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ECONOMIC EXTERNALITIES AND THE THEORIES OF 

BALANCED AND UNBALANCED GROWTH

CHAPTER I 

INTRODUCTION

In the pas t two decades  there has been a g reat deal of 

d isc u ss io n  in economic development literature over the relative 

merits of balanced and unbalanced economic growth. M ost of 

th is  debate  has been centered around that formulation of the 

concept of balanced growth which was presented by Ragnar Nurkse 

in Problems of Capital Formation in Underdeveloped C o u n tr ie s . 

Although th is  was not the f irs t  exposition of the general concept of 

"balance" in economic development it is certa in ly  the most 

s tra teg ic  in the tremendous debate which has raged during these  

yea rs .  This debate has been marked by the partic ipa tion  of many 

well known econom ists . Among the most notable are: Bela 

B a lassa ,  Albert O. Hirschman, Charles P. Kindleberger,

W. Arthur Lewis, H. W. Singer, and Tibor S c itovsky . These 

people along with many others have been divided between those 

th a t  support the concept of "balance" and those tha t oppose i t .

-1 -
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The la tte r  group has generally  attempted to substitu te  a theory of 

unbalanced growth in place of balanced growth.

In reviewing the various a sp ec ts  of th is  controversy it  soon 

becomes evident tha t there is  one common denominator in the various 

notions of balanced and unbalanced growth. This common denominator 

is  the concept of pecuniary external econom ies. The concept is  new 

to development literature and was i tse l f  developed primarily in the 

debate over balanced and unbalanced growth. In fac t the concepts 

of balanced and unbalanced growth both depend upon the concept of 

pecuniary external econom ies. How then can  there be so much d is ­

agreement between so many econom ists?

The answer to th is  question is  found primarily in the fact that 

there are many ways in which pecuniary external economies may be 

transm itted . Consequently, the notion of balance i tse lf  may mean 

different things to different people. There is  no one single concept 

of balanced growth. Likewise there is  more than one concept of 

unbalanced growth. This fa c t ,  a s  well a s  the fact that there has 

been a considerable amount of theoretica l and ana ly tica l innovation 

within the controversy over balanced and unbalanced growth, has 

resu lted  in much confusion concerning the re la tive  importance as  well 

as  the proper interpretation of the two con cep ts .  This confusion has 

in turn resulted  in what seems to be an irréconciliab le  conflict between 

the two concep ts .  This study hopes to reso lve  th a t  conflic t.
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To th is  end the sub jec t of external economies and the theories 

of balanced  and unbalanced growth will be trea ted  in th is  study with 

five general objectives in mind. They are a s  follows: (l) to review

the concep ts  of balanced and unbalanced growth a s  they  have been 

formulated in economic development li tera ture , e sp ec ia l ly  by 

Rosenstein-Rodan, Nurkse, and Hirschman, (2) to examine the 

role of the one common denominator in the controversy— external 

econom ies, (3) to clarify the i s s u e s  in the debate which has raged 

over the two concep ts , (4) to attempt to reconcile the differences 

between the concepts of balanced  and unbalanced growth while 

examining the possib ili ty  of some more meaningful in terpretation  of 

them, and (5) to examine the po ss ib il i ty  of synthesiz ing  the con­

cep ts  of balanced and unbalanced growth into a single instrument of 

economic development a n a ly s is .

Because the concept of pecuniary external economies appears 

to be the common denominator of both balanced and unbalanced growth, 

an  early  d iscu ss io n  of the concept of external economies seems 

n e c e ssa ry .  This is  done in Chapter II.



CHAPTER II 

ECONOMIC EXTERNALITIES 

Introduction

It was indicated  in Chapter I th a t  the concept of economic 

ex te rn a li t ie s  is a key concept in the development of the argument of 

th is  s tudy . However, before th is  concept can be of any analy tica l 

value it  must be clearly  def ined . In arriving a t  such a definition 

th is  chapter will review the major sources  through which the concept 

has evolved . This review will be followed by a definition which 

will attempt to cover the various types and u sages  of the term.

The second objective of th is  chapter will be to examine the 

ques tion  of measuring economic e x te rn a l i t ie s .  The concept a s  it has 

been trad itionally  used in price and welfare theory has been viewed as  

non-m easurab le . However, in recent years  the concept has been 

employed in  an  altogether different manner and within a completely 

different con tex t.  This change has involved using the concept a s  a 

market phenomenon in the theory of economic development. This new 

concept of economic ex ternalities  has been demonstrated to be 

po ten tia lly  m easurable . Since measurement may take the concept out

- 4 -
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of the realm of pure theory and place it within the realm of policy, 

it  is  important to have an aw areness  of how th is  measurement might 

be accom plished.

The third objective of th is  chapter is  to investiga te  the role 

of economic ex ternalities  in the theory of economic growth and 

development. In th is  part of the study one main question will be 

considered . Can it  be demonstrated that external effects  must be 

exploited as  a prerequisite  to economic growth and development?

The Evolution of the Concept

The concept of ex ternal economies was introduced to

economic literature by Alfred M arshall in his Principles of Economics,

M arshall defined the concept of external economies, in contrast to

internal economies, with the following p assag e .

We may divide the economies arising from an  increase  in 
the scale  of production of any kind of goods, into two 
c la s s e s — firs tly , those  dependent on the general develop­
ment of the industry; and secondly , those dependent on 
the resources of the individual houses of business  engaged 
in i t ,  on their organization and the efficiency of their 
management. We may call the former external economies. 
and the la tte r  internal economies. ^

M arshall introduced the concept into a long-run s ta t ic  equilibrium 

ana ly s is  as  a means of explaining increasing returns under competi­

tive  cond itions . Within th is  context, he points out that: "External

lAlfred M arshall,  Principles of Economics (eighth edition; 
London: Macmillan and Company, 1964), p. 221.
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economies are constan tly  growing in importance re la tive ly  to

internal . . ."  ^

Bela Balassa has suggested tha t M arsh a ll 's  applica tion  of

external economies was not so concerned with s ta t ic ,  competitive

equilibrium a s  was tha t of his followers. He s ta te s  that: "Although

he (Marshall) was far from presenting a complete theory of economic

growth— his valuable  insigh t into problems re la ting  external economies
2

and economic progress foreshadowed la te r ,  modern trea tm en t."

Balassa goes on to  support th is  contention with a se r ie s  of quotes

tha t  are worth noting h e re .

M arshallian  external economies are not the bucolic ones of 
the bee-orchard-honey  type but are c learly  connected with 
ih e  development of the economy. They are said  to depend 
on 'the general development of industry ',  on 'the growth of 
correlated  branches of industry, ' on 'the  general progress 
of industr ia l  env ironm ent', and on the inc rease  of the size  
of the market in genera l.  External economies include 'the 
many various economies of spec ia lized  sk ill  and spec ia lized  
machinery, of loca lized  industries  and production on a large 
s c a le ' ,  the  'in c reased  fac il i t ie s  of communication of a l l  
k in d s ' ,  'trade knowledge, sk illed  labour fo rce, e tc .  ' The 
pervading theme in the d iscuss ion  of ex ternal economies is 
their  in teraction  with the growth of the economy.

^Ibid. , p .  237.

2Bela B alassa ,  The Theory of Economic Integration (Homewood, 
Illinois: Irwin, 1961), p . 144.

3lb id . , pp . 144-145. For further support of th is  contention see: 
H. W. Arndt, "External Economies in Economic Growth," Economic 
Record, Vol. XXXI (November, 1955).
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This particu la r  insight provided by Balassa i s  valuable in 

light of the obscurity  of M arsha ll 's  d isc u ss io n  of external econom ies. 

M arshall g ives  a t  b es t  an  ambiguous defin ition and a sketchy, 

sca tte red  d isc u ss io n  of the concept. This undoubtedly served to 

delay  the system atic  treatment of external economies in economic 

l i te ra tu re . This thought is  expressed  by Joseph Schumpeter when he 

says:

At any rate i t  is  understandable tha t both the leads  given by 
M arshall and the loose ends le ft  by him must have s tarted  
d isc u ss io n  in any environment tha t took any in te re s t  a t  a l l  
in the  foundations of economic theory. The only thing to 
wonder a t  is  tha t th is  d iscu ss io n  took so long to  burst into 
print and to p resen t re su lts  to the sc ien tif ic  public a t  large. 
For in s ta n c e ,  Professor Viner's famous paper on "Cost 
Curves and Supply Curves" th a t  s ta r ted  from M arsh a ll 's  
a n a ly s is  . . . appeared only in September 1931. ^

Aside from Schum peter 's  reference to Viner, the concept of

external economies was re-in troduced prior to  1931 by A. C. Pigou
2

in 1920 with the publication  of h is  The Economics of W elfa re .

Within the context of s ta t ic  equilibrium and welfare an a ly s is  Pigou 

iden tifies  ex ternal economies a s  the cau sa tiv e  fa c to r  in the variance 

between soc ia l  and private net marginal productiv ity . In so doing

1 Joseph Schumpeter, History of Economic Analysis (Oxford: 
Oxford U niversity  P r e s s , 1954), p. 1046.

2A. C . Pigou, The Economics of W elfare (fourth edition; 
London: M acmillan and Company, 1962), e sp e c ia l ly  Part II, 
Chapters II and IX.
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he s e ts  the s tage for s ta t ic  equilibrium and welfare d iscuss ions  con­

cerning the most effic ien t a llocation  of the national dividend under 

conditions of variance between soc ia l and private net marginal produc­

tiv ity  (utility). But more important for our purposes here, Pigou extends 

the ju risd ic tion  of the concept of external economies beyond the pro­

duction function to the consumption function. The resu ltan t welfare 

and equilibrium an a ly s is  is  a study for another paper.  ̂ The immediate 

purpose of th is  study is  to obtain a full understanding of the concept 

of ex ternal e f f e c t s .

Pigou 's  introduction of external economies into equilibrium 

an a ly s is  resu lted  in a lively d iscu ss io n  of the nature and s ignificance 

of "empty economic boxes" and increasing  cos t industries  which 

greatly  enhanced our understanding of the concept. Because th is  d is ­

cuss ion  did not contribute to an ex tension  of the scope of the concept,

it  is  not of s tra teg ic  importance to th is  s tudy except insofar a s  it
2

firmly e s ta b lish ed  the concept in economic doctrine.

iThe in te res ted  reader can pursue th is  d iscu ss io n  by beginning 
with: E. J. M ishan, "Reflections on Recent Developments in the Con­
cept of External E ffec ts , " The Canadian Tournai of Economics and 
Political SciencA, (February, 1965): Reprinted in Mishan*s W elfare 
E co n o m ics . (New York: Random House, 1964).

2 The se a r t ic le s  are reprinted in: A. E. A. Readings in Price 
Theory edited  by G . Stigler and K. Boulding (Homewood: Irwin, 1952), 
pp. 119-159.
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Further c larification and distinction  was added to  the concept

of ex ternal economies by Jacob Viner in 1931. Viner defined external

economies a s  "those which accrue to particular concerns a s  the

resu l t  of the expansion of output by their industry a s  a  w ho le , and
2

which are independent of their  own individual o u tp u ts . " In addition 

to th is  rather c la s s ic  and s t i l l  limited definition, Viner divides 

external economies into "technological" and "pecuniary" external 

econom ies. Technological economies are those tha t  c o n s is t  of
3

"reductions of the technological coeffic ients of production ."

Pecuniary economies are those tha t are resu ltan t from "reductions in

the prices paid for the factors a s  the resu lt  of in c reases  in the
4

amounts thereof pu rchased ."

Howard S. Ellis and William Fellner in 1943 contributed one 

more point of clarity by reminding us of the ex is tence  of not only

1 Jacob Viner, "Cost Curves and Supply Curves, " Zeitschrift 
Fur Nationalokonomie. Vol. I l l ,  (1931), pp. 23-46 . Reprinted in: 
Readings in Price Theory, pp. 198-232.

Zi b i d . , Readings, p. 217.

3lbid . . p . 213.

4lbid.
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ex ternal economies but of external diseconom ies a s  w ell .  ^

Further c larity  was brought to the concept of external

econom ies of the type found in  s ta t ic  equilibrium a n a ly s is  by J. E.
2

M eade in 1952. Professor M eade d is tingu ished  betw een two types 

of external effects ; "unpaid factors of production" and "the c rea -
3

tion  of a tm osphere ."  The f irs t  type is  derived from "factors of

production for which the individual pays nothing" of the bee-o rchard -

honey type. The second type is  derived from "the fac t th a t  the

a c t iv i t ie s  of one group of producers may provide an atmosphere which

is  favourable or unfavourable to the a c t iv i t ie s  of another group of 
4

producers ."  He gave a s  an  example of th is  type afforesta tion  schem es 

in  one loca lity  which increase  ra infa ll in tha t  d is tr ic t  which in turn 

is  favorable to the production of w heat. M eade 's  conclusions con­

cerning his two types of ex ternal econom ies are not important to us 

here . What is  important is  his p rec ise  definition of external 

economies and diseconom ies.

1 Howard S. Ellis and William Fellner, "External Economies and 
D iseconom ies ,"  American Economic Review. Vol. XXXIII, (1943), pp. 
493-511. Reprinted in . Readings in  Price Theory, op. c i t .  , pp. 242- 
263.

2j. E. M eade, "External Economies and Diseconom ies in a 
Competitive Situation, " Economic Tournai. Vol. LXII, (March, 1952), 
pp. 54-67.

3l b i d . , p . 56.

4 Jb id . , p. 62.
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Meade defined external economies and diseconomies rigo­

rously by identifying them in a production function where , the 

output of a particular good, is  equal to Fi (1%, c^; I 2 , 0 3 , X2) 

and, X2 = F2 (12/ 02 ; 1%, 0 %, X^).  ̂ In th is  definition the 

ex istence  of external economies is  indicated  by the presence of 

the variab les  to the right of the semicolon. Since th is  is  a produc­

tion function external econom ies, according to th is  definition, are 

pecu liar ities  of the production function. For tha t reason  they would 

be c la ss if ie d  by Viner a s  technological external econom ies.

Thus far we have covered the meaning and s ignificance of 

the concept of external economies within the jurisd iction  of 

equilibnum and welfare a n a ly s is .  S till ,  we have not yet come to 

the main problem of thi s study; the s ignificance of the concept of 

external effects  in development econom ics . As s ta ted  by Tibor 

Scitovsky;

. . . it  is  becoming increasingly  c lear  tha t the concept of 
external economies does duty in two entire ly  different 
con tex ts . One of these  is  equilibrium theory, the other is  
the theory of industr ia liza tion  in underdeveloped c o u n t r i e s . ^

l l b i d . , p . 67.

2Tibor Scitovsky, "Two Concepts of External Economies," The 
Tournai of Political Economy. Vol. 62, (April, 1954), Reprinted in: 
The Economics of Underdevelopment, edited  by A. N. Agarwala and 
S. P. Singh, (Oxford, G alaxy, 1963), pp. 295-308, p. 295.
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This second context is  more particularly  the concern of th is  study.

With the possib le  exception of M arsha ll 's  implicit application  of the 

term within a dynamic context, we have not yet examined th is  a sp e c t  

of the problem .

The dynamic interpretation of external economies in economic

development was f irs t  formally introduced to economic literature in

1943 by P. N. Rosenstein-Rodan in h i s , "Problems of Industr ia liza -
1

tion of Eastern and South-Eastern Europe." In th is  a r t ic le ,  Rosenstein-

Rodan iden tifies  three types of external economies a l l  of which are

dynamic in nature. To begin with Rosenstein-Rodan recognizes

external economies as  the difference between socia l and private net

marginal productivity. He a lso  reco g n izes , due to the motivational

force of profits, tha t private investment will not produce the n ecessary

cap ita l  supply for a su ccess fu l  development program. Therefore he

s ta te s ;  "Existing institu tions  of international investment . . . are

inappropriate to the ta sk  of industria liza tion  of a whole a rea .  They

deal with too small units and do not take full advantage of external 
2

econom ies . "

Ip .  N. Rosenstein-Rodan, "Problems of Industria liza tion  in 
Eastern and South-Eastern Europe, " The Economic Tournai, Vol. 53, 
(June-September, 1943). Also reprinted in The Economics of Under­
development. Ib id . . pp. 245-255.

2l b i d . . p . 247. Rosenstein-Rodan relied heavily  on a 
previous a r t ic le  by Allen Young, "Increasing Returns and Economic 
Prog ress ,"  Economic Tournai. Vol. 38, (December, 1928), in 
formulating his  d iscu ss io n .
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Rosenstein-Rodan defines the f irs t of his three types of

external economies in terms of complementarity between ind u str ie s .

This complementarity provides the potentia l for external economies

which will in turn re su l t  in su ccess fu l  investm ent ven tures. To

tha t ex tent they must be c la s s if ie d  a s  dynamic. The point is  made,

without a defin ition , by the following example of a shoe factory.

. . . Let us assum e that 20,000 unemployed workers in 
Eastern and Southeastern  Europe are taken  from the land 
and put into a large shoe factory . They receive wages 
subs tan tia l ly  higher than their previously meager income 
in nature. It would be im possible to put them into 
industry a t  their  previous income standard because  they 
need more foodstuffs than they  had in  their agrarian semi­
employed ex is ten c e ,  because  these  foodstuffs have to be 
transported  to towns and because  the workers have to pay 
for housing accom m odations. If the workers spent a l l  of 
their wages on sh o es ,  a market for the products of their  
en terprise  would a r ise  representing an  expansion which 
does not d isturb the p re -ex is t ing  market, and 90 percent 
of the problem (assuming 10 percent profit) would be 
so lved . The trouble is  that the workers will not spend 
a ll  their wages on sh o es .  If in s tead ,  one million unem­
ployed workers were taken  from the land and put, not into 
one industry , but into a whole se r ies  of industries  which 
produce the bulk of goods on which the workers would 
spend their  w ages, what was not true in the case  of one 
shoe factory would become true in the case  of a whole 
system of industr ies: it would create  i ts  own additional 
market, thus realiz ing  an expansion  of world output with a 
minimum disturbance of the world m arkets. The industries  
producing the bulk of the wage goods can therefore be said 
to be complementary. The planned creation of such a

^Complementarities are not external econom ies. Instead  the 
term "Complementarity" refers to a re la tionship  which ex is ts  between 
economic units and gives r ise  to a potentia l for external econom ies.
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complementary system  reduces the r isk  of not being able to 
se l l ,  and , s ince  r isk  can be considered  a c o s t ,  i t  reduces 
c o s t .  It is  in th is  s en se  a spec ia l c a s e  of "external 
econom ies . ^

It  will be more c learly  shown in Chapter III th a t  th is  "spec ia l  case  

of ex ternal economies" is  a horizontal transm iss ion  of pecuniary 

ex ternal economies through the market for final g o o d s . The con­

cept was not given explic it  definition by Rosenstein-Rodan, perhaps 

because  th is  was its  f irs t  s ta tem ent. As such  it presented i ts e l f  a s  

quite different from the second type of external economy cited  by

Rosenstein-Rodan; "the M arshallian  econom ies external to the firm
2

within a growing industry ."  This more fam iliar type of external

economy was extended by Rosenstein-Rodan to include his third type;

" . . .  economies external to one industry due to the growth of other 
3

in d u s tr ie s .  "

Rosenstein-Rodan goes on then to clarify  the role of external 

economies in the dynamic process  of industr ia l iza tion . He points 

out again  tha t  the ex is tence  of external economies gives rise  to a 

divergence between soc ia l  and private net marginal productivity and

l l b i d . , pp. 249-250.

2l b i d . , p. 250.

3lbid.
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that ex isting  institu tions of in ternational and national investm ent, 

which have as  their driving force "the profit expecta tions of an 

individual en trepreneur" ,  ̂ do not take account of th ese  external 

econom ies .

This more dynamic d iscu ss io n  of the ro le of external

economies in economic development was further clarified by Ragnar 
2

Nurkse in 1953. In the now famous Chapter I of his  Problems of

Capital Formation in Underdeveloped C o u n tr ie s , Nurkse provided

Rosenstein-Rodan 's  f irs t  type of external economy with a definition.

In so doing, he added some clarity  to the concept.

The notion of 'ex ternal economies' seem s applicable  here, 
though not quite in the sense  in  which M arshall commonly 
used  i t .  Each of a wide range of p ro jec ts ,  by contributing 
to an  enlargement of the s ize  of the market, can be sa id  to 
create  economies external to the firm. Indeed, it  may be 
tha t the most important external economies leading to the 
phenomenon of increasing  returns in the course of economic 
progress are those  tha t take the form of inc reases  in the 
s ize  of the market, rather than those which econom ists ,
following M arshall,  have usually  had in m i n d .......................

The external economies in the market s e n se ,  ju s t  like 
those  of the more conventional type, can  create  a d is ­
crepancy between the private and soc ia l  marginal produc­
t iv ity  of cap ita l.  ^

l lb id .

2Ragnar N urkse , Problems of Capital Formation in Under­
developed Countries and Patterns of Trade and Developm ent. (New York: 
Oxford University P re s s , 1967).

3jb id . . pp. 14-15.
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This dynamic contribution to the concept of external economies 

is  important because it extends the jurisdiction of the concept to 

include in tra-industry  transm issions of external economies through 

the market for final goo d s . The context within which th is  contribution 

was made will be explored further in Chapter III. However, it must 

be noted here tha t Nurkse and Rosenstein-Rodan stimulated d iscu ss io n  

which in turn contributed toward further c larifica tion  of the concept.

This task  was immediately taken up by J. Marcus Fleming in
1

his review of Nurkse's book. Fleming ra is e s  once again  the question 

of external d iseconom ies. He points out tha t  external diseconomies 

resu lt  from the competitive nature of economic interdependence and 

tha t by emphasizing the complementary nature of economic interdepen­

dence, Nurkse and Rosenstein-Rodan fail to give due consideration to 

external diseconomies while they overemphasize external economies.

Fleming goes on to make a d istinction  between "horizontal" 

transm issions of external economies between industries  a t  the same 

s tage of production in different goods and "vertica l"  transm issions 

between firms and industr ies  tha t are rela ted  to each  other vertically  

a s  suppliers and users  of each  other:'s outputs.

I j .  Marcus Fleming, "External Economies and the Doctrine 
of Balanced Growth, " The Economic Tournai. Vol. 65, (June, 1955): 
Also reprinted in: The Economics of Underdevelopment, o p . c i t . , 
pp. 272-294.
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There can be l i t t le  doubt but that the conditions for a 
've r t ica l ' transm iss ion  of external economies whether 
forward from supplying industry to using industry , or 
backward from using industry  to supplying industry— 
are much more favourable than for a 'horizon ta l ' t ra n s ­
m ission betv/een industr ies  a t  the same s ta g e . f . . . .
. . . We have seen ,  however, tha t  the chances  are 
much better for a 'v e r t ica l ' propogation of external 
econom ies, from custom er industry to supplying indus­
try , and e sp ec ia lly  from supplying industry  to customer 
industry , and tha t  development a t  different s tages  in  
the same 'l in e ' of production are more like ly  to afford 
each  other mutual support than those in  different lines  
of production.^

It should be noted tha t  Fleming went even further in th is  

c la ss if ic a t io n  by separating "vertica l"  external economies into 

forward and backward vertica l t ra n sm iss io n s .  Forward transm is­

sions of external economies a re  those  tha t are transm itted  from 

supplying industries  to using in d u s tr ie s .  Backward transm iss ions  

are from using industries  to supplying in d u s tr ie s .  At the same 

time he ind ica tes  tha t vertica l transm iss ions  are  more likely  to 

occur than are horizontal transm iss ions  and a lso  tha t backward 

vertica l transm iss ions  are more likely  to occur than are forward 

vertica l t ransm iss ions .

The concept of external economies was given further c larity

l l b i d . . p . 285.

2lbid. , pp. 290-291.
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by Tibor Scitovsky in h is  a r t ic le ,  "Two Concepts of External 
1

Econom ies." This a r t ic le  is  perhaps the most comprehensive

a r tic le  on the subject of ex ternal economies.

Scitovsky begins with an  allegation  that: "Definitions of
2

external economies are few and u n sa tis fac to ry ."  He goes on then 

to point out tha t the d isc u ss io n s  on the sub jec t are varied and 

d iss im ila r  because " . . .  the concept of external economies
3

does duty in two entire ly  different con tex ts. " These two entirely

different contexts are equilibrium theory and the theory of

industr ia liza tion  in underdeveloped countries. According to

Scitovsky, it is  necessary  to have "two entirely different defini-
4

tions  of external econom ies, one much wider than the other. " He

argues further that "external economies as  defined in the theory of

industr ia liza tion  include, but go far beyond, the external economies
5

of equilibrium theory. "

1 Tibor Scitovsky, "Two Concepts of External Economies," The 
Tournai of Political Economy. Vol. 62, (April, 1954): Also reprinted in 
The Economics of Underdevelopment, o p . c i t . . pp. 295-308.

^Ibid. , p . 295.

3lbid .

4lbid. . p. 296.

5lbid.
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In d iscuss ing  tha t type of external economy which is  found

in equilibrium theory, Scitovsky points out tha t such  external

economies are the product of economic in terdependence. More

sp ec if ica lly ,  they are the resu lt  of "direct" economic interdependence.

Equilibrium theory, . . . is  a s ta t ic  theory, concerned with 
the economic system when it  is  in equilibrium. M ost of its  
conclusions are based  on the assum ptions of (1) perfect 
competition on both s id es  of every market and (2) perfect 
d iv is ib ili ty  of a l l  resources  and products. These assum p­
tions underlie the main conclusions of general equilibrium 
theory, v i z . , tha t the market economy leads  to a s ituation 
of economic optimum (in Pare to 's  sense) provided th a t  every 
economic influence of one person 's  (or firm's) behavior on 
another person 's  w ell-be ing  (or firm's profit) is  transmitted 
through its  impact on market p r ices .  Expressed differently, 
equilibrium in a perfectly  competitive economy is  a situation 
of Paretian optimum, excep t when there is  interdependence 
among members of the economy that is  d irec t,  in  the sense 
tha t  it does not operate through the market mechanism. In 
general equilibrium theory, then , d irect interdependence is 
the v illa in  of the peace and the cause for conflic t between 
private profit and soc ia l benefit.  ^

This expression  of external economies a s  found in equilibrium 

a n a ly s is  by i tse l f  brings a great deal of c larity  to the sub jec t.  How­

ever, Scitovsky goes on to d is tingu ish  five types of d irect inter­

dependence from which external economies might a r i s e .  These are:

(1) "Interdependence of consum er's  sa tis faction" where the individual's  

sa tis fa c t io n  may depend not only on his consumption and service 

a c t iv i t ie s  but a lso  on the sa tis fa c t io n  of other persons . (2) Producer- 

consumer interdependence, where the person 's  sa tis fac tio n  may be

llb id .
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influenced by the ac t iv i t ie s  of producers not only through their demand

for his serv ices  and supply of the products he buys but a lso  in ways

tha t do not operate through the market. Scitovsky c a l ls  these  the

producer's  "direct" influence on personal s a tis fa c t io n .  The best

known example of th is ,  according to Scitovsky, is  the factory which

inconveniences i ts  neighborhood with fumes and no ise  which emanate

from i t .  (3) Consum er-producer's  in terdependence , where the

producer's  output may be influenced by the ac tions  of persons more

directly  and in other ways than  through their offer of serv ices  used in

production and their demand for the firm's output. The main instance

of th i s ,  in the opinion of Scitovsky, is  the invention which fac il i ta tes

production and becomes ava ilab le  to a l l  producers free of charge.

(4) "D irect interdependence among producers ,"  the counter-part

of c a se  (1), where the output of one producer may depend not only

on his input of productive resources  but a lso  on the ac t iv i t ie s  of other

firms. (5) Social-private  interdependence, where socie ty  provides

socia l serv ices through community action  and makes them availab le

free of charge to a ll  persons and firms. The b es t  example of th is

type would be public education , public roads and other "soc ia l over- 
1

head c a p i ta l ."

l lb id . . pp. 296-297.
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Of th ese  five c a s e s ,  c a s e s  (1) and (5) are of particular

importance to the study of welfare econom ics. It i s  because of

the  ex is ten c e  of these  two types  of ex te rna lities  th a t ,  according

to  Scitovsky, welfare econom ists  are so re luc tan t to  make any

s ta tem ents  concerning personal welfare c r i te r ia .  ̂ Scitovsky

poin ts  out tha t  the remaining three c a s e s ,  (2), (3), and (4) are

re la ted  to  production and seem to be exceptional and  unimportant

in equilibrium theory. C a se s  (2) and (3) are exceptional

b ecause  in s tances  of th e se  types  are eliminated through zoning

ordinances and industr ia l  regulation  for case  (2) and  by patent

law s for case  (3). C ase  (4) seem s unimportant because  there are
2

so few examples of th is  c a se  in equilibrium theory.

Scitovsky goes on to say  tha t  there are many examples of 

economic in terdependence among producers (case 4), but that 

"most of th ese  are not exam ples of direct interdependence among 

p roducers , w hich'is^the only meaning that can be attributed to the
3

term "external economies" within the context of equilibrium theory.

l lb id . . p. 297.

2lb id .

3jbid. . p. 298.
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M ost of the examples of economic interdependence among producers 

to which he is  making reference are not found a s  much in equilibrium 

theory a s  in  the theory of the industria liza tion  of underdeveloped 

co u n tr ie s .

Scitovsky points out tha t those types of external economies

which a r ise  out of d irect economic interdependence are "technological"

external econom ies, the only kind found in equilibrium theory. His

sta tem ent follows:

. . . For th is  reason  it is  convenient to ca l l  them 
"technological external economies" while th is  will 
d istingu ish  them from another category of external 
economies to be introduced presen tly , we must bear 
in mind that technological external economies are the 
only external economies that can  a r ise  b ecau se  of 
d irec t interdependence among producers and within the 
framework of general equilibrium theory. ^

Scitovsky then takes  up the types of ex ternal economies which

are found in development l i te ra tu re .  After pointing out that he has

been "unable to find a definition of the concept in the literature
2

dealing with underdeveloped co u n tr ie s ."  He attem pts  his own

definition which he adapts from M eade .

It seems that external economies are invoked whenever the 
profits of one producer are affected  by the ac tions  of other

l l b i d . . p. 298.

2l b i d . . p. 299.
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producers. . . . We can  express this in symbols by the 
function Pj^=G(xi, , c j ,  . . X2 , l2 ,C 2 ,  • • .) ,
which shows tha t the profits of the firm depend not only on 
i ts  own output and factor inputs but a lso  on the output and 
factor inputs of other firms; and we sha ll  say  tha t  in the 
context of underdeveloped countries external economies are 
sa id  to ex is t  whenever the variables to  the right of the 
semicolon are p resen t.  ^

Scitovsky further points out that the above definition includes 

both d irec t and non-direct interdependence among producers. Non- 

d irect interdependence ac ts  through the market mechanism and there­

fore th ese  types of ex ternalities  are called  "pecuniary external 

economies" to d istinguish  them from the "technological external 

economies" of direct economic interdependence.

After introducing the concept of pecuniary external economies, 

Scitovsky then goes on to give five examples of different types of

pecuniary external economies arising out of non-direct market in ter- 
2

dependence. These are a s  follows: (1) When investm ent in industry A

resu lts  in a decrease  in the cos t of A which is  an input for industry B, 

industry B then receives a reduction in cost an d /o r  an  increase  in 

profits resu ltan t from the forward transm ission of pecuniary external 

economies from supplier to user. (2) Expansion in industry A may a lso

l l b i d . , p . 300.

2jbid. , pp. 304-305.
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give rise  to profits in an  industry that produces a factor used in 

industry A. This is  a backward transm iss ion  of external economies 

along vertical l in e s .  (3) An industry whose product is  complementary 

in use  to the product of industry A may enjoy the  benefits  of external 

economies from the expansion of output in industry A. (4) An 

industry whose product is  a substitu te  for a factor used in industry A 

may receive pecuniary external economies from expansion in industry A. 

(5) An industry whose product is  consumed by persons whose incomes 

are ra ised  by the expansion of industry A will a lso  enjoy the effects  

of pecuniary external economies from expansion of industry A. This 

type of pecuniary external economy was c la ss if ie d  as  "horizontal" by 

Fleming and is the effect which is  em phasized by Nurkse and Rosenstein- 

Rodan in the "theory" of balanced economic growth.

Thus far, in th is  chronological d iscu ss io n  of the evolution of 

the  concept of external e f fec ts ,  the a l l-p e rv as iv en ess  of the concept 

has been observed. Also, it  has been suggested  that there is no single 

work which gives a completely comprehensive and de ta iled  d isc u ss io n  of 

external economies in a l l  their different forms and u sa g e s .  The 

a r t ic le  by Scitovsky seem s to be the most definitive a r tic le  currently 

av a ilab le .  Yet there s t i l l  does not seem to be a truly definitive d i s ­

cuss ion  of th is  concept. Therefore, by way of synthesizing the
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contributions found in the preceding a r t i c le s , an  attem pt will be made 

in the next few pages to bring a greater degree of c larity  to the sub jec t 

of economic e x te rn a l i t ie s .

A Definition of Economic Externalities 

Scitovsky 's  most s ign ifican t contribution to  the theory of 

external economies was perhaps his pointing out tha t  they are the 

product of economic in terdependence. There can  be no doubt about 

the all-pervading  fact of interdependence betw een partic ipants and 

functions of the economy. Whether dealing with an  ab s trac t  micro- 

economic model in which a single producer produces a narrow s e le c ­

tion  of goods with primitive methods or a complex macroeconomic 

descrip tion  of an ac tua l economy with its  d iversif ied  and complex 

industr ia l networks, one must be cognizant of the ex istence  of 

economic interdependence. This relationship  e x is ts  in a ll economic 

ac t iv i ty  and it is  un iversally  known and understood by econom ists . 

However, it is  generally  given only implicit recognition . Thus, i t  

may be appropriate to conclude tha t the theory of economic ex te rna litie s  

is an  exp lic it  account of the ex is tence  of economic interdependence* 

Since economic interdependence is  so a ll-encom pass ing  and 

since economic ex te rna li t ies  are derived from economic interdependence, 

a good definition of ex ternal e ffects  should perhaps be general enough
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to cover a ll types of in terdependence. In th is  regard the following 

definition is offered. Economic ex ternalities  are the forces which 

cause  one ind iv idua l 's ,  f irm 's ,  or industry 's  profitability , produc­

tive effic iency , or u tility  to  be increased  or decreased  by the 

ac t iv i t ie s  of some other individual, firm, or industry which affect 

the former directly or ind irec tly . For the sake of further c larity  it 

is n ecessary  to analyze the above definition.

F irs t, it must be understood that external effects  can be 

transmitted between and among in d iv id u a ls , f irm s , and in d u s tr ie s . 

The number of possib le  combinations is limited only by the number 

of separate  en ti t ie s  in the economy. There can be; consumer- 

consumer, consum er-producer, producer-consum er, producer- 

producer, in te r-industr ia l  and in te r-sec to ra l  transm iss ions  of 

external economies, to name only a few. The relationship  can 

ex is t  between supply and demand, the public and private sector, 

and between buyers and s e l le r s .  No a sp e c t  of economic activ ity  

is free from the effects  of external economies or d iseconom ies.

Second, external effec ts  can be positive or negative. 

Positive external effects  are  ca lled  external economies which cause  

an ind iv idua l 's ,  firm's or industry 's  profitability , productive 

effic iency or sa tis fac tion  to be greater because of the ac tions  of
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some other individual, firm or industry. Negative external effects  

are ca lled  external d iseconom ies which cause  an in d iv id u a l 's ,  firm 's 

or industry 's  profitability , productive effic iency  or sa tis fac tion  to 

be le ssen ed  because of the ac tions  of some other individual, firm 

or industry.

Third, there are two a sp e c ts  of economic interdependence; 

competition and complementarity. A ctivities which resu lt  in the 

transm ission  of ex ternal economies between ind iv iduals ,  firms, or 

industr ies  which are complementary to each  other will resu lt  in t r a n s ­

m issions of external diseconom ies between those  tha t are competitive 

in their  re la tionship . For example: An in crease  in output and con­

sequent decrease  in the price of coffee may resu lt  in external 

economies to the dairy industry whose product (cream) is  used in 

conjunction with coffee. This same ac tion , on the other hand, may 

re su lt  in the transm ission  of external d iseconom ies to the tea industry 

which competes with coffee.

Fourth, economic in terdependence may be d irect or ind irec t.  

D irect economic in terdependence resu lts  in the transm iss ion  of economic 

ex terna lities  in ways other than through the market. For that reason  

these  external effects  are ca lled  technological or non-pecuniarv .

Indirect economic in terdependence resu lts  in the transm iss ion  of
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external e ffec ts  through the market. Therefore they  are referred to 

a s  pecuniary external e f fec ts .  M ost of the d isc u ss io n  in economic 

lite ra ture  has centered on the concept of technolog ical external 

e f fe c ts .  This is  the only type of external e ffect th a t  can be trea ted  

under the assum ptions of s ta t ic ,  microeconomic, equilibrium and 

welfare a n a ly s is .  However, dynamic macroeconomic ana lys is  must 

include both technolog ical and pecuniary external e f f e c t s .

Fifth, the elem ents of an economy, e sp e c ia l ly  firms and 

in d u s tr ie s ,  may be re la ted  to each  other horizonta lly  when a t the 

same stage  of production, usually  a t  the final goods s tag e ,  and 

vertica lly  a s  suppliers and users  of each  others inputs  or outputs.

It i s  u se fu l ,  therefore, to divide economic ex te rn a li t ie s  along th ese  

l in e s .  Because of th is ,  we may speak of horizontal transm issions 

of ex ternal effects  between firms or industr ies  tha t are indirectly  

re la ted  to each  other through the market for final g o o d s . We may 

a lso  speak of vertica l transm iss ions  among firms or industr ies  that 

are d irectly  re la ted  to each  other a s  suppliers  and users  of each 

others inputs and products.

Vertical transm iss ions  may be further divided into forward and 

backward transm iss ions  of external e f fe c ts .  Forward transm iss ions  

of vertica l external economies and d iseconom ies a re  from supplier
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to u ser,  industry or firm . Backward transm iss ions  are from user 

to supplying industries  or firms.

Horizontal transm issions  of external e ffec ts  are pecuniary 

in nature . The reason  for th is  is  tha t the transm itting and rece iv ­

ing firms or industries  are  re la ted  only through the market for final 

goods, Vertical transm iss ions  of external effects  may be techno­

log ica l or pecuniary . The reason  for th is  is  tha t there is  not only 

a d irec t interdependence through production functions but a lso  there 

may b e , in some in s ta n c e s ,  indirect interdependence through the 

market for their outputs or in p u ts .

Finally it must be recognized th a t  the ex is tence  of external 

economies and diseconom ies g ives r ise  to a divergence between the 

soc ia l and private net marginal productivity or u tility  which is 

resu ltan t  from any given economic a c t iv i ty . For tha t reason , most 

of the traditional criteria  used in judging economic efficiency must 

be amended when the general economic welfare is  considered rather 

than  tha t of an individual. The criteria  of economic efficiency should 

be amended to include a t  le a s t  an intuitive aw areness  of the effects  of 

economic ex te rn a li t ie s .  Such an  aw areness  should a s su re  greater 

general economic w elfare . This is  e sp ec ia lly  true when the criteria 

are app lied  in such a v ita l subjec t a s  industr ia liza tion  in underdeveloped 

econom ies .
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M easurabilitv  of External Effects 

The more or le s s  trad itional concept of external effects  which 

is found, for example, in the works of M arshall,  Pigou, Viner, and 

Meade has been widely accep ted  as  not sub jec t to empirical verifica­

tion. The primary reason for th is  condition is  tha t the traditional 

concept of external effects  is  the notion of technological economic 

ex te rn a li t ie s .  The reader will reca ll  tha t technological ex terna lities  

are transm itted directly  between the transmitting and receiving a g en ts .  

That is  to say , they are not transm itted through the market.

Economic calculation  is  made in terms of p rices  and cos ts  

which involve market t ran sac tio n s .  Therefore, transm iss ions  of 

external e ffects  that take place outside of the market cannot be ca lcu­

lated except a s  the marginal difference under the ce te r is  paribus 

assum ption . True, the ceteris  paribus assum ption is  of unquestionable 

usefu lness  in pure theory. Measurement on the other hand involves, 

and demands, more re a l is t ic  a ssu m p tio n s . Therefore, it  must be 

conceded tha t no more than an intuitive measurement of technological 

external effects  is  likely to be accom plished.

This "intuitive measure" of external e ffects  has  been present 

throughout the d iscuss ion  of external e f fec ts .  It is  found in Pigou's 

c la ss if ic a t io n  of increasing and decreasing  co s t  industr ies  and
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e sp e c ia l ly  in welfare lite ra tu re  where it is  assum ed , for example, 

tha t a factory  in a re s id en tia l  area d issem inates  net external d i s ­

econom ies. The intuitive measure of external e ffec ts  is  a lso  found

in policy  a s  i t  is  implied, for example, in zoning ordinances and
1

other public  policy.

Personal and in terpersonal transm iss ions  of external e f fec ts ,  

wherein an  ind iv idual 's  u tility  function is  a ffec ted , are  not sub jec t 

to empirical verification. To do th is  would involve the use of 

cardinal u tility  m easures which are generally  thought to be impos­

s ib le .  However, i t  is  not uncommon to find intuitive es tim ates  of 

ex ternal e ffects  on individual preference and u tility  functions.

Pecuniary external e ffec ts  on the other hand are  transmitted 

through markets. For that reason  there is a much grea ter  likelihood 

th a t ,  with enough s ta t i s t ic a l  information and the right econometric 

instrum ents , th is  type of external effect could be m easured. In 

fac t,  a great deal of work has been done in th is  area by H. B. Chenery

Ipor further examples of when th is  intuitive measure has been 
used , see: R. H. Goa s e ,  "The Problem of Social C o s t ,"  The Tournai 
of Law and Economics. Vol. I l l ,  (October 1960), pp. 1-40.
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and o th e r s . ^

TheSe econometric s tu d ies  have attempted to measure 

pecuniary external economies e sp e c ia l ly  in their app lica tion  as  

investm ent criteria  in development programs. It is  worth noting 

here tha t th e se  s tud ies  began with the concept a s  used  and 

developed in the works of N urkse, Rosenstein-Rodan, Fleming, 

and Scitovsky . The s tud ies  were based  on a great deal of 

s ta t i s t ic a l  data and econometric methodology. The method used 

is  primarily input-output a n a ly s is ,  particularly  a s  app lied  to 

major sec to rs  of the économies s tud ied .

A conservative evaluation of the su ccess  of th ese  attem pts 

must recognize that in  most c a s e s  a great deal of economic in ter­

dependence was discovered to e x is t  between most industr ies  and 

sec to rs  of the economies which were s tudied . These resu l ts  led

ISee; H. B. Chenery, "O vercapacity  and the A cceleration 
P r inc ip le ,"  Econometrica. Vol. 20, (January 1952). H. B. Chenery, 
"The Application of Investment C r i te r ia ,"  The Quarterlv Journal of 
Econom ics. Vol. 67, (February, 1953). H. B. Chenery, "The Role 
of Industr ia liza tion  in  Development Programs, " American Economic 
A ssociation: Papers and P ro ceed in g s , Vol. 45, (May, 1955). H. B. 
Chenery and Kenneth S. Kretschmer, "Resource Allocation for Economic 
D evelopm ent," Econometrica. Vol. 24, (October, 1956). H. B. 
Chenery and T. W atanabe, "International Comparisons of the Structure 
and Production, " Econometrica. Vol. 2 6, (October, 1958). H. B. 
Chenery, "The Interdependence of Investment D e c is io n s ,"  The Alloca­
tion of Economic Resources, Edited by M oses Abramovits and o thers ,  
(Stanford, California: Stanford University P ress ,  1959), pp. 82-120.
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to a reinforcement of the contention that in a dynamic se tting maxi­

mum effic iency of investment a lloca tion  might bes t be obtained 

through coordinated investment programs. Chenery and Watanabe 

were a lso  able  to rank industries  and sectors  according to the 

magnitude of external economies transm itted by them. In addition, 

Chenery has succeeded under simplifying assum ptions in measuring 

and assign ing  numerical coeffic ien ts  to external econom ies. _

After these  s tudies  it is  difficult to deny that pecuniary 

external effects  are in some way m easurable. Furthermore, it  is  

difficult to deny the p ossib ili ty  of extending the accuracy of th is  

measurement in the future. In the end it may be concluded that 

pecuniary external economies are not only potentially  m easurable, 

but that a great deal has been done by way of actually  demonstrating 

th is .

As a resu lt  of th is  potentia l measurability, the concept of 

external effects  may some day be considered as  more than an 

ab s trac t  reality  but a s  one more of the significant criteria to be used 

in making investment d ec is io n s .  These new criteria would be 

particularly relevant to the problem of industria lization  in under­

developed co u n tr ie s .
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The Scope of Economic Externalities in the 

Theory of Economic Development 

There is  li t t le  reason  to  doubt the a ll-encom pass ing  nature 

of economic in terdependence. At the same time, a s  demonstrated 

by Scitovsky, there is  l i t t le  reason  to doubt that economic 

ex te rn a li t ie s  are derived from economic in terdependence. A q u es ­

tion rem ains, however, concerning the scope of the concept of 

economic ex terna lities  in the theory of economic development. Are 

economic ex terna lities  a s  a l l-encom pass ing  a s  economic in te r­

dependence? At le a s t  a partia l answ er to th is  ques tion  can be 

derived by examining a le s s e r  ques tion . Can it  be demonstrated 

th a t  ex ternal e ffects  must be exploited  a s  a prerequisite  to economic 

development?

Many economists believe tha t the exploitation of external 

economies is  s tra teg ic  to the p rocess  of economic development. 

According to John H. Adler, ex ternal economies are "an  e s se n t ia l  

prerequisite  for an acce lera tion  of the rate of economic developm ent." 

He goes on to say  that the p resen t d ifferences in the s ta g e s  of 

economic development of various countries can perhaps be explained

^John H. Adler, "The F isca l and Monetary Implementation of 
Development Programs," American Economic A ssocia tion , Papers 
and P roceed ings . Vol. 42, (May, 1952), pp. 584-600.

1
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more adequate ly  by investigating  why in some countries external 

economies were ex is ten t  while in o thers they did not m ate ria lize .^  

External economies affect both supply and demand accord­

ing to Rosenstein-Rodan:

Social overhead cap ita l  is  the  most important ins tance  
of ind iv is ib ili ty  and hence external economies on the 
supply s id e .  I ts  se rv ices  are indirectly  productive 
and become ava ilab le  only af te r  long g es ta tion  periods.
I ts  most important products are investment opportunities 
created  in  other in d u s tr ie s .  Social overhead cap ita l 
com prises a l l  those  b as ic  industr ies  like power, 
transport,  or communication which must precede the 
more quickly y ield ing , d irectly  productive investm ents , 
and which constitu te  the framework or infrastructure and 
the overhead co s t  of the economy a s  a whole . . .  a 
high in it ia l  investm ent in soc ia l overhead cap ita l  must 
e ither precede or be known to  be certain ly  ava ilab le  in 
order to  pave the way f br additional more quickly 
yielding d irectly  productive in v es tm en ts . ^

Nurkse had the following comments to  make about R osenstein-

Rodan's s ta tem ent concerning the need to exploit the external

economies potentia l to soc ia l overhead cap ita l.

To me, the most important substan tive  poin t, s tre ssed  
in the paper, before u s ,  is  tha t  public overhead in v es t­
ment c rea tes  investm ent opportunities in d irectly  produc­
tive a c t i v i t i e s . . . .  Overhead investm ent lays  down

l lb id . . p . 587.

2p. N. Rosenstein-Rodan, "Notes on the Theory of the Big 
Push" printed in  Economic Development for Latin A m erica. edited  
by H. S. E ll is ,  (London: Macmillan and Company, 1961),
pp. 60-61.
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the e s se n t ia l  framework for m iscellaneous economic 
ac tiv ity .  It rep resen ts  a non -spec if ic ,  in itia tory , 
pioneering type of investm ent. The demand for the 
bas ic  serv ices it  provides may be to ta lly  inadequate 
to s tart with. Overhead cap ita l  may have to  build 
ahead of demand. Since it  provides inducements for 
d irectly  productive investm ents , i t  tends eventually  
to create i ts  own demand. A structure of public over­
heads cau ses  economic activ ity  to grow up around it 
and creates  in th is  way an increasingly  full and 
profitable demand for the serv ices  which it  p rov ides . ^

With th is  s tatem ent, Nurkse ind ica tes  tha t he is  in  agreement with

Rosenstein-Rodan concerning the need to exploit external economies

through socia l overhead cap ita l  a s  a solution to the  supply dilemma.

In addition , he ind ica tes  the effectiveness  of soc ia l  overhead

cap ita l  in providing external economies from the demand side of

the i s s u e .

Further testimony to the effect that external economies are

s tra teg ic  in the development process is  supplied by Hans W. Singer.

In the following p a s sa g e .  Singer not only em phasizes the need for

external economies but he a lso  identifies  soc ia l overhead capital

a s  a primary provider of ex ternal e ffec ts .

The most productive form of development is  the system atic  
creation of external economies in economic production, 
espec ia lly  in the f ie ld s  of transport and power. The 
soundest type of development is  the one requiring you to

iRagnar Nurkse, "Further Comments on Professor Rosenstein- 
Rodan's Paper,"  Economic Development for Latin America. Ibid. . 
p .  75.



-37 -

c a s t  your bread upon the waters by expending an enormous 
amount of cap ita l in the creation of external economies 
without immediate return. It would be much eas ie r  if it 
were the other way round, if one could start off with light 
investm ents bringing immediate returns which could then 
be utilized  for heavier investm ents , gathering strength in 
the p ro cess .  But it is  not so . Hence, underdeveloped 
countries with the modest resources a t  their d isposa l  and 
with a natural impatience for re su l ts ,  are under constant 
temptation to skip the n ecessary  external economies and 
engage in premature projects  which fail to a t ta in  their  full 
productivity for lack of external economies, or e lse  to s it  
back hopelessly  and do nothing. ^

W. W. Rostow a lso  ind ica tes  the need to exploit external

economies through socia l overhead capita l in his d iscu ss io n  of the

"preconditions s tage . " He s a y s ,  for example:

Where data e x is ts  on the level and pattern of cap ita l forma­
tion  in p re-take-o ff  so c ie t ie s—and for the take-o ff  a s  w ell— 
it  is  c lear tha t a very high proportion of to tal investment 
must go into transport and other socia l overhead ou tlays.
. . . the profits from socia l overhead capita l often return 
to the community a s  a whole—through indirect chains of 
causa tion—rather than directly  to the initiating en tre­
preneurs . 2

Rostow's use of the word "indirect" is  an implicit recognition of 

economic interdependence and hence economic e x te rn a l i t ie s .  The 

s ignificance of th is  word is  tha t even though he does not come right 

out with the term external econom ies, it nevertheless appears to be

iH ans W. Singer, "Economic Progress in Underdeveloped 
C oun tr ies ,"  Social Research. Vol. 16, (March, 1949), p. 6.

2 w . W. Rostow, The Stages of Economic Growth (London 
and New York: Cambridge University P re s s , 1963), pp. 24-25 .
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the sub jec t  to which he is  referring.

Norman S . Buchanan, too , recognizes  the importance of 

ex ternal economies when he says: "transporta tion , communication

and marketing are perhaps the most productive form tha t real
1

cap ita l  formation can in it ia l ly  assum e in the low income a re a s .  "

Kindle berger, on the same ground, a lso  mentions his "predilection

2
for transport and education a s  top p rio rit ies .  " I t  is  a lso  on th is

ground th a t  severa l econom ists  in s i s t  tha t the concept of investm ent

in  underdeveloped countries must include such expenditures a s  co s t

of tech n ica l  tra in ing, health  service and other socia l overhead 
3

cap ita l .

Nurkse often s tre s se d  tha t  the lack of b as ic  serv ices  such 

a s  transport,  power and water supply is  a serious  bottleneck in 

poor coun tr ies , and is  unfavorable to private investm ent. But, 

according to Nurkse the lack  of domestic demand was the main reason

1 Norman S. Buchanan, "Deliberate Industria liza tion  for Higher 
Incom es,"  Economic Journal. Vol. 56, (December 1946), p. 541.

2Charles P. Kindleberger, Economic Development. O p . c i t .  , 
p. 166.

3See for example, Adler, "The F iscal and Monetary Implementa­
tion of Development Programs", Op. c i t . . p .  585 and Richard Goode, 
"Adding to the Stock of Physical Human C a p i ta l , " A .E .A ..  Papers 
and P roceed ings . Vol. 49, (May 1959), pp. 147-148.
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why the private foreign investm ent of advanced countries in under­

developed countries has been mainly confined to extractive industr ies  

and not to industries  catering to the dom estic markets of under­

developed coun tr ies . This lack of dom estic demand represents  a

lack  of external economies which would provide incentive to private 
1

investm ent. Pursuing the same line of argument on the supply s ide ,  

Adler says:

It is  the lack  of external economies which presumably is  
more responsib le  than any other factor for the limited 
volume of small and medium sized  foreign investment in 
underdeveloped countries; or converse ly , i t  may be con­
sidered a s  one of the main cau ses  for the fac t that 
private foreign investm ent has been concentrated  in 
la rg e -sc a le  en te rp rises  which com pensate for the lack of 
external economies of the industry through the horizontal 
and vertical in tegration of the p ro cesses  of production .2

It follows from an  understanding of the importance of external

economies a s  an important factor determining the rate of economic

growth that their re la tive  insignificance in underdeveloped

economies may slow down the rate of cap ita l  formation and hence

economic development. The ex istence of ex ternal economies is  ,

iRagnar N urkse, "The Problem of In ternational Investment 
Today in  Light of the Nineteenth Century Experience,"  Economic 
Tournai. Vol. 64, (December 1954), pp. 744-58.

ZAdler, "The F isca l and Monetary Implementation of 
Development Programs, " op. c i t . , p. 591.
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as  pointed out by Paul Baran, "not a sufficient condition of

economic growth, " but it  seems tha t without them rapid economic

growth can hardly take p lace .  This thought is  given express ion  by

Adler in the following passage:

. . .  If the rate of economic growth of underdeveloped 
countries is  to be acce le ra ted , main reliance has  to be 
placed on the creation of external economies through 
the ava ilab il i ty  of soc ia l overhead c a p i ta l . ^

After th is  d iscu ss io n  it is  difficult to deny tha t the concept

of external economies has a s tra teg ic  p o s i t io n  in development

a n a ly s is .  In fac t ,  th is  thought can be carried even further to the

point of saying that i t  is  difficult to deny the proposition tha t  the

development of external economies might represen t a key force in

the process  of economic development. Consequently , it should

not be difficult to understand why attem pts have been made to

construct th e o r ie s , and esp ec ia lly  partia l theories  of economic

development, on the bas is  of exploitation of the external economic

effects  which naturally  a r ise  out of economic interdependence.

IP au lA . Baran, The Political Economy of Growth (New York: 
Monthly Review P r e s s , 1957), p. 191.

ZAdler, o p . c i t .  , p . 590.



CHAPTER III

BALANCED GROWTH 

Introduction

Charles P. Kindleberger in his book. Economic Development. 

d isc u s se s  three meaningful in terpretations of balanced growth. He 

c la s s i f ie s  balanced growth concepts  which have relevance to 

economic development as :  (1) balance in supply, (2) balance in 

consumer demand, and (3) sec to ra l balance. It must be pointed 

out tha t balance by sectors  is  a concept which overlaps the other 

two. Balance through supply and balanced consumer demand are 

more eas i ly  compared because one of them, balance through supply, 

is concerned with the v e r t ic a l  interdependence between firms and 

industr ies ,  while the other one, balance through consumer demand, 

re la tes  to the horizontal re la tionsh ip  between firms and industr ies .

Kindleberger goes on to point out that: "like many d is t in c ­

tions in econom ics, that between horizontal and vertical ordering of

^Charles P. Kindleberger, Economic Development. 2nd edition 
(New York: M cGraw-Hill, 1965), pp. 201, 204, 216.

—41 —
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industry breaks down in p rac tice .  " Thus, he recognizes  the problem 

of oversim plification which accom panies his c la s s if ic a t io n  of balance 

in supply (vertical balance) and balance in  demand (horizontal 

ba lance). N everthe less , the concept of balanced growth does deal 

with two a sp e c ts  of economic ac tiv ity ; supply and demand. C onse­

quently it is  useful to re ta in  the c la s s if ic a t io n .

This same d is tinc tion  is  made by P. P. S tree ten , a foremost 

cr itic  of balanced growth, in  the following s tatem ent.

Balanced growth has a horizontal and a vertica l a s p e c t .
It implies a balance betw een, say , shoes ,  food and 
clothing but a lso  between agricultural raw m ateria ls  and 
manufacturing production, between cap ita l  goods and 
consum er's  goods, between public u ti l i t ie s  and other 
investm ent, between exports and production for the 
home market, e tc .  The c a se  for balanced growth res ts  
upon the relation  of complementarity between w an ts , 
between factors  and products a t  various s tag es  of 
production. 2

Balance in Supply 

Perhaps i t  is  because  Rosenstein-Rodan is  aware of the 

supply a s  well a s  the demand c ase  for balanced growth tha t  S. K. Nath

l lb id . . p . 202.

2p. P. S treeten, "Unbalanced Growth, " Oxford Economic 
P ap e rs . Vol. II, (June, 1959), pp. 167-190, p . 171.
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labe ls  R osenstein-R odan 's concept a s  "the most fruitful and sugges-  
1

t iv e ."  Not only is  Rosenstein-Rodan 's  work definitive for both

balance in supply and balance in demand but i t  seems to be the most

an a ly tica lly  definitive treatment of balance in  supply. Perhaps that

is  why Kindleberger a s so c ia te s  the concept of balance in supply
2

with Rosenstein-Rodan.

Rosenstein-Rodan 's  treatment of balanced  growth is  found in

his theory of the "Big Push". R osenstein-Rodan 's  balanced  growth

is  built on three different ind iv is ib il i t ies  and their subsequent
3

external econom ies. These include: (1) Ind iv is ib ili ty  in the pro­

duction function, esp ec ia lly  in the supply of socia l overhead capita l 

dum piness of c a p i ta l ) , (2) ind iv isib ility  of demand (complementarity
4

of dem and), and (3) ind iv isib ility  (kin# in the supply of sa v in g .

The f irs t  and third ind iv isib ili ty  re la te  to balance in supply and will

I s .  K. Nath, "The Theory of Balanced Growth," Oxford 
Economic Papers. Vol. 14, (June, 1963), pp. 138-153, p. 138.

2Kindleberger, Economic D evelopm ent. O p . c i t . , p . 202.

^Ind iv is ib ilit ies  are not external econom ies. Rather their 
ex is tence  p resen ts  an  opportunity for the propagation of external 
economies which if left unexploited could resu lt  in barriers to 
economic development.

4Rosenstein-Rodan, "Notes on the theory of the big push" , 
O p . c i t . , p .  59.
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therefore, be d iscu ssed  a t  th is  tim e. The second ind iv isib ility  

re la tes  to and is  fundamental to balance in demand and will be 

d iscu ssed  la te r  under that heading.

According to Rosenstein-Rodan, indivisib ility  in  the produc­

tion function is  fundamental. If i t  did not ex is t ,  the others would 

not a r i s e . He comments further tha t linear homogeneous produc­

tion functions are completely un rea lis t ic .  He says:

They imply no economies of scale  or of agglom eration, no 
entrepreneurship , no phenomenon of minimum quantum or 
th resho ld , . . .  In rea li ty  there are ind iv is ib il i t ies  in 
the production function. They create not only non- 
constan t returns but a lso  r isks  of investment and imperfect 
markets which give r ise  to the indivisib ility  (comple­
mentarity) of demand. ^

According to Rosenstein-Rodan, "socia l overhead capita l

is  the most important in s tance  of indivisib ility  and hence external
2

economies on the supply s id e ."  He points out tha t the serv ices  

of socia l overhead capita l of transportation  and education are indi­

rectly  productive. He a lso  contends that the most important pro­

duct of soc ia l  overhead cap ita l  is  investment opportunities created 

in other industr ies .

According to Rosenstein-Rodan, socia l overhead cap ita l is

l l b i d . , p .  60.

2lbid.



-4 5 -

characterized  by four ind iv is ib il i t ies :  (1) i t  i s  indiv isib le  

(irreversible) in t im e ,  i t  must precede other, d irectly  produc­

tive investm ents ,  (2) i ts  equipment has a high minimum durability. 

L esse r  durability is  e ither  techn ica lly  im possib le  or much le s s  

e ffic ien t therefore it  must be lumpy, (3) a  minimum socia l 

overhead cap ita l mix is  a condition for getting a development plan 

s tarted  and (4) it  has long ges ta tion  periods.  ̂ These ind iv is i­

b il i t ie s  give r ise  to  ex ternal econom ies. C onsequently , the 

explo ita tion  of ind iv isib le  cap ita l such a s  so c ia l  overhead capita l 

can be qaite stim ulating to economic growth.

The argument for balance in supply depends upon these 

in d iv is ib il i t ie s  and the divergence between so c ia l  and private net 

marginal productivity a r is ing  out of their subsequent external 

econom ies. According to R osenstein-Rodan 's  a n a ly s is ,  the "Big 

Push" is  a prescrip tion  for the dilemma an underdeveloped country 

finds i tse lf  in . Namely, tha t  economic development is  im possible 

without the external e ffects  of soc ia l overhead cap ita l  and the 

private profitability  of soc ia l overhead cap ita l  is  so small a s  to 

v irtually  preclude any private investm ent. The solution to th is  

dilemma is  to  undertake soc ia l investment in those  industries  with

^Ibid. , p.  61.
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high in d iv is ib i l i t ie s ,  low private profitability and ex tensive

poten tia l  for economic e x te rn a l i t ie s .  Once th is  is  done there

should be a vertical transm iss ion  of external economies of both

a technolog ical and a pecuniary nature.

It might e a s i ly  happen tha t  any one en terprise  would 
not be profitable enough to guarantee payment of 
sufficient in te re s t  or dividend out of i ts  own profits .
But the creation of such an en terprise , e . g . , produc­
tion  of e lec tr ic  power, may create  new investm ent 
opportunities and profits e lsew here , e . g . , in an  
e lec tr ica l  equipment industry . If we create  a 
sufficiently  large investm ent unit by including a l l  the 
new industr ies  of the  region, external econom ies will 
become internal profits out of which dividends may be 
paid e a s i ly .  ^

The object of the "Big Push ,"  then , is  to in v es t  in a wide variety 

of a re a s  including soc ia l overhead capita l a s  well a s  o ther, more 

d irec tly  productive a r e a s . The impact of such investm ents , in 

sp ite  of their  inherent in d iv is ib il i t ie s  and low profitab ility , will 

be a  vert ica l  transm ission  of both technological and pecuniary 

external economies among the separate  ind u str ie s .  The resu lt  

w ill be each  of the separate  industr ies  contributing to the profit­

ab il i ty  of the o thers . In th is  way, a joint investm ent program can 

cau se  su ccess fu l  development where uncoordinated investment 

would never ge t off "d e a d -e n d ."

iR osenstein-Rodan, "Problems of Industr ia liza tion  of Eastern 
and South-Eastern Europe, " Op. c i t .  . p. 251.
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This im pact is  n ec e ssa ry  not only from the pecuniary , 

p ro fitab ility  viewpoint but a lso  from the point of view of 

tech n ica l com plem entarity and in d iv is ib ility  of production 

c o e ff ic ie n ts . From the point of view of s tr ic tly  m aterial 

ba lan ces  it  is  d ifficu lt to  have an  e lec tr ica l equipment 

industry  without an  e le c tr ic a l transm itting  industry  and v ice 

v e rsa . In short, from the supply side of tech n ica l production 

co effic ien ts  it is  d ifficu lt to have one secto r w ithout the other. 

On the other hand, the sim ultaneous expansion of several 

in d u stries  or secto rs in the economy makes each  separate  

industry  or sector p o ss ib le .

Although balance in  supply a s  formulated by R osenstein - 

Rodan em phasizes forward transm issions of pecuniary ex ternal 

econom ies from supplying to  using  in d u strie s , i t  a lso  includes 

o th e rs . These are forward and backward transm issions of 

techno log ical external econom ies and backward tra n sm iss io n s  of 

pecuniary  external econom ies from using to supplying in d u s tr ie s .

Rosenstein-Rodan u ses  the concept of in d iv is ib ility  in  the 

supply of savings to reinforce his concept of balance in  supply .

iT his an a ly s is  includes the im portation of n ecessa ry  
m ateria ls a s  an add itional sec to r, the import sec to r. I t ,  too , 
would be in terdependent w ith o ther, d o m estic ,sec to rs  and th e re ­
fore su b jec t to e s se n tia lly  the same a n a ly s is .
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His a n a ly s is  im plies a purely pecuniary transm ission  of ex ternal

econom ies from investm ent to sav ing . Thus he says:

In the  f irs t s tage when income is  increased  due to  an 
in c rease  in investm ent which m obilizes add itional 
la te n t re so u rces , m echanism s m ust be provided which 
a ssu re  th a t in the second s tage  the m arginal rate  of 
sav ing  is  very much higher than  the average ra te  of 
sav ing . . . .  A zero (or very low) price e la s tic ity  
of the  supply of saving and a high income e la s tic ity  
of sav ings thus co n s titu tes  the th ird  in d iv is ib ility . ^

The pecuniary  ex ternal economy which m ust be exploited  in th is  

case  a r ise s  out of the ind irec t econom ic interdependence 

betw een saving  and investm ent. S uccessfu l investm ent ac tiv ity  

re su lts  in in c reased  income which re su lts  in  increased  saving and 

hence in creased  cap ita l supply. S ince , in  R osenstein-R odan 's 

context the in itia l cap ita l investm ent com es from borrowing, in v e s t­

ment comes before sav ing , and tran sm iss io n  of ex ternal econom ies 

can therefore be c la ss if ie d  a s  pecuniary and forw ard-vertica l.

Balance is  n ecessa ry  here to  a ssu re  th a t investm ent w ill be s u c c e s s ­

ful and th a t in c reased  incom es and hence saving may be re su lta n t.

Balance in  Demand 

The foundation for the theory of balance in demand was pre­

sented  in Allen Young's a r tic le , "Increasing  Returns and Economic

^R osenstein-R odan, "Notes on the theory of the 'Big P u s h ', " 
Op . c i t .  . p . 65.
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P rogress. " Young begins with an ad ap ta tio n  of Adam Sm ith 's con­

ten tio n  th a t the d iv ision  of labor is  lim ited  by the ex ten t of the 

m arket. Young re s ta te s  th is  a s  the inducem ent to investm ent being 

lim ited by the s ize  of the m arket. This is  the f irs t d isc u ss io n  of 

w hat was la te r  to be iden tified  a s  horizonta l tran sm issio n s of 

pecuniary  ex ternal econom ies.

. . . Adam Sm ith 's famous theorem  th a t the d iv ision  of 
labour depends upon the ex ten t of the market . . . one 
of the m ost illum inating and fru itfu l g en era liza tio n s  which 
can  be found anyw here in  the whole lite ra tu re  of econom ics . 
. . .  In the use of m achinery and the adop ta tion  of ind irec t 
p ro c e sse s  there is  a further d iv ision  of labour, the econom ics 
of which are again  lim ited  by the ex ten t of the market . . . , 
Of c o u rse , there are  econom ies of what might be ca lled  a 
secondary  order. . . . The econom ies of round about 
m ethods . . . depend upon the ex ten t of the market . . . 
Taken a coun try 's  econom ic endowm ent a s  g iven , however, 
the m ost im portant s ing le  fac to r in  determ ining  the e ffe c ­
tiv e n e ss  of i ts  industry  ap p ears  to  be the s ize  of the m arket.
. . . The ra te  a t  w hich any one industry  grows is  conditioned 
by the ra te  a t which other in d u strie s  grow, but s in ce  the 
e la s tic i t ie s  of demand and of supply w ill differ for d ifferent 
p roducts, some w ill grow fa s te r  than  o th e rs . ^

The operation of horizontal tran sm iss io n s  of pecuniary

ex ternal econom ies can be illu s tra ted  e a s ily  w ith a sim ple exam ple.

Suppose an  investm ent is  made in  industry  A which produces final

1 Allen Young, "Increasing  Returns and Economic P ro g ress ,"  
Economic Tournai. Vol. 38, (D ecem ber, 1928), pp. 527-542.

2lbid.  . pp .  529, 530, 531, 532, 534.
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goods unrelated  to the production of final goods in industry  B.

The incom es derived from the expansion  of industry A w ill be 

used  to  in crease  demand for the output of industry  B. On the 

other hand, the re su ltan t expansion  in the output of industry  B 

w ill re su lt in  increased  incom es with which increased  demand 

w ill be exerted  for the output of industry  A. In add ition , 

in c reased  incom es derived from the in creased  output of both 

in d u strie s  A and B can resu lt in  some expansion of the demand 

for industry  C 's  output. In th is  way expansion can  re su lt through 

the com plem entarity of the demand for final goods enjoyed by a ll 

in d u s tr ie s . A lso, in  th is  w ay, "change becomes p rogressive and 

propagates i ts e lf  in a cum ulative way.

In e sse n c e  the em ployees of a ll  the firms in each  industry 

become each  o th er 's  custom ers. Through the complementary 

demand re la tionsh ip  which each  has w ith each  other, expansion in 

each  industry  re su lts  in  market ex te rn a litie s  which are appropriable 

to  each  other industry . The patte rn  which is  followed in th ese  

tran sm iss io n s  is  sim ilar to  th a t in  the operation of the sim ple 

K eynesian m ultip lier.

R osenstein -R odan 's second in d iv is ib ility  is  re la ted  to th is

l lb id .  . p.  533.
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same a n a ly s is .  The in d iv is ib ility  of demand is  the foundation for 

R osenstein -R odan 's theory of balance in demand. In d iscussing  

th is  in d iv is ib ility , R osenstein-Rodan makes the following s ta te ­

ments .

R elatively few investm ents are made in the sm all market of 
an  under-developed country. If a ll investm ent pro jects 
were independent (which they are not) and if their numbers 
grew , the risk  of each  investm ent project would decline 
by sim ple a c tu a r ia l  r u le s . . . . In rea lity , however, 
various investm ent dec is io n s  are not independent. In v est­
ment pro jects have high risks because of uncertainty  a s  to 
whether their products w ill find a m arket. ^

On the b asis  of th is  in d iv isib ility  (complementarity) of

dem and, R osenstein-R odan argued for a spreading of investm ent

funds throughout a varie ty  of b as ic  industries  in  a manner which is

co n s is te n t w ith demand and supply e la s t ic i t ie s .  A single industry

cannot be re lied  on to furnish a ll  the demand for its  product out of

i ts  own production a lo n e . On the other hand, if a wide variety  of

in d u strie s  are developed sim ultaneously  there is  a greater likelihood

th a t together they w ill furnish a complementary demand for their

to ta l output. Rosenstein-Rodan uses h is example of the shoe

2
industry  to illu s tra te  th is  re la tio n sh ip .

1 R osenstein-R odan, "N otes on the theory of the 'Big P u sh ', " 
Op . c i t .  . pp . 61-62.

^See Chapter II, p.  13.
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This recognition of horizontal tran sm iss io n s  of pecuniary 

ex ternal econom ies and the complementary in terdependence of a ll 

in d u strie s  through the demand for the ir final products is  the founda­

tion  of the  concept of balanced econom ic developm ent through 

dem and. Producing only one good w ill re su lt in  a defic iency  of 

demand and failure of the industry . Production of a varie ty  of 

goods, provided tha t i t  is  c o n s is te n t with probable consum ption 

p a tte rn s , w ill re su lt in an  adequate  demand for a ll in d u stries  and 

hence su ccess fu l econom ic developm ent.

The most con troversia l form ulation of balance in demand was 

developed by Ragnar Nurkse in  Chapter I of Problems of C apital 

Formation in  Underdeveloped C o u n trie s .  ̂ N urkse 's  form ulation of 

balanced  growth is  prim arily balance in demand and it  depends to a 

g reat ex ten t on the foundations bu ilt by Allen Young and R osenstein- 

Rodan. N urkse 's form ulation of balanced growth is  a sp ec ia l response 

to  problem s of cap ita l form ation and investm ent in c e n tiv e s . This is 

illu s tra te d  by the title  of C hapter I ,  "The S ize  of the M arket and 

the Inducem ent to In v e s t."  However, Nurkse does not overlook the 

supply s ide of the problems of cap ita l form ation. In fa c t, he adm its

^N urkse, Problems of C ap ita l Formation in Underdeveloped 
C o u n tr ie s . Op. C it.
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th a t th e se  problems which are generally  given the bulk of a tten tio n

by econom ists are deserving of th a t a tten tio n .

N urkse begins his an a ly s is  of underdeveloped countries with

a d isc u ss io n  of "vicious c irc le s  of poverty ."  He po in ts out th a t

there are ac tu a lly  two v icious c irc le s . One of th e se  is  re la ted  to

the supply  of cap ita l and the other is  re la ted  to the demand for

c a p ita l . The la tte r  is  d isc u sse d  below .

. . .  On the demand s id e , the inducem ent to  in v est may be 
low because of the sm all buying power of the people, which 
is  due to their sm all rea l incom e, which again  is  due to  low 
productiv ity . The low lev e l of productiv ity , however, is  a 
re su lt of the sm all amount of cap ita l used  in  production, 
w hich in  i ts  turn may be caused  a t le a s t  partly  by a small 
inducem ent to in v e s t. ^

According to N urkse, even if it were p o ssib le  to  break the 

more im portant c a p ita l-sav in g  c irc le  of poverty, the underdeveloped 

country would s ti l l  be faced with the second c ircu lar re la tionsh ip , 

th a t of investm ent in cen tiv es . For th a t reaso n , th is  c ircu lar re la tio n ­

ship m ust be understood. Before any theory of econom ic developm ent 

can  be com plete it must provide an explanation of how to break th is  

c ircu la r re la tio n sh ip .

Nurkse begins h is an a ly s is  of the demand for cap ita l w ith the 

same modern variant of Adam Sm ith 's proposition th a t the d iv ision  of

^I b i d . , p. 5.
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labor is  lim ited by the s ize  of the market which is  found in the works

of Young and R osenstein-R odan. The b as ic  foundation of his an a ly s is

is th a t the inducem ent to  in v est is  lim ited by the s ize  of the m arket.

This proposition is  co n s is ten t with the commonly accep ted  notion

th a t the demand for c a p ita l , or any factor of production, is  a derived

demand and tha t i t  depends upon the demand for the final output.

B usinesses w ill not u sually  employ additional cap ita l un less  they

expect their investm ent to be p rofitab le . This profitab ility  depends

largely  on increased  s a le s .

The crucial determ inant of the s ize  of the m arket, according

to N urkse, is  the volume of production. He makes th is  point in  the

following way.

. . . The s ize  of the market is  not only determ ined but 
ac tu a lly  defined , by the volume of production. . . . We 
are here in the c la s s ic a l  world of S ay 's  law . In under­
developed a reas  there is  generally  no 'defla tionary  gap' 
through ex cess  sav in g s . Production c rea tes  its  own 
demand, and the s ize  of the market depends upon the 
volume of production. In the la s t  a n a ly s is , the market 
can be enlarged only through an a ll-ro u n d  in crease  in 
productivity . C apacity  to  buy means capac ity  to produce. ^

He goes on to explain  th a t the volume of production depends upon

the leve l of c a p ita l- in te n s ity  of production and th a t for every

individual entrepreneur the use of cap ita l is  inh ib ited  by the s ize

l l b i d . , pp. 8-9 .
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of the m arket.

Nurkse then uses  R osenstein-R odan 's exam ple of the shoe

factory  to illu s tra te  h is point th a t even though, in  underdeveloped

a r e a s , S ay 's  Law is  valid  in  the sen se  of no deflationary  gap, it

is  not valid  in the sen se  tha t any newly created  industry  can create

its  own demand out of i ts  own production a lo n e . The b asic  problem

which inh ib its  a s in g le -in d u stry  expansion of the market is  seen  by

Nurkse a s  the "inev itab le  in e la s tic ity  of demand a t low real income 
1

le v e ls .  " A second problem recognized by Nurkse is  referred to  a s  

" tech n ica l d iscon tinu ities  in  c ap ita l form ation." By th is  he refers to  

w hat Rosenstein-Rodan d isc u sse d  a s  the in d iv is ib ility  of cap ita l.

Since there is  a lum piness in so c ia l overhead investm en ts, 

there  are some d ifficu lties  in attem pting to make the investm ent s ize  

fit the s ize  of the m arket. Thus it is n ecessa ry  tha t there be "jum ps" 

in  the ra te  of investm ent in so c ia l overhead c ap ita l. The n e c e ss ity  

of th ese  "jumps" adds to  the r isk  of investm ent in th e se  a reas  by 

private en te rp rise . Therefore, there is  a compounding of the b as ic  

lack  of incentive to  in v est which is  ch a rac te ris tic  of underdeveloped 

a r e a s .

This summarizes N urkse 's  an a ly s is  of the v icious c irc le  of 

l l b i d . , p . 9.
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poverty a s  i t  is  derived from the demand for c a p ita l. Nurkse is  not 

p e ss im is tic  about th is  c ircu la r re la tio n sh ip . In fac t he suggests  

th a t once the c irc le  is  broken the same re la tio n sh ip s  th a t make it 

v ic ious can  make it  b én éfic ien t in  term s of su s ta in e d , cum ulative, 

grow th. ^

Nurkse goes on to point out th a t the concep t of balance is

inheren t in the C la s s ic a l Law of M arkets (Say 's Law ).

John Stuart M ill 's  form ulation appears to be th a t.

Every in crease  of production , if  d istribu ted  w ithout m is­
ca lcu la tio n  among a ll  kinds of produce in  the proportion 
w hich private in te re s t would d ic ta te , c rea te s  or rather 
c o n s titu te s  i ts  own dem and.^

According to  N urkse, an  in c rease  in  the production of one good 

a lone may not re su lt in an  equal in c rease  in the demand for th a t 

good. An in c rease  in  the production of a wide range of goods con­

s is te n t  w ith consum ption dem ands should , how ever, su ccessfu lly  

c rea te  an  equal amount of dem and. C onsider further th a t w ith a 

g iven labor force and given tech n iq u es of production and natural 

re so u rce s , it is  only through the use of more cap ita l th a t such an

l l b i d . , p . 11.

2 j. S . M ill, E ssavs on Some U nsettled  Q uestions of P o litica l 
Economv (London School of Economics Reprint, 1948), p . 73.
This w riter quotes from: N urkse, Ib id . . pp. 11-12 .
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in c re a se  in production can  be brought about. Thus balanced  growth 

is  seen  by Nurkse a s  an  e s s e n tia l  means of enlarg ing  the s ize  of 

the  m arket and creating  an  inducem ent to  in v e s t. This in  turn is  

re su lta n t from horizontal tran sm iss io n s  of pecuniary  ex ternal 

eco n o m ies .

Thus far we have seen  how the exp lo ita tion  of v ertica l and 

horizon ta l ex ternal econom ies can  operate through a "Big Push" or 

b alanced  growth. W hat we have not d isc u sse d  is  how th is  balance 

is  to be brought about. I t is  a t  th is  point th a t Nurkse begins to 

become ra ther vague. He begins th is  d iscu ss io n  by pointing out 

th a t ordinary price in cen tiv es  may bring it  about in  sm all degrees but 

th a t th e ir  e ffec tiv en ess  would be seriously  inh ib ited  by techn ica l d is ­

co n tin u ities  and the re su lts  would not be great enough to  meet the 

needs of an underdeveloped country .

Nurkse goes on to  say: "Schum peter's theory seem s to me to 

provide the mold which we might u se  . . . After summarizing the 

Schum peterian a n a ly s is , he po in ts out the need in  h is  own theory for 

the  crea tive  en trepreneur. W hat is  needed is  a considerab le  number 

of en trepreneurs with fa ith  in  the  future to  in itia te  investm ents in  a

l l b i d . . p.  12.
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wide variety  of industries  a t  one tim e. He re s tr ic ts  th ese  newly 

created  industries  by the condition  th a t they should a ll  grow a t a 

rate  co n s is ten t with supply and demand e la s tic i t ie s  and yet with 

some co n sis ten cy  so a s  to p reserve the v ita l com plem entarity of 

demand which each  provides for the o thers. There must be an 

in terna lly  co n s is ten t overall growth in the m arket.

I t  is  a t  th is  point th a t "external econom ies in  the market 

sen se"  create  a divergence betw een private and so c ia l net marginal 

productiv ity . Even though the  private inducem ent to  in v est in a 

sing le  industry  may be very sm all, the private inducem ent to in v est 

a s  a part of a com prehensive program of coordinated industries  may 

be very g rea t. It is  up to Schum peter's crea tive  entrepreneurs to 

see  th is  and to move forward on a broad front. "Their a c t of fa ith  

is  crowned with commercial s u c c e s s ."

Although R osenstein-R odan had no doubts about the need for 

cen tra l planning and coordination by the s ta te  in order to ach ieve the 

"Big P ush ,"  Nurkse w as not so ce rta in . Even though he recognized 

the role of the s ta te  and its  h is to rica l s ign ificance he seem ed to  p re­

fer the private forces a s  in  Schum peter's system . However he makes 

a strong point of his opinion th a t the choice betw een s ta te  or private

l lbid. . p. 15.
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ac tio n  is  m erely a m atter of adm inistrative expediency. He say s , 

for exam ple:

The nature of the solu tion  is  what I have tried  to in d ic a te .
The question  of method must be decided on the grounds of 
broader c o n s id e ra tio n s . . . . The econom ist, a s  an  
econom ist, has no catego rica l im peratives to is su e  on the 
su b jec t. ^

Nurkse points out th a t the theory of balanced growth is  often 

contrary to the theory of com parative advantage and in ternational 

sp ec ia liz a tio n . However, he a lso  points out th a t he is  concerned 

w ith the demand for cap ita l and tha t th is  demand is  dependent upon 

in c reases  in  the s ize  of the m arket. He fu rther in d ica tes  th a t the 

term s and patterns of trade in  the modern world are not designed to 

cu ltiv a te  dom estic m arkets in the underdeveloped co un tries. And 

fin a lly , he p o in ts  out th a t the export goods of most underdeveloped 

countries face a highly in e la s tic  demand. Therefore, attem pts to 

in crease  exports will be highly unsuccessfu l as  m easures to 

in c rease  the s ize  of the m arket.

According to N urkse, if the underdeveloped country is  to 

a ttra c t foreign cap ita l i t  m ust build an  in ternal market which can pro­

vide a profitable investm ent environm ent. Such cap ita l w ill not be 

forthcoming for a stagnate  economy. There must be some signs of

^I b i d . , p.  16.
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growth and expansion  of the market before foreign investo rs  w ill

r isk  th e ir  c a p ita l.

F inally , Nurkse recap itu la te s  his original point that there

are two b as ic  "v icious c irc le s  of poverty". These are; that

v ic ious c irc le  of poverty which is  found on the supply side and

is  derived from a lim ited cap ita l b a se , and; th a t v icious c irc le  of

poverty found on the demand side and derived from low rea l income

and hence lim ited lev e ls  of effective  dem and. He s tre s s e s  h is

orig inal point, that to  find the so lu tion  to  one c ircu lar re la tionsh ip

does not insure tha t developm ent w ill follow . There m ust be a break

in  both v icious c irc le s . Thus he says:

There is  no suggestion  here th a t, by taking care of the 
demand side a lo n e , any country cou ld , a s  i t  w ere, lift 
i ts e lf  up by i ts  b o o tstrap s. We have been considering 
one particu la r face t of our su b jec t. The more fundam ental 
d ifficu lties  th a t lie  on the supply side have so far been 
kept o ff-s tag e  merely for the sake of orderly d isc u ss io n . ^

This final sta tem ent te l ls  us one more thing about the theory 

of balanced  growth a s  form ulated by N urkse. It was form ulated 

w ithin a very sp ec ia l co n tex t, nam ely, the assum ption  of com­

p le te ly  e la s tic  cap ita l su p p lie s . "The more fundam ental d ifficu lties

2
th a t lie  on the supply side have so  far been kept o ff-s ta g e . . . "

I j b i d . , p.  30.

^Ibid.
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This im portant point w ill be d isc u sse d  in  C hapter V.

S ectoral Balance 

A number of w riters d iscu ss  the sub jec t of balanced  growth 

by way of explaining policy  suggestions concerning the  rela tionsh ip  

betw een sec to rs  of the econom y. This is  quite often done by 

econom ists  who w ish to em phasize some often neg lec ted  sec to r of 

the  economy or those  who w ish to  avoid too heavy re lia n ce  on a 

p articu la r sec to r of the econom y. This app lica tion  of balanced 

growth is  known a s  "sec to ra l balance" and it  is  m ost often used  to 

em phasize the in terdependence th a t e x is ts  betw een the ag ricu ltu ra l, 

in d u str ia l, pub lic , and in tern a tio n al secto rs of the econom y.

All app lica tions of the concept of sec to ra l balance must be 

founded e ith er on the an a ly s is ' of balance in supply , balance in 

dem and, or both. Kindleberger po in ts th is  out concerning the con­

cep t of sec to ra l balance betw een agriculture and industry  when he 

say s  the following:

A particu la r illu s tra tio n  of the balanced-grow th  problem, 
and h is to rica lly  an  im portant one, is  p resen ted  by 
sec to ra l balance betw een industry 'and  ag ricu ltu re . This 
can  be regarded a s  a problem of balance in dem and, if 
a tten tio n  is  paid to  the in c o m e -e la s tic itie s  w hich imply 
th a t one must produce more food in  the early  s tag e s  of 
growth because of high in co m e-e la s tic ity  of demand for 
food, or a s  balance in su pp ly , if one regards food a s
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an  interm ediate good needed for cap ita l form ation in 
so c ia l overhead or in d u stry . 1

W. A. Lewis a lso  makes a ca se  for sec to ra l balance betw een

ag ricu ltu re  and industry  when he say s: "Smooth econom ic develop-
2

ment requ ires th a t industry  and agricu ltu re  should grow to g e th e r."

Lewis exp la ins the reasons for putting forth programs of sec to ra l

balance in  the sta tem ent below:

The conclusion  of th is  a n a ly s is  is  not very s ta rtling ; it  is 
th a t in  developm ent programmes a ll  sec to rs  of the economy 
should grow sim ultaneously , so a s  to keep a proper 
balance betw een industry  and ag ricu ltu re , and betw een 
production for home consum ption and production for export. 
Though th is  is  ra ther an obvious conclusion , it  conforms 
neither to current p rac tice  nor to current recom m endation. 
There i s ,  for exam ple, a whole school of 'lib e ra l ' 
econom ists in the in d u stria l countries who urge upon the 
ag ricu ltu ra l co un tries, u su a lly  in  lofty moral to n e s , th a t 
they  should concentrate upon ag ricu ltu re , and do nothing 
to advance their industry . The same school a lso  ex to ls 
the v irtues of exporting, and is  horrified by programmes 
which have the effec t of reducing dependence on foreign 
tra d e . The fo llies  of th is  school have their m atch in 
M arxist and n a tio n a lis t dogm as, according to which the 
road to economic progress l ie s  through concentrating  upon 
in d u stria liza tio n . In the  h ea t of the p assio n s  aroused by 
th ese  controversies i t  seem s alm ost cowardly to take the 
line  th a t the tru th  is  th a t a l l  sec to rs  should be expanded 
sim ultaneously , but the log ic  of th is  proposition  is  as  
u n assa ilab le  a s  i ts  s im p lic ity . ^

1 K indleberger. Economic D evelopm ent. Op . c i t . .  p . 213

2 w . A. Lew is, The Theory of Economic D evelopm ent. 
(Homewood, Illino is: Richard D. Irw in, 1955), p. 277.

3lb i d . , p.  283.
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Some of th ese  app lica tions of balance by sec to rs  will be 

examined in order to observe the manner in which the two an a ly tica l 

c a se s  for balanced growth have been put to work. In add ition , th is  

review of the various concep ts of balance by sec to rs  w ill give some 

indication  of the reaso n s why such proposals have been p resen ted . 

And fina lly , it w ill give further evidence of the kinds of ex te rn a lities  

which may be propagated through balanced grow th.

Sectoral Balance Between Agriculture and Industry

As indicated by Lew is, the reasons for advocating secto ral 

balance between agricu ltu re  and industry are found in the tendency 

for some to overem phasize agriculture while they n eg lect industry
1

and for others to em phasize industry  while neglecting agricu ltu re .

At any ra te , th is is  certa in ly  the most im portant in stan ce  of debate 

over the need for b a lance . For that reason , it w ill be trea ted  firs t 

*=• and with a great deal more d e ta il than the other popular c a se s  of 

sec to ra l balance.

The types of ex ternal econom ies th a t are to  be derived from 

secto ral balance betw een agricu lture and industry  can be identified  

by examining the role of agricu lture in econom ic developm ent.

^Ibid.
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W. W . Rostow d isc u sse s  th ese  v ita l ro les of ag ricu ltu re  in  the
1

"preconditions s ta g e ."  The fac t th a t th is  d isc u ss io n  cen ters  

upon the role of agricu lture does not lim it it to an  a n a ly s is  of 

sec to ra l balance a s  it a id s  or depends upon the ag ricu ltu ra l 

sec to r a lo n e . Recall th a t we are dealing with econom ic in te r­

dependence and the ex ternal e ffec ts  which w ill be d isc u sse d  are 

transm itted  from industry  to ag ricu ltu re  a s  w ell a s  from ag ri­

culture to industry . H ere, th en , are the three v ita l ro les  of 

ag ricu ltu re  which give r ise  to the need for sec to ra l balance based  

upon both balance in  supply and balance in dem and.

The f irs t v ita l role of ag ricu ltu re , according  to  Rostow, 

is  a s  a supplier of food, th a t is  a s  a supp lier of productive inputs 

offering forward, v ertica l tran sm iss io n s  of ex terna l econom ies to 

the industria l sec to r. The output of agricu ltu re  provides inputs 

for industry . This can be more read ily  understood when one con­

s id e rs  th a t th is  e n ta ils  not only food and raw m a te ria ls , such  as

^W. W. Rostow, The S tages of Economic Developm ent 
(Cam bridge, M assach u se tts ; Cambridge U niversity  P re s s , 1960), 
pp. 22 -23 . The fac t tha t R ostow 's th e s is  is  often  considered  to  
be more com patible to  the theory of unbalanced growth than to the 
theory of balanced growth should not d eter i ts  use  a t  th is  tim e. In 
fa c t, i ts  use a t th is  time is  a good ind ication  of the d irection  in  
w hich we are heading. For i t  w ill be dem onstrated th a t the theories 
of balanced  and unbalanced growth are rea lly  ju s t  two different 
nam es for the same th ing .
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cotton  and wool with which to  supply the tex tile  industry , but th a t 

in c reased  productivity  in ag ricu ltu re  enab les more people to be fed 

by fewer people in a g r ic u ltu re . Therefore, more people are

re leased  for employment in  the in d u stria l sec to r.

These same ex ternal e ffec ts  w ill be transm itted  to  ag ri­

culture by the industria l se c to r. It is  a supplier of factor inputs 

to ag ricu ltu re . Thus, by a sim ultaneous expansion  of ag ricu ltu re  

and in d u stry , both can  be the rec ip ien t of forward tran sm iss io n s  of 

v e rtic a l ex ternal econom ies. This type of ex ternal e ffec t has 

primary sign ificance to the theory of balance in supply .

The second v ita l role of agriculture has a lready  been ind i­

c a te d . That i s ,  it must be a m arket for the output of the  in d u stria l 

se c to r. This is  the co un ter-part to the f irs t v ita l ro le . Through 

the m arket which i t  provides for industria l outputs to be used  a s  

ag ricu ltu ra l inputs there is  a backward transm ission  of v ertica l 

ex ternal econom ies. This is  a secondary effect of balance in 

supply .

F inally , the third v ita l role of agriculture is  e s se n tia l  to 

the transm ission  of horizontal pecuniary ex ternal econom ies which 

are ch a rac te ris tic  in the concep t of balance in dem and. Rising 

incom es derived from in creasin g  productiv ity  and production in 

agricu ltu re  provide in creased  demand for the in d u stria l sec to r. By
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the same token , in creased  incom es derived from rising  production 

in the in d u stria l sec to r provide in creased  demand for the increased  

agricu ltu ral output.

When th ese  effec ts  are taken together there is  a m anifesta­

tion of both balance in supply and balance in  demand. Increased  

productivity  in  agriculture re su lts  in an  in crease  in the factors of 

production for industry . At the same tim e, the agricultural sector 

is b e tte r ab le  to  provide food for the urban workers because of the 

u tiliza tio n  of cap ita l equipment produced in  urban industry .

F inally , in c reased  sa le s  of agricu ltu ra l output increase  incomes 

for rural a reas  with which to purchase final goods from urban industry .

Sectoral Balance Between the Public and Private Sectors 

The second most frequent app lica tion  of the concept of 

balanced growth is  the notion of sec to ra l balance between the public 

and private sec to rs  of the economy. This spec ific  app lica tion  was 

em phasized by Rosenstein-Rodan and it  is  given ex tensive tre a t­

ment by Albert O. Hirschman in  h is c ritic ism  of balanced grow th. ^

The d iscu ss io n  of sec to ra l balance betw een public and 

private goods usually  cen ters around the need for balance betw een

1 Albert O. H irschm an, The Strategy of Economic D evelop­
ment (New Haven and London: Yale U niversity  P ress , 1958), 
pp. 82-98 .
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so c ia l overhead cap ita l which m ust be provided by the public sec to r 

and the d irec tly  productive a c tiv itie s  of the private sec to r. The 

sim ultaneous expansion of both sec to rs  is  expected  to re su lt in 

the tran sm iss io n  of forward and backw ard , v e rtica l ex ternal econom ies 

a s  w ell a s  horizontal pecuniary ex ternal econom ies. The an a ly s is  

is  the sam e a s  th a t of sec to ra l balance betw een agricu lture and 

industry . Once ag ain , both balance in supply and balance in 

demand is  re lev an t.

Balance Between Production for Export 

And for Home Consum ption 

Balance is  often considered  to  be undesirab le  because it  is 

fe lt to be incom patible with the theory of com parative advan tage.

This is  particu larly  true of N urkse 's  form ulation of the concept.

This incom patib ility  does e x is t .  However, balanced  growth has 

been p resen ted  a s  an  a lte rna tive  to  com parative advan tage. It was 

never m eant to be com patible. In fa c t, Nurkse was partia lly  

m otivated in h is form ulation of the concept of balanced  growth by 

his conviction  th a t modern patterns of trade and in terna tional in v e s t­

ment are no longer com patible with the theory of com parative 

adv an tag e . This point can be observed in  the follow ing quotation .
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. . . I t is  no longer so ce rta in  th a t the le s s  developed 
countries can  rely  on econom ic growth being induced from 
the ou tside  through an  expansion  of world demand for 
th e ir exports of primary com m odities. In th e se  circum ­
s tan c es  re lian ce  on induced expansion  through in ternational 
trade cannot provide a so lu tion  to  the problem of economic 
developm ent. It is  not surprising  therefore th a t countries 
should be looking for other so lu tio n s . I t is  im portant to 
keep th ese  th ings in  mind, because  they  form the back­
ground to the case  for balanced  growth w hich is  now so 
much in  vogue. 1

In lig h t of the changing p atterns of trade in  the Tw entieth 

C entury i t  is  n ecessa ry  to inquire into the com patib ility  of th ese  

p a tte rn s  of trade w ith in terna tional sp e c ia liz a tio n . If the outlook 

seem s gloomy, a s  Nurkse has su g g ested , i t  is  n ecessa ry  to search  

e lsew h ere  for a solution to  developm ent problem s. It is  a t  th is  

poin t th a t balance en ters into the picture not to  rep lace  in ternational 

trade  but to reinforce weak patterns of tra d e . Again, the ca se  for 

balance  betw een the dom estic and foreign sec to rs  o f the economy 

depends upon the an a ly tica l groundwork of balance in supply and 

ba lan ce  in  dem and. All th ree c a s e s  of ex ternal econom ies are 

p o ten tia l to sec to ra l balance betw een the dom estic and foreign 

se c to rs  ju s t a s  they  are to  the other two c a se s  of sec to ra l b a lance .

1 Ragnar N urkse, "The C onflict Between 'B alance Growth' 
and In te rna tional S p ec ia liz a tio n ,"  Equilibrium and Growth in the 
W orld Economv. ed it;d  by G. H aberler and Robert M. Stern 
(Cam bridge, M assach u se tts : Harvard U niversity  P re s s , 1961), 
p p . 246-47 .



CHAPTER IV

UNBALANCED GROWTH 

Introduction

U nbalanced growth theories have dom inated economic develop­

ment theory since  the publication  of Adam Sm ith 's W ealth of N ations 

and the beginning of modern econom ic a n a ly s is . The f irs t incidence 

of such a theory can be found in the c la s s ic a l  theory of com parative 

advantage and in terna tional trade theory . This theory em phasized 

the im portance of b enefits  to be derived , in the p rocess of economic 

developm ent, from a leading  export sec to r. Two other h isto rica lly  

im portant c a se s  for unbalanced growth can be found in  Schum peter's 

innovations theory of growth and Rostow 's "leading s e c to rs ."

In the more recen t controversy to which th is  study is  d irected

the two main unbalanced growth theories are Albert O. H irschm an's
1 2 

"linkages" and P. P. S tree te n 's  "anabolism  of w a n ts ."  Although

Hirschman w rites prim arily in response  to w eak n esses  which he

1 Albert O. H irschm an, The Strategy of Economic Developm ent, 
O p . c i t .

2paul P. S tree ten , "U nbalanced G row th ," O p . c i t .
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d e tec ts  in N urkse 's balance in  demand, h is  response s tre s se s  the 

need for unbalance in  supply . He shows how the supply of a new 

input, or the demand for a new output, induces entrepreneurs to 

expand their a c tiv itie s .

According to H irschm an, th is  p rocess is  often  one-w ay, in 

the sen se  th a t a unit of investm ent in A may transm it external 

econom ies to B but not vice v e rsa . So a given in itia l in v est­

ment devoted so lely  to  A should create  more final output than would 

a balanced d istribu tion  of th a t investm ent betw een A and B. Short­

term ex cess  capacity  in  some areas  of production may focus en tre­

preneurial a tten tion  on cruc ia l bottlenecks in  o ther areas and hence 

encourage long-term  growth.

S tree ten 's  case  for unbalanced growth concen tra tes on the 

demand side of the is su e : in  particu lar on the "anabolism  of w an ts ."  

Therefore, it  can be c la s s if ie d  a s  a theory which concentrates on 

unbalance in demand. S treeten  accep ts  N urkse 's  argument that

lack  of effective demand is  a major re stra in t on investm ent incen- 
2

t iv e s . He q u es tio n s , however, whether sim ultaneous expansion

^IhlrL , p . 174. Anabolism of w ants refers  to the capacity  
of w ants to be se lf generating . That i s ,  a s  certa in  w ants are s a t i s ­
fied the ac t of such sa tis fa c tio n  au tom atically  c rea tes  new w ants.

2lbid.
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of many in d u stries  is  the b e s t way to remove th a t re s tra in t. Accord­

ing to  S tree ten , certa in  "key" w an ts, once sa tis f ie d , engender 

new w an ts . Therefore investm ent should be concentrated  on th ese  

"key" w ants w ith faith  th a t the m arket w ill au tom atically  be extended 

to new w ants once th ese  are  sa tis fied .^

These two concepts of unbalanced growth are perhaps the 

two main resp o n ses  to balanced  growth a s  form ulated by Nurkse and 

R osenstein-R odan. It is  for th a t reason  th a t they  are  given sp ec ia l 

treatm ent in th is  study . Both H irschm an and S treeten  write with 

the in ten tion  of not only disproving balanced  growth but a lso  of 

su b stitu tin g  unbalanced growth. It is  for th a t reason  th a t their 

theo ries  must be considered  in  the current controversy over balanced 

and unbalanced growth.

U nbalance in Supply

Hirschman begins h is d iscu ss io n  of unbalance in supply by

sta tin g  th a t he was m otivated to develop a theory  of unbalanced

growth because of h is d isagreem ent with the current balanced growth

th e o rie s . He s ta te s :

Before se tting  out I think it  only fair to  warn the reader 
th a t I heartily  d isagree  with the "balanced  growth"

IJbid.
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doctrine . In fac t . . . i t  was the experience of finding 
m yself in s tin c tiv e ly  so much a t variance with th is  theory 
th a t made me aw are of having acquired a d is tin c t outlook 
on developm ent p rob lem s. . . .1

H irschm an 's particu lar c ritic ism  of the balanced growth theo ries  

w ill be d iscu ssed  in  g reater d e ta il in Chapter V. The purpose of 

th is  chapter is  to exam ine h is  form ulation of the theory of 

unbalanced growth and to  in terp re t th a t formulation in ligh t of the 

p articu la r ex ternal econom ies w hich it em phasizes.

Hirschman p resen ts  two separate  argum ents for unbalanced 

grow th. The cen tral fo ca l-p o in t of both argum ents is  the  introduc­

tion  of a  new defin ition  of induced investm ent. This new defin ition  

is  derived from com plem entarities and the ir re su ltan t ex ternal 

econom ies a s  the statem ent below show s.

The complementary e ffec t provides us with a new concept of 
induced investm ent which is  more meaningful for under­
developed econom ies than  the conventional o n e . . . .  At 
th is  point we may, how ever, revert to  our ea rlie r  d iscu ss io n  
of ex ternal econom ies; i t  was then shown that new pro jects 
often appropriate ex ternal econom ies created  by preceeding 
ventures and create  ex ternal econom ies that may be u tilized  
by subsequen t o n es . . . . We can then define our concept 
of induced investm ent by the provision th a t the p ro jects  that 
fa ll into th is  category m ust be net benefic iaries of external 
econom ies. ^

In h is theory of unbalanced grow th, Hirschman contends th a t ,  in

1 Albert O. H irschm an, The Strategy of Economic Development 
Op . c i t . . p . 50.

2l b i d . , pp. 70-71.
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the app lica tion  of investm ent p r io rit ies , preference should be given

to those  a lte rna tives  which will provide the grea test "inducement"

to o ther ventures. He argues a s  follows:

On these  p rem ises, the measurement of what has been 
called  the "soc ia l marginal productivity" (SMP) of 
different p ro jec ts— e sse n t ia l ly  a more or le s s  soph is tica ted  
benef it-cos t  ra tio— becomes the instrument tha t  should in 
theory permit us to rank different projects in the order of 
their  expected contribution to output and therefore to  further 
growth. ^

In formulating the f irs t  of his two arguments for unbalanced 

growth, Hirschman goes on to apply his ana lys is  to the problem of 

p riorities  between investm ent in "soc ia l overhead capita l"  (SOC) 

and "directly  productive ac t iv i t ie s"  (DPA). In this a n a ly s is ,  he 

makes two exp lic it  s tipu la tions concerning socia l overhead capita l 

and d irectly  productive a c t iv i t ie s .  These stipulations are n e c e s ­

sary  because  of a scarc ity  of entrepreneurial capacity  which i s ,  

according to Hirschman, the ch ief charac ter is tic  of underdeveloped 

coun tr ies . These stipulations are contained in the following quota­

t ion .

. . . Our principal assum ption throughout th is  e s s a y  is 
tha t the real scarc ity  in underdeveloped countries is  not 
the resources them selves  but the ability  to bring them into

I lb id . . p . 77. Hirschman c ites  one of H. B. Chenery 's  
a r t ic le s  here.
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play . We now apply th is  notion by stipulating;
1. That SOC and DPA cannot be expanded a t  one and 

the same time; and
2 . tha t  preferences should go to tha t sequence of 

expansion s teps  which maximizes "induced" 
decision-m aking. ^

The f irs t  s tipulation has the effect of forcing unbalanced growth 

upon the underdeveloped country. One of the two sectors  of the 

economy must precede the other. The second stipulation pro­

vides the method by which it should be decided how priorities 

should be es tab lish ed  in th is  unbalanced growth. More sp ec if i­

ca lly ,  the second stipulation te l ls  how to decide to what extent 

investm ent in socia l overhead cap ita l  should lead or follow in v es t­

ment in  d irectly  productive a c t iv i t ie s .

Two principal types of sequences  are envisioned. The 

f irs t sequence is referred to a s  development via ex cess  capacity  of 

socia l overhead cap ita l .  In th is  sequence development begins with 

the soc ia l overhead capita l which provides "inducements" to sub­

sequent development in d irectly  productive a c t iv i t ie s .  The second 

p ossib le  sequence is  referred to a s  development via shortage of 

soc ia l overhead cap ita l .  In th is  sequence development begins 

with d irectly  productive activ ity  which provides incentive to soc ia l

l l b i d . . p. 88.
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overhead cap ita l .  Both sequences  are charac ter ized  by Hirschman

a s  yielding an extra dividend of " in d u ced " , "easy  to t a k e " , or

"com pelled" dec is ions  resu lting  in additional investm ent and

o u tp u t .  ̂ He adds:

Excess capacity  of SOC, "building ahead  of dem and," is 
expected to create  th is  demand by making a  country, region, 
or city  a ttrac tive  to DPA inves to rs .  If,  on the other hand, 
DPA is allowed to or is  made to run ahead  of SOC, strong 
p ressures  are s e t  up for the provision of SOC in a subsequent 
period . ^

This new concept of " inducem ents ,"  upon which Hirschman's 

f ir s t  argument for unbalanced growth depends, is  derived from the 

concep t of complementarity and external econom ies. The question 

which now must be answ ered is; is  th is  concep t,  in fac t ,  a special 

c a s e  of external econom ies? If the answer to th is  question is 

affirm ative, a different concept of external economies must be pre­

s e n te d .  For th is  spec ia l c a se  of external economies seems to extend 

the ju risd ic tion  of the concept of external economies to the time 

dim ension. It might be c la s s if ie d ,  in th is  c a s e ,  a s  an  intertemporal 

transm iss ion  of pecuniary external econom ies. In one case  there is 

a forward transm iss ion  through time from the early to  the la te r  sec to rs .

l l b i d . . p.  89.

2lbid.
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This c a se  is  found in development via ex cess  cap ac ity .  In the 

second c a s e ,  development via shortage, it  can be sa id  that there 

is  a  transm iss ion  of external economies backward through time from 

the la te r  to the earlier  s e c to r s .

Hirschman*s be tte r  known argument for unbalanced growth 

depends upon more clearly  defined concepts of ex ternal economies. 

Hirschman ca lls  these  external effects  "linkages" and they are , in 

e ffec t,  the forward and backward vertical transm iss ions  of external 

economies d iscu ssed  by Fleming and Scitovsky.^  The ana lys is  of 

th e se  effec ts  is  the next topic  of d iscu ss io n .

Hirschman p resen ts  the idea of judicious unbalancing a s  a
2

substitu te  for the "unrea lis tic  frontal a ttack" of balanced growth.

The need for th is  approach is  derived from a recognition tha t balanced 

growth is  impossible in a world of scarce factor supplies  and espec ia lly  

in a  world of scarce  entrepreneurial ta len t .  Consequently  it  is  n e c e s ­

sary  to approach the problem of economic development with a soph is­

t ica ted  system of investm ent p r io r i t ie s . This system  of priorities 

should be designed to take  maximum advantage of vertica l external

ISee Chapter II,  pp. 14-15, 21.

2Albert O. Hirschman, The Strategy of Economic Development 
Op. c i t . , p . 62.
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economies or " l in k a g e s" . In Hirschman's growth scheme these 

"linkages" provide the b as is  for the estab lishm ent of investment 

p r io r i t ie s .

H irschman's linkages are pecuniary external economies 

which are transm itted d irectly  between firms through their supplier- 

user in terdependence. This conclusion can be drawn not only from 

the general character of linkages but from the fact tha t  Hirschman 

introduces the concept within a d iscuss ion  of ex ternal economies.

At one point he sa y s ,  for example: "but when we speak of external 

economies and complementarities we think a t  le a s t  a s  much of th ese  

uncertain linkages a s  of the far more certa in . "  ̂ Linkages are 

specific  "inducement mechanisms" which work in the d irectly  produc­

tive areas  to overcome the shortage of entrepreneurial ta len t .  There 

are forward linkages (vertical external economies) which are t ran s­

mitted from supplier firms to user f irm s. These are primarily supply 

oriented external econom ies. There are a lso  backward linkages 

(vertical external economies) which are transm itted from user firms 

to supplier firms. These are c lose ly  related to the concepts of 

derived demand and induced investm ent. Hirschman adds:

l l b i d . . p.  103.
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Thus in  c lose  analogy to the a lte rna tive  between 
development via shortage and development via ex cess  
capacity  which we described  for the SOC-DPA situa tion , 
two inducement m echanisms may be considered to be a t 
work within the DPA sector:
1. The input provision , derived demand, or backward 
linkage e f fe c t s , i . e . ,  every non-primary ac tiv ity ,  will 
induce attem pts to supply through dom estic  production 
the inputs needed in  th a t  ac tiv ity .
2. The output u til iza tion  or forward linkage e f f e c t s ,
i . e . , every ac tiv ity  th a t  does not by i ts  nature cater 
exclus ive ly  to final dem ands, will induce a ttem pts to 
u til ize  i ts  outputs a s  inputs in some new a c t iv i t ie s .^

The object of unbalanced growth is  to a s s ig n  investm ent priorities

to those industries  which are the g rea tes t  transm itters  of linkage

e f f e c t s .

The object, according to  Hirschman, is  to undertake those

ind u str ie s  with the h ighest combined linkage e ffec ts  f irs t .

Hirschman a lso  has preference for one type of linkage effect over

the other. He says  that:

We attribute  more importance to backward than to forward 
lin k ag es ,  we p lace industr ies  with high backward and low 
forward linkage ahead  of those tha t have the inverse 
c h a ra c te r is t ic . 2

From th is  we can see  tha t  Hirschman p laces  more em phasis  on those  

ex ternal economies that give r ise  to  derived demand and hence

l l b i d . , p. 100.

Zib id . , p. 107. Fleming a lso  makes th is  point. See p . 17.
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"induced" investment than  he does on those  tha t  are  supply oriented. 

This is  cons is ten t with h is  "principal assum ption" tha t the strateg ic  

sca rc i ty  in underdeveloped countries is  a sca rc i ty  of entrepreneurial 

ta le n t .

By way of recognizing the importance of demand as  an induce­

ment to  investm ent, Hirschman points out th a t  " industr ia liza tion  can 

of course  s ta r t  only with industr ies  that deliver to final demand, s ince 

ex hypothese no market e x is ts  a s  yet for interm ediate g o o d s . B e c a u s e  

of th is  condition, forward linkage can never occur exc lus ive ly . It 

must a lw ays be accom panied by backward l inkage , which is  the resu lt  

of the  "pressure  of dem and."  In other words, the ex istence  or a n t ic i ­

pation of demand is a condition for the transm iss ion  of forward linkage 

e f fe c ts .  Hirschman goes on, however, to point out the importance 

of forward linkage to the development p rocess  even in spite of th is  

re s tr ic t io n .  He argues as  follows:

While forward linkage cannot therefore be regarded a s  an 
independent inducement mechanism, it  a c ts  a s  an  important 
and powerful reinforcement to backward linkage . . . Invest­
ment dec is ions  tha t are  taken as  a re su l t  of both backward 
and forward linkage are  caught, a s  i t  were, in a pincer move­
ment and must be prized by us since they are sure to be 
particularly  e a s y - to - ta k e  o n e s . 2

l l b i d . ■ p. 111.

2lbid. . p.  117.



-8 0 —

Hirschman p resen ts  an  example of the s ignificance of linkages 

to the estab lishm ent of investment priorities in a sec tion  of his book 

which he en ti t les  "A M ental Experiment." This example is adapted 

from a study which was conducted by H. B. Chenery and T. Watanabe 

in 1956.  ̂ In th is  study, the economies of Japan, I ta ly ,  and the 

United S ta tes  are divided into four major sectors  and each  sector, 

along with the member industries  within each  sec to r,  is  ranked accord­

ing to  the degree to which the two types of linkages are transmitted 

to other sec to rs .  A summary of H irschman's major rankings, along 

with the f irs t  industry in each  sec tor,  follows:

1. "Intermediate Manufacture" (backward and forward linkage

both high), iron and s tee l  with a backward linkage coefficient of 66

and a forward linkage coeffic ient of 78 giving a to ta l linkage

2
coeffic ient of 144.

2. "Final Manufacture" (backward linkage high, forward 

linkage low ), grain mill products with a backward linkage coefficient 

of 89 and a forward linkage coeffic ient of 42 giving a total linkage
3

coeffic ient of 131.

iH . B. Chenery and T. W atanabe, "International Comparisons 
of the Structure of Production, " O p . c i t . See a lso  p. 32.

^Albert O. Hirschman, The Strategy of Economic Development 
Op. c i t .  . pp. 106-107; See Table.

3lbid.



-8 1 -

3 . "Intermediate Primary Production" (forward linkage

high, backward linkage low), metal mining with a backward

linkage coeffic ien t of 21 and a forward linkage coeffic ien t of

93 giving a total linkage coeffic ien t of 114. ^

4. "Final Primary Production" (backward and forward

linkage both low), fishing with a backward linkage coeffic ient of

24 and a forward linkage coeffic ien t of 36 giving a to ta l linkage 
2

coeffic ien t of 60.

Unfortunately it is  e a sy  for the ca re le ss  reader to consider 

th is  to be Hirschman's final s ta tem ent on the ranking of industries 

by linkage e f fe c t s . It is  a ll  too easy  to tre a t  th is  l i s t  a s  one of 

final truth for a ll  countries a t  a l l  s tages  of economic development. 

This m istaken interpretation does not do ju s t ice  to Hirschman but 

more important, it  re su lts  in a serious misunderstanding and an 

erroneous application of the notion of linkages .

In order to avoid th is  dilemma, one must understand from 

where th is  particular se t of rankings is derived. This ranking is 

spec ific  in terms of its  national and temporal origin. It is  a lso  a 

s ta t ic  model as  a l l  input-output models must be.

l lb id .

2lbid.
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Hirschman himself points  out the lim itation of the model a s  a general 

ranking with the following condition concerning i ts  application  to 

o ther co u n tr ie s .

. . .  on the condition tha t we expect the commodity com posi­
tion of the underdeveloped country 's  output to bear eventually  
some resem blance to tha t of the country on whose input-output 
s ta t i s t ic s  we perform. ^

It must a lso  be remembered tha t th is  particu la r  ranking is an 

average of the linkage transm iss ions  th a t  occur in Japan, I ta ly , and 

the United S tates  a l l  of which were a t  different s tages  of economic 

development during the time of the s tudy . At the same time, each  

country had a different commodity com position. Therefore one must 

a sk  how effective th is  "averaged" ranking of industr ies  can be a s  a 

general ranking rather than  as  an example of the manner in which 

linkages might be employed.

It is  a lso  n ec e ssa ry  to consider the proposition that a s  develop­

ment proceeds different sec to rs  of the economy will emerge a s  the 

lead ing  sec tors  through an  increase  in their transm iss ion  of external 

economies (linkages) to other sec to rs .  For exam ple, each of the 

four sec to rs  l is ted  by Hirschman appears  a s  a leading sector in

l l b i d . . p. 105.
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different s tages  of Rostow's s tages  of economic growth.  ̂ The

f irs t  c la s s ,  "Intermediate M anufacture ,"  is  the leading sector in

Rostow's "Take-off" S tage. The second c l a s s , "Final M anufacture , "

is  the leading sec to r  in Rostow's "Drive to M aturity ."  The third

c la s s ,  "Intermediate Primary Products ,"  is  a leading sector in the

"Preconditions Stage" and the fourth c l a s s ,  "Final Primary Product,"

is  a leading sector in the "Age of High M ass Consumption."

It may be concluded that general rankings for industries in

a l l  s ituations or countries may be difficult to develop and in any

event any such information should be used with great caution. This

point was made by Hirschman when he wrote the following.

The knowledge of the approximate ranking of an industry 
from the point of view of forward and backward linkage 
effects  a s  derived from existing  developed economies 
through their input-output tab les  i s ,  I be lieve, useful 
to the econom ist-p lanner in underdeveloped a re a s .  It 
is  something to be added to his criteria box. But 
ex cess iv e  re liance should obviously not be placed on 
these  rankings, based  as  they are on a mental experi­
ment subject to numerous qua lif ica tions .  Industrial 
development clearly  cannot be s tarted  everywhere with 
an  iron and s te e l  industry just because th is  industry 
maximizes l in k ag es .  It is  far more useful to look a t  the 
structure of the underdeveloped countries and to examine 
how linkage effec ts  normally make their appearance: 
such an a n a ly s is  is  likely  to yield some hints about the

IW. W. Rostow, The Stages of Economic Growth, 
Op. c it .
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possib ili ty  of an  influencing development in such a 
way a s  to s trengthen th ese  effec ts .  1

To summarize H irschm an's  unbalanced growth model, it 

must f irs t  be said that i t  focuses  on s c a rc i t ie s .  The particular 

sca rc ity  over which Hirschman is concerned is  a sca rc ity  of 

entrepreneurial ta len t .  Because of this scarc ity ,  i t  is  difficult 

and often-tim es im possible for an underdeveloped country to 

combine the resources i t  does have into productive ac tiv ity .  The 

problem lies  in a lack of capacity  for the decis ion  making p rocess .  

C onsequently , priority must be es tab lished , in the earlier s tages  

of growth, in  those economic ac tiv it ie s  which will "induce" 

other ac t iv i t ie s  by decreasing  the difficulties of the decis ion  mak­

ing p ro cess .  These "inducements" are transm itted in the form of 

ex ternal economies, primarily vertical external economies or as 

Hirschman calls  them " l in k a g e s ."

Unbalance in Demand

The second se t  of unbalanced growth arguments which have

been formulated in the controversy over balanced and unbalanced
2

growth has been presented by P. P. S treeten. As indicated

^Hirschman, The Strategy of Economic Development, 
O p . c i t . , p . 108.

2See page 70.
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ear lie r ,  Streeten agrees  with Nurkse tha t the limited market s ize

p resen ts  a major dilemma in underdeveloped coun tr ies . However,

he d isagrees  with Nurkse with regard to the b es t  way to overcome

th is  dilemma. According to S treeten, the  notion of "comple-
1

m entarities can support the argument for unbalance . "

Streeten u ses  the notion of com plem entarities to present an

unconvincing argument for unbalanced growth which is  based on

ind iv is ib il i t ies  in consumption and "anabolism" of w ants . The

f irs t  part of the argument, th a t  which is  based  on ind iv is ib i l i t ie s ,

em phasizes: "the fac t tha t many commodities can  be bought only

in large and expensive u n its ,  so that e ither we overshoot the mark

tha t  would be d ictated  by equalizing marginal u t i l i t ie s ,  and then

feel pinched in other d irec tions ,  or we refrain from buying the
2

commodity and then feel i ts  absence  acu te ly .  " This resu ltan t 

feeling of d issa t is fac t io n  which is derived from inability  to equate 

marginal utility with price in a world of ind iv isib le  consumption 

a lte rn a tiv es  is  supposed to drive the consumer on to increasing 

his consumption and hence widening the market for producers. This

Ip .  P. S tree ten , "Unbalanced Growth, " Op. c i t . , p. 172. 

2lb id . . pp. 173-174.
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extended market will then provide the inducement to investment

which, according to S tree ten , is  the real problem anyway.

The second argument or complementarity comes under the

heading of "anabolism" of w a n ts . According to  Streeten:

An observation of the growth of wants in a dynamic 
socie ty  shows th a t  new wants are c reated  in the 
process of sa tis fy ing  existing  o n es ,  and tha t com­
plex consumption patterns spring from single  innova­
t io n s ,  'a s  if increase  of appetite  had grown by what 
it fed on.

In order to explain  these  effects  on development, S treeten 

f irs t  points out tha t his is  a dynamic concept of consumption 

pa tte rns  which accounts  for changes in consum er's  ta s te  as  

opposed to the s ta t ic  concept which is found in balanced growth 

th eo r ie s .  He then goes on to d iscuss  how unbalanced growth 

will resu lt  from the ex is tence  of these  dynamic consumption 

p a t te rn s .

If wants were sa tis f ied  by balanced growth, people would 
have to think up new ways of spending income. Inertia 
or lack of imagination may then prevent a  further r ise .  But 
com plem entarities , whether caused  by ind iv isib ility  or 
anabolism , create  p ressures  and a sen se  of deprivation, 
which stimulate and guide investm ent, and guarantee its

l lbid. . p. 174.
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profitability . Investment opportunities are created  by new 
consumption opportunities which in turn resu lt  from 
unbalance . ^

It is  obvious that S treeten re lie s  on two concepts that are 

c lose ly  related  to external economies: ind iv is ib ilities  and comple­

m entarities . What is  not obvious, however, is  whether or not 

his ana lys is  depends upon external economies. His reference to 

"a sense  of deprivation" would suggest that external diseconomies 

a t  the consumption level provides the stimulus to investm ent.

There is  evidence in his writings that these  diseconomies are 

derived from a demonstration effec t.

On the other hand, there is a more basic  problem which 

cannot be avoided. It is  difficult to perceive tha t,  in an  under­

developed country, wants might be "sa tis fied  by balanced growth" 

or that there could be a problem of "inertia or lack of imagination" 

in patterns of demand which a s  suggested  by Streeten above could 

prevent further growth. Such conditions would seem to be more a 

part of the patterns of consumption in a developed country. In 

fac t Streeten himself is  reported to  have confessed to one author

l l b i d . ,  p. 175.
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th a t ,  "anabolism of wants is  intended to apply to the an a ly s is  of 

highly developed countries only. " C onsequently , there is 

reason  to question  whether or not th is  theory has any relevance 

a t  a l l  to underdeveloped countries .

^M. Lipton, "Balanced and Unbalanced Growth in Under­
developed C ountries, " The Economic Tournai. Vol. LXXII, 
(September, 1962), p . 643, footnote number 1.



CHAPTER V

A REVIEW OF THE CONTROVERSIAL ISSUES IN THE BALANCED 

VERSUS UNBALANCED GROWTH DEBATE

Introduction

Since the publication of Nurkse 's  formulation of balanced 

growth there has been an extended debate over the relative merits 

of balanced and unbalanced growth. This debate has centered on 

the va lid ity  of balanced growth as  a method of development. The 

two s id es  of the debate have been represented by the advocates  of 

balanced  growth on the one hand and the d issen te rs  on the other 

hand. Those who d is se n t  from balanced growth have generally 

attem pted to e s tab lish  a theory of unbalanced growth in its  p lace .

This controversy has been marked by a great deal of con­

fusion . One reason for th is  confusion might be tha t  the concept 

of balanced growth has been developed from an esp ec ia lly  difficult 

concept; external econom ies . The concept of external economies 

is  d ifficult for many people to understand. Nurkse himself has 

s ta ted  that: "I must confess  tha t the economics of external

—89“
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1

economies s ti l l  has some dark corners for m e." Indeed th is  con­

cept received  full c larity  only through the debate i t s e l f .  This 

c la r ity  was produced by people like Fleming, a critic  of balanced 

growth, and Scitovsky, a supporter of the concept.

In addition, there are many a sp ec ts  to the concept of 

balanced  growth. As we have seen , the minimum c r itica l  effort, 

the ques tions  of balance in supply, balance in demand, and 

sec to ra l balance all figure into the controversy. At the same time 

there is  a lack of clarity  concerning the assum ptions on which the 

theory is  presented, the degree of balance which is  required and the 

meaning of the word "growth" .

Part of the responsib ili ty  for th is  confusion must n e c e s ­

sarily  re s t  with the principal proponents of the concep t.  There is 

su ffic ien t evidence to ind icate  tha t  much of the confusion could 

have been avoided had they used  more care in the p resen ta tion  of 

their i d e a s . On the other hand the cr itics  of the concept must a lso  

share a part of this responsib ili ty  through their failure to read 

carefully  and to acknowledge evidence which could have prevented 

much of the confusion.

^Ragnar Nurkse, "Further Comments on Professor Rosenstein- 
Rodan's Paper," Economic Development for Latin Am erica. Op. c i t . , 
p. 74.
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In the next few pages there will be an  a n a ly s is  of this con­

troversy . The major points  of confusion will be identified and

clarified . It seems like ly  that in this way the debate can be 

se tt led  a t  le a s t  in part by illustrating  why it should not have raged 

in the f irs t p lace . F inally , there will be in th is  chapter a 

summary of the contemporary in terpretations of the two concepts 

with some suggestions concerning how they might better be in te r­

preted .

The Meaning of "Balance"

Much of the confusion surrounding the concept of balanced 

growth is related to the meaning of the word "b a la n c e ."  It is  

generally  accepted tha t balanced growth requires a simultaneous 

expansion of several industries  a t  one t im e , but there seems to be 

a g reat deal of confusion concerning the degree of simultaneous 

expansion . Some writers take the position tha t  for balanced growth 

to occur there must be a perfectly  equal expansion  in a l l  industries 

a t  the same time. Others a t tach  a le s s  inc lusive  meaning to the 

concept.

Although the principal authors of the  balanced growth concept 

did indicate the degree of balance which they had in mind they 

s t i l l  must share part of the responsib ility  for th is  confusion. On
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the other hand the c r i t ic s  of balanced growth must a lso  accep t 

some of the responsib il i ty .  Even though it is  not completely 

c lea r  what was meant by Young, Rosenstein-Rodan, and Nurkse, 

in what they said  concerning the degree of sim ultaneous expan­

sion  which would be n e cessa ry  under balanced growth, others 

such a s  Fleming, H. W. Singer, and Hirschman seemed to  have 

neg lected  or a t  l e a s t  minimized what l i t t le  they did say concern­

ing th is  point. It seems th a t  these  c r i tics  have generally  taken 

advantage of th is  lack  of c larity  in order to a s s ig n  too rigid an 

in terpretation  to the concept a s  i t  is  found in the v/orks of the 

proponents of balanced growth. Some interpret it  too narrowly in 

terms of the sectors  which were meant to be included in th is  

s im ultaneous expansion assum ing tha t  something has been left 

out, e . g . , agricu ltu re . Others are too inclusive in the ir  in ter­

p re ta tion  and assum e tha t everything was meant to be included.

It is  p o ss ib le ,  even in Allen Young's early  a r t ic le ,  to 

see th a t  something le s s  than complete balance in the rate of growth 

of different industries  was in tended. Young's s ta tem ent on th is  

matter is  quite c lear .

. . . there must be some sort of ba lance , tha t different 
productive a c t iv i t ie s  must be proportioned one to another,
. . . The rate a t  which any one industry grows is  con­
ditioned by the rate a t  which other industr ies  grow, but
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si nee the e la s t ic i t ie s  of demand and of supply will differ 
for different p roducts, some industries  will grow faster  
than o th e rs . ^

Rosenstein-Rodan makes a similar point with the s ta tem ent that,

" linear  homogeneous production functions are b as ic  in  th is  sen se ,
2

but they are completely u n re a l is t ic ."  And Nurkse points  out that:

In this way the market difficulty , and the drag it  imposes 
on individual incen tives  to invest ,  is  removed or a t  any 
rate a llev ia ted  by means of a dynamic expansion  of the 
market through investm ent carried out in a number of 
different in d u s tr ie s .  The rate a t which one industry can 
grow is inevitably  conditioned by the rate  a t  which other 
industries grow, although naturally some industr ies  will 
grow faster  than others s ince demand and supply e la s t ic i t ie s  
will vary for different p roduc ts . ^

It is  true that th ese  sta tem ents  are somewhat obscure but 

they a re ,  n e v e r th e le ss , of s tra teg ic  importance to the  controversy. 

These s ta tem ents , e sp ec ia l ly  by Young and Nurkse, can leave the 

reader with lit t le  doubt tha t  the concept of balanced growth was 

never meant to be rigidly interpreted concerning the required degree 

of ba lance . There c learly  was no indication tha t  growth must follow

lAllen Young, " Increasing  Returns and Economic P rogress,"  
Op . c i t .  . pp. 533-534.

2Rosenstein-Rodan, "Notes on the Theory of the 'Big P u sh ',"  
Op . c i t . , pp. 60.

3Ragnar N urkse , Problems of Capital Formation in Under­
developed Countries . Op. c i t . , pp. 14-15.
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the l ines  of a linear homogeneous expansion path . Yet it is  po s­

sib le  to find such an interpretation of the concept along with the 

suggestion  that it was gained from Nurkse in the writings of the 

balanced growth c r i t i c s .

The meaning of the term balance is  even more confusing 

concerning what is  to be included in the simultaneous expansion 

of severa l industr ies .  Kindleberger, for exam ple, broadly in ter­

prets th is  to mean tha t,  "not only is  it  necessary  to do everything

before you can do anything: the sca le  on which everything is
1

required means that a minimum critica l effort is  needed ."

Rosenstein-Rodan made a rather obscure statem ent concerning this

problem when he wrote:

The risk of any single investment in any one industry is 
increased  by the fact that various goods are highly 
imperfect substitu tes  for each  other in low income under­
developed countries . The southw est corner of the 
indifference map shows very high degrees of convexity. 
Demand for most goods will therefore be highly in e la s t ic .^

Although th is  statement refers primarily to the effect of highly

in e la s t ic  demands on profits, it may a lso  be a recognition by

Rosenstein-Rodan that in an  underdeveloped country demand is

1 Charles P. Kindleberger, Economic Development. Op." c i t .  .
p. 204.

2Rosenstein-Rodan, "Notes on the Theory of the 'Big P u sh ',"  
O p. c i t . , pp . 62-63.
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l ike ly  to  be confined to a  re la tive ly  limited variety  of g o o d s . 

R osenstein-Rodan 's  recognition of the in e la s t ic i ty  of demand for 

th e se  goods is tantamount to  saying tha t the minimum critica l 

effort or the big push can  be confined to a few industr ies  a t  

l e a s t  in the early s tag e s  of development.

Nurkse p resen ts  a rather loose ly  defined position regard­

ing the variety of goods which must be covered under the 

sim ultaneous expansion  of severa l in d u s t r ie s .

Here in a n u tshe ll ,  is  the c a se  for balanced growth. An 
increase  in the production of shoes alone does not create 
i ts  own demand. An increase  in production over a wide 
range of consum ables, so proportioned a s  to correspond 
with the patterns of consum er's  p references , does create  
i ts  own demand. 1

Although there is  not a spec ific  enumeration of the relevant sectors  

or industr ies  which Nurkse would have included in h is  balanced 

growth scheme, neither i s  there a spec ific  elim ination of certa in  

sec to rs  or in d u s tr ie s . A general s ta tem ent tha t the relevant 

industr ies  should conform to consum er's  patterns of demand seems 

to  be more useful and re a l is t ic  than an attempt a t  spec ific  enumera­

tio n . These patterns will naturally  vary in  different countries and 

a t  different times and s tag es  of development. There is no spec ific

iRagnar Nurkse, Problems of C apital Formation in Under­
developed C o u n tr ie s , O p . c i t . . pp. 11-12.
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om ission of agriculture from th is  growth scheme as  is  suggested 

by H. W. Singer.

Singer points out tha t it might be necessa ry ,  in order to 

comply with the demands of a "balanced d ie t ,"  to expand produc­

tion  in agriculture as  the economy develops. He says: "Engles

law may say  tha t the demand for food inc reases  le s s  than in

proportion to income, but it does not say that the demand for food
1

does not increase  a t  a l l .  " Singer makes th is  s ta tem ent in a c lear-

cut im plication tha t  Nurkse has omitted agricultural goods from his

balanced growth schem e. It seems a lot to ask  one to accep t the

proposition tha t  simply because  agricultural goods were not

express ly  mentioned by Nurkse he must not have been aware of

their  importance and would therefore have omitted them.

Hirschman, too, imposes too inclusive  an interpretation

on the degree of balance when he says:

The advantage of th is  kind of seesaw  advance over 
'ba lanced  growth, ' where every ac tiv ity  expands 
perfectly  in step with every other, . . .  2 
. . . the balanced growth theory reaches  the con­
c lusion  tha t  an  entire ly  new, se lf-con ta ined  modern

1h . W. Singer, International Development: Growth and 
Change (New York: M cGraw-Hill, 1964), p . 45.

2A. O .  Hirschmen, The Strategy of Economic Development. 
Op. c i t . , p . 52 .
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industria l economy must be super-im posed on the stagnant 
and equally  se lf-con ta ined  traditional sec tor.  ^

It is  obvious that the cr itics  of balanced growth take advan­

tage of the failure of its  exponents to s ta te  clearly  and elaborately  

what degree of balance is  required with regard to both the economy's 

expansion  path and the composition of goods. In th is  way they 

have reduced the concept to absurdity  through interpreting the word 

balance in the s tr ic te s t  sense  of the word. According to th is  in ter­

pretation , i t  is  impossible to have a transm ission of external 

economies between industries under a scheme of simultaneous 

expansion  of several industries  unless  this scheme includes a ll con­

ceivab le  industr ies  and each  industry "expands perfectly  in step 

with each  other. "

This kind of criticism  can  be no le ss  unjustified than if one 

were to  interpret unbalanced growth in its  s tr ic te s t  possib le  form.

It is  absurd to suggest that under a system of unbalanced growth 

em phasizing leading sectors  of the economy only the leading s e c ­

tors should be expanded. It should be clear tha t only if there are 

"lagging sec to rs"  can leading sectors transmit external econom ies. 

What good could be served by a giant s tee l  industry or a complex 

system  of public overhead cap ita l if there were not a sufficiently

l l b i d . , p.  63.
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large private sector to maintain them or to employ their outputs?  

Certainly the advocates  of unbalanced growth would object to the 

s tr ic te s t  interpretation of their  concept. Why then do they 

commit such an error in their in terpretation of balanced growth?

Both concepts can be understood better if they are given 

a restr ic ted  interpretation. In order for e ither to be usefu l,  they 

should be accorded a reasonable  interpretation with consideration 

given to the rea lities  of the underdeveloped countries to which 

they are to be applied . It is  unnecessary  to a t tach  an unusually  

stringent interpretation to e ither of the two concep ts . Such an 

interpretation can serve no useful p u rpose .

The Meaning of the Word "Growth"

A second problem in the balanced versus unbalanced growth 

controversy is confusion surrounding the word growth. This con­

fusion has been more or le s s  im plicit.  The problem is  one which 

is  charac teris tic  of a l l  development theory. It is  the simple 

problem of using economic growth and economic development a s  

synonyms. Growth is  a rather simple concept defined by W ebster 

as  "the process of growing." Development, on the other hand, 

is  a more complex concept defined by W ebster a s  "going through a
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p rocess  of natural grow th, d ifferen tia tion , or evolu tion  by su c c e s -  
1

sive  ch an g es . " I t  is  c lea r th a t even though growth is  a part of 

developm ent it is  not the whole of i t .  Developm ent involves both 

growth and d iffe ren tia tio n .

It would seem  th a t in order for the concept of "balanced 

growth" to have re lev an ce  for the problems of underdeveloped or 

developing countries i t  should be a concept of "ba lanced  develop­

ment" and  it  should be concerned w ith more than  ju s t growth. 

N ev erth e less , the term balanced  growth has been used  and i t  is  

c lea r th a t "growth" m eans different th ings to d ifferen t people even 

w ithin th is  con troversy .

When the term  balanced  growth is  em ployed there is  no 

attem pt made to c larify  what is  to grow. This only adds to  the 

confusion . As one w riter puts it:

'Balance' and 'unba lance ' are in su ffic ien tly  c lin ica l; 
'grow th' is  in su ffic ien tly  p re c is e . W hat is  to  grow— 
income or incom e per head? Total output, 'econom ic 
power, ' may in te re s t a government more than income per 
head , or 'econom ic w elfare '; and the cho ice of output- 
ra isin g  p o lic ie s  i ts e lf  o ffse ts  population g ro w th .2

1 W eb s te r 's  Seventh C o lleg ia te  D ictionary  (Springfield , 
M assach u se tts : C . and  G. Merriam Company, 1963).

2m . Lipton, "Balanced and U nbalanced Growth in Under­
developed C o u n trie s , " Economic Tournai. Vol. LXXII, (September, 
1962), p . 643.
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What then is  meant by the p rinc ipa ls  in th is  controversy 

when they  use the term growth? In order to  exam ine th is  q u es­

tion it  might be usefu l to review  the meaning of "growth" a s  it  is  

used  by the major d isp u tan ts  in the controversy .

In his 1928 a r tic le , "Increasing  Returns in Economic 

P ro g ress ,"  Young p laces  the em phasis on "p ro g ress ."  He rarely  

u ses  th e  term "growth. " In stead  he refers to "change" which

"becom es progressive and propagates i ts e lf  in  a cum ulative way"^

2
and , " th a t continuing econom ic rev o lu tio n ."  Although th ese  s ta te ­

ments provide only a lim ited example of what Young w as concerned 

w ith, they  are a good ind ication  th a t i t  is  econom ic developm ent; 

i . e . , growth and change. Young did not use the term balanced 

growth. If he had, it  seem s he would have been d iscu ssin g  

balanced "developm ent."

R osenstein-R odan a lso  does not use the term "balanced 

grow th. " His d iscu ss io n  is  prim arily concerned with the "big 

push" which is  a partia l varia tion  of the concept of balanced growth. 

But Rosenstein-R odan seem s a lso  to  write about developm ent rather

1 Allen Young, "Increasing  Returns and Economic P rog ress,"  
O p. c i t .  . p . 533.

2lbid. . p. 536.
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than  grow th. In "Problems of In d u stria liza tio n  of Eastern and

South-E astern  Europe," h is f irs t a rtic le  on th is  su b jec t, he refers

to "in ternational depressed  a reas"^  and industria liza tion  is  seen

2
as  a change from an agrarian  economy to an  industria l economy.

In "N otes on the Theory of the 'Big P u sh ', however, he refers to
3

"a developm ent program" and again  it is  c lea r tha t something more 

than  growth is  desired .

There is  little  doubt th a t Ragnar Nurkse is  writing about 

underdeveloped countries in his Problems of C apital Formation in 

Underdeveloped C ountries. It appears th a t th is  is  the f irs t time 

th a t balanced growth is  mentioned in th is  controversy . Nurkse 

speaks of "the problem of developm ent in econom ically backward 

c o u n tr ie s . He a lso  s ta te s  that "econom ic developm ent has much 

to do with human endowm ents, soc ia l a t t i tu d e s , po litica l cond itions— 

and h isto rica l acc id en ts . To make the picture complete he s ta te s

1 R osenstein-Rodan, "Problems of Industria liza tio n  of Eastern 
and South-E astern  Europe, " Op. c i t . , p . 246.

2lb id .

3Rosenstein-Rodan, "N otes on the Theory of the 'Big P u sh ',"  
Op. c i t . , p . 57.

4Ragnar N urkse, Problems of C ap ita l Formation in  Under­
developed C o u n tries . O p. c i t . , p . 2.

Sibid.
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that:

The e s se n c e  of the p ro c e ss , th en , is  the d iversion  of a 
part of s o c ie ty 's  currently  av a ilab le  resou rces to the 
purpose of increasing  the stock of cap ita l goods so a s  to 
make p o ssib le  an  expansion  of consum able output in the 
fu tu re . 1

It seem s c lea r th a t the concept of balanced growth is  rea lly  

a concep t of balanced  developm ent including not only growth but 

a lso  d iv e rsifica tio n  and change. That is  how it was p resen ted  by 

the p rinc ipa l au thors of the concep t. How then do the c ritic s  in te r­

pret the m eaning of "growth" ?

It is  c lea r th a t H irschm an does not believe th a t the balanced  

growth concept is  a descrip tion  of e ith er growth or developm ent.

My principal point is  th a t the theory fa ils  a s  a theory of 
developm ent. Developm ent presum ably means the p ro cess 
of change of one type of economy into some o ther more 
advanced  type . . . . This is  not growth, i t  is  not even 
the grafting of som ething new onto something old; it is  a 
perfec tly  d u a lis tic  pattern  of developm ent, ak in  to what 
is  known to child  p sy ch o lo g ists  a s  "para lle l p la y " . . . .
The balanced  growth doctrine is  now seen  to be e s se n tia lly  
the ap p lica tio n  to  underdevelopm ent of a therapy orig inally  
dev ised  for an underemployment s itu a tio n . 2

Even though H irschm an offers a theory of "unbalanced grow th ," a s

an a lte rn a tiv e  to  "balanced  g row th", he is  concerned w ith more

l l b i d . , p . 2.

2H irschm an, The S trategy of Economic D evelopm ent. Op. c i t . , 
pp. 52-54.
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than  ju s t  growth, i . e . ,  growth and change or econom ic develop­

m ent.

H irschm an’s charge th a t Nurkse is  using an e s se n tia lly  

K eynesian underemployment an a ly s is  on the problems of under­

developm ent might better be made a g a in s t S tree ten . Even though 

S tree ten  d isc u sse s  both growth and developm ent his is  e s se n tia lly  

a K eynesian a n a ly s is . His growth a n a ly s is  offers l i t t le  to  a theory 

of econom ic developm ent.

The In te rn a liza tio n  of External Effects

One of the most penetrating  critic ism s of balanced growth

has been tha t while the concept makes ample provision for the

in terna liz ing  of ex ternal econom ies, i t  neg lects  the in terna liz ing  of

ex ternal d iseco n o m ies. This point w as f irs t ra ised  by J. M arcus

Fleming in h is 1955 review  of N urkse 's  Problems of C ap ita l Formation
1

in U nderdeveloped C ountries.

Fleming pointed out th a t under an assum ption of fixed (and 

lim ited) factor su p p lie s , a sim ultaneous expansion of several 

in d u strie s  is  like ly  to give rise  to ex ternal diseconom ies through 

com petition for scarce  re so u rces . The consequence would be a 

lack  of investm ent incentive or even a d isincen tive  e ffec t on busin ess

M arcus Fleming, "External Economies and the D octrine 
of Balanced G row th," C p. C it.
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investm ent.

It would appear therefore th a t where there is  a  single factor 
of production in  fixed supply the in s ta lla tio n  of an  unprofi­
tab le new plant in  industry , even though i ts  unit co s t, a t 
the le a s t  unprofitable output, is  below th a t of p re-ex isting  
production is  lik e ly  to  induce contraction ra ther than 
expansion in other consum er-goods in d u s tr ie s , to  yield 
external d ise conom ies rather than ex ternal econom ies.

The situa tion  might be roughly exp ressed  by saying 
th a t, w hereas the balanced-grow th doctrine assum es that 
the re la tionsh ip  betw een industries  is  for the  most part 
com plem entary, the lim itation  of factor supply ensures 
th a t the re la tionsh ip  is  for the most part com petitive . ^

F lem ing's is  a valid  critic ism  of balance in  demand a s  long a s  the 

assum ption of fixed and lim ited factor supp lies is  v a lid . However, 

it w ill be made c lea r in g reater d e ta il la te r in th is  chap ter that the 

concept of balanced growth w as never made, nor m eant to be 

applied  under such a lim iting assum ption . Fleming has demon­

stra ted  that under the assum ption  of fixed factor supp lies there is  

a g reater likelihood for the transm ission  of v e rtica l external d is ­

econom ies than there is  for horizontal ex ternal econom ies. He 

concludes then  that balanced growth through a sim ultaneous 

expansion of consum er-goods industries  (balance in demand) is  

un likely . On the other hand, th ese  conditions might p resen t a 

very good case  for balance in supply or unbalanced growth. There­

fore a ll Fleming has been ab le  to do with th is  critic ism  is  to

l lbid. . p. 279.
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e s ta b lish  th a t balance in  demand a s  form ulated by Nurkse w ill not 

work under sp ec ific  conditions which were never included in  the 

assum ptions under which it w as p resen ted . He has  not been able 

to  dem onstra te , even under these  co n d itio n s , th a t unbalanced 

growth is  preferable to balance in supply .

Hirschman tak es up th is  c ritic ism  and goes in to  it  in 

g reater de ta il in  h is  critique of balanced growth. He d irec ts  his 

c ritic ism  a t  th a t varian t of the balanced  growth concept which seeks 

to  in te rn a lize  ex ternal econom ies through cen tra lized  d ec is io n  

m aking.

The c a se  for cen tra lized  investm ent planning a s  growth- 
promoting per se  would of course be en tire ly  convincing 
if i t  perm itted production to be organized in  such a way 
th a t otilv ex ternal econom ies were in terna lized  while a ll 
ex ternal d iseconom ies and so c ia l c o s ts  resu lting  from new 
ventures rem ained s tr ic tly  ex ternal to the cen tra l 
authority  or were neg lig ib le . 1

He goes on to point out th a t in te rn a liza tio n  is  lik e ly  to  a ffec t the

pace of a coun try 's  developm ent unfavorably in  some a reas  and

favorably in  o thers depending upon the ex ten t to  which net ex ternal

econom ies or d iseconom ies are  in te rn a lized . Each country w ill

have different re su lts  or p o ten tia litie s  for in te rn a liza tio n  and th is

should play  a major role in  deciding on a balanced  or unbalanced

iH irschm an, The S trategy  of Economic D evelopm ent. 
O p. c i t .  . p . 56.
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growth schem e a s  w ell a s  the d esired  amount of cen tra lized  decision  

m aking. Countries with a  high p o ten tia l for ex terna l diseconom ies 

should tend  tow ards private  en te rp rise  in d ec is io n  making since 

such  a system  would not include a m easure of th is  so c ia l co s t.

Such coun tries should a lso  tend tow ards an unbalanced developm ent 

schem e. On the other hand, those  countries w hich exhib it a low 

p o ten tia l for ex ternal d iseconom ies and a high p o ten tia l for external 

econom ies should tend toward cen tra lized  d ec is io n  making and 

balanced  growth schem es s in ce  in  th is  way accoun t could be taken  

of th e se  so c ia l b en efits .

H irschm an goes on to  point out th a t w ith few ex cep tio n s, 

e . g . , "the reconstruction  of an  economy d ev asta ted  by w ar, or the 

developm ent of underdeveloped regions and open sp aces  through 

co lon iza tion  sch em es, " there w ill be a greater likelihood  for the 

in te rn a liza tio n  of net ex terna l d iseconom ies. This is  due to the 

natu ra l "d isrup tion  of trad itio n a l ways of liv ing , of producing and 

of doing th in g s , in the course of which there have alw ays been many 

lo s s e s ;  old sk ills  become o b so le te , old trades are  ru ined , c ity  slums 

mushroom, e tc ."

The s ign ificance of th is  critic ism  is  in  i ts  recognition  of

l lb id .  ■ -
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ex ternal d iseconom ies. Any developm ent p lan  th a t hopes to in te r­

nalize  ex ternal e ffec ts  w ill n ecessa rily  have to deal w ith both 

ex ternal econom ies and d iseconom ies. According to  H irschm an's 

a n a ly s is  of th is  problem, there  must be some m easure of the 

po ten tia l for net ex ternal econom ies or d iseconom ies before a 

d ec is io n  can be made to  follow  a scheme of balance or unbalance or 

to  develop by private or public decision-m aking .

C entral Planning 

The question  of cen tra l planning has been one more point of 

controversy  in  the balanced versus unbalanced growth debate .

Some w riters have attem pted to dem onstrate th a t balanced  growth 

is  more com patible with cen tra l planning while unbalanced growth 

is  more com patible w ith decen tra lized  dec is ion  m aking.^ The 

p rin c ip a ls  in  the debate have said  little  on th is  su b jec t and what 

they  have said  is  not co n clu siv e .

Rosenstein-Rodan had the most c learly  defined position  con­

cerning th is  is s u e . In one of h is a r tic le s  he proposes an  "Eastern

European Industria l Trust" a s  a cen tralized  agency for the co llec -

2
tion  and d ispersion  of cap ita l su p p lies . According to R osenstein-

Ipor exam ple, Hirschm an arrives a t  th is  conclusion  in h is 
d isc u ss io n  of the in te rn a liza tio n  paradox. See Ib id .

2R osenstein-R odan, "Problems of In d u stria liza tio n  of Eastern 
and S outh-E astern  Europe. " On. c i t . . p . 249.
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Rodan, th is  Industria l tru s t would function a s  a cen tra lized  agency

making investm ent d ec is io n s  for Eastern and South-E astern  Europe.

N urkse, on the q u estion  of planning versus decen tralized

decision-m aking , does not take a rigid position  favoring either

s id e . In h is  Problems of C ap ita l Formation in Underdeveloped

C o u n trie s , he sa y s , for example:

W hether the fo rces of economic progress are  to be 
delibera te ly  organized or le ft to the ac tion  of private 
en te rp rise—in sho rt, w hether balanced growth is 
enforced by planning boards or ach ieved  spontaneously  
by creative en trep reneurs—is ,  of co u rse , a weighty 
and much debated  is s u e . But from our p resen t view­
point i t  is  e s se n tia lly  a question  of method. I feel 
no need to en ter in to  it a t length . . . .

The nature of the solution is  what I have tried  to 
in d ica te . The question  of method must be decided on 
the grounds of broader considerations; on the grounds, 
e sp ec ia lly , of the human q u a lities  and the native forces 
ex isting  in any particu la r so c ie ty . The econom ist, a s  
an econom ist, has no categorical im peratives to issu e  
on th is  su b jec t. 1

N urkse 's  position  a t th is  time seem s to be th a t if the country in

question  is  suffic ien tly  endowed with brave entrepreneurs the

"method" should be le ft to  private fo rces. If, on the other hand,

the country in question  is  not so endowed, the s ta te  should handle

the decision-m aking  p ro c e ss . He does, how ever, take a more

1 Ragnar N urkse, Problems of C apital Formation in Under­
developed C ountries. O p. c i t . , p . 16.



-1 0 9 -

definite  position  in a la te r work where he says:

Autonomous advance in d ifferent branches sim ultaneously  
may come about through the in fectious influence of 
b u sin ess  psychology, through the m ultiplier e ffec ts  of 
investm ent anywhere w hich can  create  in creased  money 
demand e lsew here , or through delibera te  control and 
planning by public au th o ritie s . According to  some 
w riters the balanced-grow th argum ent im plies th a t the 
market mechanism is  elim inated  and th a t investm ents 
m ust be effected  according  to  a coordinated p lan . This 
opinion, which is  w idely held , seem s to me dubious.
. . . As a means of creating  inducem ents to in v e s t, 
balanced  growth can be sa id  to be re levan t prim arily to 
a private en terprise  system . ^

It can be concluded then th a t Nurkse tended toward a private  en te r­

prise so lu tion . However, he did not in s is t  nor even in d ica te  that 

th is  must be the approach. N either did he ind icate  th a t cen tral 

planning is  com pletely out of the questio n .

It has already been pointed out th a t Hirschman seem s to 

feel th a t balanced growth which depends upon horizontal transm is­

sion of ex ternal econom ies must proceed on the b as is  of cen tra lized  

d ec is io n  making while unbalanced growth which depends upon the 

tran sm iss io n  of vertica l external econom ies is  more lik e ly  to be

2
su ccess fu l than is  balanced growth under a decen tra lized  schem e.

1 Ragnar N urkse, "The C onflict Between 'B alanced Growth' 
and In ternational S pecia liza tion , " Equilibrium and Growth in  the 
World Economy. Op. c it .  . p . 249.

2See p. 106,
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On th e  other hand, Hirschm an re lie s  to  a g reat ex ten t on develop­

ment planning a s  the decision-m aking  method in  h is Strategy of 

Economic D evelopm ent. In fa c t, he po in ts out in  the "Preface 

to the  Paperbound Edition" that:

My book has not turned into g ris t for the mill of those  who 
are hostile  to developm ent p lanning. It w as, of course , 
never meant to  be th a t; ra ther, my hope w as and is  that it  
w ill contribute to making planning and programing ac tiv itie s  
more e ffec tiv e . 1

In the end, the question  of w hether or not to en trust e ither 

a balanced  or unbalanced growth scheme to  the  m arket or to 

planning is  le ft unansw ered by the p rinc ipa ls  in the controversy. 

How ever, it does seem lik e ly  th a t some kind of planning scheme 

would be the most re liab le  of the two a lte rn a tiv e s  in  e ither c a se . 

Along th ese  lin e s , it may prove in te restin g  to  exam ine the planning 

technique of the French ind icative  p lan . This w ill be done in the 

follow ing chapter.

The Q uestion of Factor Supplies 

The question  of fac to r supp lies and assum ptions made con­

cerning them has been one of the h o tte s t is s u e s  in the debate over 

balanced  and unbalanced growth. It is  qu ite  obvious th a t, in a

^Hirschm an, The Strategy of Economic Developm ent. 
O p . c i t . , p . v i i .
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world of scarce  factor su p p lie s , the p o ssib ility  for a horizontal 

transm ission  of ex ternal econom ies through the complementary 

re la tionsh ip  which in d u strie s  share in the demand for final goods 

can be more than o ffse t by the transm ission  of v ertica l ex ternal 

econom ies through com petition for fac to rs . C onsequently , w ith­

out the assum ption of unlim ited factor su p p lie s , the  balanced growth 

a n a ly s is  has very li t t le  m eaning. According to Nurkse th is  point

is  "even in tu itively  obvious, which is  probably why no one has
1

advanced the case  on th e se  te rm s."

Rosenstein-Rodan le f t  no doubt about the sources of his

unlim ited factor su p p lie s . Labor would be supplied  from d isgu ised

unemployment in ag ric u ltu re . C apital could be supplied from three

sources; in ternal finance , foreign borrowing, and German war
2

reparations in kind. Since R osenstein-R odan 's an a ly s is  was formu­

la ted  a s  a specific  p rescrip tion  for a w ell defined problem, the 

in d u stria liza tio n  of Eastern and South-Eastern Europe after World 

War II, h is d iscu ss io n  can  b est be judged w ithin the framework of

1 Ragnar N urkse, "Balanced Growth on S ta tic  A ssum ptions, " 
The Economic Tournai. Vol. LXVI, (June, 1956), p. 365.

2p. N. R osenstein-R odan, "Problems of Industria liza tio n  of 
Eastern and South-Eastern Europe, " O p. c i t .  . p . 255.
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th is  sp ec ific  c a s e . ' The im portant thing here is  th a t he 

ex p lic itly  provided for the e la s t ic  cap ita l supp lies which were 

fundam ental to  h is argum ent. C onsequently  he was not 

c ritic ize d  on th a t b a s is .

The f irs t c ritic ism  of balanced  growth on the b a s is  of factor 

su p p lies  was directed  a t  N urkse 's  formulation of the concept, 

even though he had made some obscure sta tem ents concerning his 

assum ptions on th is  m atter. However it is  a t  th is  point that 

N urkse 's  c a re le ss  exposition  is  m ost apparent and for th a t care­

le s s n e s s  he m ust share part of the responsib ility  for the re su ltan t 

confusion . Aside from es tab lish in g  early  in h is  chap ter on 

balanced growth th a t he is  lim iting his d iscu ss io n  to the problem 

of investm ent demand, N urk se 's  only reference to  cap ita l supply 

is  a s  fo llow s.

The more fundam ental d ifficu lties  tha t lie  on the supply 
side have so far been kept o ff-s tag e  merely for the sake 
of orderly d is c u s s io n .1

It is  p o ss ib le , of course , to  in terp re t th is  sta tem ent a s  a ce teris

paribus assum ption concerning cap ita l supply but th a t might be too

generous. At any .fa te Nurkse certain ly  did not s ta te  exp lic itly

1 Ragnar N urkse, Problems of C apital Formation in  Under­
developed C ountries. O p . c i t . , p . 31.
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th a t he assum ed an e la s tic  supply of c a p ita l.

Perhaps a s  a consequence of N urkse 's  c a re le ssn e ss  J.

M arcus Fleming launched an a ttack  a g a in s t the doctrine on the

b a s is  th a t i t  was u n rea lis tic  and invalid  in a world of scarce

facto r su p p lie s .  ̂ I t  w a sn 't un til a fte r  th is  c ritic ism  w as launched

th a t Nurkse pointed out h is assum ption  of e la s tic  c ap ita l su p p lie s .

Far from assum ing c ap ita l su p p lie s , my opening chap ter— 
assu m es away any in e la s tic ity  in  the supply of cap ita l.
. . . This was made c lea r a t  the beginning and the end 
of the chap ter, though I adm it that the conditions should 
have been s ta ted  more p re c ise ly , . . .%

N urkse never le ft th is  p osition  once it  was e s ta b lish ed  and there 

is  l i t t le  reason  not to accep t h is contention th a t th is  w as the p o si­

tio n  w hich he held a t  the time of h is f irs t sta tem ent of the balanced 

growth theory . However, h is  ex p lic it sta tem ent came la te  and 

only in the form of an  obscure note made in response to  a review 

of h is f ir s t  exp o sitio n . Although Fleming certa in ly  must have seen  

th is  s ta tem en t, i t  seem s th a t o thers did not. C onsequently  the 

controversy  continued on th is  ground.

1 F lem ing 's c ritic ism  w as d isc u sse d  in th is  study under the 
d isc u ss io n  of the in te rn a liza tio n  problem , p . 103.

2Ragnar N urkse, "Balanced Growth on S ta tic  A ssum ption, " 
The Economic Tournai, Vol. LXVI, (June, 1956), p . 367.
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Singer ra ise s  th is  same question  when he say s: "Supply 

can  crea te  its  own demand or it  can create  i ts  own finance— but 

i t  cannot conceivably  do both. Singer goes on to  construct an 

e laborate  critic ism  of balanced  growth based  on th is  is s u e . Thus 

he says:

The trouble w ith N urkse 's  approach is  th a t the remedy for 
the demand side w hich he proposes puts a particu larly  
heavy stra in  on the supply side which in  any case  is  the 
'fundam ental d ifficu lty ' in  his own word s .  %

This critic ism  has particu lar re levance only if S inger's

proposition  th a t cap ita l is  sca rce  and tha t investm ent must be

financed in ternally  is  accep ted . On the other hand, one could

reply th a t the theory of balanced growth has not been advanced on

th ese  te rm s .

Singer goes on w ith his assum ption  of lim ited  factor supp lies 

to  advance a theory of unbalanced growth. According to him there 

is  not a large enough factor supply under th is  assum ption  to support 

a "frontal a tta c k " . In stead  a more effective  approach might be

1H. W. Singer, In ternational Development: Growth and 
C hange, Op. c it .  , p . 47.

Zi b i d . , p. 48.
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"gorilla ta c tic s"  or the a llo ca tio n  of scarce  investm ent into 

s tra teg ic  sec to rs  of the economy in  order to open specific  b o ttle ­

necks .

The av a ilab ility  of factor supplies is of major importance

to the theory of balanced  growth. It is  one thing to construct a

thébry on the basis  of an assum ed unlim ited supply of cap ita l.

On the other hand, i t  is  quite  another thing to attem pt to apply

th a t theory in a world of cap ita l s c a rc itie s . Even though there

may be some excep tional c a se s  where th is  abundance may be

assum ed it is  n ecessa ry  to  agree with Singer th a t for m ost of the

underdeveloped world: "In sp ite  of i ts  in te llec tu a lly  satisfy ing

fea tu res , the doctrine of balanced  economic growth has severe
2

lim itations in  its  a p p lic a tio n ."

It should be made c lea r then that the concept of balanced 

growth, esp ec ia lly  balance in demand a s  formulated by Nurkse, 

depends upon the assum ption  of unlim ited cap ita l supplies ■ In a 

world of le s s  than unlim ited supplies of cap ita l i t  is  necessary  to 

look towards unbalanced growth a s  a m eans of rationing these  supplies 

or, perhaps, balance in supply a s  a m eans of bringing about greater

Ubid.

2lbid.
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flex ib ility  in  the supply of c a p ita l.

Three D ifferent Developm ent Problems 

M uch of the confusion which surrounds the current con tro­

versy  over balanced  and unbalanced growth is  re su ltan t from the 

fac t th a t there are ac tu a lly  th ree  d ifferent problems with which 

the d ifferent theories are concerned. It is  p o ss ib le , since a.'J the 

d isp u tan ts  deal with the in d u stria liza tio n  and developm ent of under­

developed c o u n tr ie s , to assum e th a t they  are a l l  d iscu ss in g  the 

same th ing . However, the tru th  of the m atter is  th a t each  of ^he 

three main d ispu tan ts  is  d iscu ss in g  a particu lar a sp e c t of the 

broader is su e  of cap ita l form ation or in d u stria liza tio n  in  under ■ 

developed c o u n tr ie s . These th ree a sp e c ts  are: (l) the ai. ocation

of cap ita l (Rosenstein-Rodan), (2) the lack  of investm ent '.r -e r  

t.tve due to lim ited market s ize  (N urkse), and, (3) the scarc ity  of 

en trepreneurial ta len t (H irschm an).

The problem of a llo ca tin g  scarce  cap ita l supply is treated  

by only one of the major d isp u ta n ts , R osenstein-R odan, He foi'mu 

la ted  the theory of balance in  supply a s  a possib le  solu tion  to th is  

problem. N urkse, a s  we have a lready  seen , assum ed aw ay th is  

problem in h is  form ulation of balance in dem and. According to
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H irschm an such s c a rc itie s  "are in terpreted  a s  a m anifestation  of 

the b a s ic  deficiency  in  o rg an iza tio n ."^

The lack  of investm ent incentive due to the  sm all market 

s iz e  in  underdeveloped coun tries is  the problem to w hich both 

Nurkse and S treeten  d irec ted  the ir en e rg ies . N urkse, of course , 

saw th is  a s  a very rea l problem and he form ulated h is theory of 

balance in  demand in  resp o n se  to  th is  problem . S tree ten , on the 

o ther hand, did not recognize th is  a s  a serious problem . Accord­

ing to  him the lim ited m arket s ize  would au tom atically  be corrected 

through the "anabolism  of w an ts . " Therefore balance would not 

be n e c e ssa ry .

The third problem , th a t of a lack  of en trepreneurial ta len t 

w as the b a s ic  problem w hich concerned H irschm an 's a n a ly s is . 

According to  H irschm an, the b es t growth scheme would be tha t 

which b e s t u tilized  scarce  decision-m aking  a b ility . C onsequently 

he s e t  out to develop a theory which could b es t provide "induce­

m ents" to  investo rs and thereby  make investm ent d ec is io n s  obvious 

and e a sy  to  tak e .

Once it  is  recognized  th a t the principal d isc u ssa n ts  in  the 

balanced  versus unbalanced growth controversy are  d irecting  their 

a tten tio n  to  different a re a s  of the several po ten tia l problems of

lA. O. H irschm an, The Strategy of Economic D evelopm ent, 
Op . c i t .  , p . 25.
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developm ent, it  is  not surprising  tha t they arrive a t  d ifferent solu­

t io n s .

I t  is possib le  th a t some underdeveloped coun tries might be 

victim  of a l l  three of the problems mentioned above. In th a t case  

it  would be n ecessary  to  seek  out a  solution to  the m ost crucial 

of the problems or to look for a  solu tion  th a t might d ea l effectively  

w ith a l l  th ree . On the other hand, i t  is  p o ssib le  th a t an  under­

developed country might try  to reso lve i ts  developm ent problem s by 

a com bination of the th ree theo ries  into some other approach . The 

p o ss ib ility  of such a sy n th es is  w ill be d iscu ssed  in  the next 

c h ap te r.

The Problem of O veraeneralization  

Pe. 'ni.'os the g rea te s t s ing le  problem in  the balanced  versus 

unbalanced gru'vih controversy  is  the desire  to tre a t the various 

theo ries  a s  "general th e o r ie s ."  It is  d ifficu lt to read  the 

lite ra tu re  concerning balanced  and unbalanced growth w ithout 

receiv ing  the im pression th a t th ese  theories were m eant to be 

general theo ries  designed  to  provide a com plete so lu tion  or method 

of developm ent for a ll  underdeveloped countries and a t  a ll s tages 

of developm ent. Such an  in terp re ta tion  is  not only erroneous but 

a lso  po ten tia lly  pern ic ious. U nfortunately i t  has o ften  been made
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and has re su lted  in  the d iversion  of much time and a tten tio n  to  an

evalua tion  of the re la tive  m erits of balanced and unbalanced

growth a s  a method of developm ent. So much a tten tio n  has been

paid to th is  overgenera lization  th a t there has been a  serious and

damaging lo s s  of perspective  concerning the two ap p ro ach es.

Both Nurkse and Hirschm an were aware of th is  problem and sought

to  correct i t .  Nurkse s a y s , for example:

My in terp re ta tion  of the phrase 'ba lanced  grow th' is  more 
lim ited and le s s  rigid than  he makes i t  out to be . S treeten  
seem s to have no use for sp ec ia l context and seem s 
anxious to e s ta b lish  a general doctrine favoring unbalanced 
growth. In th is  sp irit he puts a ll  who ever used  the 
phrase 'ba lanced  growth' in  the same cam p. 1

This would be in  some ways a convenient term inology, 
but 'ba lanced  growth' may mean different th ings to 
d ifferent people, and can  have wider connotations not 
re levan t to our sp ec ia l them e. The term is  one we can 
e a s ily  d ispense  w ith .2

Hirschman tried  to d iscourage the balanced  versus

unbalanced growth controversy when he wrote the follow ing.

I hope th is  sta tem ent w ill serve to calm down the debate .
It is  rem arkable how the question  of balanced  versus 
unbalanced growth together w ith the an a ly s is  of linkages 
(Chapters 3 to  7) seem s to have caught the exc lusive  
a tten tio n  of many re a d e rs . I should like  to p lead  for a

1 Ragnar N urkse, "N otes on Balanced Growth, "
Equilibrium and Growth in  the World Economy. Op. c i t . , p . 279,

2lbid. . p . 318.
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correction  of th is  b ias ; in  my opinion the to p ics  d is ­
cu ssed  in the ch ap ters  on m otivation (1), technology 
(8), and reg ional tran sm iss io n s  of growth (10), are 
no le s s  cen tral to  developm ent stra tegy  and require 
much further in v e s tig a tio n . ^

It should be c lea r th a t the theo ries  of balanced  and unbal­

an ced  growth were never m eant to  be "general th eo rie s"  of develop­

ment but in s tead  ra ther sp ec ific  so lu tions to p articu la r prob lem s.

An attem pt to in terpret th e se  th eo rie s  a s  "general th eo rie s"  rather 

th an  "p artia l theo ries"  is  lik e ly  to lead  to confusion  and m is­

d irec tion  of time and energy.

Benjamin H iggins p laces  the theo ries  of balanced  and unbal­

anced  growth in  the category  of partia l theo ries  and it  is  the con-
2

ten tio n  of th is  study th a t th is  is  the proper p lace  for them . They 

should be thought of a s  sp ec ific  p rescrip tions for c e rta in , rather 

.limited proWems of econom ic developm ent. It has a lready  been 

pointed out in  C hapters II and III of th is  study th a t the theories 

were p resen ted  along th e se  l in e s .  I t  should be remembered that 

balanced  growth has been p resen ted  a s  a so lu tion  for the lack  of

^A. O. H irschm an, The S trategy  of Economic Developm ent. 
OPo c i t . , "Preface to  the Paperbound E d itio n ," p . ix .

2Benjamin H ig g in s , Economic Developm ent: P rinc ip les , 
Problem s, and P o lic ies (W. W. Norton and Company, I n c . ,
New York, 1959), pp. 384 ff.
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investm en t incentive in  econom ies w ith a sm all m arket. Unbal­

anced  growth was p resen ted  a s  a solu tion  for the lack  of en tre ­

preneuria l ta len t.

One sign ifican t contribution of the theo ries  of balanced 

and unbalanced growth is  the introduction of the concept of 

ex terna l econom ies to  the developm ent eco n o m ist's  c rite ria  box. 

This sp ec ific  contribution has been m issed by those  who tre a t the 

tireories a s  generalized  theo ries  of econom ic developm ent. There 

is  l i t t le  doubt th a t i t  is  e a s ie r  and more im pressive to  focus 

a tten tio n  on the broad and general a sp e c t of balance versus unbal­

ance a s  a method of developm ent than it is  to deal w ith the more 

sub tle  question  of the m eaning and sign ificance of ex ternal 

econom ies in  the p ro cess  of econom ic developm ent. N ev erth e less ,

■ n the opinion of th is  w riter the theories of balanced and unbalanced 

growth can b es t be understood a s  partia l theo ries  em phasizing 

p articu la r types of econom ic ex te rn a litie s  and used  a s  p rescrip tions 

for sp ec ific  problems of econom ic developm ent. Such an in te r­

p re ta tion  may prove usefu l in an  attem pt to reconcile  the theo ries  

of balanced and unbalanced grow th. The follow ing chap ter w ill 

have some suggestions concerning what might be done along th ese  

lin e s  o



CHAPTER VI

BALANCED AND UNBALANCED GROWTH -  

A SUGGESTED INTERPRETATION

Introduction

Chapter V presen ted  a d iscu ssio n  of the various controver­

s ia l points from which confusion and m isunderstandings have been 

propagated in  the debate over balanced versus unbalanced grow th.

It was suggested  in  the d iscu ss io n  of Chapter V th a t the two 

th eo ries  have been neither fu lly  appreciated  nor c learly  understood. 

The reason  for th is  lack  of appreciation  is  due prim arily to the ex cess  

time and energy which has been  devoted to a ttem pts to  e s ta b lish  

one or the other of the two th eo ries  a s  a general theory of economic 

developm ent. In addition there has been too li t t le  time and energy 

devoted to an  understanding of the importance of pecuniary external 

econom ies.

After d iscu ssin g  the unsa tisfac to ry  nature of the trad itional 

in terp re ta tion  of the two c o n c e p ts , i t  is  n ecessa ry  to formulate a

-1 2 2 -
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d ifferen t in terp re ta tion . This s tudy  su g g ests  th a t the concepts 

of balanced  and unbalanced growth could be tte r be understood a s  

rh e to rica l ex p ress io n s  of em phasis on v ertica l or horizontal tra n s ­

m issions of pecuniary ex ternal econom ies. Balance in demand 

should be understood to  refer to  a system  of developm ent which 

em phasizes the im portance of horizon tal tra n sm iss io n s . Balance 

in  supply and unbalanced growth should be understood to refer to 

a system  of developm ent which em phasizes v ertica l tran sm iss io n s .

This in terp re ta tion  should be more usefu l than  the tra d i­

tio n a l one because  em phasis is  p laced  on the greater contribution 

of the two theo ries  which is  the developm ent of the concept of 

pecuniary  ex ternal econom ies. In ad d itio n , th is  in terp re ta tion  

may a s s i s t  in  dem onstrating th a t the two theo ries  are  reco n ciliab le  

and th a t they  might be syn thesized  in to  one partia l theory of 

developm ent.

In order to  dem onstrate th is ,  i t  should prove b enefic ia l to 

exam ine the concepts of pecuniary  ex ternal econom ies from four 

d ifferen t poin ts of v iew . F irs t, there  should be a more or le s s  

purely th eo re tic a l exam ination of the concep ts a s  they  have been 

developed in  the controversy over balanced  versus unbalanced 

growth to  determ ine if any fundam ental conflic t e x is ts  betw een them,
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If no co n flic t e x is ts ,  i t  should be p o ssib le  to  su g g est a  develop­

ment p lan  w hich could offer maximum propogation of a l l  types of 

ex ternal econom ies.

Secondly , i t  should prove in struc tive  to exam ine the u se ­

fu ln ess  of the concepts of pecuniary ex ternal econom ies to  see  if 

they  can  be app lied  to  problems other than  those  which provided 

the b a s is  for th e  form ulation of the concepts of balanced  and 

unbalanced growth. The problem which has been se le c ted  for th is  

exam ination h as  been  the problem of d u a lis tic  developm ent.

N ext, i t  would seem  to be advantageous to examine one of 

the dom inant h is to rica l descrip tions of growth to see  if  the  con­

cep ts of pecuniary  ex ternal econom ies have been ev ident through­

out the h isto ry  of econom ic developm ent. At the same time it 

should be w orthwhile to  in v estig a te  the extent to which the  various 

types of ex ternal econom ies have been e ither m utually exclusive  

or m utually rein forcing , and w hether or not they have rem ained 

co n stan t a t  a l l  s tag e s  of growth. The h is to rica l explanation  

se lec ted  for th is  exam ination is  Rostow 's S tages of Economic Growth.

F ina lly , the question  of planning versus private d ec is io n ­

making should be exam ined to  determ ine if anything more defin ite  

can be su g g ested  concerning the b e s t p o ssib le  way of stim ulating



-125 -

the propagation of pecuniary ex ternal econom ies.

Two Types of External Economies 

And a P o ssib le  S ynthesis 

By now it  appears th a t the s tra teg ic  contribution of the 

balanced versus unbalanced growth controversy is  perhaps the 

developm ent of the concept of pecuniary  external econom ies.

Not only has the concept of pecuniary  ex ternal econom ies been 

developed in the controversy over balanced and unbalanced 

growth, but i t  has a lso  been refined and made usefu l a s  a policy 

tool for the developm ent econom ist. This is  true even though the 

debate  has ac tu a lly  been concerned primarily with how th is  tool 

has been employed in the  p a s t.  At th is  point a review  of the con­

cep t of pecuniary ex ternal econom ies a s  a pure concept should be 

of some va lu e . This can  be accom plished by reviewing the various 

a sp e c ts  of the concept and the way in  which it  has been em ployed. 

It. should a lso  be in struc tive  to  in v estig a te  the p o ssib ility  of com­

bining the two b as ic  types of pecuniary  ex ternal econom ies into 

one p artia l theory of econom ic developm ent.

According to S citovsky , pecuniary ex ternal econom ies are 

the re su lt  of "nondirect econom ic interdependence" and are
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transm itted  through free m arkets.  ̂ These pecuniary ex ternal 

econom ies were f irs t introduced in and were b as ic  to the an a ly s is  

of Young, Rosenstein-R odan, N urkse, and H irschm an. The con­

cep t was subsequently  c larified  and given tech n ica l refinem ent in 

works by Fleming and S citovsky . In th is  a n a ly s is , the  concept 

of pecuniary external econom ies w as further d istingu ished  a s  

horizontal and vertica l depending upon the nature of the tran sm is­

s ions of th ese  e ffec ts .

Horizontal transm issions of pecuniary  external econom ies 

are b asic  to  the theory of balance in  demand a s  form ulated by 

N urkse. These are the transm issions of ex ternal econom ies 

betw een firms and in d u stries  through the market demand for final 

goods. According to  the advo ca tes  of balance in  demand there is  

a b a s ic  inab ility  to explo it the po ten tia l for horizontal transm issions 

of pecuniary external econom ies in a sm all m arket. This inab ility  

re su lts  in a lack  of investm ent incen tiv es  which p resen ts  i ts e lf  a s  

a barrier to growth and developm ent. The way in w hich th is  dilemma 

can be overcome might be to  ach ieve  a sim ultaneous expansion  of 

severa l industries  in a manner c o n s is ten t w ith consumer ta s te  and 

governed by the co effic ien ts  of supply and demand e la s tic i ty  in  each

ISee Chapter II, p . 23.
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in d u stry . In  th is  way there might be a horizonta l tran sm iss io n  of 

pecuniary  ex ternal econom ies which w ill provide investm ent 

in cen tiv es  for private b u s in ess  in an  expanded m arket. The 

em ployees of each  industry  w ill become the custom ers of each 

other industry .

Vertical tran sm iss io n s  of pecuniary ex ternal econom ies 

make up the a n a ly tica l foundation of balance in supply a s  formu­

la ted  by R osenstein-R odan and unbalanced growth a s  formulated by 

H irschm an. They are  transm itted  through the m arket for factor 

inpu ts which e x is ts  betw een firms and in d u s tr ie s . Their im pact 

is  fe lt through an  in c rease  in  output an d /o r a d ec rease  in  the co s t 

of productive fa c to rs . This type of external e ffec t is  further 

com plicated by the fac t th a t there can  be both forward and backward 

vertica l tran sm iss io n s  of pecuniary external econom ies. Forward 

tran sm issio n s are  b enefits  which are transm itted  to  a using firm 

or industry  through an  in c rease  in  the output a n d /o r  d ecrease  in 

the co s t of fac to rs supplied  to them . Backward transm issions are 

benefits  which are transm itted  to  a supplying industry  through an 

in c rease  in the demand for i ts  output by some o ther using industry .

V ertical tran sm iss io n s  of pecuniary ex terna l econom ies 

were f irs t introduced in , and are  b as ic  to the a n a ly s is  of balance
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in  supply . According to R osenstein-R odan, underdeveloped 

econom ies are plagued by an  " in d iv is ib ility  in  the production 

function" which m eans th a t each  industry  must u tilize  certa in  

"lumpy" co effic ien ts  of production.  ̂ In order to expand any one 

industry  there m ust a lso  be an  expansion  in  its  supplying 

in d u s tr ie s . Any sp ec ific  lack  of e la s tic ity  in  the  supply of any 

one productive input rep resen ts  an  in ab ility  to  exp lo it po ten tia l 

v e rtica l tran sm iss io n s  of ex ternal econom ies and a consequent 

barrier to  developm ent. The way out of th is  dilemma is  to 

e s ta b lish  a sim ultaneous expansion  of several in d u strie s  in a man­

ner w hich is  co n s is ten t w ith the input-ou tpu t requirem ents of 

production and governed by supply and demand e la s tic i t ie s  of fac ­

tors and factor inputs a s  w ell a s  final p roducts. In th is  way the 

problems posed by in d iv is ib ility  of production functions can be 

overcome and the economy w ill be ab le  to exp lo it i ts  p o ten tia l for 

v ertica l tran sm issio n s of ex ternal econom ies.

V ertical tran sm issio n s of pecuniary ex ternal econom ies 

are a lso  fundam ental to the theory of unbalanced growth a s  formu­

la ted  by H irschm an. According to Hirschman neither the s ize  of 

the m arket nor the e la s tic ity  of fac to r su p p lies  is  the fundam ental

ISee Chapter III, p . 43.
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problem of underdeveloped co un tries. To him the b a s ic  d ifficu lty
1 ,

is  a lack  of entrepreneurial ta le n t. This lack  of ta le n t rep resen ts  

an  inab ility  to exploit po ten tia l vertica l transm issions of pecuniary 

ex ternal econom ies and a  consequent barrier to  developm ent. 

According to  H irschm an, the way to solve th is  problem is  to  begin 

a  developm ent program with certa in  key sec to rs  of the economy 

which w ill re su lt  in  a maximum transm ission  of such external 

econom ies (lin k ag es). The re su lt of th is  would be a provision of 

"inducem ents" to investors through making investm ent dec is io n s  

obvious and easy  to tak e .

After a c lose  exam ination of the theories of balance in 

supply and unbalanced growth it  becom es increasing ly  c lear th a t 

there is  no great difference betw een them . Both concepts depend 

upon v e rtic a l transm issions of pecuniary external econom ies betw een 

firms and in d u stries  operating a s  suppliers and u sers  of each  others 

p ro d u c ts . The difference betw een them seem s to be in w hether or 

not to p lace  a g reat deal of em phasis on leading sec to rs  or to tre a t 

a ll  sec to rs  a s  more or le s s  b a s ic . It seem s natural th a t certa in  

in d u stries  w ill emerge a s  leading  in d u stries  while o thers w ill 

emerge a s  lagging in d u str ie s . This should happen under any schem e

^See Chapter IV, p . 73.
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of developm ent. C ertain ly  supply and demand e la s t ic i t ie s  w ill 

d iffer for d ifferent in d u s tr ie s . Some products su ch  a s  s te e l ,  fu e l, 

and power w ill n atu rally  have more u se s  a s  productive inputs than 

w ill o ther in d u s tr ie s . Therefore they  should natu ra lly  grow fa s te r  

and transm it g reater ex ternal e ffec ts  than  w ill o th e rs . However, 

one m ust not neg lec t the ex terna l e ffec ts  th a t might be transm itted  

from lagging sec to rs  to lead ing  se c to rs . In fa c t, the m arginal 

d ifference betw een su c c e ss  and failu re  in  the  developm ent of a 

leading  sec to r i ts e lf  may w ell be the ex ten t to w hich it  is  ab le  to 

appropriate ex ternal econom ies from lagging s e c to rs . C onsequently  

i t  is  n e cessa ry  to  consider the need for v e rtic a l balance a s  w ell a s  

horizontal balance in  the broader p rocess  of econom ic developm ent.

On the other hand i t  would seem  to  be fo o lish  to attem pt a 

developm ental program which strived  soJely  for a coordination and 

a m axim ization of v e rtica l ex ternal econom ies w ithout considering 

the ultim ate end of th a t production, consum ption. Although it 

sounds tr i te , i t  is  s t i l l  n ev erth e less  true th a t the ultim ate goal of 

a ll  econom ic ac tiv ity  m ust be consum ption. This proposition  is  

so b as ic  and so w idely known and understood by econom ists th a t 

today it  is  v irtually  unquestionab le . Yet i t  is  qu ite  often  for­

gotten  in  the  finer d e ta il of econom ic a n a ly s is .  All too often
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developm ent is  thought of in  term s of a growth in  to ta l production 

alone w ith no consideration  given to  what is  to become of th is  

output once it  is  ach iev ed . It is  obvious from the  supply side 

th a t scarce  fac to rs  m ust be u tilized  most e ffic ien tly  by way of 

producing the g re a te s t to ta l ou tput. It may be equally  true th a t 

in  an  underdeveloped economy S ay 's  Law may hold tru e , but only 

if  what is  produced conforms to the d es ires  of the  consum ers. In 

short one must consider not only tech n ica l effic iency  but econom ic 

effic iency  a s  w ell. For th a t reason  it  would be unw ise to  to ta lly  

neg lect the questio n  of horizontal balance in the econom y.

Hirschm an is  guilty  of such an om ission in  h is  a n a ly s is  of 

the use of linkages in developm ent p lanning. According to 

H irschm an the m ost sen sib le  developm ent program would be one 

w hich would maximize v ertica l tran sm issio n s of ex terna l econom ies 

(linkages). He even goes so far a s  to  carry out a m ental experi­

ment in  which he il lu s tra te s  the way in  which th is  can be 

dec ided . According to  him, to  ach ieve th is  end the developm ent 

econom ist should conduct s tu d ies  of the ac tu a l tran sm iss io n s  of 

ex ternal econom ies among ex isting  firms in  e s ta b lish e d  econom ies. 

From those  s tu d ies  he should derive some conclusions concerning

ISee Chapter IV, p. 78
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the b e s t developm ent p lan for given underdeveloped econom ies. 

However, even  Hirschman saw th a t the v a lid ity  of any such study 

with regard to any  given underdeveloped economy would depend in 

large m easure on the ex ten t to w hich there would be a  sim ilarity  

in  the output mix of the two econom ies.  ̂ This i s ,  in e s se n c e , 

an adm ission  th a t consideration  should be given to the goods 

com position of final dem and.

W ith th is  in  mind, perhaps a be tte r program might be one 

w hich seek s  to construct a system  of m easuring vertica l tra n s ­

m issions on one hand and horizontal transm issions on the o ther.

In th is  way sp ec ific  w eights might be a ss ig n ed  to forward and 

backward tra n sm iss io n s , a s  Hirschman has done, and a lso  then 

to horizontal tran sm iss io n s  of pecuniary ex ternal econom ies.

Then the ultim ate te s t  of an  investm ent a lte rn a tiv e  might be i ts  

po ten tia l for the h ighest combined to ta l of forward and backward 

v ertica l tran sm iss io n s  a s  w ell as  horizontal tran sm iss io n s.

The next question  to be answ ered would then be the 

re la tiv e  im portance of horizontal or vertica l transm issions of 

ex ternal econom ies. If one had to choose betw een an  industry  

w ith a  po ten tia l for large horizontal and sm all vertica l

ISee Chapter IV, p . 76.
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tran sm iss io n s  and one w ith large v ertica l and sm all horizontal 

tran sm issio n s of pecuniary ex terna l econom ies, how would he 

make the cho ice?  It seem s th a t the determ inate fac to r might be 

the re la tiv e  severity  of the problem s of lim ited m arket s ize  and 

lim ited factor su p p lie s . The so lu tion  to  th is  problem would 

require add itional study.

External Econom ies. Balance, and Problems of 

Economic Developm ent; Economic D ualism  

As pointed out in  C hapter II of th is  study econom ic 

ex te rn a litie s  are derived from econom ic in terdependence. It is  

c lea r, of co u rse , th a t in  any econom ic ac tiv ity  there w ill be a 

g reat d ea l of economic in terdependence. This is  e sp ec ia lly  true 

for a m arket economy where there  is  not only the d ire c t econom ic 

in terdependence which g ives r ise  to  technolog ical ex ternal 

econom ies but a lso  the in d irec t econom ic in terdependence which 

g ives r ise  to pecuniary econom ic e x te rn a litie s . This economic 

in terdependence, how ever, affords a chance for the propagation 

of ex ternal diseconom ies a s  w ell a s  external econom ies. The 

problem of developm ent i s ,  a t  le a s t  in part, the problem of 

developing an economic environm ent in  which there  can be a



-1 3 4 -

propagation of net ex terna l econom ies.

In Chapter II of th is  study there w as a lso  a g reat deal of 

ev idence p resen ted  to dem onstrate th a t many developm ent econo­

m ists  agree th a t it is  n e ce ssa ry  to  exp lo it ex terna l econom ies a s  

a p re req u is ite  to  econom ic developm ent.  ̂ O bviously then it would 

behoove the developm ent econom ist to understand  not only the con­

cep t of econom ic ex te rn a litie s  including both ex ternal econom ies 

and diseconom ies and e sp e c ia lly  a s  we have seen  pecuniary 

ex te rn a l econom ies, but a lso  the conditions which might prevent 

the propagation of net ex ternal econom ies. This is  a major con­

tribu tion  of the balanced  v e rsu s  unbalanced growth controversy.

It i s  a lready  c lea r th a t th is  controversy produced a  refinem ent of 

the concep t of pecuniary  ex ternal econom ies. Of equal im portance, 

how ever, th is  controversy a lso  produced a recognition  of a t  le a s t  

th ree  conditions w hich might prevent an underdeveloped economy 

from exploiting  ex ternal econom ies and hence from developing.

These th ree conditions are : in d iv is ib ility  of the production func­

tio n , sm all m arket s iz e , and a lack  of en trepreneurial ta le n t.

In the previous few pages of th is  study i t  has been shown 

how the various concepts of balanced  and unbalanced growth were

^See Chapter II, p . 34.
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rea lly  mere p rescrip tions for th e se  sp ec ific  problems ra ther than 

generalized  theories of econom ic developm ent. At th is  point it 

should be in te re s tin g  to app ly  the concepts of economic ex tern a l­

i t ie s  and balanced  or unbalanced growth to a fourth problem , 

econom ic dualism .  ̂ The o b jec t of th is  d iscu ss io n  is  to demon­

s tra te  th a t econom ic dualism  is  one more of the many problems 

which may re su lt in an  in ab ility  for underdeveloped countries to 

exp lo it ex ternal econom ies. This problem, like th o se  faced  by 

R osenstein-R odan, N urkse, and Hirschm an, might be corrected 

a t  le a s t  in  part by creating  an  environment in which p o ten tia l 

ex ternal econom ies might be exp lo ited .

Two general types of d u a lis tic  developm ent w ill be con­

s idered  here: so c ia l dualism  and technological dualism . Each 

rep resen ts  a particu la r problem w hich has spec ia l re levance to 

th is  s tudy . This d iscu ss io n  w ill be restric ted  only to  an  

a n a ly s is  of th ese  sp ec ia l problem s. There w ill be no compre­

hensive d iscu ss io n  of the concep ts of dualism  a s  they  have been

iThe in te re sted  reader w ill find an  inform ative sec tio n  and 
a com prehensive bibliography on econom ic dualism  in: G erald M . 
M eier, Leading Issu e s  in  D evelopm ent Economics (New York: 
Oxford U niversity  P re s s , 1964), Section II, pp. 48 -88 .

Although there are many problem s connected w ith d u a lis tic  
developm ent, th is  study w ill concen trate  only on th o se  which 
the w riter considers to be m ost obviously  relevan t to the  p resen t 
s tu d y .
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developed in  the lite ra tu re  because th a t is  not the purpose of th is  

s tudy . The ob jec t of th is  d iscu ss io n  is  to illu s tra te  how the con­

cep ts  of economic e x te rn a litie s  and of balanced and unbalanced 

growth can be applied  to  problems other than those  to  which they  

have been applied .

Social Dualism 

Social dualism  is  u sually  re su ltan t from the im position of 

an  advanced soc ie ty  onto some other le s s  advanced so c ie ty .

This is  usually  a re su lt of co lon ization . According to  Boeke's - 

theory of soc ia l dualism , co lon ization  re su lts  in the  coex istence 

of two socia l system s one of which is  imported from abroad. The 

two socia l system s w ill have different "so c ia l sp ir its"  including 

o rganizational form and techn iques and soc ia lly  determ ined 

p atterns of demand. W hen neither socia l system  is  ab le  to oust 

or assim ila te  the other and become general and ch a ra c te r is tic , a 

dual soc ie ty  w ill be re su lta n t.  ̂ As a re su lt of th is  there springs 

up a problem of one economy supporting two different so c ie tie s . 

Each socie ty  has d ifferent ta s te s  and custom s. The economic

I j .  H. Boeke, Economics and Economic Policy of Dual 
S o c ie tie s . (New York: In s titu te  of Pacific R e la tio n s , 1953), 
pp. 3 -4 .
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problem w hich em erges is  a  sp lit  m arket. Each of the two 

cu ltu res  w ill m anifest d ifferen t, sometim es incom patible patterns 

of consum er demand. The re su lt is  ac tu a lly  two d ifferen t markets 

each  of w hich is  too sm all to encourage in d u stria l advancem ent.

This is  e s se n tia lly  the same problem which was faced  by Nurkse 

in  h is form ulation of balance in  dem and.

This sp lit m arket, w hich is  re su ltan t from co lon ization  and 

w hich in  turn re su lts  in a lim ited  market s iz e , a lso  ca u se s  a 

s tra teg ic  inab ility  to exp lo it pecuniary  ex ternal econom ies. The 

em ployees of industry  A do not purchase the product of industry  B 

b ecau se  i t  does not conform to  th e ir  patterns of consum ption. The 

b a s ic  problem is  the same a s  th a t about which Nurkse wrote even 

though it  is  caused  by som ething quite d ifferent. L ikew ise the 

so lu tion  is  the same a s  N u rk se 's , to promote the horizontal tran s­

m ission  of pecuniary ex ternal econom ies which are a po ten tia l part 

of the m arket economy. However, the means of bringing th a t 

so lu tion  about should be d ifferen t from tha t which w as suggested  by 

N urkse. Somehow there m ust be some conformity introduced into the 

m arket. This conformity may be brought about by changing the 

consum ption patterns of the indigenous populace, perhaps through 

a dem onstration e ffec t, or i t  may be brought about through changes



-138 -

in  the  consum ption p a tte rns of the co lo n is ts . M ost lik e ly , how­

e v er, i t  w ill be through some com bination of the tw o . In the end 

the purely econom ic problem , inab ility  to explo it ex terna l econom ies 

in  a sm all d u a lis tic  m arket, m ust be reso lved  through a soc ia l 

ch a n g e .

The soc ia l change should re su lt in a la rg er, more co n s is ten t 

m arket w herein there can be a re su ltan t tran sm iss io n  of pecuniary 

ex ternal econom ies. W hen a ll  persons in an  econom ic community 

share a  common se t of ta s te s  and consumption p a tte rns there is  a 

g rea te r likelihood for the em ployees of industry  A becoming the 

consum ers for industry  B. In th is  case  investm ent in cen tiv es  w ill 

in c rease  and developm ent w ill be a ll the more p o ss ib le .

If one were to p e rs is t  in  using the term inology of balanced 

growth he could say  th a t so c ia l dualism , insofar a s  i t  re su lts  in 

two m arkets, is  a sp e c ia l p lea  for balance in dem and. Of course 

one might a sk  why anyone should p e rs is t in using the term balanced 

grow th. Why not speak  in s te ad  of horizontal tran sm iss io n s  of 

pecuniary  ex ternal econom ies? Balance in  dem and, a s  i t  was 

form ulated by N urkse , re fers  to  a sim ultaneous expansion  in several 

in d u strie s  in such a way a s  to conform to the dem ands of the con­

sum er. In th is  way there can  be a re su ltan t, horizonta l transm ission
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of pecuniary external econom ies. Overcoming the barriers to th is 

transm ission  a s  a solution to so c ia l dualism  requires an  introduc­

tion  of^conformity into consum ption patterns in  order to  enable such 

an expansion to take p lace . In either case  investm ent incentive 

depends upon effective horizontal transm issions of pecuniary 

ex ternal econom ies which in  turn depend upon increasing  the s ize  

of the m arket.

Technological Dualism 

A second type of econom ic dualism  is  technolog ical dualism . 

This concept of dualism  rep resen ts  a situation  in which certa in  

sec to rs  of the economy develop more rapidly than o th e rs . The con­

cep t is  generally  employed a s  a method of describ ing a s ituation  in 

which cap ita l innovation is  superior to and is  gaining fa s te r  than 

the quality  of the labor fo rce . This situation  rep resen ts  a special 

in ab ility  to exploit ex ternal econom ies. However, s ince it  is  a 

sp ec ia l re lationsh ip  betw een two factors of production, labor and 

c ap ita l, i t  does not fa ll neatly  w ithin either of the two general 

c la ss if ic a tio n s  of horizontal or vertica l transm issions of external 

econom ies a s  they have been defined in th is  s tudy .  ̂ N either is  it

^See Chapter II, p . 28.
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c lea r  a t  the o u tse t w hether or not the p articu la r ex ternal econom ies 

w hich are le ft unexploited  are  pecuniary , tech n o lo g ica l, or perhaps 

bo th .

It is  read ily  c lea r th a t labor and cap ita l are  horizontally  

re la ted  in  the production function in  much the sam e way a s  shoes 

and stockings are re la ted  in the consum ption function . One m ust 

have both before e ith e r can  be of maximum u se fu ln e ss . Con­

sequen tly  the sp ec ific  type of econom ic in terdependence is  one of 

a  complementary re la tio n sh ip  betw een two fac to rs  of production. 

In creased  productivity  in cap ita l goods can  re su lt  in increased  

effic iency  of labor and consequent in c reases  in  to ta l product only if  

labor is  of su ffic ien t quality  to exploit the ex terna l econom ies which 

are  po ten tia lly  appropriab le . On the other hand , if labor is  ab le  

to appropriate the po ten tia l techno log ical ex ternal econom ies it 

should a lso  be able to enjoy certa in  pecuniary rew ards by way of 

in c reased  incom es. Through th ese  increased  incom es labor should 

then  be able to purchase more of the goods in  w hose production 

c ap ita l is  em ployed. Thus labor should be ab le  to  transm it a d d i­

tio n a l pecuniary ex ternal econom ies to cap ita l and  thereby in c rease  

the incen tive for investm en t.

One could say  th a t th is  particu lar v arian t of the notion of
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techno log ica l dualism  is  a  sp ec ia l p lea for ba lance among com ple­

mentary factors of p roduction . If there is  an  im balance in  the 

q u a lity  of labor (or c a p ita l) , to ta l output w ill be lim ited  by the 

facto r w ith the le a s t  q u a lity  due to an  in ab ility  of the low quality  

fac to r to  appropriate p o ten tia l tran sm issio n s of ex terna l econom ies 

from the  com plem entary, h igher quality  fac to r.

Technological dualism  may a lso  refer to a s itu a tio n  in 

w hich the productiv ity  due to  technology is  g rea te r in  one stage 

of production re la ted  v e rtic a lly  to some o ther. If a s ituation  

e x is ts  in which the ap p lied  technology and hence the  productivity  

of s te e l refining is  far superior to the effic iency  of mining the 

o re , to ta l product w ill be lim ited  by the v e rtic a l s tag e  with the 

le a s t  e ffic ien cy , in  th is  c a se  the mining sec to r.

Such a case  of v e rtic a l techno log ical im balance rep resen ts  

an  in ab ility  to exp lo it the p o ten tia l for v ertica l tran sm iss io n s  of 

both techno log ical and pecuniary  external eco n o m ies . This is  

the same b as ic  problem w hich is  fundam ental to R osenstein -R odan 's 

theory of balance in supply . However, the cau se  of th is  problem 

a s  Rosenstein-R odan saw i t  i s  somewhat d ifferen t. N ev erth e less , 

the so lu tion  is  the sam e, i . e . , to  in c rease  productiv ity  and hence 

to ta l output in many v e rtic a lly  re la ted  sec to rs  a t  one and the same
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tim e.  ̂ W hat is  needed is  a  system  of sim ultaneous developm ent 

of a ll  re lev an t sec to rs  a t  once in order th a t they  might a ll  appro­

p ria te  the ex ternal econom ies p o ten tia lly  av a ilab le  to them .

One could consider technolog ical dualism  and the need to 

overcome the  problems which are  created  by i t  a s  a sp ec ia l plea 

for balance in  supply or v ertica l b a lance . On the other hand, if 

one were to recognize th a t due to different e la s tic i t ie s  in  supply 

and demand some s tag e s  m ust grow fa s te r  than, o th e rs , he might 

su g g est th a t th is  is  rea lly  a sp ec ia l plea for v e rtic a l im balance.

It rea lly  does not m atter w hether it is  called  balanced  or unbalanced 

growth. W hat is  im portant is  that in order to  solve the problem of 

techno log ical dualism  there must be an in crease  in  vertica l tran s­

m issions of ex ternal econom ies.

Balance. Im balance, and External Economies 

In Rostow 's S tages of Economic Growth

Before beginning th is  sec tio n  it  should be made c lear that 

the term s balanced and unbalanced growth a s  they  are used herein 

and for the re s t  of th is  study w ill not be used  a s  they  trad itionally  

have b een . The term balanced  growth seem s to  be more accep tab le  

if it  is  understood to  refer to an  em phasis on horizontal transm issions

^See Chapter III, p . 46.
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of ex ternal econom ies in  the case  of balance in  demand and 

v ertica l transm issions of ex ternal econom ies in  the case  of 

balance in  supply . L ikew ise, the term unbalanced growth seem s 

to be more accep tab le  if  i t  is  understood to refer to an  em phasis 

on vertica l transm issions of external econom ies or lin k ag es.

W ith only a lim ited study of the h istory  of economic 

developm ent it seem s ev iden t th a t unbalanced growth and vertical 

transm issions of ex ternal econom ies have been more apparent than 

balanced  growth and horizontal transm issions of external econo­

m ies . However th is  does not mean th a t horizontal transm issions 

have been to ta lly  nonex isten t. The p rocess of economic develop­

ment goes through severa l s ta g e s . In the early  s tag es  of low 

productivity  and lim ited factor supplies i t  is  natural to observe 

ac tiv ity  on the supply side more c lo se ly  than ac tiv ity  on the demand 

s id e . Since under th ese  conditions S ay 's  law  has some valid ity , 

demand does not appear to  be much of a problem in the p rocess of 

growth and developm ent. Naturally then v e rtica l transm issions of 

ex ternal econom ies which appear on the supply side w ill be most 

apparen t in the ea rlie r  more c ritica l s tag es of econom ic develop­

m ent. H orizontal tran sm issio n s of ex ternal e'coTTOmies which appear 

on the demand side w ill become more apparent in  the la te r  s tag es
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of developm ent when the problem of cap ita l shortages is  largely  

overcom e.

W. W. Rostow 's book, The S tages of Economic Growth^

seem s to  provide an  ex ce llen t framework w ithin w hich an h is to rica l

search  for econom ic ex te rn a litie s  might be m ade. The primary

reason  for th is  is  h is  concept of leading  se c to rs . Rostow 's

leading sec to rs  are  now understood to  be those  which enjoy the

2
g rea te s t propagation of ex ternal econom ies. One in teresting  

a sp e c t of R ostow 's an a ly s is  is  th a t a s  developm ent proceeds the 

lead ing  sec to rs  change from th o se  in  the early  s tag e s  which propa­

gate the g rea te s t v e rtica l tran sm iss io n s  of ex ternal econom ies to 

th o se  in  the la te r  s tag es  which propagate the g re a te s t horizontal 

tran sm issio n s of ex ternal econom ies.

Rostow charac te rizes  econom ic developm ent a s  a d is ­

continuous p rocess depending on the emergence of new and 

different lead ing  sec to rs  a t  each  new stage of developm ent. He 

points out th a t even though th ese  leading sec to rs  are  primarily 

determ ined by d isco n tin u ities  in technology and the w illingness of

I w .  W . Rostow, The S tages of Economic Growth. Op. c i t .  

2See C hapter III, p . 63; a ls o .  C hapter IV, p . 82.
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entrepreneurs to  accep t innovation , they  afe  p artia lly  determ ined 

by th o se  types of demand w hich have exh ib ited  high e la s tic ity  with 

re sp e c t to  p r ic e , incom e, or both.

According to Rostow, the p rocess of econom ic growth can  

be divided into five s ta g e s . The f irs t s tag e  is  the trad itional 

so c ie ty . A trad itio n a l so c ie ty  is  one w hose structure is  developed 

w ithin  lim ited production functions, based  on prim itive sc ien ce  and  

technology . The second stage  is  the p reconditions for tak e -o ff  

s tag e  u sually  referred to  a s  the  p reconditions s ta g e . This is  a 

p ro cess  of tran sitio n  from the f irs t  s tag e  to the  third s tag e . It 

invo lves the developm ent of in s titu tio n s  which w ill enable so c ie ty  

to  exp lo it the fru its of modern sc ie n ce . The third stage is  the  

tak e -o ff  s tag e . This is  the v ita l s tage of econom ic developm ent.

The tak e -o ff  is  the in terva l when old b locks of re s is ta n c e s  to steady  

growth are  fina lly  overcom e. The fourth s tag e  of developm ent is  

the  drive to m aturity. This is  a long in terv a l of susta in ed  p ro g ress . 

The regularly  growing economy drives to extend modern technology 

over the whole front of i ts  econom ic a c tiv ity . The fifth s tag e  is  the 

age of high mass-co n su m p tio n . At th is  s tag e  the economy has 

ach ieved  full m aturity and the  lead ing  sec to r of the economy em erges
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as  the consum er durables sec to r. ^

According to Rostow agricu ltu re  has h is to rica lly  been the
2

lead ing  sec to r during the preconditions s tag e . This is  natural

since th is  s tage  begins w ith the base  of the trad itional socie ty

and s e ts  the conditions for the tak e -o ff  s ta g e . A griculture is

b as ic  in  the trad itio n a l, prim itive so c ie ty . Agriculture is  a lso

b as ic  in  terms of producing the b a re s t e s se n tia ls  of livelihood .

Rostow iden tified  th ree e s se n tia l ro les of agriculture which are

re lev an t to the three types of v e rtica l and horizontal transm issions

of ex ternal econom ies. These th ree  e s se n tia l ro les were d is -
3

cu ssed  in C hapter III.

When the three ro les of agricu lture are taken  together there 

is  a propagation of a l l  th ree types of external econom ies which 

have been d iscu ssed  in  th is  paper. Increased  productiv ity  

allow s the workers to leave the farms for the c ity , thus propagat­

ing a forward transm ission  of ex ternal econom ies. At the same 

time agricu ltu re  is  ab le  to feed th ese  workers because  of i ts

^W. W. Rostow, The S tages of Economic Growth, Op. c i t . . 
pp. 4 -1 1 .

2See Chapter III, p. 63.

3lbid.
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u tiliza tio n  of cap ita l equipm ent produced in  the c ity , thereby 

explo iting  a backward tran sm iss io n . And f in a lly , the increased  

sa le s  of agricu ltural output c a u se s  in creased  incom es for rural 

a reas  with which to purchase final goods produced in  the city  

which is  an  exp lo ita tion  of horizontal tran sm iss io n s  of external 

econom ies. Inc iden ta lly  a l l  three ca ses  of ex te rn a litie s  w ill in 

turn be transm itted  from the lagging sec to rs  to the lead ing  sec to r, 

ag ricu ltu re . These tran sm iss io n s  w ill not be a s  v ita l a s  those 

which are transm itted  from the leading sec to r to the lagging 

s e c to rs .

S pecial notice should be taken  of the fac t th a t in  th is  early  

s tage  of developm ent the problem of cap ita l supply is  c ritic a l to 

the developm ent p ro c e ss . W hen supply is  the c r itic a l problem, 

v e rtica l transm issions of pecuniary  external econom ics should be 

more im portant and more obvious than horizontal tran sm iss io n s  a t 

le a s t  for those th a t are transm itted  from leading sec to rs  to lagging 

s e c to rs . At the same time transm issions of ex ternal econom ies 

from leading  secto rs should be more obvious than tran sm issio n s 

from lagging sec to rs . It is  a lso  quite p o ssib le  in th is  early  stage 

th a t horizontal tran sm issio n s might be more obvious than  vertica l 

transm issions from lagging sec to rs  to leading  se c to rs .
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All three c a se s  of ex terna l econom ies can  be d e tec ted  in 

the d ifferent s tag e s  of developm ent.  ̂ However, the  iden tity  of 

the lead ing  sec to rs  w ill vary for d ifferent s ta g e s . A lso , during 

th is  p rocess of growth and change, w herein new lead ing  secto rs 

emerge and old leading sec to rs  become lagging s e c to rs , the 

em phasis should become reversed  in  term s of the predom inance of 

v e rtic a l or horizontal tran sm iss io n s  of pecuniary  ex te rn a l econom ies, 

The reaso n  for th is  is  th a t, w hile growth and developm ent proceed, 

the s tra te g ic  problem in  the economy becom es le s s  a  problem of 

supply and more a problem of dem and.

During the tak e -o ff  s tag e  the leading  sec to rs  have h is to ri­

ca lly  emerged a s  te x ti le s ,  co a l, iron , and tran sp o rt. According 

to  Hirschm an in  th ese  sec to rs  both forward and backw ard transm is­

sions of ex ternal econom ies should be very high while forward 

tran sm iss io n s  should be slig h tly  higher than  backward transm issions 

in  th e se  interm ediate m anufacturing in d u s tr ie s . H orizontal tra n s­

m issions which take p lace through the market for fina l products 

should be low inso far a s  they  are  transm itted  from the  lead ing  se c ­

to rs  to  the lagging se c to rs . The reason  for th is  is  th a t supply is  

s t i l l  the  b as ic  problem in  the early  s tag e s  of developm ent.

ISee Chapter IV, p . 82.
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During the drive to  m aturity the leading  sec to rs  w ill change 

again  to include such  item s a s  grain mill p ro d u cts, lea th er pro­

d u c ts , transport equipm ent, and m achinery. These final manu­

factu re  goods in d u stries  should propagate high backw ard and low 

forward v ertica l tran sm iss io n s  of ex ternal econom ies. At the 

same time they  should propagate somewhat low er horizontal 

tran sm iss io n s  of pecuniary  ex ternal econom ies. Supply is  

becoming le s s  of a problem and demand begins to  emerge a s  the 

dom inant problem.

During the h ig h est s tage  of developm ent, the age of high 

mass-co n su m p tio n , durable and non-durable consumer goods emerge 

a s  the leading  sec to r. This new leading sec to r should have low 

forward transm issions of v e rtic a l ex ternal econom ies and a some­

w hat higher backward tran sm iss io n  of vertica l ex ternal econom ies. 

The major transm issions should be horizontal transm issions of 

pecuniary  external eco n o m ies. By th is  time the benefits of modern 

sc ien ce  and technology are fully  d istribu ted  throughout the economy 

and supply is  no longer a problem . The predom inant problem is  

now the m aintenance of fu ll employment through high effective 

dem and. S ay 's  Law is  no longer v a lid .

In the final a n a ly s is  one can observe th a t in  Rostow 's f irs t
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th ree s tag e s  which a re  the ac tu a l developm ent s ta g e s , the leading  

sec to rs  are those w hich exh ib it high vertica l transm issions of 

e x te rn a litie s  with low er horizontal transm issions of pecuniary 

ex terna l econom ies. In the final stage of high m ass-consum ption 

which is  primarily a growth s tage  rather than a  developm ent stage 

the lead ing  sec to rs  are  those  which are charac terized  by large 

horizontal transm issions of pecuniary external econom ies through 

the m arket demand for final p ro d u cts .

The upshot of a l l  th is  is  th a t what is  needed (and what 

seem s to  have happened h isto rically ) is  unbalanced growth or 

balance in  supply through sec to ra l expansion of in d u stries  which 

effic ien tly  a llo ca te  scarce  facto r supplies and m axim izes vertical 

tran sm issio n s of pecuniary ex ternal econom ies from the leading 

sec to rs  to the lagging se c to rs . The ultim ate achievem ent of th is  

developm ent p rocess should be a d iversified  balanced  economy 

which depends for i ts  su b sis ten ce  and susta ined  growth on hori­

zontal transm issions of pecuniary external econom ies through the 

m arket for final goods.

Unbalanced growth, insofar a s  th is  is  taken  to  mean an 

em phasis on vertica l transm issions of ex ternal econom ies, seem s 

to be the most effective way to develop in .a  world of scarce factor
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su p p lie s . This is  e sp ec ia lly  true for the early  s tag es  of develop­

m ent. N evertheless i t  is  s t i l l  true th a t there w ill be a  po ten tia l 

for hprizontal transm issions of pecuniary  ex ternal econom ies even 

in  th e se  early  s ta g e s . This p o ten tia l should be exp lo ited  when­

ever and w herever p o ss ib le . By the same token the problem of 

demand which is  em phasized by balance in demand is  a very real 

problem and any system  of investm ent p rio rities m ust consider 

consum er demand as  a v ita l c rite rio n .

W hat is  needed is  a jud ic ious program of investm ent 

p rio rities  w herein em phasis is  p laced  on those  in d u strie s  enjoying 

the g re a te s t combined tran sm issio n s of pecuniary ex ternal econom ies. 

The re la tiv e  p rio rities  that w ill be a ss ig n ed  to forward and backward 

v ertica l tran sm iss io n s  of pecuniary  ex ternal econom ies a s  compared 

with horizonta l transm issions w ill need to be considered  in lig h t of 

the p articu la r s tage  of developm ent and the re la tiv e  sign ificance  of 

the supply problem a s  compared w ith the problem of dem and. In 

order for th is  program to be com prehensive in  i ts  scope some m easured 

considera tion  m ust be given to  ex terna l econom ies w hich are  tra n s ­

m itted from the secondary sec to rs  of the economy a s  w ell a s  those  

which are  transm itted  from the primary s e c to rs .
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Plannlnq or Private D ecision-m aking;

French Ind ica tiv e  Planning 

Now th a t th is  study has arrived  a t  the conclusion  th a t d ev e l­

opment might b e s t proceed through the g rea te s t exp lo ita tion  of 

pecuniary  ex ternal econom ies, i t  now becom es n ecessa ry  to 

in v es tig a te  how th ese  ex ternal econom ies might b e s t be genera ted . 

This brings us to  the q uestion  of the re la tiv e  e ffec tiv en ess  of 

p lanning and private d ec is ion  making a s  a means of ach iev ing  m axi­

mum ex p lo ita tio n  of pecuniary  ex tern a l econom ies. In C hapter V 

i t  was pointed out th a t the d isc u s sa n ts  in the balanced  versus 

unbalanced growth debate did not is su e  any ca tego rica l im peratives 

on th is  po in t. Their an a ly s is  did su g g es t, however, th a t some 

degree of cen tra lized  dec is ion  making might be desirab le  a s  a way
1

to insure the maximum propagation of pecuniary ex ternal econom ies. 

In any ev en t, i t  is  im portant to  the achievem ent of e ither v ertica l 

or horizontal tran sm issio n s of pecuniary  external econom ies th a t 

there be some coordination in the  com position of investm ent a c tiv ity  

w hich w ill attem pt to maximize the degree of com plem entarity 

betw een firms and industry . The certa in ty  of such a coordinated

ISee Chapter V, p. 107.
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investm ent ac tiv ity  is  questionab le  under a purely private  d ec is io n ­

making economy in the early  s ta g e s  of growth, due to  the high 

lev e ls  of r isk  and uncertain ty . On the other hand, i t  is  p o ssib le  

th a t the need for pecuniary tran sm iss io n s  of external econom ies 

might not be p resen t under a purely public-decision-m aking  scheme 

since  such  transm issions extend the ir major influence over in v e s t­

ment in c en tiv e s . W ith th is  in mind how does one reply  to  the 

is su e  of planning versus private decision  making? To answ er th is  

q uestion  it  is  necessary  to f irs t exam ine the lim itations of the two 

general a lte rn a tiv e s— pure planning and purely private dec isio n  

making.

In order to examine th is  is su e  fu lly , i t  might be in structive  

a t  th is  point to review  again  the concept of pecuniary ex ternal 

econom ies. It m ust be remembered th a t pecuniary ex ternal econ­

om ies, unlike techno log ical ex ternal econom ies, w ill not have a 

d irec t e ffec t on production fu n c tio n s . Pecuniary tran sm issio n s w ill 

not a lte r  the ra tio s  of the tech n ica l coeffic ien ts  of production nor 

w ill they  in crease  physical productiv ity  d irec tly . Pecuniary 

ex ternal econom ies are re su ltan t from the ind irect in terdependence 

which e x is ts  through the m arket. C onsequently  they  must be tra n s ­

m itted through m arkets and th e ir  im pact w ill therefore be fe lt in
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reduced money co sts  or in c reased  money incom es. The broader 

im pact of pecuniary  ex ternal econom ies e sp ec ia lly  w ith regard to 

developm ent stim ulus is  fe lt in  in creased  market in cen tiv es  to 

businessm en . In an econom ic environment in which investm ent 

d ec is io n s  are  made on the b a s is  of pecuniary rewards and in cen ­

tiv e s  it  seem s c lea r th a t pecuniary  ex ternal econom ies w ill be 

s ig n ifican t. On the other hand in  an economic environment in  

which d ec is io n s  are made by a sm all e lite  of developm ent p lanners, 

wherein a llo ca tio n  of cap ita l is  determ ined on the b as is  of m aterial 

ba lances and su ccess  depends upon fu lfilling  plan q u o ta s , the 

im portance of pecuniary ex ternal econom ies seem s to be neg lig ib le . 

It appears then  th a t the an a ly s is  of pecuniary ex ternal econom ies 

should have its  g rea tes t re levance in an  economic system  which 

cen te rs  on private decision  making, m arkets, and profit m otiva­

tio n . However under such a pure "free-en terp rise"  system  there 

can be l i t t le  assu ran ce  of the kind of coordinated investm ent ac tiv ity  

which is  so im portant to the transm ission  of th ese  pecuniary external 

econom ies. The primary reason  for th is  is  that risk  and uncertainty  

are prohibitive in  an  econom ic environment which is  characterized  

by: an  e s se n tia l  lum piness of c a p ita l, lim ited market s iz e ,  lim ited 

en trepreneurial ta le n t, and a whole host of other problems too
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num erous to  m ention. Under th e se  r isk  conditions i t  is  d ifficu lt 

to  have fa ith  th a t there w ill be a large number of independen t, 

im aginative entrepreneurs v/ho w ill have the courage to undertake 

a d iv ersified  investm ent program having both v e rtica l and hori­

zon ta l b a lan ce . The p o ss ib ility  of creating  such an  econom ic 

environm ent so le ly  out of private  sources seem s too rem ote to  have 

much cred ib ility .

On the other hand under com plete cen tral planning based  

on m aterial ba lances with l i t t le  or no dependence on pecuniary  

in cen tiv es  there does not seem  to  be much need for propagations of 

pecuniary  ex ternal econom ies. Under th ese  conditions technolog ical 

ex te rn a l econom ies are s t i l l  very im portant since they  would have a 

d ire c t im pact on production co e ffic ien ts . Pecuniary ex ternal 

econom ies w ith the ir ind irec t im pact through p rices and profits are 

not so im portant, however, when the d ec is io n  to expand or not to 

expand one industry  or ano ther is  made on b as is  other than  private 

p ro fitab ility . C onsequently  it  may be concluded th a t neither com­

p le te  " free -en te rp rise "  nor com plete cen tra l planning w ill be very 

u sefu l in  term s of maximizing the propagation of pecuniary  ex ternal 

econom ies. If one has an  uncompromised commitment to  e ither of 

th e se  econom ic ph ilosophies i t  would seem  th a t he must be prepared
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to give up pecuniary  ex ternal econom ies a s  a  fundam ental crite rion  

in  the p ro cess  of economic developm ent. For o thers who are w ill­

ing to  a c c e p t a com bination of cen tra lized  and private dec is ion  

making th is  can  s t i l l  be a usefu l c rite rion .

It seem s th en , th a t a good answ er to  the question  of method 

might be some com bination of cen tral planning and private en te rp rise . 

The French method of planning would appear to be very c lose  to 

w hat is  needed . The French system  is  one of "regulated  cap italism " 

em phasizing "ind icative p lann ing ."  The French econom ic system  

is  b a s ic a lly  a private system  with a great deal of ind icative  planning 

and in fluence from cen tral au th o ritie s . This ind icative planning is  

thought to reduce r isk  and uncertain ty  and thus to  s e t the stage for 

a  m arket exp lo ita tion  of pecuniary ex ternal econom ies.

M orris Bornstein sum m arizes how the French planning method 

opera tes  to reduce risk  and uncertain ty  in the  following se n te n ce s .

N ev erth e less , by coordinating the production and in v e s t­
ment programs of the different branches of the economy,

. the p lan  reduces uncertain ty  and risk  for individual firms 
and prom ises them a "balanced  market" in  which to 
acquire  fac to rs of production and s e ll  output. Firms w ill 
make the ir own d ec is io n s  freely  in the m arket. But they  
do so with the benefit of know ledge, provided by the p lan , 
about the in ten tions of the re s t of the economy and the 
G overnm ent's c red it, tax , and price p o lic ie s . In th is  
w ay, the French economy endeavors to combine a lim ited
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amount of overall government planning with d ecen ­
tra lized  private d ec is io n  m aking. ^

In 1962 Pierre M asse , who w as then the G eneral Commis­

sioner of the French Plan for Economic and Social D evelopm ent,

wrote an  artic le  on, "French M ethods of Planning" for the Tournai
2

of Industria l Econom ics. In th is  a rtic le  he points out how the 

private  secto r is  re ta ined  under French planning. He a lso  d is ­

c u s se s  the reasons why the private secto r is  retained  a s  the 

ultim ate decision-m aking  body. In th is  d iscu ss io n  i t  is  po ssib le  

to  see  some reason  why French planning would re su lt in  a  greater 

incen tive  for investm ent, particu la rily  th a t investm ent which 

would explo it pecuniary ex ternal econom ies. He say s:

In th is  agg regative , and therefore approxim ative form, 
a general program is  drawn up. Every branch of ac tiv ity  
is  promised the p o ss ib ility  of acquiring its  production 
factors and se llin g  i ts  goods on a balanced m arket. The 
prom ise, how ever, is  only kept if everybody p lays the 
game. The promise a c ts  merely a s  an  in cen tiv e . It 
is  not binding on anybody. Firms are not d isp en sed  from 
working out the ir valuations and choosing th e ir  own 
a ttitude  concerning r is k s . But they can do so in a better 
informed manner. ^

1 Morris Bornstein, Editor, Comparative Economic System 
M odels and G ases (Homewood, Illino is: Richard D. Irw in, I n c . ,  
1965), p . 212.

2Pierre M asse , "French M ethods of P lanning", Tournai of 
In d u stria l Econom ics, Vol. XI, (November, 1962), Reprinted in: 
B ornste in . Ib id . . pp. 213-228.

Sibiiii, p. 220.
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M asse  a lso  points out an  e s se n tia l  difference betw een the

F irst M odernization and Equipment Plan which was designed  to

overcome e s se n tia l  sc a rc itie s  of fac to rs  of production and the

Second Plan in  which th is  supply problem was largely  overcom e.

His rem arks are a s  fo llo w s.

The F irst M odernization and Equipment Plan was a p lan  for 
econom ic recovery . One had to decide betw een a m odest 
developm ent in  a il se c to rs , and su b stan tia l progress in  
sec to rs  having a driving influence w hilst providing resources 
for a l l  the r e s t .  A bold choice w as made in  favor of the 
la t te r .  Six b asic  sec to rs  were given consideration: co a l, 
e le c tr ic ity , s te e l, cem ent, ag ricu ltu re , m achinery, and 
transpo rt.

(In the Second Plan) An im portant innovation was the 
ex tension  of the p lan to a l l  productive a c t iv it ie s , mainly 
ag ricu ltu re , manufacturing in d u s tr ie s , housing and over­
s e a s  developm ent. Priority to key in d u stries  was no 
longer a major concern and a harm onized growth in a ll 
sec to rs  became the main preoccupation . ^

It would appear th a t the French too believe th a t a s  developm ent pro­

ceeds there should be a change in the re la tiv e  em phasis which is  

p laced  on vertica l transm issions of pecuniary ex ternal econom ies

and v e rtica l ba lan ce , and tha t which is  p laced  on horizontal tra n s -
2

m issions and horizontal b alance.

^I b id . , p . 217.

2See p. 150,
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The gen ius of the French System  Is i ts  com bination of private 

en te rp rise  and cen tra l p lanning . The French System  is  prim arily a 

p rivate  en te rp rise  system . There i s ,  however, ju s t  enough planning 

and coordination of effort to  reduce r isk  and therefore to  allow  the 

developm ent of a  m utually supporting investm ent package . In th is  

way the po ten tia l for exploiting  pecuniary ex ternal econom ies can 

i ts e lf  be exp lo ited  even in  an  econom ic environment which is  

ch arac terized  by a g reat deal of freedom and indiv idual lib erty .

There is  no reason  to  conclude from th is  d isc u ss io n  th a t 

the French method of planning is  the only effective  or even the most 

effective  a lte rn a tiv e . The only conclusion  which can  be safe ly  

drawn irom th is  d iscu ss io n  is  th a t some com bination of cen tra l 

planning and private  d ec is io n  making might overcome the d efic­

ie n c ie s  of e ith er one in  th e ir m ost rigid form. This com bination 

might even take the form, for exam ple, of Y ugoslav ia 's  economic 

system  w hich is  prim arily a cen tra lized  economy th a t com bines 

public ow nership w ith d ecen tra lized  resource a llo ca tio n  through 

m arkets and p r ic e s . The ex ac t form of the "mixed" econom ic 

system , e sp ec ia lly  w ith regard to  the degree of em phasis p laced  

on the public  sec to r or the private s e c to r , w ill no doubt depend 

more on p o litic a l than  on econom ic co n s id e ra tio n s .



CHAPTER VII 

SUMMARY AND CONCLUSIONS

The ob jec tives of th is  study , a s  outlined in  the introductory 

chap ter are: (1) to review the concep ts of balanced and unbalanced

growth a s  they  have been form ulated in  econom ic developm ent 

lite ra tu re , e sp ec ia lly  by R osenstein-R odan, N urkse, and Hirschman; 

(2) to  exam ine the role of the one common denom inator in  the con­

troversy— external econom ies; (3) to  c larify  the is s u e s  in  the debate 

which has raged over the two concepts; (4) to  attem pt to reconcile 

the d ifferences betw een the concepts of balanced and unbalanced 

growth w hile examining the p o ss ib ility  of some more meaningful 

in te rp re ta tion  of the co n cep ts , and finally ; (5) to  examine the 

p o ss ib ility  of syn thesizing  the concepts of balanced and unbalanced 

growth in to  a single instrum ent of econom ic developm ent a n a ly s is . 

Before s ta tin g  the conclusions of th is  s tudy , a brief summary of 

the findings appears to be ap p ro p ria te .

The above s ta ted  f irs t ob jective  of th is  study w as fu lfilled  

with some surprising  re su lts . F irst i t  was d iscovered  a fte r c lo se

— 160-
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exam ination of the concepts of balanced and unbalanced growth 

th a t there a re , in fa c t, severa l separate  co ncep ts . This is  

particu larly  true of balanced  growth. Each of th ese  different 

expositions of balanced and unbalanced growth w as d iscovered  to  

be founded on some particu la r type of pecuniary ex ternal econom y.

In fac t the concept of pecuniary  ex te rn a l econom ies i ts e lf  was 

discovered  to be developed by and large in the debate over balanced  

and unbalanced growth. This study has suggested  th a t the develop­

ment of th is  concept is  one of the major contributions of th a t d eb a te .

To summarize the d iscu ss io n  of balanced growth it  is  n e c e s ­

sary to  reca ll tha t there are ac tu a lly  three b asic  types of balanced  

growth; balance in supply , balance in demand, and sec to ra l 

ba lan ce . Balance in  supply w as developed primarily by R osenste in - 

Rodan. This particu lar an a ly s is  was directed  a t  a b asic  in e la s tic ity  

of cap ita l supplies which is  a lleged  to be common to  m ost under­

developed n a tio n s. The solu tion  to  th is  problem is  seen  a s  a 

sim ultaneous expansion  of severa l v ertica lly  re la ted  in d u stries  a t  

one tim e . Such an expansion  would enable the economy to exp lo it 

po ten tia l v e rtica l tran sm issio n s of pecuniary external econom ies.

In th is  way the b as ic  problem of supply in e la s tic ity  might be a lle v ­

ia ted  .
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Balance in  demand w as developed prim arily by Ragnar 

N urkse. T h is-analysis w as d irected  sp ec ifica lly  a t  the problem 

of lim ited market s ize  and lack  of investm ent in cen tiv es  in  under­

developed econom ies. The so lu tion  to  th is  problem is  seen  a s  a 

sim ultaneous expansion of sev era l consum ers goods in d u strie s  a t  

one tim e in  a  way which is  co n s is te n t with consum er's ta s te s .

Such an  expansion  should enab le  the underdeveloped economy to 

exp lo it po ten tia l horizontal tran sm iss io n s  of pecuniary  ex ternal 

econom ies which in  turn should re su lt  in in creased  in cen tiv es  to 

private  in v es to rs .

S ectoral balance rep resen ts  sp ec ific  ap p lica tio n s  of balance 

in  supply , balance in  dem and, or both to spec ific  sec to rs  of the 

econom y. This a n a ly s is  has been  used  to em phasize the need for 

balance betw een the ag ricu ltu ra l- in d u stria l s e c to rs , the dom estic- 

foreign se c to rs , the p u b lic -p riv a te  se c to rs , or any com bination of 

the above even to  the in c lu sio n  of a l l  se c to rs . W henever a d is ­

cu ss io n  of sec to ra l balance appears  in  developm ent lite ra tu re  it  

may be reduced to a need for balance in supply (vertica l balance) 

an d /o r  balance in  demand (horizontal b a lan ce ). At the same time 

any p lea for sec to ra l balance can  be regarded a s  a p lea  for a 

sp ec ific  transm ission  of ex terna l econom ies betw een p articu la r
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sec to rs  of the  econom y.

Although there have been  many a ttem pts to  d isc red it the 

concept of balanced  growth and to  e s ta b lish  in s tead  a concept of 

unbalanced growth, one appears to  stand  out over a ll the o th e rs .

That is  Albert O. H irschm an's concept of unbalanced growth. 

H irschm an's a n a ly s is  was d irec ted  to  another problem—th e lack  of 

en trepreneuria l ta le n t in an underdeveloped econom y. The so lu ­

tion  to  th is  problem is  seen  a s  a system  of jud icious unbalancing 

with em phasis on those  sec to rs  or in d u strie s  w hich promise the 

g re a te s t v e rtica l transm ission  of ex ternal econom ies (linkages).

In th is  way there can be a s tra teg ic  transm ission  of "inducem ents" 

which w ill make investm ent d ec is io n s  obvious and easy  to  tak e .

The re su lt of th is  a c tiv ity  w ill be to  a lle v ia te  the b asic  shortage 

of en trepreneuria l ta le n t.

In pu rsu it of the second ob jective  of th is  study i t  w as d is ­

covered th a t the  concept of pecuniary  ex ternal econom ies has some 

s ign ificance in  a ll phases of the controversy . Every sep ara te  

argum ent for e ither balanced or unbalanced growth may be reduced 

to a sp ec ific  p lea for the propagation of pecuniary  ex ternal econom ies. 

Em phasis may be p laced  on v e rtic a l tran sm iss io n s  a s  in the case  

of balance in  supply and H irschm an 's concept of unbalanced  growth
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or horizontal transm issions a s  in  the ca se  of balance in  demand 

but in  any c a se  the key is  an  effective  transm ission  of some type 

of ex ternal econom y. It should be rem em bered, however, that 

the concept of pecuniary ex ternal econom ies is  an independent 

concep t. Even though i t  is  b asic  to  and was developed in  the 

balanced versus unbalanced growth controversy i t  is  not lim ited 

to th is  controversy in  i ts  ap p lica tio n .

The th ird  objective of th is  controversy w as a lso  com pleted 

with surprising  r e su lts .  In analyzing the p rinc ipa l points of 

debate in  the controversy over balanced and unbalanced growth 

i t  soon becam e apparent th a t the debate w as marked with a great 

deal of confusion which in turn resu lted  in  a b as ic  m isin terpreta­

tion  of the severa l theories of balanced and unbalanced growth.

This confusion was due in part to a lack  of co n sis ten cy  in the use 

of term s such  a s  "balance" and "grow th." There seem s to have 

been some wide divergence in  the meaning which was a ttached  to 

th ese  terms by the several d isc u s s a n ts . There a lso  seem s to have 

been some confusion concerning the b as ic  assum ptions under which 

the theo ries  were p resen ted . Two notable exam ples were assum p­

tions concerning the av a ilab ility  of fac to r supplies and the spec ific  

problems to  w hich the an a ly s is  was devoted . As a consequence of
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th is  confusion , there was a  g rea t deal of controversy  over the 

im pact of external econom ies or d iseconom ies, the  role of the 

cen tra l government, and the general ap p licab ility  of any one 

a n a ly s is .

Part of the re sp o n sib ility  for th is  confusion should re s t w ith 

the ad v o cates  of balanced  growth for not having s ta ted  their c a se s  

c lea rly  and com pletely. On the other hand the c r itic s  of balanced 

growth have a lso  contributed to  th is  confusion. I t  seem s a s  though 

they  did not give much considera tion  to the evidence w hich was 

p resen ted  by the advo ca tes  of balanced growth concerning these  

con troversia l po in ts. The re su lt of a ll th is  w as the propagation 

of a lengthy debate over balance or unbalance a s  a generalized  

method of developm ent w ith l i t t le  consideration  given to  the 

im portant question  of the meaning and sign ificance of pecuniary 

ex ternal econom ies in  econom ic developm ent.

The problem of reconciling  th is  controversy , which was the 

fourth ob jective of th is  study , did not prove to be d ifficu lt once it 

w as es tab lish ed  th a t each  of the three a lte rn a tiv e s  is  a spec ia l plea 

for a particu la r type of pecuniary  external economy a s  a solution to 

a  p articu la r type of econom ic developm ent problem . I t has been 

suggested  in  th is  study th a t balance in supply , balance in  demand.
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and unbalanced growth are a l l  d irected  a t  d ifferent problems even 

though i t  might appear th a t th ey  are d irected  a t  the same problem. 

Balance in  supply is  a sp ec ia l p lea for v ertica l tran sm iss io n s  of 

pecuniary  ex ternal econom ies a s  a so lu tion  to  the  problem of 

lim ited  factor su p p lie s . Balance in  demand is  a sp ec ific  plea for 

ho rizon ta l transm issions of pecuniary  ex ternal econom ies a s  a 

so lu tion  to  the problem of lim ited  m arket s ize  and  the lack  of in v e s t­

ment incen tives derived therefrom . U nbalanced growth is  a sp ec ific  

p lea for maximum v ertic a l tran sm iss io n s  of pecuniary  ex ternal 

econom ies a s  a way of providing inducem ents w ith w hich to over­

come the problem of scarce  en trepreneurial ta le n t. The debate 

might be tte r have been over the re la tive  im portance of the several 

d ifferen t problems of developm ent rather than  the proposed so lu tions 

to  th o se  problem s.

In addition  to  the fac t th a t a ll  three approaches are  d irected  

a t  d ifferent problem s, they  are  a lso  founded on d ifferent assum p­

tio n s . This is  particu la rly  true of the assum ption  of cap ita l supply . 

Nurkse assum ed th a t cap ita l supply was e s se n tia lly  unlim ited. 

Rosenstein-R odan assum ed th a t cap ita l supp lies were po ten tia lly  

e la s tic  but th a t they  required the inducem ents of v e rtic a l tran sm iss io n s  

of pecuniary  ex ternal econom ics in  o rder to  exp lo it th a t p o ten tia lity .
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Hirschm an fe lt th a t in e la s tic ity  of cap ita l supply w as merely a 

m anifestation  of the more fundam ental problem of lim ited en tre ­

preneurial ta le n t. At any ra te , the  re la tiv e  sign ificance of the 

th ree theories would seem to depend to  a g reat ex ten t upon the 

re la tiv e  s ign ificance of the three assu m p tio n s.

After a l l  th is  is  understood i t  is  no longer n ecessa ry  to 

accep t the contem porary in terp reta tion  th a t the theories of 

balanced  and unbalanced  growth are irréconciliab le  general 

th eo rie s  of econom ic developm ent. Rather one might th ink of them 

a s  b as ic a lly  com plem entary partia l exp lanations of some c au se s  of 

and so lu tions to  econom ic developm ent problem s. They might 

b etter be reduced to sp ec ific  theo ries  of the  app lica tion  of pecu­

niary ex ternal econom ies to sp ec ific  problem s in the p ro cess  of 

econom ic developm ent.

The p rocess  of economic developm ent should be ch arac te r­

ized  by d ifferent dom inant problems a t d ifferent s tag es  of econom ic 

developm ent. C onsequently , the various concepts of ex ternal 

econom ies should take on different re la tiv e  degrees of im portance 

a t  d ifferent s ta g e s . However, i t  should be remembered th a t in 

every stage  of developm ent the various kinds of ex te rn a litie s  can 

be highly com plem entary to one ano ther. I t should a lso  be
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remembered th a t any failure to  cu ltiv a te  a particu lar type cf ex ter­

nal economy might p resen t i ts e lf  as  a s tra teg ic  bottleneck in  the 

p rocess of developm ent. C onsequently , the b es t developm ent 

program might be one which encourages the maximum propagation 

of a ll  three types of pecuniary  ex ternal econom ies even  though 

some w ill be more im portant than  others depending upon the 

particu lar stage  of developm ent and the re la tive  im portance of 

the various problems of developm ent a t  th a t s ta g e .

The primary conclusion  of th is  study is  th a t the sub jec t of 

balanced versus unbalanced growth might b es t be considered  a 

c lo sed  is s u e . The time and energy which is  being ded icated  to 

th is  controversy might better be red irected  tow ards an  understanding 

of the im portance of pecuniary ex ternal econom ies in  economic 

developm ent. There seem s to be a great deal of room for in v es tig a t­

ing the particu lar problems which might be c la s s if ie d  a s  failure to 

explo it pecuniary ex ternal econom ies and the sp ec ific  steps which 

could be taken  to a llev ia te  th ese  problem s. To th is  end i t  would 

seem appropriate to ded icate  more time and energy to  such stud ies

as  those which have been im plemented by H. B. Chenery and his 
1

co -au th o rs . Since pecuniary  ex ternal econom ies have been 

^See C hapter II, p . 31, footnote 1.
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dem onstrated  to be a t  le a s t  p o ten tia lly  m easurab le , more time and 

energy could be spen t in  developing methods for th is  m easurem ent. 

W hen th ese  problems are  so lved , i t  should be even  more p o ssib le  

to  u se  the concepts of pecuniary  ex ternal econom ies a s  effective 

to o ls  in  econom ic developm ent programming.
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