili8.ry market aJ1à

priee stractwre anotaer framework of control, it is possible to dift.s.

eU.ss "ema.nis W.lliCA woul" ob.erwise driTe partic\llar priees up s.laql1'.

Factors ~ De made to aOTe from iad\lstries of lasser demaaà to taos.

of çea.t.r. Ord.iu.rily tae mark.t accomplis.es tais i.t it is ,aar.i

to Iri~ &90ut mar,inal transfers a_d tae priee system iecomes ia

creas1n,ly less .ffectiTe wAere rapii, major re"18trii~tioll.s of factors

are req.ire4. œae inflat1o.ary pp aBalysis aiis i~ forecastin, wh.re

extra-market co:atrol will ia requirad aaà t ... mapi t.... of partieular

re-allocation problems. But tais tecu1que of foreœstia, aJl.d tA.

metAods of coatrol promQlptei upon it are at iasis iy-produets of a

well-ieTelop." market ecoaomy wita .xt••siTe transportation, commaai8aM

tio., acco\l&tiac an" iaaki., syste.s. Conseq\leatly, tais ability to
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re~istr1"te resourc.s a.à diff.se excess damanàs 18 likely to var"

tirectly wita ta. level of ecoAomie procrees alrsady ac_iev.d Dy ta.

economy. TAerefore. ".il aa a.,11ity to acc01llDOciate iD.fla t10nary expallsioa

w11l i. least ia tae couatries to ta. left of t aaà createst 1a taose
o

fartaest to tae ritat.

la 8wmmary. for t~e undevelope4 eountr1es an ianovation re~u1res

ireacaia, a f\Ùl employment eireular flow ecoaomy. :0... to tu Aip

aarciaal propeasity to consume in all sectora of tae eo~ty, 1acome

rei1str1;_t1oa w1ll aot si~.ifieantly inerease its a~recat. savi.cs. Ii

'ecomes a matter of tryin, to àepress ta. avera,e propeasity to aonsume~

a situation WAere inflat10n iecomes pro.e to rapid self-accelleration.

If tAis oecurs, tae priee and market mecDaoism for redistril~t~ factors

of pr04.ctioa iecomes à1sorcanized. meas.res of ~irect cOAtrol Aave ta

ie a-Dstitute4. Yet, in taese iackward co~tries taere do not exist

well 48v81Oped .conoaic iastitutions tArO~ waiea suea controle C&A

op.rate. .A.t every point tllese cOJuiitions ia aa advam.e.à. cOWltry preseat

a favoraile coatrast. la ta. ie,iania, tur. 18 likely to be a mar,1.

of 1ile factors. ~ae proilems of transfer aad expaAsion are larcely

mar~lnal. only ~adually aAd as factor reserves come to t. exlla_stet will

tae ..eGessity for extra-market cOl'ltrols amer,e. Rere tu ability to

diffase particular exc.ss àemands &at whea .ecessary to re-alloeate

resources wl11 ;e ••cA ;ett.r àev.lopai.

fae preseat analJsis Aas indicatet tàe relative iiffieulties waiea

confront cOlUltr1es to tlD.e 18ft and ri,at of t o (d1a.cram IV ). For tu

formar croup ture 1s almost ao Q,l alld tae econoDW MS a proneaess to
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cunùatiTe alld yet illeffeetul b.flatiol1 w1l.ie. meB..aS t.ere 18 litu. Q,z.

BOYeTer. ta ta. latter croup, t.e relatiTely more adTaBCei eo~tr1e••

fartAer 1anoTat10ns are ieia, earriei out from a leTel of eco.omie wellM

ieia, wllie1l already represeats a larce meas.re of acaieTed prOCrees;

t1lere 1s probably a lare- ~ aaà. poteatially a larce~. Tc aueee t1le

deTelopmeat poteatial of t1lese two types of aatio.al economies, t.e

amou.t of total surpl.s in MC1l (QJ. &ai ~) a.ei only be ,l~ei ·i nt o t1le

formal eq.atioa. of ieTelopmeat as t1ley MaTe ieea outliaei ia t1le earl1er

cMapters. ~Àis ciTes a erapA1c iemoastratioa of t1le ..promisiac sya4roae

from whie" t1l.0s. cOWltri.s most coçletely ......velop... Iftst start upwari.

aloac tas pat1l of ecoaomie procr.es.



CHA.PTEli VI

NA.TIOlü.L PROGüSS .A.ND INTERNA.TIONUa TEWlm

la tae worlt .conomy as iaiiyi4ual aatioa. ~t.rtake t.Y.lopa.ai,

forc.s ceaerat.t -itAi. taeir 8eparat. ecoaomi.s react ~po. eacA otaer

Yia int.r~tional trai.. œAis proe.sa &aà some of ta. difficulti.s _ita

waiea it confrOAts lackWari areas caa •• ill.strat.d IY a moial of t-ow

aation trù. aDi. as,tioaal iacome maltipliers. If coasurptioJl., saYi-e

&ni iaport f..ctioJl.s are ase~e4 for eaca of two co~tri.s, th.n, ckaac••

ia ta. l.ysl of imports, .xports aad aatioA&l i.coma tAat follow from

taeir iadiYiiual iayestmeJi.t procrams caa le workeà out tbroucA a 8.q~.ae.

of time periois. Tais ~iYes a clear 4emonstratioa of ta. iiffereBtial

iacom••xpaasions waiea arise i. eaea co~try waaa autoao.Gas iayastm.at

oeeurs ia one or Iota.

TG ill_strate this procas. taree simple a04.1e of t-o aatioA trad.
l

aaci autoaomous illyastmeat Mye I.ea preseat.t. la model H eO\Ultry .A. Aas

marcinal propeasities to saye aad impori of .3 anà .1; co..try B eorr••-

poaiillC prop.asiti.s of .05 allà .25..A.a 1llyestm••t prOCram illitiatet Iy

B ca_ses increaseci .xports for .A., a cro.iac trade deficit for B &Bd

expaad.à aa tional ilicomes in 10 tA. cOUAtries. Âssami]lC tlle au.tonomou8

illy.stm.at (-II) ...cessiY.ly r.peatet, purcàasinc power (-YI) .xpaate

as loac as taese perio4ic additions are aot co~teraoted IY equiTaleat

l Fritz Mach1up, Iaterlla.t1onal---œrllde and tne NlltiOMl IMom.
Multiplier, (PAiledelphia: Blakiston, 1943) frQ; whica th. format ua.d
i. th.s. modela ia borrow.d.



MODEL l

COllat ry .A. Oouatry :B

aar~i~l prop••sity to 8aT. .3 mar~i~a1 prop.asity to 8aT. .05
aar~iaal prop••eity to import .1 mar~iaal prop.asity to i.port .25

.

past Cur- la- Hoa. For. Net .A.utoa Our- lac. Past C\a.r- la- Hoa. For. N.t .A.utOa Cur-
r.at Q.uc.d lad. lad. r.at Per-.- r ••t duc.à.. lad. lad.. r.at

-y -0 -s -M -X ...(x-.) -1 -y ioi -y -0 -5 -Mo -X ...(x-a) -1 ....y

1 100 100

25 "5 25 Il 100 70 5 25 -25 100 170

25 15 7.5 2.5 42.5 40 57.5 l:il 170 119 8.5 42.5 2.5 -40 100 2n.5

57.5 34.5 17.25 5.75 55.3 49.5 89.8 IV 2?l.5 155 11.1 55.3 5.8 49.6 100 260.8

89.8 53.9 26.94 9 65 56 118.9 V 260.8 182.5 13 65 9 -56 100 291.5

118.9 71.3 35.7 11.9 72.9 61 144.2 VI 291.5 204 14.6 72.9 11.9 ...61 100 315.9

144.2 86.5 43.3 14.4 79 64.6 165.5 VIl 315.8 221.1 15.8 79 14.4 -64.6 100 335.5

165.5 99 50 16.5 83.9 67.4 182.9 VIII 335.5 234.9 16.8 83.9 16.5 -67.4 100 353.4

18~.9 109.7 54.9 18.3 8~.4 70.1 198 IX 353.4 247.7 17.7 88.4 18.3 -70.1 100 365.7

198 118.8 59.4 19.8 91.4 72.6 210.2 X 365.7 256 18.3 91.4 19.8 -72.6 100 375.8

210.2 126.1 63 21 93.9 72.9 219.9 Xl 375.8 263 18.8 93.9 zi -72.9 100 3~4

219.9 131.9 66 22 96 74 XII 384 268.8 19.2 96 22 -74 100 390 ......
......
00



MODEL II

OOUAtry A Oo••try B

~r~iaal prop••sity to saT. .3 mar~iRal prop••sity to saT. .03
I18.r~iJa.al prop••si ty to iaport .1 a~r,iRal propeasity to iaport .25

Paet Cur- b- Hom. For. N.t .Auton Our- b.- Past Cur- b- HOIR. For. N.t AutOll CUr-
r ••t duc.ci bd. IlI.d. r.at (lO•• r •• t cluc." bd... lad. r••t

-y -0 -5 -M -X -{x-1'I1}-1 ......y P.riod -y -c -5 -11 -X -(x-m) -1 -y

100 100 1 100 100

100 60 30 10 25 15 100 185 II 100 70 5 25 10 -15 100 180

185 111 55.5 18.5 45 26.5 100 256 III 180 126 9 45 18.5 -26.5 100 245

256 153.6 76.8 2.5.6 61.1 35.5 100 314.7 IV 244.5 171.2 12 61.1 25.6 ....35.5 100 297

314.7 188.8 94.4 31.5 74.2 42.7 100 363 V 196.8 207.8 14.8 74.2 31.5 -42.7 100 339

363 217.8 108.9 36.3 84.8 48.5 100 402.6 VI 339.~ 237.5 17 84.8 36.3 -48.5 100 374

402.6 241.6 120.8 40.3 93.4 53.1 100 435 VII 373.8 261. 7 18.7 93.4 40.3 -53.1 100 402

435 261 130.5 43.5 100.5 57 10a 461.5 VII 1402 281.4 20.1 100.5 43.5 -57 100 425

461.5 277 138.3 46.2 106.2 60 100 482.2 IX 424.9 297.4 21.3 106.2 46.2 -60 100 444

481.2 290.5 145 48.3 110.9 62.5 100 501.4 X 443.6 310.5 22.2 110.9 48.4 -62.5 100 459.

501.4 300.8 150.4 50.1 114.7 64.6 100 515.5 Xl 458.9 321.3 22.9 114.7 50.1 -64.6 100 472

515.5 310.2 154.7 51.6 117.9 66.3 100 528.1 XII 471.4 329.9 23.6 117.9 51.6 -66.3 100 482 ......
......
\0



MODEL III

COUJltry A OOUlltry B

Il8.r~ina1 Ilropeasi ty to sav. .3 aar"iœ1 prope.si ty to se:n .03
mar,ina1 prope.sity to iœport .1 mar,ina1 prop••sity ta import .25

Past Cur- lA- HOll. For. N.t Autol\ Ou.r'" b- Past c.'ul'-< la- Hom. For. Net Auton Our--
r.At duc ... lnd. Illi. rent com. r.at duc.à. bd. lad. r.:at

-y -0 -s -M -x -(X-Ill) -1 -y P.riocl -y -0 -s -M -x -(X-Il) -1 -y

100 100 r

100 60 30 la -10 100 160 II 10 la 10

160 96 48 16 2.5 -13.5 100 198.5 III 10 7 .5 2.5 16 13.5 23

198.5 119.1 59.5 19.8 5.8 -14 1UO 2.24.9 IV 23 16.1 1.2 5.8 19.8 14 35.9

224.9 134.9 67.5 22.5 9 -13.5 100 243.9 V 35.9 25.1 1.8 9 22.5 13.5 47.6

243.9 146 73.2 24.4 11.9 -12.5 100 257.9 VI 47.6 33.3 2.4 Il.9 24.4 12.5 57.7

257.9 154.7 77.4 :?5.8 14.4 -11.4 100 269.1 VII 57.7 40.4 2.9 14.4 25.4 11.4 65.8

269.1 161.5 80.7 26.9 16.5 -10.4 100 278 VIII 65.8 46.1 3.3 16.5 26.9 10.4 73

278 106.8 83.4 ?7.8 18.3 -9.5 100 285 ,I X 73 51.1 3.6 18.3 27.8 ~.5 78.9

285 171 85.5 2.8.5 19.7 -8.8 100 2::30.7 X. 78.9 55.2 3.9 19.7 28.5 8.8 83.7

290.7 174.4 87.2 29.1 :W.9 -8.2 100 295.3 XI 83.7 58.6 4.2 20.9 29.1 8.2 87.7

295.3 177.2 88.6 29.5 2?0 -7.5 100 299.2 61.2 4.2 22.0 29.5 90.6
.....

XlI 87.7 7.5 1\)

0
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lealœ.~es out of the B eco:aoray. Similarly -Ya expa..ads as lo~ af!! -(X-M)a.

ta. traie bala.c. of tA• ..l .conomy reMbs posith.. Eq:w.iliDri'WI il

r.aell.d wk•• -lb ms distributed i tself 'etwee. saviae;s (~So) &:ad imporh

(-Mi) a.d ta. iaer.as. iA ..l-.xports (-la) betwe•• ..l-saTi.~s (-la) a.d

i.creased ..l-iaports (~a)' Taus, for a. i1dividual couatry increaseà

purcÀasi~ power ie witAdraw. from active clreulatioa via .ither dom.stic

savia~ or expe.diture o. imports. Howev.r,~••xpeAditure o. imports, 1t

o.ly ceases to circulata witllia tae iRteraatioaal e&O.o~ whe. it b.comes

savi~8 iR some otaer eo~try.

1. model Il. A a.d B siaulta..eously embark upo. iavestm••t pro~s.

BotA Aav. risi~ aatioaal iacoœes a.d B experie.ces s.a i.creasi.~ d.flcit

i. ta. balaac. of p8~e.t8. Th. waole proc.ss iB similar to tmat ia mOdel l

except at .q~ival.:at periods in mod.l II aot oaly la the B-iaeom. Ai~.r

but tae Â-iacome ie lar~.r taa. th. B. The B-d.ficit le sll~htly lower.

B SaViEl.~8 fraetioRally hi~.b.er and ..l-savia~B coadd.rably hii.er ia model II

thaa i:a model 1. la mod.l III, couatry..l uadertak.s tAe autoaomous iRvest

meat. The r.sults are; t ne smallest ris. ia .ational i.come for eitll.r

cou.try ia aay example, t~t for B; arise iu Â-income iat.rmediat. betw•••

its level i. ~odeis l and II. Taere oceurs a trad. d.fieit in .l, but tais

is the emall.st suc~ d.ficit for either couutry iR 8.MY .xampl.. Of co.si

ier~bl. iaterest lB this small A-d.ficit ~~d consequeatly tne sliC.ilt favor

able baIa.c. B e.joys eve. i:a a situatioa where A iait1ates the iav.stme.t

procraJa•

Ta. foreiga trad. multiplier ia ~ count.rpart a~lysis to t~t

coyered by tae domestic multiplier. Ta.y are both conc.ra.d wit~ tAe

a~r.,ate8 (Y,l,e aad S). WAea eo.sta.t priees are assumed, ther. i8 a



1~2

direct eomparabi1ity between th.se a~~re~t.s as mo~etary qua.tities

aad amou.te of rea1 ,oode aBd serTiee.. 1. tm. domeetie version of tAe

mu1tip1isr, autonomous inv.Btme~t -1 ie the mu1tiplicand aBd --! ie the
1-e

œultiylier. la a. exteaded but 10,ieally equivaleut form of tAis, suita-

·ol e ta a,aalyze the situa tian. of aa eCOl!1OIllY il! inter.ua tiol18.1 tr'3.de,

-1 - -(X-Y), becomss tue multiplie~nd a_d --! tae multiplier. ÂA
l-e

the multiplicaad and 1
l--e....

For the isolated eeo~omy iu the period ineome

alter~ative method i6 to treat -1 - -x aB
2

as t~e wultiplier.

analysis -1 is expaJlsionary. -S deflationary. and equilibrium existe w".

-1 =-s. 5imilarly. iB the forei,. trade a.alysia. -1 aad -X are income

expandin" -5 and -y illcome depressin,. TA. salie~t features of tae

forei,n trade multiplier eaa be summarized by ref.rri_, ta modele 1,11,111.

(1) -Yi illcreases RS lon, as -1.........X. -Sb - ...u.
and assumiu, ao auto.omous investœe.t i. eouatry A tae.

or wita autollolllOUS iaTestment takill' p1aee in A aB well

-Ya will incr6ase as lo~~ as -la - -Xa ....6 --Ma a

Most of the discussioa of forei~ trade multipliera kas bee. co.-

eerned witb the .ecessary conditions for particular types of equilibri-.
:3

i:a the inter~tional econo.,~ These studies and tueir fiDdin~s can De

2 William A. Sala.t, "Forei~n Trad. Policy ia th. Buslaess Cycle",
P_blie Policl, Tol. Il (Cambrid,e t Mass., 1941) pp. 211-212

:3 6tudies suca as Lloyd A. Metzler t "The Tr8llsf.r problems
Reconsideredr Jourma1 of .Politieal, EcoAOIIY (1942) pp. 397-414; "UJlder
employme.t Equilibrium iA I.t.rnatioaal Trade", Econoaetrica! (1942)
pp. 97-112; "Tariffs, the Terms of Trade and the Distribution of Na~ional

Incorne", Journal ~ Politienl Econoll!i[ (1949) pp. 1-29; W. Stolper, The
Multiplier. Flexible Echan?Els and International Equilibriur.l", Q,uarter1]'
Journ~~ 2! Economies (1950) pp. 559-82.
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.sef~ ia our ,reseat iaquiry iato iaternational eco.omic deT.lopmeat

althoucA to to so tAeir emp~sis ae.ds to be caa.~ei aad their con

clusions re-iaterpreteà. lateraatioaal equilitri.m will require a

tallUlciac of aation.a.l economic forces inside aa inter.aational frame

work of excilaail:e rates, price levels, aad. trad. lalances. However,

w.sa h.e mrious :aa.tional econollies are carryiac O\1.t iadiviiually

cAosea iAyeatm.nt a&d 4eTelopm••t procrams, taere is little reasoa to

_alieye tae macro-economic forces taas ,e.erated will ts distri"ted ia

a~ SUCA balaaced fe.s.l:l.ioa witAi. t.ll.e worlel econolÇ'. I. t"'e praTious

mu1tiplie~type studies to wllick rafereace Will De made, prop••sities

to import aad consume are ,iyea for individ.ual couatries aai, startiac

from a coniitioa of equilitrium in worli iacome, various &mounts of

&1I.tonomous investment are assumei to take pJ.a.ce ia eacA cOllatry. Iacom_

expansions aad ta_ cours. of positive or ae~tive trade talaaces are

_xaœiaei wita tae object of ieteraiainc co&ditions for ta. re-establis~

meat of aa equilibrium of world. illcome eitaer Wita or wit.out aatioaal

trade balallces, depeniiac .po. t"'e purpOSe of tlle stuày. TAe preseat

iateAtio. is to start witA a similar multiplier formulatioJl; autoaomOUB

iayestmsat for iaaovational purposes, domestic iAcome expallsion, cÀa.~s

ia trad. ballU.ce., etc.. Tll•• 1t is intend.ed. to i.aqairs wilat cOIlpliea-o

tions aad limitations woult aeed to be iaposei .poa tA. economic develop

ment of var10us countries ia order to fulfill tAe conditions aecessar,v

for maiateDaace or re-establ1SAmeat of iateraational equiliiriua.
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~r major iaterest is tae i.ter~tioAal ramifications of in.OT~

Uo~l !aTest.eats ".Ilea tuse are udertak:eJl. iy coua.tries at Tarious

leTele of ecoaomie w.ll-bei~ aad wita p~rtieular reference to the

situatioa of uadeTeloped eouatrles. Waea 4isp8rate a,atiomal 8eonomie. t

eaeb. "it. its distinct conslIJI!ltioa aBd saTiaCS fUB.ctions, em'lark llpoa

iadiTid.u.ally ciloseJl pro,rams of autoaoIllous b.Teatment and deTelopmeat,

equiliirium, if it oecurs i~t8rnatiomally, does so only DY chaa.ce.

HoweTer, if tae formal conditioas for sucb. equilibri~ are takea as a

starti~ poiat aad Talues relevaat to tAe cieTslopinC Aational .conoaie.

assi&aed to tae Tariables aa.d fuactions of the multiplier aa,alysis, lt

will be possiDle to au.lyze tu aatllre aa.d extEtllt of tu dis-equilibri..

whieA occurs. fQis interAatioual dis-equiliDri~will cast its shadow

OTer the course of innoTations aa' 'eTelopme.t for eaca a&t1aaàl eco.~.

Arisiac as aa effect, it will come to play a causal role ia. t.e co~rse

of ievelopme.t. ÂB a coaatr,y finds lts inTesiment pro&r&m brin~inc it

into serioue ciis-eq~ili'ri~Tis~-Tia tAe interMatioaal .eo.o~, wit.

domeatic iaflatio. aad lIounti., trade defiaite) tae m.asuras it may AaT.

to take to re-establisA its international solvency could seriously

interfer "ita its plans for developme.t.

Let us start 1fita aa. aulysis of t.ne cirCllmsta.C88 UAlier wltic1l. a

trade iefic~t is most likely to occur sad its importa.ce for the eo~rs.

of national economic d.Telopme.t. '1'11.. follow1a& relat1onsAi). may ••

take. as a tasia for tais discussioa of tu trade talaac•• arisinc

b.tw8.a t-o cOWAtries wàere dom.stic prices are constaat ia 8&ca aAà

exc.lla.n.ce rat. is fixed: Ka =f(la) a.à la == ,(Y.). Therefora,



(1) ---------...... -14 - <w -yw __ a
dYa

(2) ------------- -X =~ -y
dl ..

1
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First conBi4er t_e situatioA for a cOUAtry W.er. exports are aSSŒmed to

ie independent of C4aA~eS iA t~ leTel of its iAcome a.~ exports, .eaee,
4

-X =O. .A.utoD.omoul iATestmaAt iAcrea.ses a.atioDal income &Ad as flactions

of income, importe aAd savin~s are inereased. T••se latter cOAstit.te a

~rowia~ '.flationary element tendi~ to couaterbalaace t.e expaasioA

pressu.re of t.e autOllomOUII inyestllleat. :a..t i.crea.sed imports are oAly

'eflation.a.ry to tae exteat tlley are AOt balaaced by iD.creaseà. exports.

Howeyer, IY assumptioll exports remai. uacnaa~e', hence, an 1mport

balaAce emer~eB lefore the domestic i.come exp&asioD. is Dro~nt to a

halte For suc. all ecoaomy to loue sustaia a pro~raa of domestic devel-

opment will require a cO~tiAuill~ de,letioll of ite forei~ excaaA~

re.erve.. MoreoTer~ this draia of foreie- exc~n~. will be ta. lar~er

t .. le.s able tae iomest1c economy proyes to be iA tne ~eaeratioA of

Toluatary saTi~s at hi~h leyels of iacome.

Th.is case may le h.i~hly realiet1c of wàat sppeas to lackwari.

countries of tAe contemporary world economy wh.A t.ey ~ertake aa iano-

Tation. ~t preseAt tae disproportioa 1A aatioaal iacomes aAd proiuctioa

letwe.A t •• aciTalol.ced and .ack.War~ couatries is so ~reat taat C.ftaJl~S 1.

autOlloaO\llJ 1ncome aali imports for the latter may Jl.ot kave aay sipifiC&A"

.ffect oa tAe correspondin~ items ia the former. la ta. .ackward COUA-

tries imports may be lar~. relatiTe to their Rational incornes &Ad Dar~iaal

propeasities to import Substalltial•••t tAe disproportionately small sÀ&re

4 Metzler, "Ulldersmploymeut Equilibrium ia lnteraational Trad.".
ECOBometric~ X (194?) pp. 101
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of a~r.~te worlt iacoae whicn t~ey coatrol makes it improbable taat

eitaer individually or collectiTely t.ey caa aeasurably iatI.e.ce iaco.e

and thereby stimulate imports for aay major portioR of the world econo~.

Usl.~ equatl0.e Cl) &ad (2) a.~ aesuaia~ coastant excbaR~e rates.

prices, etc. the conditioas for equilibriua without aatiomal trade ialaaces

are eaeily ~efi~ei:

5
iM - Ya =~ Yb --------(fa)
I.Y& iY.
T~U8, tAe I.e~ree of expaAsio. i~ A and B must be iaTersely proportio~l to

t.eir prope.sitiss to importe For equilibrium without a trade balaace to

oeeur, the couatry wit. the lar~er propeasity to save, ùeace the smaller

domestic multiplier, must also have the lar~er propeasity to importe ~t

tAis ae~tive correlatloa between 8&via~ a.d 1aport prop••sities is li~ly

ia couatries of tae CORt.œporary worli eco50my seems extremely doubtful.

CoasideriR~ the countries to the left aad ri~ht of t o i. d1a~aa 1t

would see. a Tirtual certaiuty tbat tuose to the left, the ~~eTelopet

croup, while baViR~ aar~inal prope.sities to consume approachiR~ u.1ty.

will also evidence hi~ mar,inal prope.sities to i.port if, durin, & periol.

of I.omestic deTelopaeat, forel,a exchan~e is made available ta them 1. suf
S

fieient quantities to finance such imports. Di~metrically opposite cbarac-

teristics are most probable i . tAos. countries to the extreme ri~ht of to.

The conditions outll.el. i. equatioa (2a) are ideati~l to t ••

5 MacAlup,.22.' ill., pp. 189, equation (52)

6 llfred E. XaU, "IaT.stmeat Cribria 1. DeTe1opll.e:at PrOçaJllu,
Qparterly Jouraal .Q.! ECO!l.omice (F.b. 1951), pp. 47. rTla.e llar~bal proJ.....
sity to 1aport ie typically, .xtrell..1y hica in backward ecoaomi.s, lar,ely
because of a mea,er, uu~iTersifi.d dom.stic productiT. ,la.t'.



(a) -.! (I-X-M) or
l-c

rates assum.d constaAt.
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situatioa of closed economies .a&ertakia~ developmeat w1tk pur.ly domest1G

reSOl1rces. For Mca ecoIlomy iJaports equal exports aad tllerefore these

sources of expQasioa aad coatractioa cancel out. ~Ais leaves t"e

iaternational equilibrium to be determiIled iy tà.e domestic propeasitie.

to consume. i.e. t~e domestic multipliers. la equatioa (~ were the

country with the lar~er domestic multiplier to uAdertake a sufficie.tl1

saall auto.omous investm.at relative to t.e couAtry wità. t .... small.r

multiplier. iacome expansio~s aai illter-co~tr,y equilibri~Wit40ut a

traie àalaace would be posaitle. However. the iackWard economies w111

most pro'bably Mve botA lar~e dome.tie Bl\11tiplier. aa& plaaJle4. illIlOV.....
.9.

tioa. requirln, vol...s of investmeat. In tasse •••eIltially l11developei

couatries. ecoaomic pro~ess waits upoa a lo.~-raa~. capital-iIlteasiv.

prolram of wllat Mve ien. called pnmary illlLovatioJ3.s. ~ ac.lüeve a~

silnificant economic adyaace. autoaomous iAyestmente ..st be very sub-

stant1al ad. ia terms of .qll8.tioll. (i) a lar,e foreip "ef1cit w111 most

proiaily develope wh.a aa illIlovatio. 1s commeaoed.

'fhe discussioa so far bas .e.a of a balaace of paym.ats aitllatioa

arisia, v~ a conventio.al expansioa of iacome and production for t-o

couatries wita for.i~ trade mnltipli.rs eità.er of tà.e fors

Ce) l l (I-X) aù, wita prices aad excau,e-0-.
However. as was seea ia tu last chapter, exe.ss

iemands iA tae domestic econo~ will _.,in to arise soo. after a.

inTestment pro,ram ls be~ eyea thO~A tAere may still exist a ,eneral

resene of idl. factors. Iaf1ationar,y ~ps appear ia markets for certaia

7 Cf. aate.' 69-70
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key factors, raw materials, etc. and as oT8r-all 4emaa4 coatiùues to

.xpaal, more all4 more s~i-eectors of the ecoDo~ iecome afflictei.

J1aal;l7. if tae expallsioll. cOlltiau.s lone ello.p, a conditio.. of .xcess

"eJlBJlà iecomes ,eneral. If tais is the sequeace ill tae domest1c .coaom;y,

allowallCe o.pt to 'le ..de for 1t whe.. 4ea.lill' wi ta. as.tio_l u:pallsioll.

liù:ed tOiet.er by lIeans of inter-couatry trade. The foreip trade

multiplier ouiht to .e reformulated to allow for ,radual priee chan,e.

ill eacà d..omestic economw. HoweTer, just as ill tAe case of the domest1c

i~Testment multiplier, the orilinal formulatioD of the foreie- traie

~tiplier was r.stricted to analysi. ill terme of constant priees.

Bat, at lea.st conceptually, it seems possill. to do sometà.iui comparabl.

to the 'b.flationary pp' aœlysis for the foreie;n trade lIUlt1plier aH

ther.hy .xtend its analytical scope.

If a.. economy i8 presw.med to Maye fairly stable propeJil.sitiss to

consume. save &ad import, all income expaasioll will iriJil.i about pr.41ctail.

illcreases ill t •• taree correspoadi&C aiir.~t.s (Collew.mptioJl., SaTiJil.&s, .ll4

Importe). ÀI aa excess demand developes for particular ,oode tomestically,

a4j~stmeJlt8 will &aye to ie made ill tas price lev.l. Now. assumiac

foreiiJl. prices and .xchan,. rates to remai. llllchanied. a çeater ra.ace

and qua,Atity of importa _ecome advantaieous. Looked at from anotur

staAà.POillt, uy cllrrently occurrin, trad. defici t micht te tr.at_à. as

tae international equiTaleat of wQat would haye ota.erwise isen a à.om.stie

1111'1&tionary pp. If tlil.e exc.ss of i.aports oyer exports bai not i ....

proyit.i by th. iatersational .cono~, it miiht well AaT. constitw.ted &a

additional demand for domestic product. This micbt have aeaat an exc•••



w.ere ~ ie ta8 ,riee propenslty to iaport
dP 8

e-acl dP t.e cban~e ill. price ley.l.
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d.ellialld a t prese:at pricee aad ~ive. ris. to aB. b.fla.tionary ~p. ,A,8

inflationary pps occur ia particula.r industries alld markets iomesti-

cal~, taey llec.seitat. upward adj.st••ats of t.e releYa~t prices, i.t

t.is tellde to 8ti~late importa a-' lt ~st 'e take:a accouat of ill ta.

eqllB.tiolla for .xporta alla. importa of &li. .COllOay. ~Aie 18&ds to ta.

followi~ extellsioB. of t.o COllY.~tione.l foroie- trad. mMltipli8r by a

reviaioll of .quatiOllS (1) and (2): Ma A f(Ya p) • 1& =f(YDp).

(3) ----cWa. = dM dIa - !Al ïP
Ua dP

(4) - Ua .!K dI. - ~ dP
dl. ïP

B.for. emiarkin, OA a furtaer pàas. of tAe discussioA, it may ••

halpful to s~riz. the arcuments as 80 far presoate~. ~ha foroi~

trado multiplier Was introdue.1i 11' meaas of tare. models of twO-e,t10ll

traa.e alld auto.omous iny.stm.nt. Tae .quili'ratin~ proc.ss W&s aaalyz."

as well as the parallel "Dot-aen tais allcl t.e expansion ia a close" .COD.O~

wbicÀ aad leen aealt wit. ill t •• last chapt.r. III t •• close4 .conomy.

savia,. couaterialanc. investmoat; ill tAo two-aatloll .COllOmy, saTi.,s alli

importe off8et inv.atm.nt and .xports. ~e process 18 D&sically the sam.

for indivitual countries in the int.r-atioaal ecoJlo~ as it i8 for a lia,l.,

cl0884 .conoIIW axc.pt positive trade 'balaacas are expa.nsioIlary, aeptlv.

ones ieflatioBary. ~:n. stu.q til..A tura.à to tu conditions of incom•

• xpansioll. 'Uà.er "'l1icA trade Dal8.llces wouli occur i. a two-eount17 inter-

_tlonal economy. It was deei.od taat te relatively iackWard COu.at17

woulà experience trade cleficita when it emiarko" Oll a comprehensive

e The pres•• t ar,umeat bas be~ll adapted and equatioal (3) ~lld (4)
borrow.d frolll a.ll article by d. Stolper. "The Multiplier, Flexibility and
Internationa.l Equilibriwl'l", Quarterly Journal of Economics (1950) pp.559
582.
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i.v.lopmeAt pro~ram eit.er alo•• or i. conj~ctioa wita tae more advancei

aatioJl. iiqlil8..tioa8 for the .xports aad imports of &Jl inciividual country

were stat.d &Rd tAe importaac. of a Crowin~ inflatioa ~p conaidere4.

TAis ~p woulci iacrease tae d.v.lopi.~ eountry's curr.nt trade dafiait

parri pal•• wita its increase ia t.e àomestic price lev.l. If ta.

à.evelopmant proçam were to be conti.ed, tIe .cono~ _st face a erowi~

i.teraatioDal deficit aad tae consequeAt cirai. OA its foraie- .XChaAC.

rasenes.

Tais iria~s us to tla.e stage wh.era ta. various meaSl1.res a cou.try

may tak. b. ori.er to reduee this outflow of foreie- exclaa"ce must b.

considered alon, wita t~eir effects on tae course of domestic iBcome~

b .ves tmeat alid "evelopa••t • Ta eAvoke excrance rationiac may be eOll.si

br." eqllivale.t to a red\t.ctioa ia. tJ:ie prop••si ty to iaport. Red:aeeà

Ipendia, on foreie- ~ods may .ot be replaceci i. its eatirety Dy ill.creas.i

dom.stic spa.di., ~t tàere will ie at least some shift iA th1s dir.etio••

This will f.rtller i.ereas. domestic demalid relative to tAe eommoditiea

currently available to satisfy it. Taerefore t if tAe iAvestment procr.as

conti••es, rationi.~ of foreie- exekan,e will te.d ta wors•• ta. doaestic

i.flatioaary cap.

It ia possible to apply an equivaleJl.t reasoJliJl.C waere tu drai. of

forei,. resenes is met DY dev&luation rataer tàaA excaange control. ~i.

will callse immediately aicher domestic priees for most importe and to t••

exieat their demand is t~r.by reduced it will le at leaat ia part divertet

to domestically produc.d eommodities. Meaawhile, deval~tioa will &av.

made some of tae couatry's exports cheap.r 1.teraatïoaally, whica i8
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eqv.halent to raisill.~ tae ma.r~iIl&l prope..sity to import of th.e ot.laer
9

COU1l.t17. .A.cai.. the over-all resul t of measures to improye tke foreip

balance is to worsea tke i~teraal inflatioa.

la tae pr8vious discussion of domesiie exeese demand, it was

arpeci t.ba.t iJil. a country wker. per capita i ncome ie comparatiTely lar~et

the likely presence of a wide ran~e of sutstitutes for any partieular

eoamodity Àas aR alleYiatill.~ effect on domestic inflatioll. pressures

siace it teJil.ds to redistritute axcess demand amon~ iadustriee produei..~
10

substitutes where idle capacity may still 'e ayailable. A siailar

.equeJil.ce of events may occur relative to excess demand for iaporte. la

a ai~ per capita econo~t import demands maybe more seasitiYe to market

or priee chaJil.~es aad more likely to diyert from specific imported ~OOd8

either to foreie" ~bstitutes or domestic o.es. Howeyer, 1. tAe low

per capita income country, it may be .eeessary to resort to a formal

for.i~n excban~e control and/or deval~tion to diyert aa exc.ss demant

for imports toward tae Detter utiliza~10. of still i41e dom.stie factors.

Bat exchan~e controls and ieyaluatioll. ~ ~iy. stron~ upward t~rusts

to domestic prices. Alteri.., excha~e rates aai/or tae freedom witA

which forei~ fuade may be secureà usually has to _e swpplemell.ted t7

closer, more striJil.~.nt controls over tae domestic eco.o~. Taese extra-

market deyices may be a. inefficieat way of redistrilutiac .xcess àema.ade

for importe but a metaod to whica backward couatries Baye to resori

i~. to t.e macnitude of r.distrilutioa requir.d and tke weakaess of tae1r

Salant, ,2,E. cit., pp. 204

10 Cf. ~Jlt•• , ~. 104-5
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11
market mee.nu. for aeeomplie.lli~ i~.

B.f way of eonel.e10nB~ thia eA&pter bas arr1Te~ at ta. follow1a,:

t_t a iaekwart eOUJI.try 18 extre.ely lilcely to iaeur sUDsta:atial trade

àefieits in a perioi of iom8stie iaT.stment and e~aasio:n assoeiate4

wita ieT.lopment; th••, clefieits will ie furtaer inereas.d by t.e appea~

ance of illflationary &ape 1a t.ae io.estie ecoaollY; JHaSU.S of eu_ace

control aad 4.Toal~tion iesiCJled to alleTiate tae trade deficit will

.ors.a the inter.al 1aflatioa a.t may aot make a:ay positiTe coatrii~tioa

to tae traie iala_ce. œae lar,...cale rei1etrii.t10a of factors, of

product10a aai major r."ctioa. i& co:aeumptioA waica these lackwarà

cou.tries woulcl Mve to accomplisa iA or4er to achi.T. eeoJlOmic procress

11' tepeadeat str1ctly Oll taeir dom.stic r.eo.rces are JlOt si,aificantly

alter.i 'y the possi.iliiy of iateraatioBal tra~e. TAe diffic.ltie.

waiea a 'ackWard couatry fiada ii.elf ia Tis-a-Tla a more adTane.d

ecoJlolIY wil.ea i t uadertakes aA .xt.:asiT. deTelopm••t proeraa are S\lCA as

to impose almoet as seTere limite .po. the eeonomic d.Telopmeat of s~a

lackward couatries as would tke preTiously mentioned co:aditioA of

MTin, to rely completely oa domestie resoarees.

11 Cf. ~., ~. 114



CHAP TER VII

SUMlüRY. COMMENTS .AND CONCLUSIONS

The particub.r seque.ce of i.l1eom., eOllsumptioa a.li. import eiuu~eB

for each eeonomy taat caB be à.rivet from 3 multiplier aRalysie of two

aatioA trade (modelB 1,11.111) iB .arrowly depe.d••t upo. tae aumerical

values assi~.ed ta the verious fu.etioRs and a~~re~ates. Moreover, it

i e easy ta show tba t co.pa.ratively 8li~t e:tla.Ri;e 8 ia tA. se :aumerical

values bave a proAoUAced effect oa tue results obtaiA_à. This close

i:aterdepe.d••cebetweu. the conclusions of tb.e usuaL multiplier motel

aad the exact aumerical values for its coûstitue.t ele.enta very muca

limits tb._ u8eful.es~ of sucn aa-analysiB. However, ia tAis respect

th_ present i~T.sti~tioa would s.em to be Ieee restricted a.d vulaerable.

It! conclusions are Aot so inti~t.ly d_pemdeat UpOA the particular

:aumerical values allocated to the consumptioA aad import fuactioAs of tae

backWard aad advanced ecoJloJly. T.b._ di scussioa Aas be_a coaduc ted in

terms of probabilities. of more aad less. ,reater and emall_r; tkus.

OAe llli,ht say i t differs from the usual multiplier model Dy bei~

ord~nal rather tha. cardi~l. .AlI that is required lo,ically iA order

to refer ita eOllelusioas te the real world ie th. possibllity of

tetermi.i~ whet.er aations at differe.t levels of ecoaomic pro,ress

have relatively different propeasities. somethiui consideraoly easier

to decid. tha. definite aumerical value. for taese prope.sitise in aay

two economies. Consequ.atly, it ie felt the preseat use of th. multiplier
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tecuiqll. lias a qui te d1ff.r••t .mp.oaBis alld a iroader us.hl.e•• tàaa

ie usually tae case.

H1atorical11 iotlL tae th.ory of int.raatiolll.&l yalu.s a.d foreip

trade mult1pliera àas iee. &8J1.erally restrict.d 1. lts ietailed exposl-

tio. to a two .atio. e1ylroam••t. Aft.r tlLe taeor.tical fram.work bat

D.e. luilt up i. tais simplified .ilie~, it would the. ie iroade..t 81

a. 'ext.llsio. to N-couatri.s t • ~t wita tAi. N-co~try .xta.sioa, ta.

TariaDles Dei., disc~ss.i as well as tlLe co.clusiollS drawa t.aded tG

becoae il~rr.d. lt was op.a to tae criticism often ley.ll.d. at aay

eco.omic theory of ,ea.ral equiliDriWAi .-yariabl.s, a-eq-atlons, .yer,y-

tltiac tep.adeat llpoa ey.rythb, els. ---- 'Iut wi ta ao clear eut stat.me.t

of i~t.ri.p.aà.ace taat mi&&t De interpr.te" as a pr1œary caus.-.ffe~t

l
relatioa wA.re tllis approaca proyed .acessary or us.ful. Aàmittedly

ta. present discussioa starteà. out wita a similar two-aatioa moiel.

ht rataer tàaa reco..clle it to ta. &ctual .orld ecoao~ of multi-lateral

trade 'Iy -.aa. of this coaT.atioaal, rataer aeiulous. a-country .xte.aioas

lt 18 f.lt tàat for our pr.s.at purposea ta. two .co.omy assumptioa caa

.ta.... lt ie consiè.ared. tst suca an assumptioJl 18 Iota lo,ically aa"

empirically appropriate for ta. coatemporary world eco.o~. TlLe 1aet

cbapter proe.....d oa tAia as...ptioa tlLat QiY1di., ta. worli .co.o~

i.to t-o parts was a. valU. and fuactioM.111 _.eful ùT1oe. kt, at Bome

point, ta. follow1a, para,rapa MS ie.a Cllo••a, this Tiewpoi.t Ol1pi tG

ie ".f.atei..

l Fritz ~chlup. Iateraational Trad. and tne National Income
Multiplier. (Philadelphia: Blakistou. 194;)) a." Lloyd .1. Metzler
"Uaderemploym.nt Equillbrium in I.t.raatioDal Trade", Eco.om.trica_~

(1942) 97-112, as outstandin••xamples of tn. aOBT.ntional periot
œultiplidr aaalysis wnicA l f •• l are Tula.rabl. to tu. abov. criticisms.
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I. our aaalyeis of traie a.ci autOJaomou. i.Yltstme.t for t ..o

eco.om1.s. tae fuadameatal ooasit.ratio. "as aot tAe .ua'er of couatr1••

inyolyeci kt tlLe types of couatries. Th.. question is wlLetlLer t'VIO

~asically ciiffere.t croups of aational economiee io participate ia

iateraat10-al trade aaà if each croup caa •• ii.atifi.ci by t~. relatiy.

1mport aaci sayi.,; fuactiolls we liave ciilScuss.d. If it •.!aoul" proY.

possible to div1d. aational econom1es of the real world 1ato two ~clL

croups, eaclL AaYill' uaique, macro-eco.omic characteristics. t~ea ta.

aaalysis as oriciaa11y outlined. .amely ia terms of IackWard a.d

adyaaceci ecoaoaies, is suffieie.t. If tais ~r~meat is lo,ical, ta.

illportaat matter "Decom.s wh.t.aer ia reality aatiOIl.B of tu coatemporary

1Jorle. ecoaomy C8.A •• assi,.e" to tae croups liaek1rari.1 aa" 'ai.Y&llcet'.

Statist1cs of iateraatioaal ecoAomie aetivity seem to bear out Buea a
2

dichoto~. Of total world illeome. t.ae major portioa 1e produoed oy a

811&11 p-oup of eouatries wi Ul but a fractioa of ite populatioa. TAis

disproportioaate share is produceci "Dy tae U.S•• Canada, tA. U.K. aa"

certaia couatri88 of Horta-west Rurope. So e.oraoua 1s tA. i.equality

of wor1à iacome di8tri;~tioa tkat cOUAtrie8 SUCA as Iadia aaci Caia&,

altb.o~ t •• most populo.s, .laye aot ollly eIDall per capi ta 'ut a1so

sma11 aatioaa1 illcomes. ~ccordill,lYt as a f1ret approximatioa to tlL.se

catecories of 'backWard aaci acivaace", tae former mi,ht 'e take. to COllBiBt

of .A.frica. Souta. .A.merica a.ci Souta-est Âs1a &ad the latter of the U .S ••

ta. Britis& Comma••ealtk a.à tke previously mentio••" aatio.s of Europe.

2 Cf. a.nte •• ,. 30.
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œRu•• ta. tAoor,v 1. 'rou~t into 1i~e witA tA. eo.temporar,y worlà

.eoaomy witaout aay ae.à to traas1ate it into ~ a-cou.tri.s formulat1oa.

In our tàeor.tica1 outlia. of ~ov.1opm.at tA. ~p b.tw.ea 10 &ad.

.xpa.sio~ a.d economic pro,r.ss. œa. Tarious forms of surpl•• out of

whica ianovatioas oould •• s~pport.d were i.pead••t upon thi& mar~ia.

QJ. iiroot4. ~ 1~ir.otly. Wàa.t ca••• sa.1d a'out tA. proba'ly size of

tÀ.s. sU1'JIus•• ia admaceo. aad laokWard oouatr1es of tae real world.?

Statist1oa.l time series of tAe :perc.JLta~o of workers 'llllemploye" ia Tario••

oou.trios for ta. period si~o. forli far 1. more o&,e01&lly from tAo oas.t

of tAo "opressio. ia 1929 ..til lorli War II. 1.dieate taat tae eOURtri••

Àer. oat.~rizod as adTaac.d aot only s.omed to pOSSOSB aa oTerwhelminc

portion of wor1i produotiTe capaoity iut also displayod a p.achsat for

oo~tiauously .œploy1.~ a smallor peroenta~e of 1t tBaa ~id th. DackWart

~Up taeir more limited faoilit1es. lA adT&.ced oouatries produot1oa

fl.otuat.d more OTer tA. ~usiness oyole th&a it did for the baokwar4 oaes.

Tae 1& tter ex;perio.o.d. iastead a fluotua tioa of value ra tll.er tün pllysical

Tol~e of outP\lt appar.atly tAs rosult of cr.ater prioe fl.xi;ility 1a its
3

.oo~omy.

3 Colia Clark t ~A. Coaditioas of Ecoaomie Pro,ress, (LoadoB t

MaoMilla. 193~) Fi~. 458 where tao followla, facts are present.d t deo11.e
of storliu, prioes oetwe•• 192~-1~33.

mf,. 185'
foods~ut'f• . " 33~

raw mat.ri~lB 41%
or alteraatively te oensider tae reduetion iù quantities appearin, ia
imteraational trado

Illf,s 40%
foodstuffs l8~
raw materials 13%
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1. liia.~r&IIl IV taki.~ those cou.tries to tlle left of t o a.d tllos.

to tlle .xtrem. ri~t SAQ eve. whil. makinc &ay o•• of a fairly wid. ~.

to consume, it s.ems tàat 10 wowlli most pro~aily .q~l Yf• for ta. first

~roup iut ie aarkedly less for tas secoat. Statietical eTidsnc. cite4
4

from ta. later-wars p.riod iears tals out. B coumtries &aTe teAQed to

adj.st taemsslT.s ta deflatioaary conQitlons by priee ratller tkan outp~t

-"ac... Âccordi~ly, 1t se8me reaeoaaile to aS8W1l. that OTer tim. tH

aTarace Talu. of lo/Jf. would i. fouad to tec11•• procraesiTely if 1.diT1

(.al aatioaal .c010mie. Were .%alIliae~ startia, from 0 aad ,roce.diAC to

ta. If taie ratio do.s d.cline pro~r.ss1T.lyas d.Telapm••t occurs, tA••

ta. followi., arcume.ts ca. b. appli.d to say couatri.s more or l.ss

iackWard aad adTallC.d. Th.. OlÙy differellce i8 t.aat tA. cOJlcl'l1.ioas are

mora comp.lli~, ia th. cas. of aations at the .xtrem••nds of tae yar~

stick of deTelopII.at. 1.... cOlUtr1•• are co.sidere" i.twaa. whicb. t:l1.

dispari ty 1. eco.oIlie ;.p r.OCE••._ 1. 1..., tlle folloWiac conclusiol\8 '.COIl.

r.latiT. ass.ssmants rata.r tàa. defiaite ass.rtioa.. T"us, if iotll tÀe

Â a.d B .conomies w.re to uadertak. pro,rams of inuoTatio. from tlleir

MOSt probalüy llA.mploym.nt .quilibri'lJls, IP a woult ia leu tllaa Is> i "1\&
Yf. Yf.

ia coas.qa.ae. tll.ra would ~. less possi;ility of p~sical .xpaas10a aad

4 For exaœp1. thes. ~r. th. fl,ures ~ivea fur tn. U.S. ecoAomy
III tA~ period 1825-1929, America's Capacity to Produce, Brooki.,.
Iustitut. ~8 cited by Colia C1~rk, ~. cit., pJ. 60, 'duri., thi6 perlod
of hi,h lev.l production miaill~ and maaufacturi., facilities .ere ollly
utilized on the ~vera,s to 80~ of capacitJ-, trausport f~cilitle8 for
y.ar 1929 oRly 7~p' --- pp. 62, lavera,. perc.nta,. for capita1-,oods
jroducl., industries (iroJ:4, steel, locomotives, textile machinery,
œachiue tools, lumber, wi~dow ,lass aBd plate ~l~8s) WQS 73~.
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Wa.a oa. coasid.rs per eap1ta 1aco•• 1a tao r.a1 wor1i couat.r-

parts of tA.s. t~.or.tical Â &a4 B .coaamies, the fi~r.s are quit.
5

r.Tealb.f;. TA. mue. ~reat.ltr pr oduc t iYity aad iacoll. of j, lft.lSt b••xpla1a.à.

lar,oly b. ite A~e p.r work.r iaT.et~.at 1a productiT••quipa.at. ra

socttoae of the world waer. pro~r.s. &as occurred. ~rplue has br.d aor.

surplus; productiT1ty f;aiae have b.e. traaslat.d iato !urt••r prod~tiTity

,aia.. Taie cu:aulatiT. utur. o~ .coaOIlic develop••• t lia!! aelp.d crea.te

cQu.tri.s et pr.seat. Mor.OTaT, a~ 8ubstantial ecoaoaie advaac. i. B

could oRly coa. via a rapid iaer.aa_ 1a ite capital iaTsstae.t ,.r worker

Dut ih iüp 10 iad1catea ala. iasuperable Darrier ia t.iio way of BUC.

Yf.
lar,o aca1. croatioa of .quipœ••t. Ta iatroducv ft•• populatio. problell f

iavestm~mt per worker a~, if a~thia~, rais. tb. Xc ratio.
Yf.

la tA. tllooretiœl study aaot.er factor of içort.a.c. was t •• 1:I.T.s1i-o

a.at at earli.r porioia of ta. ,ro~ram w~iea ~bs.quent1y i.ca••••;od1ed i.

p.r1od tAis portioa of iaT.at••at (-D) would r.pr.s.at ta. pr.Tioua iaT••~

lI.at ox,eù1tl1r•• already cO.Terteà. i.to actWlJ. productiTe .qll.i'lI••t a,ù

Dei~ us.à. .p in cousu••r &:00<18 p roduc t Loa, Taus ...D i. d.,••ie.t upoa t••

capital iat.asity of t.~ iavestm•• t pro~ram, ths averac. tim. di.e.s10a of

i.t.a&iTV 1ayeatm••t, ~D will .ot 1aerea••
f, .. ,. 5

Cf. aate.,~. 30
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as q~ickly as would SaTe Dea. tae case for oa. of a lesser 1.te.sity.

For the rea.l world cOUJlterparts of A aJl.d B ca. a~thin, ie eaid.

recardi., the -D likely to accrue ia the short-ruA from t ••ir inTestme.t

proçams1 BuCM_1l for one ar~.s t.ba.t tli. B cOUlltries owe tlleir eaoaomi.

1nferiority to tAeir historical inaDility to provi~e .itÀer the quaatity

or quali ty of productiTe eqlllpm811t clla.rachristic of adva.ced ecollomie••

Wail. tAere is a ~e.eral scarcity of capi~l i~ B, eTe. more serious 1e

tae almost complete lack of tae more capital iAte.siTe types of inTes~

6
.ellt. Now if til.ra do.s .nst suc.. a comparatiTe dirtil of capital-i.t....

siTe iAvestmeAt i. B, a primary, immeiiate task of a ieTelopmellt procr.am

will ie inTestme.ts calculat.d to raise tais capital intensity of tk.

eco:noI'lY. But thi 8 i B to accep t tu fac t tlla.t -D will 'De reduc.d ia ta.

short-rua a.d t.er.'Dy exert a le8ser deflatio.ary pr.ss~r. upo. tA.

iacome expallsio. ill B. ~his ôecomes iacreasi.,ly iœportaat waere thorouca-

,oi.~ economic deT.lopme:nt ,iTinc a hi~ priority to capital-l.teasiT.

i:avestIleJl.t is uad.rtak•••

Rave tae obstacles to .conomic deTelopae.t COllfrolltin, the B çou.

b.coae more serioue 1n r.c••t d.cades1 jmoac the ~ croap, tAe i.creasi.~

prepoad.raat posit10. of tA. U.S. a.4 its ua1qu. rol. i. intaraatioaal

trad. aay À8.v. à.cr.ased th. compleme.tarity b.twe•• development 1. t ••

~ alld B croups. Oa the part of the ~ thera 1& .ot tu sama vested 111t.rest

ia illcreasin, the raw ma.terials productiT1ty of tke B çoup as was tu

cas. whe. Great Brit&i. iulked comparativ.ly lar,er ia int.raat1onal trad••

6 N,S. ~cAaaa., "Delib.rate l.dustri~lizatio. for Hi,.er laco.es",
Eco.oaic Jouraal (1946) pp. 542.
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œa••eoaomie crowta of the U.S. today is aot as depeadeat upoa i~ereasiac

ra" ma.tltrial supplies froll abroa.d a.s "as tll.e U.K. ia the last eelltury.

Ta.a too, for a mult1t~d. of reaSO~8, private iat.raational l.adia~ aB

an aid to ta. eeoAomie 4ev.lopm.at of Dackward areas kas larc.ly eeas.d.

Fiaally. there 1s the quit. obvious faet tbat tas r.ma1ai~ uad.velope'

areaa off.r œuca le8s prollisiAC prospects for investmeat t~. "as tA.

caS8 in tae 19th Oeatury "a.a economie pro,r.ss "as spr.adiac ov.rse&s

rapidly from its fouata~ead ia tA. British Isles into 1aads endo"eA

pb.ysicallYf pocrapAically. culturally aad 'Dy the accidents of .Ilistory

with a favorable eonj~ctioa of ecoaomic circumstaac.s.

~his stuà,y has beeJl iJl.t.acled as a theoretical bacqrollad ap.i».st

whica to co.aider certai». aspects of economic pro~ressj empbasis bas

b••a made oa ta. short-rUa oGstacl.s taat imp.de or pr.veat developlleai

ia contemporary lacleward couatri.s. To Sehllmpeter' li theory of ianovatioas

there bas be•• app.ad.d aa outline of ta. sequeac. of macro-.conomic

chaaces wiücb. t:ae carry1m.c out of ~ iu.ovatio. implies. ~e th.oret1cal

sch.ma pres.ated se.ms to acre. "lth available statisties for the wor14

ecoftomy. ..uso, i t bas the virtue of beill.~ s ta.ted ia a form which permi ta

app11catioa of a Creat deal of rece.t ecoaomies (fuActional finaJl.ce,

iaflationary caP a.aalysi•• for.i~a trad. multipliera, .tc.) to praetieal

short-rua problems ar1siftC out of aa iJUlovatioa. ~e th.ory is states ia

terms of chan,.s in maero-economic a~r.~t.s; it stadi•• eomparativ.

rates of chan,. i. Jl8.tioDal product. eo~sWllptioa, savinis B..Ild illv.stm.ai

for couatries at differe.t levels of eco.omic w.ll-bei~. B.f assi,aiac

releva.a t values to tAe produ.ctioa a,ad developm.1ll. t .quatioas, what itai.
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preYiouBly appeared aa eatirely uaique problem for saen country, name~

its ecoAo~ic deyelopmeat, caa 'e understood withi. a sin~le, c.aeral

framework of aaalysis.

Deyelopme.t is Yi.w.d &8 8. c.-ulatiye ,rowth pheaom.as. amd as a

summatioa of short-rua situatioas. 11 eeonomies .yery short-ra. situatioa

is bora out of tQe one existia, previously, but aeW variables mayappear

or old onu assume a )leW importaace. .A.t. some poiat ta. short-rua 8ihatioa

may Aave aad a distortin~ effeet upoa the basic process of deyelopmsat,

eitAer puttin~ aa ea4 to the cumulatiye ~rowta or preyeati., its occur-

reace al to,eth.er. TAu8, a period of investme.t, inaovatioa a.à. product1-

vi ty iacrease mi~t be oyertaken by aa increa.se of populatio. Ww.cb. woula.

~issipate the ~ains already aehiaved and mi~ht put s.a ead to further

economic Aàyaace.

laile eoaceraed with tae theory of eco.omie dey.lopmeAt primarily

ia refereace to the more backward c~tries, siace these cou1tri.s

frequeatly ,et into interaatioaal difficulties Whe1 they attempt exteasiye

inuoyation8, t~e pres.At discussion is also coacer.ed with questio.s of

i1t.r~tioual economic equilibrium. A creat deal of eontemporary iater-

aational di.equiliDrium is ta. reault of aoa-economic causes, wha~

Scaumpeter would classify as exo,eaeous factors, World War l aa4. II,
7

etc •• ~e pres.At diecussioa i,aores th.se, it inYesti~tes omly the

lasically sado,e.ous type arisin, out of national economic 4evelopmeat.

How.yer, to the extent exo,enous forces operate WitAi. the iatsraatioaal

7 Jo.epA Scaumpeter, Tne Reyie. of Economic St~ti.tics, Tol XVII
(May 1935) pp. 2-3.
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ma.rket 8COllO~ alld aff.ct. the major .collomie Tariabl••, th.y "rI.eome 1:a

a sease ecoaomic forces them.elTe.. Many of tae most important eT.:at.

i:a t"e "eTelopment of Tario'lts cOUlltries MT. ieell suca .xo~eJl.OU8 fore••;

cultural value., r.li~ious doctriaes, politieal philosophi.e, etc ••

D8Tslopme:at ia a:a historieal .xperi.ne. aad it would b. unreasomable to

expect aAY aaalytical accouat to includ. everythin~ whicn mi~t b.

iAyolve". Much of the prese.t internatio1&l distributio:a of incom.

a:ad wealth ie tA. co:aseque:ace of :ao:a-.conomic accideAts of history;

è1ailarly with eont.mporary rates of c~. i:a Tarious sectio:as of ta.

world eeo1il.0llY. Short-n.:a eq\1.ilibriWl or dis-.quiliiri....:.1.. tAe i:ater

.atiou.l eco:aoIq 1a ta. reS1Ùt of a eomplex matrix of force.. Ma~ of

the .co.omic Tariabl.. inTolTet are oal1 to b. UA4.rstoo4 i:a ta. lickt

of i •• social, cultural aad political structures out of which they arise.

COl'1.sequ.J1.tly ta. immediat. short-ra:a situtio:a of t118 inhraational

eco"oll1 ia just as lIIU.ca a:a historical 1n.aerita:ac. as th. produetiT.

structura wita w_ieh each couatry has 'een bless.d or curs.d.

hy th.ory of .eonomic d.Telopme:at JllQ.st rest o:a som. basic, :ao:a

.COllomic selectio:a of Tar1ables. But it i. th. ~Bk of BUC. a theory to

.xplai:a th••conom1e int.ractions amo:a~ t ••se; t •• u:aique a.qu.:ace œy

whie••co:aomie law8 are work.d out III a market ayst•• sll,er-impos.d 0 ..

this Dasic eaviroam••t. l:a the prese:at theory, this basic e.viroam.:at

must be take:a illto accouat ia assi~.ln~ values aad rat.s to the fuactio...

alld variable. appeari.~ ia the eq.atio~s of produetioa aad deTelopme:at.

Finally, it lB the ecoaomie interactio.. batw8e:a t •• iadiTidual couatr1ese

a:ad economie re,ioas taat det.rmines equilibrium or d1a-equiliirium for



tae iateraatio.al eeono~.

The inqu1ry wAiea procee4ed tae writi~ of tais paper starte4 off

as aa a~iwatioa of tAe ltollar sAortacel. Ât firet ~1Ce lî may

&Jpear to have waadered far afield. Yet taere are a creat maay aspects

of this particular problem of iaternational ~is-.quilibriumwhicA caa 'e
,

rather aeatly fitted into ta. present theor,y. Extra-ordi-ary investm.at

ia a siaile country w111 most likely coafroat it wita a defieit iA it.

curr.at inte~tional accouais. ~he rat1o~1 of thls has baeA worked out

ia th. Maehl'P aad Metzler stuàies of iAvestme&t and iAeome expa1sions ia

two or more aational aconomies. Moreover, for tae ~lysis of world

aeo.omie tevelopment. it 88ema l.~itimat. to divi4e th. iater-atioaal

commaaity inte two ~roup8 of eountr1es &Di compara tae iater-croup

relatioD8. As economic ~owth and development proseeds at Tastly d1ff.r,at

rates ia tAsse two ~roups, it is reasonable to .expect tks framework of

exchaa~e rates, priee levels. commercial and financial relatioaehips. ete.

w1l1 be subjeet to various stresses and usually càaraet.riz.d by some
a

decres of dis-equiliDriuœ. Th. prese~t dollar shorta~e mi~ht ie lest

explaiAed as euch a etate of development iaduced dis-equiliirium.

For lon~ ii was a basic supposition of i1ternatio~1 economic

t"orizi~ that the pree.ss of development, if left to operate in a free-

trade wor14,would speed its cours. aAd diffase its '.a.fit. ia a maRner

auperior to that possiile uader any system ia whic. couatries were to

tamper wità tue proeess. Just as tA8 cold-standard mecha.ism t.nded to

a Metzler, ~. ~•• aaalyze. aecesaar~ a.d eufficieat eoaditioa.
for aai.teaaace of iater-ational equilibri~ waea iaco•• expaaaioa. occur
w1t~ia tke v~rioue aatioBal eco.omies.
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llaiatai. s.a iaterclepeadeat rate of aational investment i;y ~ld out-flows

from tAose couatries uadertakin~ too mucn iavestmeat, free trade waB

assumed to coordimate tae lBCreasi~ iateraatio~l specializatioa of

labou.r allCl equitably distribute its "leaefite. The arcumellts "are

fouad.d 011 the assumptioll tMt acOl!'1omic deTelopment could and 1foula.

occur ia a~ couJltry uader a priTat. e.terprise system as well as Buck

more ODTious assumptions a.s aational full .mployme~t, etc.. HoweTer,

if tae àacre. of unemploymellt does Tary ia differ••t national aconosies

aRd there are marked ~ps ia economic pro~ress betweea countries 1.

tae present world .cono~, these assumptions are iavalid a.nd the real

sitwatioa becomes more likely a lack,rouad for disAarmony &ad dls-

equl11bri~. If free trade prescriptioRS are to work, it ie aecassar,r

to fulfill soa. furtaer ~ortaat conditions. la tàe post-war acoAomic

a,reeme.tl lt was recopized tlilat free trade to baTe ih 1:Ia.rmoJa.ioue

effect required the maiatell8Jlce of Ml .mployme.t $JoS a Dada: pledce oa
9

tae part of participatin~ countries. la tais re,ard it le interestill'

ta consider some concludin~ remarks appeai.d to the Walker Report ia
10

1949 by j~ .~)f. Clark. Re adTaaces the idea tàat a hi~ level of worl"

employment J iacome and economic etability ml~ht depend upo. ta. mai.t••-

&ace of inflatioJl8.ry pressure in the U.5. economy. This 1fould seem to

cOllcur witA tae outli•• of the i~teraational econo~ prese.ted here.

9 Particularly, the maintenance of international full employment
ls deemed basic to the smooth operation of the International Monetary
Fund, see Kaynes' cbapter XXVII in The New Economies, editor Seymour E.
Harris. - -- -

10 National ~ International M:ea8ure~!2.!:~ Emp10yment (Lake
Success, N.Y. : U.N. Publications, 1949) pp. 100-104.



J. ~ot coatemporary approxi_tioa totu J. am B çoups .i~"t 'e

to co.siier ta. U.S. as ta. J. aad tae r.lt of ta. worlt as maki., up ta.

B. Certaialy th.. curre.t per ca.pi ta b:nstm.D.t wAicb. tA. U.S. cu

uadertake witA relative imœ.aity to iaflatio. cOBsequ• .ces is trem.aàou8

w~•• compar.d to that of tAe r.st of t •• worlt. I. ta. post-war p.rioi,

i t MS .ea. a.stonill.b.i.~ A,oW quickly tu iaflatioBary impetul of Rca

iav.atmeAt burdeas kave •••• damp.ae4 dow. 1. tAe America. eco.o~. EY••

i. tkis ,eriod ao" close 1t Aas appear.d t:aa.t deflat10aary forces mak1:ac

for economlc recessio. followed aft.r 1aflatioa a.d boom. Tae product1-

vity of America i. so ,reat a.d 1ts capacity to Bave so tr.meadous taat

ev•• wit. a Iack1o~ of 10 yearl àamaad for some liJl61 of civillaa ~ood.,

a wave of post-war ianovatioRs a.d a Au~e owaership of assets easi~

coavertibl. to purchasin~ power a.d i. maay cases supposed1y accumulated

.xpressly for t~s purpos•• tail couatry MS experlaaced iifficulty la
U

lI&i.taiaia~ :f'Ia.ll .mployme.t. This is .ot to assert tMt th. B cou.tri••

ara immua. to t.flatioa aad depr.es1oa 'ut ia tAeir cas. taat BUca

AaJpeaiacs .aem to 4epead more o. the failura of .ffective iateraatioaal

li..maad taa. a relïl.ctaac. to CORSum••aoup out of tuir full .mploYIl.at

i.com8. B cou~tr1es1with t~.ir comparative inflatloa propeasitiesJ

rapi41y ~et into difficulties whe. ta.y attempt aay exte.sive procram of

iaT.stm.nt. To tais add th.e proDability of cyc11cal fl~ctuatio.s arisiac

ia ta. ad~cei countri.s am t.ll.·.. prosp.cts of economic d.velopmeJl.t for

ta. B ~OUJ .acome furta.r ••cloud.d.

Il •• ~. ta. cOIlpar~tiT. tr.c.ssioa' wAiea occurr.d i. th. U. S.
. duri.~ th. wiater a.d spria, 1949.
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For a~ eeono~, tAera exists a close relatio••etwee. ~rese.t

1.eome, pres••t surplus aAd the decr.e or eve. the possiàility of eco.-

omie prOCrees. IAvestm.At ca. oaly .e aeeomplishe4 out of some form of

.urplus. '1.... iAveatme.h result i. mO'Wltinil; expansions 'eyoll.cl full

employme.t i.eome at existiA~ priee., aa iâflatioaary ~p arises for

tae domestie eeoJ1omy. This mea.s upward ad.justm.ate of the priee level

a.d a resultill.' forced savin~. I.ternatioaally it leads to a trade

tefiei t , aa i.aereas. i. ta. forei,. resourees made availa.le to tlae

eeoAomy &.Rd ta.reby aA additio.aa.l source of surplus for domestie d.velo~

me.ll. t. The mul tiplier a.aa.lysiB caa serTe as ta. Dasis for asse.sme.t of

aIl thre. types of surplus (~.Qe,~). It iB iy utilizi., t~es. forms of

surplus to the limit of their eeonomie effeetiveness that clevelopme.t

may proceed most rapidly. œ&e tecaniques for expediti-e ievelopm..t are

domestle tall employm••t, i.flationary foreed savi...cs a.ci. a ialanee of

paymeBts defieit. These are the àevices by wAica to iapiemeat a Seàumpe

teriaa 1.uovatio.. The proeess of eeo.omie d.evelopm.at ca. b. seruti.ize4

with t.e kRowledi1;e fur.isAed Qy Keyaesia. a.d post-Key.eaian aaero-eeo.omies.

W.e. this iB do.e , o.e eomes to realize the eJ1ormous force. whick te.à

to keep poor cou.n.tries poor a..d lD.elp mak. riea olles ricller. .A. surplus ie

••e.ssary for ail iaTeatm.nt a.ci. a. iav.stm.nt for a. iAllo~tio. i.t t for

ta. lackwarà. eeo..o~. 1 surplus t is aa alffully lDarà. thia~ to fi.à.. Saeee.B

fu! dev.lopm••t le a ~rmoniou. crowth of .conomie a.c~e~t.8, it re~lre8

aaiatemaace of eertai. relations ietweeA l.e,I &.Il.d S OA tAs o.e baAi a..aà

La.&à., Populatio., Tecllnque aad Teca.aolo&I;Y oa the other. Th. metJll.ois iy

whica BA indiyidual .eoAomy, particularly o.e of the Da.àkWard ,ro~l,
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t.rtaers its ecoaomie pro~e88 are iev1c•• to secare tae ~reat.st poa

aill. surplus. These devidel, full employa••t, do••stie iaflatioa aat

traie deficits, while th.y sti-alate domestic developm.at, are destruc

tive of iateraational equilibriua. Tae individual eeono~ e~erie.ce8

a draia upon its forei~ exc~~e reserves aad has to chose Detwe••

domestic dev.lopaeat aad iateraational respeetabili~y.

No one knows whether it iB mOlt correct to eORsider tAe ecoAomio

development whiea took place in certain seetioas of the world ,i a the last

ceatury as th8 fortuitous result of a u.1que eonju.ctioa of favorable

eireumstaaees or as th. workia, out of an ecouomie proeess which caa 'e
duplicated, at least to a delr.e, in the preseAt era in vastly differe.t

sections of the world. la other words, has developmeat Deea aa accide.t

of history or a controllable ecoaomie proeess} The theory offered here

does aot attempt to aaswer this questio~j it merely poses it in a clear

cut, concise forme It states some equations which seem to represeAt

salient features of development aad the pattera of economic adjustmeat

whicn must precead and acco~aDY developme.t. Tc a.s.er the questioa

posed at tAe i8,iani~ of th18 para~rapn requires a knowled~e of ho.

basically aoa-economic factors, for example. populatioa cha~e8, will

proceed once eco.omic developae.t Sas started. Reviewin, tne preseat

theory, one would be ~ina~ iad.ed to uader-estimate the difficult1e.

posed for preseat day couatr1es which have ramai.ed 80 lon~ uadeveloped.

The improvement of backward areas would be a difficult problea if t.e

economic obstacles alone bad to be conteaded with, but these are

comp11cated by social, cultural. political ~d i~st1tutional factors t~t



148

tead to ~iBtortJ di.~pt or put aa ead to aay teatativ. ecoaomic pro~eBS

tkat micat occur. l&ile oa. aeaitates to adopt the same prescriptioa

for ecoaoaic pro,ress taat Rousseau oace sUi6ested De applied for pol1

tical cha.,e J namely that people must De forced to _e free , tae .coao~c

, pla..er 18 disturied iy the fact tàat Ais plaAs for developme.t may,e

ruined by nOA-ecoaomic forces. ~her. DaY De ar.as of the world where

little if amy ~roveme.t ia economic well-bei~. taat is, otuer taaa

outri,ht, .i~hly expeAsive philaatbropy, CaR De ac41.v.~ ual.ss to some

de,ree we force these people to •• aore efficient, errective aa& prosperouB.
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