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ECONOMIC EXTERNALITIES AND THE THEORIES OF

BALANCED AND UNBALANCED GROWTH
CHAPTER I
INTRODUCTION

In the past two decades there has been a great deal of
discussion in economic development literature over the relative
merits of balanced and unbalanced economic growth. Most of
this 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 Countries.
Although this was not the first exposition of the general concept of
"balance" in economic development it is certainly the most
strategic in the tremendous debate which has raged during these
years. This debate has been marked by the participation of many
well known economists. Among the most notable are: Bela
Balassa, Albert O. Hirschman, Charles P. Kindleberger,

W. Arthur Lewis, H. W. Singer, and Tibor Scitovsky. These
people along with many others have been divided between those
that support the concept of "balance" and those that oppose it.

-1-
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The latter group has generally attempted to substitute a theory of

unbalanced growth in place of balanced growth.

In reviewing the various aspects of this controversy it soon
becomes evident that there is one common denominator in the various
notions of balanced and unbalanced growth. This common denominator
is the concept of pecuniary external economies. The concept is new
to development literature and was itself developed primarily in the
debate over balanced and unbalanced growth. In fact the concepts
of balanced and unbalanced growth both depend upon the concept of
pecuniary external economies. How then can there be so much dis-
agreement between so many economists?

The answer to this question is found primarily in the fact that
there are many ways in which pecuniary external economies may be
transmitted. Consequently, the notion of balance itself 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 fact, as well as the fact that there has
been a considerable amount of theoretical and analytical innovation
within the controversy over balanced and unbalanced growth, has
resulted in much confusion concerning the relative importance as well
as the proper interpretation of the two concepts. This confusion has
in turn resulted in what seems to be an irreconciliable conflict between

the two concepts. This study hopes to resolve that conflict.
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To this end the subject of external economies and the theories
of balanced and unbalanced growth will be treated in this study with
five general objectives in mind. They are as follows: (1) to review
the concepts of balanced and unbalanced growth as they have been
formulated in economic development literature, especially by
Rosenstein-Rodan, Nurkse, and Hirschman, (2) to examine the
role of the one common denominator in the controversy--external
economies, (3) to clarify the issues in the debate which has raged
over the two concepts, (4) to attempt to reconcile the differences
between the concepts of balanced and unbalanced growth while
examining the possibility of soﬁle more meaningful interpretation of
them, and (5) to examine the possibility of synthesizing the con-
cepts of balanced and unbalanced growth into a single instrument of
economic development analysis.

Because the concept of pecuniary external economies appears
to be the common denominator of both balanced and unbalanced growth,
an early discussion of the concept of external economies seems

necessary. This is done in Chapter II.



CHAPTER 11

ECONOMIC EXTERNALITIES

Introduction

It was indicated in Chapter I that the concept of economic
externalities is a key concept in the development of the argument of
this study. However, before this concept can be of any analytical
value it must be clearly defined. In arriving at such a definition
this 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 usages of the term.

The second objective of this chapter will be to examine the
question of measuring ecoromic externalities. The concept as it has
been traditionally used in price and welfare theory has been viewed as
non-measurable. However, in recent years the concept has been
employed in an altogether different manner and within a completely
different context. This change has involved using the concept as a
market phenomenon in the theory of economic development. This new
concept of economic externalities has been demonstrated to be
potentially measurable. 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 Nimportant to have an awareness of how this measurement might
be accomplished.

The third objective of this chapter is to investigate the role
of economic externalities in the theory of economic growth and
development. In this 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 external economies was introduced to
economic literature by Alfred Marshall in his Principles of Economics.
Marshall defined the concept of external economies, in contrast to
internal economies, with the following passage.

We may divide the economies arising from an increase in

the scale of production of any kind of goods, into two

classes--firstly, 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 it, on their organization and the efficiency of their
management. We may call the former external economies,

and the latter internal economies, 1

Marshall introduced the concept into a long-run static equilibrium
analysis as a means of explaining increasing returns under competi-

tive conditions. Within this context, he points out that: "External

1Alfred Marshall, Principles of Economics (eighth edition;
London: Macmillan and Company, 1964), p. 221.
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economies are constantly growing in importance relatively to

internal ! 1

Bela Balassa has suggested that Marshall's application of
external economies was not so concerned with static, competitivé
equilibrium as was that of his followers. He states that: "Although
he {Marshall) was far from presenting a complete theory of economic
growth-~his valuable insight into problems relating external economies
and economic progress foreshadowed later, modern treatment."
Balassa goes on to support this contention with a series of quotes

that are worth noting here.

Marshallian external economies are not the bucolic ones of
the bee-orchard-honey type but are clearly connected with
the 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 industrial environment', and on the increase of the size
of the market in general. External economies include 'the
many various economies of specialized skill and specialized
machinery, of localized industries and production on a large
scale', the 'increased facilities of communication of all
kinds', ‘'trade knowledge, skilled labour force, etc.' The
pervading theme in the discussion of external economies is
their interaction with the growth of the economy.

libid., p. 237.

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

3lbid., pp. 144-145. For further support of this contention see:
H. W. Arndt, "External Economies in Economic Growth," Economic
Record, Vol. XXXI (November, 1955).
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This particular insight provided by Balassa is valuable in
light of the obscurity of Marshall's discussion of external economies.
Marshall gives at best an ambiguous definition and a sketchy,
scattered discussion of the concept. This undoubtedly served to
delay the systematic treatment of external economies in economic
literature. This thought is expressed by Joseph Schumpeter when he
says:

At any rate it is understandable that both the leads given by

Marshall and the loose ends left by him must have started

discussion in any environment that took any interest at all

in the foundations of economic theory. The only thing to

wonder at is that this discussion took so long to burst into

print and to present results to the scientific public at large.

For instance, Professor Viner's famous paper on "Cost

Curves and Supply Curves"” that started from Marshall's

analysis . . . appeared only in September 1931.

Aside from Schumpeter's reference to Viner, the concept of

external economies was re-introduced prior tc 1931 by A. C. Pigou

in 1920 with the publication of his The Economics of Welfare.

Within the context of static equilibrium and welfare analysis Pigou
identifies external economies as the causative factor in the variance

between social and private net marginal productivity. In so doing

lJoseph Schumpeter, History of Economic Analysis (Oxford:
Oxford University Press, 1954), p. 1046.

2A. C. Pigou, The Economics of Welfare (fourth edition;
London: Macmillan and Company, 1962), especially Part II,
Chapters II and IX.
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he sets the stage for static equilibrium and welfare discussions con-
cerning the most efficient allocation of the national dividend under
conditions of variance between social and private net marginal produc-
tivity (utility). But more important for our purposes here, Pigou extends
the jurisdiction of the concept of external economies beyond the pro-
duction function to the consumption function. The resultant welfare
and equilibrium analysis is a study for another paper. ! The immediate
purpose of this study is to obtain a full understanding of the concept
of external effects.

Pigou's introduction of external economies into equilibrium
analysis resulted in a lively discussion of the nature and significance
of "empty economic boxes" and increasing cost industries which
greatly enhanced our understanding of the concept. Because this dis-
cussion did not contribute to an extension of the scope of the concept,
it is not of strategic importance to this study except insofar as it

2
firmly established the concept in economic doctrine.

1The interested reader can pursue this discussion by beginning
with: E. J. Mishan, "Reflections on Recent Developments in the Con-
cept of External Effects," The Canadian Journal of Economics and
Political Science, (February, 1965): Reprinted in Mishan's Welfare
Economics, (New York: Random House, 1964).

2These articles 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 clarification and distinction was added to the concept
of external economies by Jacob Viner in 1931, ! Viner defined external
economies as "those which accrue to particular concerns as the
result of the expansion of output by their industry as a whole, and
which are independent of their own individual outputs. n? In addition
to this rather classic and still limited definition, Viner divides
external economies into "technological” and "pecuniary”" external
economies, Technologicalv economies are those that consist of )
"reductions of the technological coefficients of production. w3
Pecuniary economies are those that are resultant from "reductions in
the prices paid for the factors as the result of increases in the
amounts thereof purchased. nd |

Howard S. Ellis and William Fellner in 1943 contributed one

more point of clarity by reminding us of the existence of not only

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

2Ibid., Readings, p. 217.
3Ibid., p. 213.

41bid.
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external economies but of external diseconomies as well. 1

Further clarity was brought to the concept of external
economies of the type found in static equilibrium analysis by J. E.
Meade in 1952 .2 Professor Meade distinguished between two types
of external effects; "unpaid factors of production” and "the crea-
tion of atmosphere."3 The first type is derived from "factors of
production for which the individual pays nothing” of the bee-orchard-
honey type. The second type is derived from "the fact that the
activities of one group of producers may provide an atmosphere whiqh
is favourable or unfavourable to the activities of another group of
producers. wd He gave as an example of this type afforestation schemes
in one locality which increase rainfall in that district which in turn
is favorable to the production of wheat. Meade's conclusions con-
cerning his two types of external economies are not important to us
here. What is important is his precise definition of external

economies and diseconomies.

1Howard S. Ellis and William Fellner, "External Economies and
Diseconomies,"” American Economic Review, Vol. XXXIII, (1943), pp.
493-511. Reprinted in, Readings in Price Theory, op. cit., pp. 242-
263,

2], E, Meade, "External Economies and Diseconomies in a
Competitive Situation,"” Economic Journal, Vol. IXII, (March, 1952),
pp. 54-67.

31bid., p. 56.

4Ibid., p. 62.
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Meade defined external economies and diseconomies rigo-
rously by identifying them in a production function where X;, the
output of a particular good, is equal to F] (1, cy; 1y, c3, Xs)
and, X9 = Fg (12, c2; 11, c1, X]) .1 In this definition the
existence of external economies is indicated by the presence of
the variables to the right of the semicolon. Since this is a' I-Jroduc-
tion function external economies, according to this definition, are
peculiarities of the production function. For that reason they would
be classified by Viner as technological external economies.

Thus far we have covered the meaning and significance of
the concept of external economies within the jurisdiction of
equilibrium and welfare analysis. Still, we have not yet come to
the main problem of this study; the significance of the concept of
external effects in development economics. As stated by Tibor
Scitovsky;

. it is becoming increasingly clear that the concept of
external economies does duty in two entirely different
contexts. One of these is equilibrium theory, the other is
the theory of industrialization in underdeveloped countries. 2

l1bid., p. 67.

2Tibor Scitovsky, "Two Concepts of External Economies,”" The
Journal of Political Economy, Vol. 62, (April, 1954), Reprinted in:
The Economics of Underdevelopment, edited by A. N. Agarwala and
S. P. Singh, (Oxford, Galaxy, 1963), pp. 295-308, p. 295.
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This second context is more particularly the concern of this study.
With the possible exception of Marshall's implicit application of the
term within a dynamic context, we have not yet examined this aspect
of the problem.

The dynamic interpretation of external economies in economic
development was first formally introduced to economic literature in
1943 by P. N. Rosenstein-Rodan in his, "Problems of Industrializa-
tion of Eastern and South-Eastern Europe. "1 In this article, Rosenstein-
Rodan identifies three types of external economies all of which are
dynamic in nature. To begin with Rosenstein-Rodan recognizes
external economies ;s the difference between social and private net
marginal productivity. He also recognizes, due to the motivational
force of profits, that private investment will not produce the necessary
capital supply for a successful development program. Thérefore he
states: "Existing institutions of international investment . . . are
inappropriate to the task of industrialization of a whole area. They
deal with too small units and do not take full advantage of external

2
economies."

1p, N. Rosenstein-Rodan, "Problems of Industrialization in
Eastern and South-Eastern Europe," The Economic Journal, Vol. 53,
(Tune-September, 1943). Also reprinted in The Economics of Under-
development, Ibid., pp. 245-255.

21bid., p. 247. Rosenstein-Rodan relied heavily on a
previous article by Allen Young, "Increasing Returns and Economic
Progress," Economic Journal, Vol. 38, (December, 1928), in
formulating his discussion.
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Rosenstein-Rodan defines the first of his three types of
external economies in terms of complementarity between industries. '
This complementarity provides the potential for external economies
which will in turn result in successful investment ventures. To

that extent they must be classified as dynamic. The point is made,

without a definition, by the following example of a shoe factory.

. . . Let us assume 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
substantially higher than their previously meager income
in nature. It would be impossible to put them into
industry at their previous income standard because they
need more foodstuffs than they had in their agrarian semi-
employed existence, because these foodstuffs have to be
transported to towns and because the workers have to pay
for housing accommodations. If the workers spent all of
their wages on shoes, a market for the products of their
enterprise would arise representing an expansion which
does not disturb the pre-existing market, and 90 percent
of the problem (assuming 10 percent profit) would be
solved. The trouble is that the workers will not spend
all their wages on shoes. If instead, one million unem-
ployed workers were taken from the land and put, not into
one industry, but into a whole series of industries which
produce the bulk of goods on which the workers would
spend their wages, what was not true in the case of one
shoe factory would become true in the case of a whole
system of industries: it would create its own additional
market, thus realizing an expansion of world output with a
minimum disturbance of the world markets. The industries
producing the bulk of the wage goods can therefore be said
to be complementary. The planned creation of such a

lComplementarities are not external esconomies. Instead the
term "Complementarity" refers to a relationship which exists between

economic units and gives rise to a potential for external economies.
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complementary system reduces the risk of not being able to
sell, and, since risk can be considered a cost, it reduces
cost. Itis in this sense a special case of "external
economies. !
It will be more clearly shown in Chapter III that this "special case
of external economies" is a horizontal transmission of pecuniary
external economies through the market for final goods. The con-
cept was not given explicit definition by Rosenstein-Rodan, perhaps
because this was its first statement. As such it presented itself as
quite different from the second type of external economy cited by
Rosenstein-Rodan; "the Marshallian economies external to the firm
within a growing industry. "2 This more familiar 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
industries."

Rosenstein-Rodan goes on then to clarify the role of external
economies in the dynamic process of industrialization. He points

out again that the existence of external economies gives rise to a

divergence between social and private net marginal productivity and

1Ibid-/ ppo 249"250.

21bid., p. 250.

31bid.
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that existing institutions of international and national investment,
which have as their driving force "the profit expectations of an
individ:al entrepreneur", ! do not take account of these external
econoriles.

This more dynamic discussion of the role 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 Countries, Nurkse provided

Rosenstein-Roden's first type of external economy with a definition.
In so doing, he added some clarity to the concept.

The notion of ‘external economies' seems applicable here,
though not quite in the sense in which Marshall commonly
used it. Each of a wide range of projects, by contributing
to an enlargement of the size of the market, can be said to
create economies external to the firm. Indeed, it may be
that the most important external economies leading to the
phenomenon of increasing returns in the course of economic
progress are those that take the form of increases in the
size of the market, rather than those which economists,
following Marshall, have usually had in mind . .

The external economies in the market sense, just l1ke
those of the more conventional type, can create a dis-
crepancy between the private and social marginal produc-
tivity of capital.?

11bid.

2Ragnar Nurkse, Problems of Capital Formation in Under-

developed Countries and Patterns of Trade and Development, (New York:

Oxford University Press, 1967).

3Ibid., 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 intra-indus_try transmissions of external economies through
the market for final goods. The context within which this contribution
was made will be explored further in Chapter III. However, it must
be noted here that Nurkse and Rosenstein-Rodan stimulated discussion
which in turn contributed toward further clarification of the concept.

This task was immediately taken up by J. Marcus Fleming in
his review of Nurkse's book.1 Fleming raises once again the question
of external diseconomies. He points out that external diseconomies
result from the competitive nature of economic interdependence and
that by emphasizing the complementary nature of economic interdepen-
dence, Nurkse and Rosenstein-Rodan fail to give due consideration to
external disecono‘fnies while they overemphasize external economies.

Fleming goes on to make a distinction between "horizontal"
transmissions of external economies between industries at the same
stage of production in different goods and "vertical" transmissions
between firms and industries that are related to each other vertically

as suppliers and users of each other's outputs.

17, Marcus Fleming, "External Economies and the Doctrine
of Balanced Growth," The Economic Journal, Vol. 65, (June, 1955):
Also reprinted in: The Economics of Underdevelopment, op. cit.,
pp. 272-294.
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There can be little doubt but that the conditions for a
'vertical' transmission 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 'horizontal' trans-
mission between industries at the same stage.!

. We have seen, however, that the chances are
much better for a 'vertical' propogation of external
economies, from customer industry to supplying indus-
try, and especially from supplying industry to customer
industry, and that development at different stages in
the same 'line' of production are more likely to afford
each other mutual support than those in different lines
of production. 2

It should be noted that Fleming went even further in this
classification by separating "vertical" external econémies into
forward and backward vertical transmissions. Forward transmis-
sions of external economies are those that are transmitted from
supplying industries to using industries. Backward transmissions
are from using industries to supplying industries. At the same
time he indicates that vertical transmissions are more likely to
occur than are horizontal transmissions and also that backward
vertical transmissions are more likely to occur than are forward

vertical transmissions.

The concept of external economies was given further clarity

1ibid., p. 285.

21bid., pp. 290-291.
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by Tibor Scitovsky in his article, "Two Concepts of External
Economies."l This article is perhaps the most comprehensive
article on the subject of external economies.

Scitovsky begins with an allegation that: "Definitions of
external economies are few and unsatisfactory." He goes on then
to point out that the discussions on the subject are varied and
dissimilar because " . . . the concept of external economies
does duty in two entirely different contexts. w3 These two entirely
different contexts are equilibrium theory and the theory of
industrialization in underdeveloped countries. According to
Scitovsky, it is necessary to have "two entirely different defini-
tions of external economies, one much wider than the other. ut He
argues further that "external economies as defined in the theory of
industrialization include, but go far beyond, the external economies

of equilibrium theory."

1Tibor Scitovsky, "Two Concepts of External Economies," The
Journal of Political Economy, Vol. 62, (April, 1954): Also reprinted in
The Economics of Underdevelopment, op. cit., pp. 295-308.

21bid., p. 295.

31bid.

41bid., p. 296.

SIbid.
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In discussing that type of external economy which is found
in equilibrium theory, Scitovsky points out that such external
economies are the product of economic interdependence. More
specifically, they are the result of "direct” economic interdependence.

Equilibrium theory, . . . is a static theory, concerned with
the economic system when it is in equilibrium. Most of its
conclusions are based on the assumptions of (1) perfect
competition on both sides of every market and (2) perfect
divisibility of all resources and products. These assump-
tions underlie the main conclusions of general equilibrium
theory, viz., that the market economy leads to a situation
of economic optimum (in Pareto's sense) provided that every
economic influence of one person's (or firm's) behavior on
another person's well-being (or firm's profit) is transmitted
through its impact on market prices. Expressed differently,
equilibrium in a perfectly competitive economy is a situation
of Paretian optimum, except when there is interdependence
among members of the economy that is direct, in the sense
that it does not operate through the market mechanism. In
general equilibrium theory, then, direct interdependence is
the villain of the peace and the cause for conflict between
private profit and social benefit. !

This expression of external economies as found in equilibrium
analysis by itself brings a great deal of clarity to the subject. How-
ever, Scitovsky goes on to distinguish five types of direct inter-
dependence from which external economies might arise. These are:

(1) "Interdependence of consumer's satisfaction" where the indi\iicégal's
satisfaction may depend not only on his consumption and service

activities but also on the satisfaction of other persons. (2) Producer-

consumer interdependence, where the person's satisfaction may be

11bid,
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influenced by the activities of producers not only through their demand
for his services and supply of the products he buys but also in ways
that do not operate through the market. Scitovsky calls these the
producer's "direct" influence on personal satisfaction. The best
known example of this, according to Scitovsky, is the factory which
inconveniences its neighborhood with fumes and noise which emanate
from it. (3) Consumer-producer's interdependence, where the
producer's output may be influenced by the actions of persons more
directly and in other ways than through their offer of services used in
production and their demand for the firm's output. The main instance
of this, in the opinion of Scitovsky, is the invention which facilitates
production and becomes available to all producers free of charge.

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

of case (1), where the output of one producer may depend not only

on his input of productive resources but also on the activities of other
firms. (5) Social-private interdependence, where society provides
social services through community action and makes them available
free of charge to all persons and firms. The best example of this
type would be public edu‘cation, public roads and other "social over-

head capitalﬂ. "

11bid., pp. 296-297.
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Of these five cases, cases (1) and (5) are of particular
importance to the study of welfare economics. It is because of
the existence of these two types of externalities that, according
to Scitovsky, welfare economists are so reluctant to make any
statements concerning personal welfare criteria.1 Scitovsky
points out that the remaining three cases, (2), (3), and (4) are
related to production and seem to be exceptional and unimportant
in equilibrium theory. Cases (2) and (3) are exceptional
because instances of these types are eliminated through zoning
ordinances and industrial regulation for case (2) and by patent
laws for case (3). Case (4) seems unimportant because there are
so few examples of this case in equilibrium theory.

Scitovsky goes on to say that there are many examples of
economic interdependence among producers (case 4), but that
"most of these are not examples of direct interdependence among
producers, which ts-the only meaning that can be attributed to the

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

l1bid., p. 297.

21bid.

Q.

3Ibid., p. 298.
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Most of the examples of economic interdependence among producers
to which he is making reference are not found as much in equilibrium
theory as in the theory of the industrialization of underdeveloped
countries.

Scitovsky points out that those types of external economies
which arise out of direct economic interdependence are “technological"
external economies, the only kind found in equilibrium theory. His
statement follows:

. . . For this reason it is convenient to call them

"technological external economies" while this will

distinguish them from another category of external

economies to be introduced presently, we must bear

in mind that technological external economies are the

only external economies that can arise because of

direct interdependence among producers and within the

framework of general equilibrium theory. 1

Scitovsky then takes up the types of external economies which
are found in development literature. After pointing out that he has
been "unable to find a definition of the concept in the literature

2
dealing with underdeveloped countries.” He attempts his own

definition which he adapts from Meade.

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

11bid., p. 298.

2Ibid., p. 299.
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producers. . . . We can express this in symbols by the
function Py=Gfxy, 11, c1, . . .i X3, lg,¢c2, . . .),
which shows that the profits of the firm depend not only on
its own output and factor inputs but also on the output and
factor inputs of other firms; and we shall say that in the
context of underdeveloped countries external economies are
said to exist whenever the variables to the right of the
semicolon are present. !

Scitovsky further points out that the above definition includes
both direct and non-direct interdependence among producers. Non-
direct interdependence acts through the market mechanism and there-
fore these types of externalities are called "pecuniary external
economies" to distinguish 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 inter-

2
dependence. These are as follows: (1) When investment in industry A
results in a decrease in the cost of A which is an input for industry B,
industry B then receives a reduction in cost and/or an increase in

profits resultant from the forward transmission of pecuniary external

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

1Ibid., p. 300.

21bid., 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 transmission of external economies
along vertical lines. (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 substitute 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 raised by the expansion of industry A will also enjoy the effects
of pecuniary external economies from expansion of industry A. This
type of pecuniary external economy was classified as "horizontal” by
Fleming and is the effect which is emphasized by Nurkse and Rosenstein-
Rodan in the "theory" of balanced economic growth.

Thus far, in this chronological discussion of the evolution of
the concept of external effects, the all-pervasiveness of the concept
has been observed. Also, it has been suggested that there is no single
work which gives a completely comprehensive and detailed discussion of
external economies in all their different forms and usages. The
article hy Scitovsky seems to be the most definitive article currently
available. Yet there still does not seem to be a truly definitive dis-

cussion of this concept. Therefore, by way of synthesizing the
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contributions found in the preceding articles, an attempt will be made
in the next few pages to bring a greater degree of clarity to the subject

of economic externalities.

A Definition of Economic Externalities

Scitovsky's most significant contribution to the theory of
external economies was perhaps his pointing out that they are the
product of economic interdependence. There can be no doubt about
the all-pervading fact of interdependence between participants and
functions of the economy. Whether dealing with an abstract micro-
economic model in which a single producer produces a narrow selec-
tion of goods with primitive methods or a complex macroeconomic
description of an actual economy with its diversified and complex
industrial networks, one must be cognizant of the existence of
economic interdependence. This relationship exists in all economic
activity and it is universally known and understood by economists.
However, it is generally given only implicit recognition. Thus, it
may be appropriate to conclude that the theory of economic externalities
is an explicit account of the existence of economic interdependence,

Since economic interdependence is so all-encompassing and
since economic externalities are derived from economic interdependence,

a good definition of external effects should perhaps be general enough
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to cover all types of interdependence. In this regard the following
definition is offered. Economic externalities are the forces which
cause one individual's, firm's, or industry's profitability, produc-
tive efficiency, or utility to be increased or decreased by the
activities of some other individual, firm, or industry which affect
the former directly or indirectly. For the sake of further clarity it
is necessary to analyze the above definition.

First, it must be understood that external effects can be
transmitted between and among individuals, firms, and industries.
The number of possible combinations is limited only by the number
of separate entities in the economy. There can be; consumer-
consumer, consumer-producer, producer-consumer, producer-
producer, inter-industrial and inter-sectoral transmissions of
external economies, to name only a few. The relationship can
exist between supply and demand, the public and private sector,
and between buyers and sellers. No aspect of economic activity
is free from the effects of external economies or diseconomies.

Second, external effects can be positive or negative.

Positive external effects are called external economies which cause

an individual's, firm's or industry's profitability, productive

efficiency or satisfaction to be greater because of the actions of
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some other individual, firm or industry. Negative external effects

are called external diseconomies which cause an individual's, firm's

or industry's profitability, productive efficiency or satisfaction to
be lessened because of the actions of some other individual, firm
or industry.

Third, there are two aspects of economic interdependence;
competition and complementarity. Activities which result in the
transmission of external economies between individuals, firms, or
industries which are complementary to each other will result in trans-

missions of external diseconomies between those that are competitive

in their relationship. For example: An increase in output and con-
sequent decrease in the price of colfee may result in external
economies to the dairy industry whose product (cream) is used in
conjunction with coffee. This same action, on the other hand, may
result in the transmission of external diseconomies to the tea industry
which competes with coffee.

Fourth, economic interdependence may be direct or indirect.
Direct economic interdependence results in the~ transmission of economic
externalities in ways other than through the market. For that reason

these external effects are called technological or non~pecuniary.

Indirect economic interdependence results in the transmission of
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external effects through the market. Therefore they are referred to
as pecuniary external effects. Most of the discussion in economic
literature has centered on the concept of technological external
effects. This is the only type of external effect that can be treated
under the assumptions of static, microeconomic, equilibrium and
welfare analysis. However, dynamic macroeconomic analysis must
include both technological and pecuniary external effects.

Fifth, the elements of an economy, especially firms and
industries, may be related to each other horizontally when at the
same stage of production, usually at the final goods stage, and
vertically as suppliers and users of each others inputs or outputs.

It is useful, therefore, to divide economic externalities along these
lines. Because of this, we may speak of horizontal transmissions
of external effects between firms or industries that are indirectly
related to each other through the market for final goods. We may
also speak of vertical transmissions among firms or industries that
are directly related to each other as suppliers and users of each
others inputs and products.

Vertical transmissions may be further divided into forward and
backward transmissions of external effects. Forward transmissions

of vertical external economies and diseconomies are from supplier
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to user, industry or firm. Backward transmissions are from user
to supplying industries or firms.

Horizontal transmissions of external effects are pecuniary
in nature. The reason for this is that the transmitting and receiv-
ing firms or industries are related only through the market for final
goods. Vertical transmissions of external effects may be techno-
logical or pecuniary. The reason for this is that there is not only
a direct interdependence through production functions but also there
may be, in some instances, indirect interdependence through the
market for their outputs or inputs,

Finally it must be recognized that the existence of external
economies and diseconomies gives rise to a divergence between the
social and private net marginal productivity or utility which is
resultant from any given economic activity. For that reason, most
of the traditional criteria used in judging economic efficiency must
be amended when the general economic welfare is considered rather
than that of an individual. The criteria of economic efficiency should
be amended to include at least an intuitive awareness of the effects of
economic externalities. Such an awareness should assure greater
general economic welfare. This is especially true when the criteria
are applied in such a vital subject as industrialization in underdeveloped

economies.,
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Measurability of External Effects

The more or less traditional concept of external effects which
is found, for example, in the works of Marshall, Pigou, Viner, and
Meade has been widely accepted as not subject to empirical verifica-
tion. The primary reason for this condition is that the traditional
concept of external effects is the notion of technological economic
externalities. The reader will recall that technological externalities
are transmitted directly between the transmitting and receiving agents.
That is to say, they are not transmitted through the market.

Economic calculation is made in terms of prices and costs
which involve market transactions. Therefore, transmissions of
external effects that take place outside of the market cannot be calcu-

lated except as the marginal difference under the ceteris paribus

assumption. True, the ceteris paribus assumption is of unquestionable

usefulness in pure theory. Measurement on the other hand involves,
and demands, more realistic assumption; Therefore, it must be
conceded that no more than an intuitive measurement of technological
external effects is likely to be accomplished.

This "intuitive measure" of external effects has been present

throughout the discussion of external effects. It is found in Pigou's

classification of increasing and decreasing cost industries and
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especially in welfare literature where it is assumed, for example,
that a factory in a residential area disseminates net external dis-
economies. The intuitive measure of external effects is also found
in policy as it is implied, for example, in zoning ordinances and
other public policy. !

Personal and interpersonal transmissions of external effects,
wherein an individual's utility function is affected, are not subject
to empirical verification. To do this would involve the use of
cardinal utility measures which are generally thought to be impos-
sible. However, it is not uncommon to find intuitive estimates of
external effects on individual preference and utility functions.

Pecuniary external effects on the other hand are transmitted
through markets. For that reason there is @ much greater likelihood
that, with enough statistical information and the right econometric
instruments, this type of external effect could be measured. In

fact, a great deal of work has been done in this area by H. B. Chenery

lpor further examples of when this intuitive measure has been
used, see: R. H. Coase, "The Problem of Social Cost," The Journal
of Law and Economics, Vol. III, (October 1960), pp. 1-40.
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and others. )

The¥e econometric studies have attempted to measure
pecuniary external economies especially in their application as
investment criteria in development programs. It is worth noting
here that these studies began with the concept as used and
developed in the works of Nurkse, Rosenstein-Rodan, Fleming,
and Scitovsky. The studies were based on a great deal of
statistical data and econometric methodology. The method used
is primarily input-output analysis, particularly as applied to
major sectors of the economies studied.

A conservative evaluation of the success of these attempts
must recognize that in most cases a great deal of economic inter-

dependence was discovered to exist between most industries and

sectors of the economies which were studied. These results led

1See; H. B. Chenery, "Overcapacity and the Acceleration
Principle," Econometrica, Vol. 20, (January 1952). H. B. Chenery,
"The Application of Investment Criteria," The Quarterly Journal of
Economics, Vol. 67, (February, 1953). H. B. Chenery, "The Role
of Industrialization in Development Programs," American Economic
Association: Papers and Proceedings, Vol. 45, (May, 1955). H. B.
Chenery and Kenneth S, Kretschmer, "Resource Allocation for Economic
Development," Econometrica, Vol. 24, (October, 1956). H. B.
Chenery and T. Watanabe, "International Comparisons of the Structure
and Production," Econometrica, Vol. 26, (October, 1958). H. B.
Chenery, "The Interdependence of Investment Decisions," The Alloca-~
tion of Economic Resources, Edited by Moses Abramovits and others,
(Stanford, California: Stanford University Press, 1959), pp. 82-120.
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to a reinforcement of the contention that in a dynamic setting maxi-
mum efficiency of investment allocation might best be obtained
through coordinated investment programs. Chenery and Watanabe
were also able to rank industries and sectors according to the
magnitude of external economies transmitted by them. In addition,
Chenery has succeeded under simplifyipg assumptions in measuring
and assigning numerical coefficients to external economies. _

After these studies it is difficult to deny that pecuniary
external effects are in some way measurable. Furthermore, it is
difficult to deny the possibility of extending the accuracy of this
measurement in the future. In the end it may be concluded that
pecuniary external economies are not only potentially measurable,
but that a great deal has been done by way of actually demonstrating
this.

As 'a result of this potential measurability, the concept of
external effects may some day be considered as more than an
abstract reality but as one more of the significant criteria to be used
in making investment decisions. These new criteria would be
particularly relevant to the problem of industrialization in under-

developed countries.
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The Scope of Economic Externalities in the

Theory of Economic Development

There is little reason to doubt the all-encompassing nature
of economic interdependence. At the same time, as demonstrated
by Scitovsky, there is little reason to doubt that economic
externalities are derived from economic interdependence. A ques-
tion remains, however, concerning the scope of the concept of
economic externalities in the theory of economic development. Are
economic externalities as all-encompassing as economic inter-
dependence? At least a partial answer to this question can be
derived by examining a lesser question. Can it be demonstrated
that external effects must be exploited as a prerequisite to economic
development ?

Many economists believe that the exploitation of external
economies is strategic to the process of economic development.
According to John H. Adler, external economies are "an essential
prerequisite for an acceleration of the rate of economic development."
He goes on to say that the present differences in the stages of

economic development of various countries can perhaps be explained

lIohn H, Adler, "The Fiscal and Monetary Implementation of
Development Programs," American Economic Association, Papers
and Proceedings, Vol. 42, (May, 1952), pp. 584-600.
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more adequately by investigating why in some countries external
economies were existent while in others they did not materialize,

External economies affect both supply and demand accord-

ing to Rosenstein~Rodan:

Social overhead capital is the most important instance
of indivisibility and hence external economies on the
supply side. Its services are indirectly productive
and become available only after long gestation periods.
Its most important products are investment opportunities
created in other industries. Social overhead capital
comprises all those basic industries like power,
transport, or communication which must precede the
more quickly yielding, directly productive investments,
and which constitute the framework or infrastructure and
the overhead cost of the economy as a whole . . . a
high initial investment in social overhead capital must
either precede or be known to be certainly available in
order to pave the way fbr additional more quickly
yielding directly prod%ctive investments.

Nurkse had the following comments to make about Rosenstein-
Rodan's statement concerning the need to exploit thé external
economies potential to social overhead capital.
To me, the most important substantive point, stressed
in the paper, before us, is that public overhead invest-

ment creates investment opportunities in directly produc-
tive activities. . . . Overhead investment lays down

l1bid., p. 587.

2P, N. Rosenstein-Rodan, "Notes on the Theory of the Big
Push" printed in Economic Development for Latin America, edited
by H. S. Ellis, (London: Macmillan and Company, 1961),
pp. 60-61.
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the essential framework for miscellaneous economic
activity. It represents a non-specific, initiatory,
pioneering type of investment. The demand for the
basic services it provides may be totally inadequate
to start with. Overhead capital may have to build
ahead of demand. Since it provides inducements for
directly productive investments, it tends eventually
to create its own demand. A structure of public over-
heads causes economic activity to grow up around it
and creates in this way an increasingly full and
profitable demand for the services which it provides.

With this statement, Nurkse indicates that he is in agreement with

Rosenstein-Rodan concerning the need to exploit external economies

through social overhead capital as a solution to the supply dilemma.

In addition, he indicates the effectiveness of social overhead

capital in providing external economies from the demand side of

the issue.

Further testimony to the effect that external economies are
strategic in the development process is supplied by Hans W, Singer.
In the following passage, Singer not only emphasizes the need for
external economies but he also identifies social overhead capital
as a primary provider of external effects.

The most productive form of development is the systematic

creation of external economies in economic production,

especially in the fields of transport and power. The
soundest type of development is the one requiring you to

lRagnar Nurkse, "Further Comments on Professor Rosenstein-
Rodan's Paper," Economic Development for Latin America, Ibid.,
P. 75.
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cast your bread upon the waters by expending an enormous
amount of capital in the creation of external economies
without immediate return., It would be much easier if it
were the other way round, if one could start off with light
investments bringing immediate returns which could then
be utilized for heavier investments, gathering strength in
the process. Butitis not so. Hence, underdeveloped
countries with the modest resources at their disposal and
with a natural impatience for results, are under constant
temptation to skip the necessary external economies and
engage in premature projects which fail to attain their full
productivity for lack of external economies, or else to sit
back hopelessly and do nothing.1

W. W, Rostow also indicates the need to exploit external
economies through social overhead capital in his discussion of the
"preconditions stage." He says, for example:

Where data exists on the level and pattern of capital forma-

tion in pre-take-off societies--and for the take-off as well--

it is clear that a very high proportion of total investment
must go into transport and other social overhead outlays.

. . the profits from social overhead capital often return
to the community as a whole--through indirect chains of

causation--rather than directly to the initiating entre-
preneurs . 2

Rostow's use of the word "indirect” is an implicit recognition of
economic interdependence and hence economic externalities. The
significance of this word is that even though he does not come right

out with the term external economies, it nevertheless appears to be

1Hans W, Singer, “"Economic Prdgress in Underdeveloped
Countries," Social Research, Vol. 16, (March, 1949), p. 6.

2W. W. Rostow, The Stages of Economic_Growth (London
and New York: Cambridge University Press, 1963), pp. 24-25.
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the subject to which he is referring.

Norman S. Buchanan, too, recognizes the importance of
external economies when he says: "transportation, communication
and marketing are perhaps the most productive form that real
capital formation can initially assume in the low income areas."
Kindleberger, on the same ground, also mentions his "predilection
for transport and education as top priorities. n It is also on this
ground that several economists insist that the concept of investment
in underdeveloped countries must include such expenditures as cost
of technical training, health service and other social overhead
capital.

Nurkse often stressed that the lack of basic services such
as transport, power and water supply is a serious bottleneck in
poor countries, and is unfavorable to private investment. But,

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

INorman S. Buchanan, "Deliberate Industrialization for Higher
Incomes," Economic Journal, Vol. 56, (December 1946), p. 541.

2Charles P. Kindleberger, Economic Development, Op. cit.,
p. 166.

3See for example, Adler, "The Fiscal and Monetary Implementa-
tion of Development Programs"”, Op. cit., p. 585 and Richard Goode,
"Adding to the Stock of Physical Human Capital," A.E.A., Papers
and Proceedings, Vol. 49, (May 1959), pp. 147-148.
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why the private foreign investment of advanced countries in under-
developed countries has been mainly confined to extractive industries
and not to industries catering to the domestic markets of under-
developed countries. This lack of domestic demand represents a
lack of external economies which would provide incentive to private
investment. ! Pursuing the same line of argument on the supply side,

Adler says:

It is the lack of external economies which presumably is
more responsible than any other factor for the limited
volume of small and medium sized foreign investment in
underdeveloped countries; or conversely, it may be con-
sidered as one of the main causes for the fact that
private foreign investment has been concentrated in
large-scale enterprises which compensate for the lack of
external economies of the industry through the horizontal
and vertical integration of the processes of production.2

It follows from an understanding of the importance of external
economies as an important factor determining the rate of economic
growth that their relative insignificance in underdeveloped
economies may slow down the rate of capital formation and hence

economic development. The existence of external economies is,

l1Ragnar Nurkse, "The Problem of International [nvestment
Today in Light of the Nineteenth Century Experience," Economic
Journal, Vol. 64, (December 1954), pp. 744-58.

2Adler, "The Fiscal and Monetary Implementation of
Development Programs," op. cit., p. 591.
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as pointed out by Paul Baran, "not a sufficient condition of
economic growth, ul but it seems that without them rapid economic
growth can hardly take place. This thought is given expression by
Adler in the following passage:

. If the rate of economic growth of underdeveloped
countries is to be accelerated, main reliance has to be
placed on the creation of external economies through
the availability of social overhead capital.

After this discussion it is difficult to deny that the concept
of external economies has a strategic position in development
analysis. In fact, this thought can be carried even further to the
point of saying that it is difficult to deny the proposition that the
development of external economies might represent a key force in
the process of economic development. Consequently, it should
not be difficult to understand why attempts have been made to
construct theories, and especially partial theories of economic

development, on the basis of exploitation of the external economic

effects which naturally arise out of economic interdependence.

1Paul A. Baran, The Political Economy of Growth (New York:
Monthly Review Press, 1957), p. 191.

2Adler, op. cit., p. 590.



CHAPTER III

BALANCED GROWTH
Introduction

Charles P. Kindleberger in his book, Economic Development,
discusses three meaningful interpretations of balanced growth. ! He
classifies balanced growth concepts which have relevance to
economic development as: (1) balance in supply, (2) balance in
consumer demand, and (3) sectoral balance. It must be pointed
out that balance by sectors is a concept which overlaps the other
two. Balance through supply and balanced consumer demand are
more easily compared because one of them, balance through supply,
is concerned with the vertical interdep;gdence between firms and
industries, while the other one, balance through consumer demand,
relates to the horizontal relationship between firms and industries.

Kindleberger goes on to point out that: "like many distinc-

tions in economics, that between horizontal and vertical ordering of

lCharles P. Kindleberger, Economic Development, 2nd edition
(New York: McGraw-Hill, 1965), pp. 201, 204, 216.
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1

industry breaks down in practice." Thus, he recognizes the problem
of oversimplification which accompanies his classification of balance
in supply (vertical balance) and balance in demand (horizontal
balance). Nevertheless, the concept of balanced growth does deal
with two aspects of economic activity; supply and demand. Conse~
quently it is useful to retain the classification.

This same distinction is made by P. P. Streeten, a foremost
critic of balanced growth, in the following statement.

Balanced growth has a horizontal and a vertical aspect.

It implies a balance between, say, shoes, food and

clothing but also between agricultural raw materials and

manufacturing production, between capital goods and

consumer's goods, between public utilities and other

investment, between exports and production for the

home market, etc. The case for balanced growth rests

upon the relation of complementarity between wants,

between factors and products at various stages of
production.

Balance in Supply

Perhaps it is because Rosenstein-Rodan is aware of the

supply as well as the demand case for balanced growth that S. K. Nath

11bid., p. 202.

2P, P. Streeten, "Unbalanced Growth," Oxford Economic
Papers, Vol. II, (June, 1959), pp. 167-190, p.1l71.
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labels Rosenstein~Rodan's concept as "the most fruitful and sugges-
tive. "1 Not only is Rosenstein-Rodan's work definitive for both
balance in supply and balance in demand but it seems to be the most
analytically definitive treatment of balance in supply. Perhaps that
is why Kindleberger associates the concept of balance in supply
with Rosenstein-Rodan.

Rosenstein~Rodan's treatment of balanced growth is found in
his theory of the "Big Push”. Rosenstein~-Rodan's balanced growth
is built on three different indivisibilities and their subsequent
external economies. These include: (1) Indivisibility in the pro-
duction function, especially in the supply of social overhead capital
(lumpiness of capital), (2) indivisibility of demand (complementarity
of demand), and (3) indivisibility (kink in the supply of saving.4

The first and third indivisibility relate to balance in supply and will

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

2Kindleberger, Economic Development, Op. cit., p. 202.

3Indivisibilities are not external economies. Rather their
existence presents an opportunity for the propagation of external
economies which if left unexploited could result in barriers to
economic development.

4Rosenstein-Rodan, "Notes on the theory of the big push",
Op. cit., p. 59.
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therefore, be discussed at this time. The second indivisibility
relates to and is fundamental to balance in demand and will be
discussed later under that heading.

According to Rosenstein-Rodan, indivisibility in the produc-
tion function is fundamental. If it did not exist, the others would
not arise. He comments further that linear homogeneous produc-
tion functions are completely unrealistic. He says:

They imply no economies of scale or of agglomeration, no

entrepreneurship, no phenomenon of minimum quantum or

threshold, . . . Inreality there are indivisibilities in

the production function. They create not only non-

constant returns but also risks of investment and imperfect

markets which give rise to the indivisibility (comple-

mentarity) of demand. 1

According to Rosenstein-Rodan, "social overhead capital
is the most important instance of indivisibility and hence external

2
economies on the supply side.” He points out that the services
of social overhead capital of transportation and education are indi-
rectly productive. He also contends that the most important pro-
duct of social overhead capital is investment opportunities created

in other industries.

According to Rosenstein~Rodan, social overhead capital is

11bid., p. 60.

2Ibid.
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characterized by four indivisibilities: (1) it is indivisible
(irreversible) in time, it must precede other, directly produc-
tive investments, (2) its equipment has a high minimum durability.
Lesser durability is either technically impossible or much less
efficient therefore it must be lumpy, (3) a minimum social
overhead capital mix is a condition for getting a development plan
started and (4) it has long gestation periods. ! These indivisi-
bilities give rise to external economies. Consequently, the
exploitation of indivisible capital such as social overhead capital
can be quite stimulating to economic growth.

The argument for balance in supply depends upon these
indivisibilities and the divergence between social and private net
marginal productivity arising out of their subsequent external
economies. According to Rosenstein-Rodan's analysis, the "Big
Push" is a prescription for the dilemma an underdeveloped country
finds itself in. Namely, that economic development is impossible
without the external effects of social overhead capital and the
private profitability of social overhead capital is so small as to
virtually preclude any private investment. The solution to this

dilemma is to undertake social investment in those industries with

Ibid., p. 61.
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high indivisibilities, low private profitability and extensive
potential for economic externalities. Once this 'is done there
should be a vertical transmission of external economies-of both
a technological and a pecuniary nature.
It might easily happen that any one enterprise would
not be profitable enough to guarantee payment of
sufficient interest or dividend out of its own profits.
But the creation of such an enterprise, e.g., produc-
tion of electric power, may create new investment
opportunities and profits elsewhere, e.g., inan
electrical equipment industry. - If we create a
sufficiently large investment unit by including all the
new industries of the region, external economies will
become internal profits out of which dividends may be
paid easily.
The object of the "Big Push," then, is to invest in a wide variety
of areas including social overhead capital as well as other, more
directly productive areas. The impact of such investments, in
spite of their inherent indivisibilities and low profitability, will
be a vertical transmission of both technological and pecuniary
external economies among the separate indusiries. The result
will be each of the separate industries contributing to the profit-
ability of the others. 1In this way, a joint investment program can

cause successful development where uncoordinated investment

would never get off "dead-end."

1Rosenstein~Rodan, "Problems of Industrialization of Eastern
and South-Eastern Europe," Op. cit., p. 251.
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This impact is necessary not only from the pecuniary,
profitability viewpoint but also from the point of view of
technical complementarity and indivisibility of production
coefficients. From the point of view of strictly material
balances it is difficult to have an electrical equipment
industry without an electrical transmitting industry and vice
versa. In short, from the supply side of technical production
coefficients it is difficult to have one sector without the other.
On the other hand, the simultaneous expansion of several
industries or sectors in the economy makes each separate
industry or sector possible.

Although balance in supply as formulated by Rosenstein-
Rodan emphasizes forward transmissions of pecuniary external
economies from supplying to using industries, it also includes
others. These are forward and backward transmissions of
technological external economies and backward transmissions of
pecuniary external economies from using to supplying industries.

Rosenstein-Rodan uses the concept of indivisibility in the

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

1This analysis inciudes the importation of necessary
materials as an additional sector, the import sector. It, too,
would be interdependent with other, domestic, sectors and there-
fore subject to essentially the same analysis.
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His analysis implies a purely pecuniary transmission of external
economies from investment to saving. Thus he says:

In the first stage when income is increased due to an

increase in investment which mobilizes additional

latent resources, mechanisms must be provided which

assure that in the second stage the marginal rate of

saving is very much higher than the average rate of

saving. . . . A zero (or very low) price elasticity

of the supply of saving and a high income elasticity

of savings thus constitutes the third indivisibility.
The pecuniary external economy which must be exploited in this
case arises out of the indirect economic interdependence
between saving and investment. Successful investment activity
results in increased income which results in increased saving and
hence increased capital supply. Since, in Rosenstein-Rodan's
context the initial capital investment comes from borrowing, invest-
ment comes before saving, and transmission of external economies
can therefore be classified as pecuniary and forward-vertical.

Balance is necessary here to assure that investment will be success-

ful and that increased incomes and hence saving may be resultant.

Balance in Demand

The foundation for the theory of balance in demand was pre-

sented in Allen Young's article, "Increasing Returns and Economic

1Rosenstein—Rodan, "Notes on the theory of the 'Big Push',"
Op. cit., p. 65.
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1
Progress.”" Young begins with an adaptation of Adam Smith's con-
tention that the division of labor is limited by the extent of the
market. Young restates this as the inducement to investment being
limited by the size of the market. This is the first discussion of
what was later to be identified as horizontal transmissions of

pecuniary external economies.

. Adam Smith's famous theorem that the division of
labour depends upon the extent of the market . . . one
of the most illuminating and fruitful generalizations which
can be found anywhere in the whole literature of economics .

. In the use of machinery and the adoptation of indirect
processes there is a further division of labour, the economics
of which are again limited by the extent of the market . . . ,
Of course, there are economies of what might be called a
secondary order. . . . The economies of round about
methods . . . depend upon the extent of the market .

Taken a country's economic endowment as given, however,
the most important single factor in determining the effec-
tiveness of its industry appears to be the size of the market.

. The rate at which any one industry grows is conditioned
by the rate at which other industries grow, but since the
elasticities of demand and of supply will differ for different
products, some will grow faster than others.

The operation of horizontal transmissions of pecuniary
external economies can be illustrated easily with a simple example,

Suppose an investment is made in industry A which produces final

1Allen Young, "Increasing Returns and Economic Progress,"
Economic Journal, Vol. 38, (December, 1928), pp. 527-542.

2Ibid., pp. 529, 530, 531, 532, 534.
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goods unrelated to the production of final goods in industry B.
The incomes derived from the expansion of industry A will be
used to increase demand for the output of industry B. On the
other hand, the resultant expansion in the output of industry B
will result in increased incomes with which increased demand
will be exerted for the output of industry A. In addition,
increased incomes derived from the increased output of both
industries A and B can result in some expansion of the demand
for industry C's output. In this way expansion can result through
the complementarity of the demand for final goods enjoyed by all
industries. Also, in this way, "change becomes progressive and
propagates itself in a cumulative way."

In essence the employees of all the firms in each industry
become each other's customers. Through the complementary
demand relationship which each has with each other, expansion in
each industry results in market externalities which are appropriable
to each other industry. The pattern which is followed in these
transmissions is similar to that in the operation of the simple
Keynesian multiplier.

Rosenstein-Rodan's second indivisibility is related to this

1Tbid., p. 533.
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same analysis. The indivisibility of demand is the foundation for
Rosenstein-Rodan's theory of balance in demand. In discussing
this indivisibility, Rosenstein-Rodan makes the following state-

ments.

Relatively few investments are made in the small market of
an under-developed country. If all investment projects
were independent (which they are not) and if their numbers
grew, the risk of each investment project would decline

by simple actuarial rules. . . . In reality, however,

various investment decisions are not independent. Invest-

ment projects have high risks because of uncertainty as to
whether their products will find a market.

On the basis of this indivisibility (complementarity) of
demand, Rosenstein~Rodan argued for a spreading of investment
funds throughout a variety of basic industries in a manner which is
consistent with demand and supply elasticities. A single industry
cannot be relied on to furnish all the demand for its product out of
its own production alone. On the other hand, if a wide variety of
industries are developed simultaneously there is a greater likelihood
that together they will furnish a complementary demand for their
total output. Rosenstein-Rodan uses his example of the shoe

industry to illustrate this relationsl'xip.2

lRosenstein-Rodan, "Notes on the theory of the 'Big Push',"
Op. cit., pp. 61-62.

2See Chapter II, p. 13.
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This recognition of horizontal transmissions of pecuniary
external economies and the complementary interdependence of all
industries through the demand for their final products is the founda-
tion of the concept of balanced economic development through
demand. Producing only one good will result in a deficiency of
demand and failure of the industry. Production of a variety of
goods, provided that it is consistent with probable consumpticn
patterns, will result in an adequate demand for all industries and
hence successful economic development.

The most controversial formulation of balance in demand was

developed by Ragnar Nurkse in Chapter I of Problems of Capital

1 .
Formation in Underdeveloped Countries. Nurkse's formulation of

balanced growth is primarily balance in demand and it depends to a
great extent on the foundations built by Allen Young and Rosenstein-
Rodan. Nurkse's formulation of balanced growth is a special response
to problems of capital formation and investment incentives. This is
illustrated by the title of Chapter I, "The Size of the Market and

the Inducement to Invest." However, Nurkse does not overlook the

supply side of the problems of capital formation. In fact, he admits

I Nurkse, Problems of Capital Formation in Underdeveloped
Countries, Op. Cit.
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that these problems which are generally given the bulk of attention
by economists are deserving of that attention.

Nurkse begins his analysis of underdeveloped countries with
a discussion of "vicious circles of poverty." He points out that
there are actually two vicious circles. One of these is related to
the supply of capital and the other is related to the demand for
capital. The latter is discussed below.

. + On the demand side, the inducement to invest may be
low because of the small buying power of the people, which
is due to their small real income, which again is due to low
productivity. The low level of productivity, however, is a
result of the small amount of capital used in production,
which in its turn may be caused at least partly by a small
inducement to invest.

According to Nurkse, even if it were possible to break the
more important capital-saving circle of poverty, the underdeveloped
country would still be faced with the second circular relationship,
that of investment incentives. For that reason, this circular relation-
ship must be understood. Before any theory of economic development
can be complete it must provide an explanation of how to break this
circular relationship.

Nurkse begins his analysis of the demand for capital with the

same modern variant of Adam Smith's proposition that the division of

hid., p. 5.
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labor is limited by the size of the market which is found in the works
of Young and Rosenstein-Rodan. The basic foundation of his analysis
is that the inducement to invest is limited by the size of the market.
This proposition is consistent with the commonly accepted notion
that the demand for capital, or any factor of production, is a derived
demand and that it depends upon the demand for the final output.
Businesses will not usually employ additional capital unless they
expect their investment to be profitable. This profitability depends
largely on increased sales.

The crucial determinant of the size of the market, according
to Nurkse, is the volume of production. He makes this point in the
following way.

. . . The size of the market is not only determined but

actually defined, by the volume of production. . . . We

are here in the classical world of Say's law. In under-
developed areas there is generally no 'deflationary gap'’
through excess savings. Production creates its own
demand, and the size of the market depends upon the

volume of production. In the last analysis, the market

can be enlarged only through an all-round increase in

productivity. Capacity to buy means capacity to produce. 1
He goes on to explain that the volume of production depends upon

the level of capital-intensity of production and that for every

individual entrepreneur the use of capital is inhibited by the size

11bid., pp. 8-9.
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of the market.

Nurkse then uses Rosenstein-Rodan's example of the shoe
factory to illustrate his point that even though, in underdeveloped
areas, Say's Law is valid in the sense of no deflationary gap, it
is not valid in the sense that any newly created industry can create
its own demand out of its own production alone. The basic problem
which inhibits a single-industry expansion of the market is seen by
Nurkse as the "inevitable inelasticity of demand at low real income
levels. "1 A second problem recognized by Nurkse is referred to as
"technical discontinuities in capital formation." By this he refers to
what Rosenstein-Rodan discussed as the indivisibility of capital.

Since there is a lumpiness in social overhead investments,
there are some difficulties in attempting to make the investment size
fit the size of the market. Thus it is necessary that there be "jumps"
in the rate of investment in social overhead capital. The necessity
of these "jumps" adds to the risk of investment in these areas by
private enterprise. Therefore, there is a compounding of the basic
lack of incentive to invest which is characteristic of underdeveloped
areas.

This summarizes Nurkse's analysis of the vicious circle of

l1bid., p. 9.
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poverty as it is derived from the demand for capital. Nurkse is not
pessimistic about this circular relationship. In fact he suggests
that once the circle is broken the same relationships that make it
vicious can make it beneficient in terms of sustained, cumulative,
1
growth.
Nurkse goes on to point out that the concept of balance is
inherent in the Classical Law of Markets (Say's Law).
John Stuart Mill's formulation appears to be that,
Every increase of production, if distributed without mis-
calculation among all kinds of produce in the proportion
which private interest would dictate, creates or rather
constitutes its own demand. 2
According to Nurkse, an increase in the production of one good
alone may not result in an equal increase in the demand for that
good. An increase in the production of a wide range of goods con-
sistent with consumption demands should, however, successfully
create an equal amount of demand. Consider further that with a

given labor force and given techniques of production and natural

resources, it is only through the use of more capital that such an

libid., p. 11.

27, 8. Mill, Essays on Some Unsettled Questions of Political
Economy (London School of Economics Reprint, 1948), p. 73.
This writer quotes from: Nurkse, lbid., pp. 11-12.
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increase in production can be brought about. Thus balanced growth
is seen by Nurkse as an essential means of enlarging the size of
the market and creating an inducement to invest. This in turn is
resultant from horizontal transmissions of pecuniary external
economies.

Thus far we have seen how the exploitation of vertical and
horizontal external economies can operate through a "Big Push" or
balanced growth. What we have not discussed is how this balance
is to be brought about. It is at this point that Nurkse begins to
become rather vague. He begins this discussion by pointing out
that ordinary price incentives may bring it about in small degrees but
that their effectiveness would be seriously inhibited by technical dis-
continuities and the results would not be great enough to meet the
needs of an underdeveloped country.

Nurkse goes on to say: "Schumpeter's theory seems to me to
provide the mold which we might use . . . nl After summarizing the
Schumpeterian analysis, he points out the need in his own theory for
the creative entrepreneur. What is needed is a considerable number

of entrepreneurs with faith in the future to initiate investments in a

l1bid., p. 12.
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wide variety of industries at one time. He restricts these newly
created industries by the condition that they should all grow at a
rate consistent with supply and demand elasticities and yet with
some consistency so as to preserve the vital complementarity of
demand which each provides for the others. There must be an
internally consistent overall growth in the market.

It is at this point that "external economies in the market
sense" create a divergence between private and social net marginal
productivity. Even though the private inducement to invest in a
single industry may be very small, the private inducement to invest
as a part of a comprehensive program of coordinated industries may
be very great. It is up to Schumpeter's creative entrepreneurs to
see this and to move forward on a broad front. "Their act of faith
is crowned with commercial success."

Although Rosenstein~Rodan had no doubts about the need for
central planning and coordination by the state in order to achieve the
"Big Push," Nurkse was not so certain. Even though he recognized
the role of the state and its historical significance he seemed to pre-
fer the private forces as in Schumpeter's system. However he makes

a strong point of his opinion that the choice between state or private

l1hid., p. 15.
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action is merely a matter of administrative expediency. He says,

for example:

The nature of the solution is what I have tried to indicate.
The question of method must be decided on the grounds of

broader considerations. . . . The economist, as an
economist, has no categorical imperatives to issue on the
subject. 1

Nurkse points out that the theory of balanced growth is often
contrary to the theory of comparative advantage and international
specialization. However, he also points out that he is concerned
with the demand for capital and that this demand is dependent upon
increases in the size of the market. He further indicates that the
terms and patterns of trade in the modérn world are not designed to
cultivate domestic markets in the underdeveloped countries. And
finally, he points out that the export goods of most underdeveloped
countries face a highly inelastic demand. Therefore, attempts to
increase exports will be highly unsuccessful as measures to
increase the size of the market.

According to Nurkse, if the underdeveloped country is to
attract foreign capital it must build an internal market which can pro-
vide a profitable investment environment. Such capital will not be

forthcoming for a stagnate economy. There must be some signs of

linid., p. 16.
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growth and expansion of the market before foreign investors will
risk their capital.

Finally, Nurkse recapitulates his original point that there
are two basic "vicious circles of poverty”. These are: that
vicious circle of poverty which is found on the supply side and
is derived from a limited capital base, and; that vicious circle of
poverty found on the demand side and derived from low real income
and hence limited levels of effective demand. He stresses his
original point, that to find the solution to one circular relationship
does not insure that development will follow. There must be a break
in both vicious circles. Thus he says:

There is no suggestion here that, by taking care of the

demand side alone, any country could, as it were, lift

itself up by its bootstraps. We have been considering

one particular facet of our subject. The more fundamental

difficulties that lie on the supply side have so far been

kept off-stage merely for the sake of orderly discussion. !

This final statement tells us one more thing about the theory
of balanced growth as formulated by Nurkse. It was formulated
within a very special context, namely, the assumption of com-
pletely elastic capital supplies. "The more fundamental difficulties

that lie on the supply side have so far been kept off-stage. . nl

libid., p. 30.

21hid,
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This important point will be discussed in Chapter V.

Sectoral Balance

A number of writers discuss the subject of balanced growth
by way of explaining policy suggestions concerning the relationship
between sectors of the economy. This is quite often done by
economists who wish to emphasize some often neglected sector of
the economy or those who wish to avoid too heavy reliance on a
particular sector of the economy. This application of balanced
growth is known as "sectoral balance" and it is most often used to
emphasize the interdependence that exists between the agricultural,
industrial, public, and international sectors of the economy.

All applications of the concept of sectoral balance must be
founded either on the analysis of balance in supply, balance in
demand, or both. Kindleberger points this out concerning the con-
cept of sectoral balance between agriculture and industry when he
says the following: |

A particular illustration of the balanced-growth problem,

and historically an important one, is presented by

sectoral balance between industry and agriculture. This

can be regarded as a problem of balance in demand, if

attention is paid to the income-elasticities which imply
that one must produce more food in the early stages of

growth because of high income-elasticity of demand for
food, or as balance in supply, if one regards food as
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an intermediate good needed for capital formation in
social overhead or industry.l

W. A. Lewis also makes a case for sectoral balance between
agriculture and industry when he says: "Smooth economic develop-
" ment requires that industry and agriculture should grow together. w
Lewis explains the reasons for putting forth programs of sectoral
balance in the statement below:

The conclusion of this analysis is not very startling; it is
that in development programmes all sectors of the economy
should grow simultaneously, so as to keep a proper
balance between industry and agriculture, and between
production for home consumption and production for export.
Though this is rather an obvious conclusion, it conforms
neither to current practice nor to current recommendation.
There is, for example, a whole school of 'liberal'
economists in the industrial countries who urge upon the
agricultural countries, usually in lofty moral tones, that
they should concentrate upon agriculture, and do nothing
to advance their industry. The same school also extols
the virtues of exporting, and is horrified by programmes
which have the effect of reducing dependence on foreign
trade. The follies of this school have their match in
Marxist and nationalist dogmas, according to which the
road to economic progress lies through concentrating upon
industrialization. In the heat of the passions aroused by
these controversies it seems almost cowardly to take the
line that the truth is that all sectors should be expanded
simultaneously, but the logic of this proposition is as
unassailable as its simplicity.

1Kindleberger, Economic Development, Op. cit., p. 213.

2W. A. Lewis, The Theory of Economic Development,
(Homewood, Illinois: Richard D. Irwin, 1955), p. 277.

3Ibid., p. 283.
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- Some of these applications of balance by sectors will be

examined in order to observe the manner in which the two analytical

cases for balanced growth have been put to work. In addition, this

review of the various concepts of balance by sectors will give some
indication of the reasons why such proposals have been presented.
And finally, it will give further evidence of the kinds of externalities

which may be propagated through balanced growth.

Sectoral Balance Between Agriculture and Industry

As indicated by Lewis, the reasons for advocating sectoral
balance between agriculture and industry are found in the tendency
for some to overemphasize agriculture while they neglect industry
and for others to emphasize industry while neglecting agriculture. '
At any rate, this is certainly the most important instance of debate
over the need for balance. For that reason, it will be treated first
and with a great deal more detail than the other popular cases of
sectoral balance.

The types of external economies that are to be derived from

sectoral balance between agriculture and industry can be identified

by examining the role of agriculture in economic development.

11bid.
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W. W. Rostow discusses these vital roles of agriculture in the
"preconditions stage. - The fact that this discussion centers
upon the role of agriculture does not limit it to an analysis of
sectoral balance as it aids or depends upon the agricultural
sector alone. Recall that we are dealing with economic inter-
dependence and the external effects which will be discussed are
transmitted from industry to agriculture as well as from agri-
culture to industry. Here, then, are the three vital roles of
agriculture which give rise to the need for sectoral balance based
upon both balance in supply and balance in demand.

The first vital role of agriculture, according to Rostow,
is as a supplier of food, that is as a supplier of productive inputs
offering forward, vertical transmissions of external economies to
the industrial sector. The output of agriculture provides inputs
for industry. This can be more readily understood when one con-

siders that this entails not only food and raw materials, such as

lw, w. Rostow, The Stages of Economic Development
(Cambridge, Massachusetts: Cambridge University Press, 1960),
pp. 22-23. The fact that Rostow's thesis is often considered to
be more compatible to the theory of unbalanced growth than to the
theory of balanced growth should not deter its use at this time. In
fact, its use at this time is a good indication of the direction in
which we are heading. For it will be demonstrated that the theories
of balanced and unbalanced growth are really just two different
names for the same thing.
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cotton and wool with which to supply the textile industry, but that
increased productivity in agriculture enables more people to be fed
by fewer people in agriculture. Therefore, more people are
released for employment in the industrial sector.

These same external effects will be transmitted to agri-
culture by the industrial sector. It is a supplier of factor inputs
to agriculture. Thus, by a simultaneous expansion of agriculture
and industry, both can be the recipient of forward transmissions of
vertical external economies. This type of external effect has
primary significance to the theory of balance in supply.

The second vital role of agriculture has already been indi-
cated. Thatis, it must be a market for the output of the industrial
sector. This is the counter-part to the first vital role. Through
the market which it provides for industrial outputs to be used as
agricultural inputs there is a backward transmission of vertical
external economies. This is a secondary effect of balance in
supply.

Finally, the third vital role of agriculture is essential to
the transmission of horizontal pecuniary extérnal economies which
are characteristic in the concept of balance in demand. Rising
incomes derived from increasing productivity and production in

agriculture provide increased demand for the industrial sector. By
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the same token, increased incomes derived from rising production
in the industrial sector provide increased demand for the increased
agricultural output.

When these effects are taken together there is a manifesta-
tion of both balance in supply and balance in demand. Increased
productivity in agriculture results in an increase in the factors of
production for industry. At the same time, the agricultural sector
is better able to provide food for the urban workers because of the
utilization of capital equipment produced in urban industry.
Finally, increased sales of agricultural output increase incomes

for rural areas with which to purchase final goods from urban industry.

Sectoral Balance Between the Public and Private Sectors

The second most frequent application of the concept of
balanced growth is the notion of sectoral balance between the public
and private sectors of the economy. This specific application was
emphasized by Rosenstein—Rodan and it is given extensive freat-
ment by Albert O. Hirschman in his criticism of balanced growth. !

The discussion of sectoral balance between public and

private goods usually centers around the need for balance between

1Albert O. Hirschman, The Strateqy of Economic Develop-
ment (New Haven and London: Yale University Press, 1958),
pp. 82-98,
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social overhead capital which must be provided by the public sector
and the directly productive activities of the private sector. The
simultaneous expansion of both sectors is expected to result in
the transmission of forward and backward, vertical external economies
as well as horizontal pecuniary external economies. The analysis
is the same as that of sectoral balance between agriculture and
industry. Once again, both balance in supply and balance in

demand is relevant.

Balance Between Production for Export

And for Home Consumption

Balance is often considered to be undesirable because it is
felt to be incompatible with the theory of comparative advantage.
This is particularly true of Nurkse's formulation of the concept.

This incompatibility does exist. However, balanced growth has
been presented as an alternative to comparative advantage. It was
never meant to be compatible. In fact, Nurkse was partially
motivated in his formulation of the concept of balanced growth by

his conviction that modern patterns of trade and international invest-
ment are no longer compatible with the theory of comparative

advantage. This point can be observed in the following quotation.
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. . . Itis no longer so certain that the less developed

countries can rely on economic growth being induced from

the outside through an expansion of world demand for

their exports of primary commodities. In these circum-

stances reliance on induced expansion through international

trade cannot provide a solution to the problem of economic

development. It is not surprising therefore that countries

should be looking for other solutions. It is important to

keep these things in mind, because they form the back-

ground to the case for balanced growth which is now so

much in vogue.l

In light of the changing patterns of trade in the Twentieth
Century it is necessary to inquire into the compatibility of these
patterns of trade with international specialization. If the outlook
seems gloomy, as Nurkse has suggested, it is necessary to search
elsewhere for a solution to development problems. It is at this
point that balance enters into the picture not to replace international
trade but to reinforce weak patterns of trade. Again, the case for
balance between the domestic and foreign sectors of the economy
depends upon the analytical groundwork of balance in supply and
balance in demand. All three cases of external economies are

potential to sectoral balance between the domestic and foreign

sectors just as they are to the other two cases of sectoral balance.

lRagnar Nurkse, "The Conflict Betwcen 'Balance Growth'
and International Specialization,"” Equilibrium and Growth in the
World Economy, edit;d by G. Haberler and Robert M. Stern
(Cambridge, Massachusetts: Harvard University Press, 1961),
pp. 246-47.




CHAPTER IV

UNBALANCED GROWTH
Introduction
Unbalanced growth theories have dominated economic develop-

ment theory since the publication of Adam Smith's Wealth of Nations

and the beginning of modex:n economic analysis. The first incidence
of such a theory can be found in the classical theory of comparative
advantage and international trade theory. This theory emphasized
the importance of benefits to be derived, in the process of economic
development, from a leading export sector. Two other historically
important cases for unbalanced growth can be found in Schumpeter's
innovations theory of growth and Rostow's "leading sectors."”

In the more recent controversy to which this study is directed
the two main unbalanced growth theories are Albert O. Hirschman's
"linkages_"land P. P. Streeten's "anabolism of wants."2 Although

Hirschman writes primarily in response to weaknesses which he

lAlbert O. Hirschman, The Strateqy of Economic Development,
Op. cit.

2Paul P. Streeten, "Unbalanced Growth," Op. cit.
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detects in Nurkse's balance in demand, his response stresses the
need for unbalance in supply. He shows how the supply of a new
input, or the defnand for a new output, induces entrepreneurs to
expand their activities.

According to Hirschman, this process is often one-way, in
the sense that a unit of investment in A may transmit external
economies to B but not vice versa. So a given initial invest-
ment devoted solely to A should create more final output than would
a balanced distribution of that investment between A and B. Short-
term excess capacity in some areas of production may focus entre-
preneurial attention on crucial bottlenecks in other areas and hence
encourage long-term growth.

Streeten's case for unbalanced growth concentrates on the
demand side of the issue: in particular on the "anabolism of wants."
Therefore, it can be classified as a theory which concentrates on
unbalance in demand. Streeten accepts Nurkse's argument that
lack of effective demand is a major restraint on investment incen-

2
tives. He questions, however, whether simultaneous expansion

llhi.d.. ., P. 174, Anabolism of wants refers to the capacity
of wants to be self generating. Thatis, as certain wants are satis-
fied the act of such satisfaction automatically creates new wants.

21bid.
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of many industries is the best way to remove that restraint. Accord-
ing to Streeten, certain "key" wants, once satisfied, engender
new wants. Therefore investment should be concentrated on these
"key" wants with faith that the market will automatically be extended
to new wants once these are satisfied.1 )

These two concepts of unbalanced growth are perhaps the
two main responses to balanced growth as formulated by Nurkse and
Rosenstein-Rodan. It is for that reason that they are given special
treatment in this study. Both Hirschman and Streeten write with
the intention of not only disproving balanced growth but also of
substituting unbalanced growth., It is for that reason that their

theories must be considered in the current controversy over balanced

and unbalanced growth.

Unbalance in Supply.

Hirschman begins his discussion of unbalance in supply by
stating that he was motivated to develop a theory of unbalanced
growth because of his disagreement with the current balanced growth
theories. He states:

Before setting out I think it only fair to warn the reader
that I heartily disagree with the "balanced growth"

11bid.
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doctrine. Infact . . . it was the experience of finding
myself instinctively so much at variance with this theory
that made me aware of having acquired a distinct outlook
on development problems. . . A

Hirschman's particular criticism of the balanced growth theories
will be discussed in greater detail in Chapter V. The purpose of
this chapter is to examine his formulation of the theory of
unbalanced growth and to interpret that formulation in light of the
particular external economies which it emphasizes.

Hirschman presents two separate arguments for unbalanced
growth. The central focal-point of both arguments is the introduc-
tion of a new definition of induced investment. This new definition
is derived from complementarities and their resultant external
economies as the statement below shows.

The complementary effect provides us with a new concept of

induced investment which is more meaningful for under-

developed economies than the conventional one. . . . At
this point we may, however, revert to our earlier discussion
of external economies: it was then shown that new projects
often appropriate external economies created by preceeding
ventures and create external economies that may be utilized
by subsequent ones. . . . We can then define our concept
of induced jinvestment by the provision that the projects that

fall into this category must be net beneficiaries of external
economies.

In his theory of unbalanced growth, Hirschman contends that, in

lAlbert O. Hirschman, The Strategy of Economic Development

Op. cit., p. 50.

2Ibid., pp. 70-71.
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the application of investment priorities, preference should be given
to those alternatives which will provide the greatest "inducement"
to other ventures. He argues as follows:

On these premises, the measurement of what has been
called the "social marginal productivity" (SMP) of
different projects--essentially a more or less sophisticated
benefit-cost ratio--becomes the instrument that should in

theory permit us to rank different projects in the order of
their expected contribution to output and therefore to further

growth. 1

In formulating the first of his two arguments for unbalanced
growth, Hirschman goes on to apply his analysis to the problem of
priorities between investment in "social overhead capital" (SOC)
and "directly productive activities" (DPA). In this analysis, he
makes two explicit stipulations concerning social overhead capital
and directly productive activities. These stipulations are neces-
sary because of a scarcity of entrepreneurial capacity which is,
according to Hirschman, the chief characteristic of underdeveloped
countries. These stipulations are contained in the following quota-
tion.

. Our principal assumption throughout this essay is
that the real scarcity in underdeveloped countries is not
the resources themselves but the ability to bring them into

11bid., p. 77. Hirschman cites one of H. B. Chenery's
articles here.
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play. We now apply this notion by stipulating:

1. That SOC and DPA cannot be expanded at one and
the same time; and

2. that preferences should go to that sequence of
expansion steps which maximizes "induced"
decision-making. 1

The first stipulation 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 established in this unbalanced growth. More specifi-
cally, the second stipulation tells how to decide to what extent
investment in social overhead capital should lead or follow invest-
ment in directly productive activities.

Two principal types of sequences are envisioned. The
first sequence is referred to as development via excess capacity of
social overhead capital. In this sequence development begins with
the social overhead capital which provides "inducements" to sub-
sequent development in directly productive activities. The second
possible sequence is referred to as development via shortage of

social overhead capital. In this sequence development begins

with directly productive activity which provides incentive to social

11hid., p. 88.

——————
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overhead capital. Both sequences are characterized by Hirschman
as yielding an extra dividend of "induced", "easy to take", or
"compelled" decisions resulting in additional investment and

1
output. He adds:

Excess capacity of SOC, "building ahead of demand,"” is

expected to create this demand by making a country, region,

or city attractive to DPA investors. If, on the other hand,

DPA is allowed to or is made to run ahead of SOC, strong

pressures are set up for the provision of SOC in a subsequent

period.

This new concept of "inducements," upon which Hirschman's
first argument for unbalanced growth depends, is derived from the
concept of complementarity and external economies. The question
which now must be answered is; is this concept, in fact, a special
case of external economies? If the answer to this question is
affirmative, a different concept of external economies must be pre-
sented. For this special case of external economies seems to extend
the jurisdiction of the concept of external economies to the time
dimension. It might be classified, in this case, as an intertemporal

transmission of pecuniary external economies. In one case there is

a forward transmission through time from the early to the later sectors.

l1bid., p. 89.

21bid.
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This case is found in development via excess capacity. In the
second case, development via shortage, it can be said that there
is a transmission of external economies backward through time from
the later to the earlier sectors.

Hirschman's better known argument for unbalanced growth
depends upon more clearly defined concepts of external economies.
Hirschman calls these external effects "liﬁkages" and they are, in
effect, the forward and backward vertical transmissions of external
economies discussed by Fleming and Scitovsky. 1 The analysis of
these effects is the next topic of discussion.

Hirschman presents the idea of judicious unbalancing as a
substitute for the "unrealistic frontal attack" of balanced growth.

The need for this approach is derived from a recognition that balanced
growth is impossible in a world of scarce factor supplies and especially
in a world of scarce entrepreneurial talent. Consequently it is neces-
sary to approach the problem of economic development with a sophis-
ticated system of investment priorities. This system of priorities

should be designed to take maximum advantage of vertical external

lSee Chapter II, pp. 14-15, 21,

2Alpert O. Hirschman, The Strategy of Economic Development
Op. cit., p. 62.
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economies or "linkages”. In Hirschman's growth scheme these
"linkages" provide the basis for the establishment of investment
priorities.

Hirschman's linkages are pecuniary external economies
which are transmitted directly between firms through their supplier-
user interdependence. This conclusion can be drawn not only from
the general character of linkages but from the fact that Hirschman
introduces the concept within a discussion of external economies.

At one point he says, for example: "but when we speak of external
economies and complementarities we think at least as much of these
uncertain linkages as of the far more certain. ul Linkages are

specific "inducement mechanisms” which work in the directly produc-
tive areas to overcome the shortage of entrepreneurial talent. There
are forward linkages (vertical external economies) which are trans-
mitted from supplier firms to user firms. These are primarily supply
oriented external economies. There are also backward linkages
(vertical external economies) which are transmitted from user firms

to supplier firms. These are closely related to the concepts of

derived demand and induced investment. Hirschman adds:

l1bid., p. 103.
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Thus in close analogy to the alternative between
development via shortage and development via excess
capacity which we described for the SOC-DPA situation,
two inducement mechanisms may be considered to be at
work within the DPA sector:

1. The input provision, derived demand, or backward
linkage effects, i.e., every non-primary activity, will
induce attempts to supply through domestic production
the inputs needed in that activity.

2. The output utilization or forward linkage effects,
i.e., every activity that does not by its nature cater
exclusively to final demands, will induce attempts to
utilize its outputs as inputs in some new activities.!

The object of unbalanced growth is to assign investment priorities
to those industries which are the greatest transmitters of linkage
effects.

The object, according to Hirschman, is to undertake those
industries with the highest combined linkage effects first.
Hirschman also has preference for one type of linkage effect over
the other. He says that:

We attribute more importance to backward than to forward

linkages, we place industries with high backward and low

forward linkage ahead of those that have the inverse

characteristic. 2

From this we can see that Hirschman places more emphasis on those

external economies that give rise to derived demand and hence

libid., p. 100.

21bid., p. 107. Fleming also makes this point. See p. 17,
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"induced" investment than he does on those that are supply oriented.
This is consistent with his "principal assumption" that the strategic
scarcity in underdeveloped countries is a scarcity of entrepreneurial
talent.

By way of recognizing the importance of demand as an induce-
ment to investment, Hirschman points out that "industrialization can
of course start only with industries that deliver to final demand, since
ex hypothese no market exists as yet for intermediate goods. wl Because
of this condition, forward linkage can never occur exclusively. It
must always be accompanied by backward linkage, which is the result
of the "pressure of demand." In other words, the existence or antici-
pation of demand is a condition for the transmission of forward linkage
effects. Hirschman goes on, however, to point out the importance
of forward linkage to the development process even in spite of this
restriction. He argues as follows:

While forward linkage cannot therefore be regarded as an

independent inducement mechanism, it acts as an important

and powerful reinforcement to backward linkage . . . Invest-
ment decisions that are taken as a result of both backward

and forward linkage are caught, as it were, in a pincer move-

ment and must be prized by us since they are sure to be
particularly easy-to-take ones.?

l1bid., p. 111,

21bid., p. 117.
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Hirschman presents an example of the significance of linkages
to the establishment of investment priorities in a section of his book
which he entitles "A Mental Experiment." This example is adapted
from a study which was conducted by H. B. Chenery and T. Watanabe
in 1956.l In this study, the economies of Japan, Italy, and the
United States are divided into four major sectors and each sector,
along with the member industries within each sector, is ranked accord-
ing to the degree to which the two types of linkages are transmitted
to other sectors. A summary of Hirschman's major rankings, along
with the first industry in each sector, follows:

1. ‘"Intermediate Manufacture" (backward and forward linkage
both high), iron and steel with a backward linkage coefficient of 66
and a forward linkage coefficient of 78 giving a total linkage
coefficient of 144.2

2. "Final Manufacture" (backward linkage high, forward
linkage low), grain mill products with a backward linkage coefficient
of 89 and a forward linkage coefficient of 42 giving a total linkage

coefficient of 131. 3

1H. B. Chenery and T. Watanabe, "International Comparisons
of the Structure of Production,” Op. cit. See also p. 32.

ZAlbert O. Hirschman, The Strategy of Economic Development
Op. cit., pp. 106-107; See Table.

3Ibid.
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3. '"Intermediate Primary Production" (forward linkage
high, backward linkage low), metal mining with a backward
linkage coefficient of 21 and a forward linkage coefficient of
93 giving a total linkage coefficient of 114.

4. "Final Primary Production" (backward and forward
linkage both low), fishing with a backward linkage coefficient of
24 and a forward linkage coefficient of 36 giving a total linkage
coefficient of 60.

Unfortunately it is easy for the careless reader to consider
this to be Hirschman's final statement on the ranking of industries
by linkage effects. It is all too easy to treat this list as one of
final truth for all countries at all stages of economic development.
This mistaken interpretation does not do justice to Hirschman but
more important, it results in a serious misunderstanding and an
erroneous application of the notion of linkages.

In order to avoid this dilemma, one must understand from
where this particular set of rankings is derived. This ranking is
specific in terms of its national and temporal origin. It is also a

static model as all input-output models must be.

11bid.

21bid.



-82-
Hirschman himself points out the limitation of the model as a general
ranking with the following condition concerning it(s application to
other countries.
. on the condition that we expect the commodity composi-
tion of the underdeveloped country's output to bear eventually
some resemblance to that of the country on whose input-output
statistics we perform. 1
It must also be remembered that this particular ranking is an
average of the linkage transmissions that occur in Japan, Italy, and
the United States all of which were at different stages of economic
development during the time of the study. At the same time, each
country had a different commodity composition. Therefore one must
ask how effective this "averaged" ranking of industries can be as a
general ranking rather than as an example of the manner in which
linkages might be employed.

It is also necessary to consider the proposition that as develop-
ment proceeds different sectors of the economy will emerge as the
leading sectors through an increase in their transmission of external

economies (linkages) to other sectors. For example, each of the

four sectors listed by Hirschman appears as a leading sector in

11bid., p. 105.
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different stages of Rostow's stages of economic growth.1 The
first class, "Intermediate Manufacture," is the leading sector in
Rostow's "Take-off" Stage. The second class, "Final Manufacture,"
is the leading sector in Rostow's "Drive to Maturity." The third
class, "Intermediate Primary Products," is a leading sector in the
"Preconditions Stage" and the fourth class, "Final Primary Product, "
is a leading sector in the "Age of High Mass Consumption."

It may be concluded that general rankings for industries in
all situations 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 as derived from existing developed economies
through their input-output tables is, I believe, useful
to the economist-planner in underdeveloped areas. It
is something to be added to his criteria box. But
excessive reliance should obviously not be placed on
these rankings, based as they are on a mental experi-
ment subject to numerous qualifications. Industrial
development clearly cannot be started everywhere with
an iron and steel industry just because this industry
maximizes linkages. It is far more useful to look at the
structure of the underdeveloped countries and to examine
how linkage effects normally make their appearance:
such an analysis is likely to yield some hints about the

lw. W. Rostow, The Stages of Economic Growth,
Op. cit.
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possibility of an influencing development in such a
way as to strengthen these effects. !

To summarize Hirschman's unbalanced growth model, it
must first be said that it focuses on scarcities. The particular
scarcity over which Hirschman is concerned is a scarcity of
entrepreneurial talent. Because of this scarcity, it is difficult
and often~times impossible for an underdeveloped country to
combine the resources it does have into productive activity. The
problem lies in a lack of capacity for the decision making process.
Consequently, priority must be established, in the earlier stages
of growth, in those economic activities which will "induce"
other activities by decreasing the difficulties of the decision mak-
ing process. These "inducements" are transmitted in the form of
external economies, primarily vertical external economies or as

Hirschman calls them "linkages."

Unbalance in Demand

The second set of unbalanced growth arguments which have
been formulated in the controversy over balanced and unbalanced

growth has been presented by P, P. Streeten.2 As indicated

lHirschman, The Strategy of Economic Development,
Op. cit., p. 108.

23ee page 70.
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earlier, Streeten agrees with Nurkse that the limited market size
presents a major dilemma in underdeveloped countries. However,
he disagrees with Nurkse with regard to the best way to overcome
this dilemma. According to Streeten, the notion of "comple-
mentarities can support the argument for unbalance."

Streeten uses the notion of complementarities to present an
unconvincing argument for unbalanced growth which is based on
indivisibilities in consumption and "anabolism" of wants. The
first part of the argument, that which is based on indivisibilities,
emphasizes: "the fact that many commodities can be bought only
in large and expensive units, so that either we overshoot the mark
that would be dictated by equalizing marginal utilities, and then
feel pinched in other directions, or we refrain from buying the
commodity and then feel its absence acutely. n This resultant
feeling of dissatisfaction which is derived from inal?ility to equ§te__
marginal utility with price in a world of indivisible consumption
alternatives is supposed to drive the consumer on to increasing

his consumption and hence widening the market for producers. This

lp, p. Streeten, "Unbalanced Growth," Op. cit., p. 172.

21bid., pp. 173-174,
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extended market will then provide the inducement to investment
which, according to Streeten, is the real problem anyway.

The second argument or complementarity comes under the
heading of "anabolism" of wants. According to Streeten:

An observation of the growth of wants in a dynamic

society shows that new wants are created in the

process of satisfying existing ones, and that com-

plex consumption patterns spring from single innova-

tions, 'as if increase of appetite had grown by what

it fed on.'l

In order to explain these effects on development, Streeten
first points out that his is @ dynamic concept of consumption
patterns which accounts for changes in consumer's taste as
opposed to the static concept which is found in balanced growth
theories. He then goes on to discuss how unbalanced growth
will result from the existence of these dynamic consumption
patterns.

If wants were satisfied by balanced growth, people would

have to think up new ways of spending income. Inertia

or lack of imagination may then prevent a further rise. But

complementarities, whether caused by indivisibility or

anabolism, create pressures and @ sense of deprivation,
which stimulate and guide investment, and guarantee its

11bid., p. 174.
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profitability. Investment opportunities are created by new
consumption opportunities which in turn result from
unbalance.

It is obvious that Streeten relies on two concepts that are
closely related to external economies: indivisibilities and comple-
mentarities. What is not obvious, however, is whether or not
his analysis depends upon external economies. His reference to
"a sense of deprivation" would suggest that external diseconomies
at the consumption level provides the stimulus to investment.
There is evidence in his writings that these diseconomies are
derived from a demonstration effect.

On the other hand, there is a more basic problem which
cannot be avoided. It is difficult to perceive that, in an under-
developed country, wants might be "satisfied by balanced growth"
or that there could be a problem of "inertia or lack of imagination"”
in patterns of demand which as suggested by Streeten abbve could
prevent further growth. Such conditions would seem to be more a
part of the patterns of consumption in a developed country. In

fact Streeten himself is reported to have confessed to one author

libid., p. 175.
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that, "anabolism of wants is intended to apply to the analysis of
highly developed countries only. "1 Consequently, there is
reason to question whether or not this theory has any relevance

at all to underdeveloped countries.

IMm. Lipton, "Balanced and Unbalanced Growth in Under-

developed Countries," The Economic Journal, 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 validity of balanced growth as a method of development. The
two sides of the debate have been represented by the advocates of
balanced growth on the one hand and the dissenters on the other
hand. Those who dissent from balanced growth have generally
attempted to establish a theory of unbalanced growth in its place.

This controversy has been marked by a great deal of con-
fusion. One reason for this confusion might be that the concept
of balanced growth has been developed from an especially difficult
concept; external economies. The concept of external economies
is difficult for many people to understand. Nurkse himself has
stated that: "I must confess that the economics of external

-89-
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1
economies still has some dark corners for me." Indeed this con-
cept received full clarity only through the debate itself. This
clarity was produced by people like Fleming, a critic of balanced
growth, and Scitovsky, a supporter of the concept.

In addition, there are many aspects to the concept of
balanced growth. As we have seen, the minimum critical effort,
the questions of balance in supply, balance in demand, and
sectoral balance all figure into the controversy. At the same time
there is a lack of clarity concerning the assumptions on which the
theory is presented, the degree of balance which is required and the
meaning of the word "growth".

Part of the responsibility for this confusion must neces-
sarily rest with the principal proponents of the concept. There is
sufficient evidence to indicate that much of the confusion could
have been avoided had they used more care in the presentation of
their ideas. On the other hand the critics of the concept must also
share a part of this responsibility through their failure to read
carefully and to acknowledge evidence which could have prevented

much of the confusion.

1Ragnar Nurkse, "Further Comments on Professor Rosenstein-
Rodan's Paper," Economic Development for Latin America, Op. cit.,
p. 74.
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In the next few pages there will be an analysis of this con-
troversy. The major points of confusion will be identified and
clarified. It seems likely that in this way the debate can be
settled at least in part by illustrating why it should not have raged
in the first place. Finally, there will be in this chapter a
summary of the contemporary interpretations of the two concepts
with some suggestions concerning how they might better be inter-

preted,

The Meaning of "Balance"

Much of the confusion surrounding the concept of balanced
growth is related to the meaning of the word "balance." It is
generally accepted that balanced growth requires a simultaneous
expansion of several industries at one time, but there seems to be
a great deal of confusion concerning the degree of simultaneous
expansion. Some writers take the position that for balanced growth
to occur there must be a perfectly equal expansion in all industries
at the same time. Others attach a less inclusive 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

still must share part of the responsibility for this confusion. On
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the other hand the critics of balanced growth must also accept
some of the responsibility. Even though it is not completely
clear what was meant by Young, Rosenstein-Rodan, and Nurkse,
in what they said concerning the degree of simultaneous expan-
sion which would be necessary under balanced growth, others
such as Fleming, H. W. Singer, and Hirschman seemed to have
neglected or at least minimized what little they did say concern-
ing this point. It seems that these critics have generally taken
advantage of this lack of clarity in order to assign too rigid an
interpretation to the concept as it is found in the works of the
proponents of balanced growth. Some interpret it too narrowly in
terms of the sectors which were meant to be included in this
simultaneous expansion assuming that something has been left
out, e.g., agriculture. Others are too inclusive in their inter-
pretation and assume that everything was meant to be included.

It is possible, even in Allen Young's early article, to
see that something less than complete balance in the rate of growth
of different industries was intended. Young's sta';ement on this
matter is quite clear.
. there must be some sort of balance, that different
productive activities must be proportioned one to another,

. + . The rate at which any one industry grows is con-
ditioned by the rate at which other industries grow, but



-93-

since the elasticities of demand and of supply will differ
for different products, some industries will grow faster
than others. !

Rosenstein-Rodan makes a similar point with the statement that,
"linear homogeneous production functions are basic in this sense,
2

but they are completely unrealistic."” And Nurkse points out that:
In this way the market difficulty, and the drag it imposes
on individual incentives to invest, is removed or at any
rate alleviated by means of a dynamic expansion of the
market through investment carried out in a number of
different industries. The rate at which one industry can
grow is inevitably conditioned by the rate at which other
industries grow, although naturally some industries will

grow faster than others since demand and supply elasticities
will vary for different products. 3

It is true that these statements are somewhat obscure but
they are, nevertheless, of strategic importance to the controversy.
These statements, especially by Young and Nurkse, can leave the
reader with little doubt that the concept of balanced growth was
never meant to be rigidly interpreted concerning the required degree

of balance. There clearly was no indication that growth must follow

lAllen Young, "Increasing Returns and Economic Progress,"
Op. cit., pp. 533-534.

2Rosenstein-Rodan, "Notes on the Theory of the 'Big Push',
Op. cit., pp. 60.

3Ragnar Nurkse, Problems of Capital Formation in Under-
developed Countries , Op. cit., pp. 14-15.
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the lines of a linear homogeneous expansion path. Yet it is pos-
sible 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 critics.

The meaning of the term balance is even more confusing
concerning what is to be included in the simultaneous expansion
of several industries. Kindleberger, for example, broadly inter-
prets this to mean that, "not only is it necessary to do everything
before you can do anything: the scale on which everything is
required means that a minimum critical effort is needed."
Rosenstein~Rodan made a rather obscure statement 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 substitutes for each other in low income under-
developed countries. The southwest corner of the
indifference map shows very high degrees of convexity.

Demand for most goods will therefore be highly inelastic.?
Although this statement refers primarily to the effect of highly

inelastic demands on profits, it may also be a recognition by

Rosenstein-Rodan that in an underdeveloped country demand is

1Charles P. Kindleberger, Economic Development, Op.” cit.,
p. 204.

2Rosenstein-Rodan, "Notes on the Theory of the 'Big Push',"
Op. cit., pp. 62-63.
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likely to be confined to a relatively limited variety of goods.
Rosenstein-Rodan's recognition of the inelasticity of demand for
these goods is tantamount to saying that the minimum critical
effort or the big push can be confined to a few industries at
least in the early stages of development.

Nurkse presents a rather loosely defined position regard-
ing the variety of goods which must be covered under the
simultaneous expansion of several industries.

Here in a nutshell, is the case for balanced growth.v An

increase in the production of shoes alone does not create

its own demand. An increase in production over a wide
range of consumables, so proportioned as to correspond
with the patterns of consumer's preferences, does create
its own demand.!
Although there is not a specific enumeration of the relevant sectors
or industries which Nurkse would have included in his balanced
growth scheme, neither is there a specific elimination of certain
sectors or industries. A general statement that the ;elevant
industries should conform to consumer's patterns of demand seems
to be more useful and realistic than an attempt at specific enumera-

tion. These patterns will naturally vary in different countries and

at different times and stages of development. There is no specific

lRagnar Nurkse, Problems of Capital Formation in Under-
developed Countries, Op. cit., pp. 11-12.
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omission of agriculture from this growth scheme as is suggested
by H. W. Singer.

Singer points out that it might be necessary, in order to
comply with the demands of a "balanced diet," to expand produc-
tion in agriculture as the economy develops. He says: "Engles
. law may say that the demand for food increases less than in
proportion to income, but it does not say that the demand for food
does not increase at all. "1 Singer makes this statement in a clear-
cut implication that Nurkse has omitted agricultural goods from his
balanced growth scheme. It seems a lot to ask one to accept the
proposition that simply because agricultural goods were not
expressly 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 this kind of seesaw advance over

'balanced growth,' where every activity expands

perfectly in step with every other, . . . 2

. the balanced growth theory reaches the con-
clusion that an entirely new, self~contained modern

1H. W. Singer, International Development: Growth and
Change (New York: McGraw-Hill, 1964), p. 45.

2A, O. Hirschmen, The Strategy of Economic Development,
Op. cit., p. 52,
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industrial economy must be super-impcsed on the stagnant
and equally self-contained traditional sector. 1

It is obvious that the critics of balanced growth take advan-
tage of the failure of its exponents to state clearly and elaborately
what degree of balance is required with regard to both the economy's
expansion path and the composition of goods. In this way they
have reduced the concept to absﬁrdity through interpreting the word
balance in the strictest sense of the word. According to this inter-
pretation, it is impossible to have a transmission of external
economies between industries under a scheme of simultaneous
expansion of several ind-istries unless this scheme includes all con-
ceivable industries and each industry "expands perfectly in step
with each other."

This kind of criticism can be no less unjustified than if one
were to interpret unbalanced growth in its strictest poscsible form.

It is absurd to suggest that under a system of unbalanced growth
emphasizing leading sectors of the economy only the leading sec-
tors should be expanded. It should be clear that only if there are
"lagging sectors” can leading sectors transmit external economies.
What good could be served by a giant steel industry or a complex

system of public overhead capital if there were not a sufficiently

11bid., 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
strictest ibnterpretation of their concept. ‘Why then do they
commit such an error in their interpretation of balanced growth?

Both concepts can be understood better if they are given
a restricted interpretation. In order for either to be useful, they
should be accorded a reasonable interpretation with consideration
given to the realities of the underdeveloped countries to which
they are to be applied. It is unnecessary to attach an unusually
stringent interpretation to either of the two concepts. Such an

interpretation can serve no useful purpose.

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 less implicit. The problem is one which
is characteristic of all development theory. It is the simple
problem of using economic growth and economic development as
synonyms. Growth is a rather simple concept defined by Webster
as "the process of growing." Development, on the other hand,

is a more complex concept defined by Webster as '"going through a
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process of natural growth, differentiation, or evolution by succes-
sive changes. "1 It is clear that even though growth is a part of
development it is not the whole of it. Development involves both
growth and differentiation.

It would seem that in order for the concept of "balanced
growth" to have relevance for the problems of underdeveloped or
developing countries it should be a concept of "balanced develop-
ment" and it should be concerned with more than just growth.
Nevertheless, the term balanced growth has been used and it is
clear that "growth" means different things to different people even
within this controversy.

When the term balanced growth is employed there is no
attempt made to clarify what is to grow. This only adds to the
confusion. As one writer puts it:

'‘Balance' and 'unbalance' are insufficiently clinical;

'growth' is insufficiently precise. What is to grow--

income or income per head? Total output, 'economic

power,' may interest a government more than income per

head, or 'economic welfare'; and the choice of output-
raising policies itself offsets population growth.z

lWebster's Seventh Collegiate Dictionary (Springfield,
Massachusetts: C. and G. Merriam Company, 1963).

2M. Lipton, "Balanced and Unbalanced Growth in Under-
developed Countries,"” Economic Journal, Vol. LXXII, (September,
1962), p. 643,
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What then is meant by the principals in this controversy
when they use the term growth? In order to examine this ques-
tion it might be useful to review the meaning of "growth” as it is
used by the major disputants in the controversy.

In his 1928 article, "Increasing Returns in Economic
Progress," Young places the emphasis on "progress." He rarely
uses the term "growth." Instead he refers to “change" which
"becomes progressive and propagates itself in a cumulative way"1
and, "that continuing economic revolution. n2 Although these state-
ments provide only a limited example of what Young was concerned
with, they are a good indication that it is economic development;
i.e., growth and change. Young did not use the term balanced
growth, If he had, it seems he would have been discussing
balanced "development."

Rosenstein-Rodan also does not use the term "balanced
growth." His discussion is primarily concerned with the "big
push" which is a partial variation of the concept of balanced growth.

But Rosenstein-Rodan seems also to write about development rather

1Allen Young, "Increasing Returns and Economic Progress,"
Op. cit., p. 533.

2Ibid., p. 536.
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than growth. In "Problems of Industrialization of Eastern and
South-Eastern Europe,”" his first article on this subject, he refers
to "international depressed areas"! and industrialization is seen
as a change from an agrarian economy to an industrial economy.
In "Notes on the Theory of the 'Big Push', however, he refers to

ll3

"a development program"“and again it is clear that something more

than growth is desired.
There is little doubt that Ragnar Nurkse is writing about

underdeveloped countries in his Problems of Capital Formation in

Underdeveloped Countries. It appears that this is the first time

that balanced growth is mentioned in this controversy. Nurkse

speaks of "the problem of development in economically backward
countries. nd He also states that "economic development has much

to do with human endowments, social attitudes, political conditions--

5
and historical accidents.” To make the picture complete he states

l1Rosenstein-Rodan, "Problems of Industrialization of Eastern
and South-Eastern Europe," Op. cit., p. 246.
21bid.

3Rosenstein-Rodan, "Notes on the Theory of the 'Big Push',"

Op. cit., p. 57.

4Ragnar Nurkse, Problems of Capital Formation in Under-
developed Countries, Op. cit., p. 2.

SIbid.
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that:

The essence of the process, then, is the diversion of a
part of society's currently available resources to the
purpose of increasing the stock of capital goods so as to
make possible an expansion of consumable output in the
future. !

It seems clear that the concept of balanced growth is really
a concept of balanced development including not only growth but
also diversification and change. That is how it was presented by
the principal authors of the concept. How then do the critics'inter-
pret the meaning of "growth"”?

It is clear that Hirschman does not believe that the balanced
growth concept is a description of either growth or development.

My principal point is that the theory fails as a theory of
development. Development presumably means the process
of change of one type of economy into some other more
advanced type. . . . This is not growth, it is not even
the grafting of something new onto something old; it is a
perfectly dualistic pattern of development, akin to what
is known tc child psychologists as "parallel play". . .
The balanced growth doctrine is now seen to be essentially
the application to underdevelopment of a therapy originally
devised for an underemployment situation. 2

Even though Hirschman offers a theory of "unbalanced growth," as

an alternative to "balanced growth", he is concerned with more

11bid., p. 2.

2Hirschman, The Strategy of Economic Development, Op. cit.,
pp. 52-54.
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than just growth, i.e., growth and change or economic develop-
ment.

Hirschman's charge that Nurkse is using an essentially
Keynesian underemployment analysis on the problems of under-
development might better be made against Streeten. Even though
Streeten discusses both growth and development his is essentially
a Keynesian analysis. His growth analysis offers little to a theory

of economic development.

The Internalization of External Effects
One of the most penetrating criticisms of balanced growth
has been that while the concept makes ample provision for the
internalizing of external economies, it neglects the internalizing of

external diseconomies. This point was first raised by J. Marcus

Fleming in his 1955 review of Nurkse's Problems of Capital Formation

1
in Underdeveloped Countries.

Fleming pointed out that under an assumption of fixed (and
limited) factor supplies, a simultaneous expansion of several
industries is likely to give rise to external diseconomies through
competition for scarce resources. The consequence would be a

lack of investment incentive or even a disincentive effect on business

lL Marcus Fleming, "External Economies and the Doctrine
of Balanced Growth," Op. Cit.
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investment.

It would appear therefore that where there is a single factor
of production in fixed supply the installation of an unprofi-
table new plant in industry, even though its unit cost, at
the least unprofitable output, is below that of pre-existing
production is likely to induce contraction rather than
expansion in other consumer-goods industries, to yield
external diseconomies rather than external economies.

The situation might be roughly expressed by saying
that, whereas the balanced-growth doctrine assumes that
the relationship between industries is for the most part
complementary, the limitation of factor supply ensures
that the relationship is for the most part competitive.l

Fleming's is a valid criticism of balance in demand as long as the

assumption of fixed and limited factor supplies is valid. However,
it will be made clear in greater detail later in this chapter that the
concept of balanced growth was never made, nor meant to be
applied under such a limiting assumption. Fleming has demon-
strated that under the assumption of fixed factor supplies there is

a greater likelihood for the transmission of vertical external dis-
economies than there is for horizontal external economies. He
concludes then that balanced growth through a simultaneous
expansion of consumer-goods industries (balance in demand) is
unlikely. On the other hand, these conditions might present a
very good case for balance in supply or unbalanced growth. There-

fore all Fleming has been able to do with this criticism is to

11bid., p. 279.
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establish that balance in demand as formulated by Nurkse will not
work under specific conditions which were never included in the
assumptions under which it was presented. He has not been able
to demonstrate, even under these conditions, that unbalanced
growth is preferable to balance in supply.

Hirschman takes up this criticism and goes into it in
greater detail in his critique of balanced growth. He directs his
criticism at that variant of the balanced growth concept which seeks
to internalize external economies through centralized decision
making.

The case for centralized investment planning as growth-

promoting per se would of course be entirely convincing

if it permitted production to be organized in such a way

that only external economies were internalized while all

external diseconomies and social costs resulting from new

ventures remained strictly external to the central
authority or were negligible. !

He goes on to point out that internalization is likely to affect the
pace of a country's development unfavorably in some areas and
favorably in others depending upon the extent to which net external
economies or diseconomies are internalized. Each country will
have different results or potentialities for internalization and this

should play a major role in deciding on a balanced or unbalanced

l1Hirschman, The Strategy of Economic Development,
Op. cit., p. 56.
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growth scheme as well as the desired amount of centralized decision
making. Countries with a high potential for external diseconomies
should tend towards private enterprise in decision making since
such a system would not include a measure of this social cost.
Such countries should also tend towards an unbalanced development~
scheme. On the other hand, those countries which exhibit a low
potential for external diseconomies and a high potential for external
economies should tend toward centralized decision making and
balanced growth schemes since in this way account could be taken
of these social benefits.

Hirschman goes on to point out that with few exceptions,
e.g., '"the reconstruction of an economy devastated by war, or the
development of underdeveloped regions and open spaces through
colonization schemes," there will be a greater likelihood for the
internalization of net external diseconomies. This is due to the
natural "disruption of traditional ways of living, of producing and
of doing things, in the course of which there have always been many
losses; old skills become obsolete, old trades are ruined, city slums
mushroom, etc."

The significance of this criticism is in its recognition of

11bid

.
P
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external diseconomies. Any development plan that hopes to inter-
nalize external effects will necessarily have to deal with both
external economies and diseconomies. According to Hirschman's
analysis of this problem, there must be some measure of the
potential for net external economies or diseconomies before a
decision can be made to follow a scheme of balance or unbalance or

to develop by private or public decision-making.

Central Planning

The question of central planning has been one more point of
controversy in the balanced versus unbalanced growth debate.
Some writers have attempted to demonstrate that balanced growth
is more compatible with central planning while unbalanced growth
is more compatible with decentralized dscision making.1 The
principals in the debate have said little on this subject and what
they have said is not conclusive.

Rosenstein-Rodan had the most clearly defined position con-
cerning this issue. In one of his articles he proposes an "Eastern
European Industrial Trust" as a centralized agency for the collec-

tion and dispersion of capital supplies.z According to Rosenstein-

lFor example, Hirschman arrives at this conclusion in his
discussion of the internalization paradox. See Ibid.

2Rosenstein-Rodan, "Problems of Industrialization of Eastern
and South-Eastern Europe,” Op. cit., p. 249.
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Rodan, this industrial trust would function as a centralized agency
making investment decisions for Eastern and South-Eastern Europe.
Nurkse, on the question of planniny versus decentralized

decision-making, does not take a rigid position favoring either

side. In his Problems of Capital Formation in Underdeveloped
Countries, he says, for example:

Whether the forces of economic progress are to be
deliberately organized or left to the action of private
enterprise--in short, whether balanced growth is
enforced by planning boards or achieved spontaneously
by creative entrepreneurs--is, of course, a weighty
and much debated issue. But from our present view-
point it is essentially a question of method. I feel

no need to enter into it at length.

The nature of the solution is what I have tried to
indicate. The question of method must be decided on
the grounds of broader considerations; on the grounds,
especially, of the human qualities and the native forces
existing in any particular society. The economist, as
an economist, has no categorical imperatives to issue
on this subject.l

Nurkse's position at this time seems to be that if the country in
question is sufficiently endowed with brave entrepreneurs the
"method" should be left to private forces. 1If, on the other hand,
the country in question is not so endowed, the state should handle

the decision-making process. He does, however, take a more

lRagnar Nurkse, Problems of Capital Formation in Under-
developed Countries, Op. cit., p. 16.
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definite position in a later work where he says:

Autonomous advance in different branches simultaneously

may come about through the infectious influence of

business psychology, through the multiplier effects of
investment anywhere which can create increased money
demand elsewhere, or through deliberate control and
planning by public authorities. According to some

writers the balanced-growth argument implies that the

market mechanism is eliminated and that investments

must be effected according to a coordinated plan. This

opinion, which is widely held, seems to me dubious.

. As a means of creating inducements to invest,
balanced growth can be said to be relevant primarily to

a private enterprise system. 1
It can be concluded then that Nurkse tended toward a private enter-
prise solution. However, he did not insist nor even indicate that
this must be the approach. Neither did he indicate that central
planning is completely out of the question.

It has already been pointed out that Hirschman seems to
feel that balanced growth which depends upon horizontal transmis-
sion of external economies must proceed on the basis of centralized
decision making while unbalanced growth which depends upon the

transmission of vertical external economies is more likely to be

successful than is balanced growth under a decentralized scheme.z

1Ragnar Nurkse, "The Conflict Between 'Balanced Growth'
and International Specialization," Equilibrium and Growth in the
World Economy, Op. cit., p. 249.

28ee p. 106.
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On the other hand, Hirschman relies to a great extent on develop-
ment planning as the decision-making method in his Strategy of

Economic Development. In fact, he points out in the "Preface

to the Paperbound Edition" that:

My book has not turned into grist for the mill of those who

are hostile to development planning. It was, of course,

never meant to be that; rather, my hope was and is that it

will contribute to making planning and programing activities

more effective.l

In the end, the question of whether or not to entrust either
a balanced or unbalanced growth scheme to the market or to
planning is left unanswered by the principals in the controversy.
However, it does seem likely that some kind of planning scheme
would be the most reliable of the two alternatives in either case.
Along these lines, it may prove interesting to examine the planning

technique of the French indicative plan. This will be done in the

following chapter.

The Question of Factor Supplies

The question of factor supplies and assumptions made con-
cerning them has been one of the hottest issues in the debate over

balanced and unbalanced growth. It is quite obvious that, ina

l1Hirschman, The Strategy of Economic Development,
Op. cit., p. vii.
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world of scarce factor supplies, the possibility for a horizontal
transmission of external economies through the complementary
relationship which industries share in the demand for final goods
can be more than offset by the transmission of vertical external
economies through competition for factors. Consequently, with-
out the assumption of unlimited factor supplies, the balanced growth
analysis has very little meaning. According to Nurkse this point
is "even intuitively obvious, which is probably why no one has
advanced the case on these terms."

Rosenstein-Rodan left no doubt about the sources of his
unlimited factor supplies. Labor would be supplied from disguised
unemployment in agriculture. Capital could be supplied from three
sources: internal finance, foreign borrowing, and German war
reparations in kind.2 Since Rosenstein-Rodan's analysis was formu-
lated as a specific prescription for a well defined problem, the
industrialization of Eastern and South~Eastern Europe after World

War II, his discussion can best be judged within the framework of

1Ragnar Nurkse, "Balanced Growth on Static Assumptions, *
The Economic Journal, Vol. LXVI, (June, 1956), p. 365.

2P, N. Rosenstein-Rodan, “Problems of Industrialization of
Eastern and South-Eastern Europe,” Op. cit., p. 255.
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this specific case.” The important thing here is that he
explicitly provided for the elastic capital supplies which were
fundamental to his argument. Consequently he was not
criticized on that basis.

The first criticism of balanced growth on the basis of factor
supplies was directed at Nurkse's formulation of the concept,
even though he had made some obscure statements concerning his
assumptions on this matter. However it is at this point that
Nurkse's careless exposition is most apparent and for that care-
lessness he must share part of the responsibility for the resultant
confusion. Aside from establishing early in his chapter on
balanced growth that he is limiting his discussion to the problem
of investment demand, Nurkse's only reference to capital supply
is as follows.

The more fundamental difficulties that lie on the supply

side have so far been kept off~-stage merely for the sake

of orderly discussion. 1
It is possible, of course, to interpret this statement as a ceteris
paribus assumption concerning capital supply but that might be too

generous. At any-rate Nurkse certainly did not state explicitly

lRagnar Nurkse, Problems of Capital Formation in Under-
developed Countries, Op. cit., p. 31.
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that he assumed an elastic supply of capital.

Perhaps as a consequence of Nurkse's carelessness J.
Marcus Fleming launched an attack against the doctrine on the
basis that it was unrealistic and invalid in a world of scarce
factor supplies..1 It wasn't until after this criticism was launched
that Nurkse point;d out his assumption of elastic capital supplies.

Far from assuming capital supplies, my opening chapter--

assumes away any inelasticity in the supply of capital.

. . This was made clear at the beginning and the end

of the chapter, though I admit that the conditions should

have been stated more precisely, . . .2
Nurkse never left this position once it was established and there
is little reason not to accept his contention that this was the posi-
tion which he held at the time of his first statement of the balanced
growth theory. However, his explicit statement came late and
only in the form of an obscure note made in response to a review
of his first exposition. Although Fleming certainly must have seen

this statement, it seems that others did not. Consequently the

controversy continued on this ground.

IFleming's criticism was discussed in this study under the
discussion of the internalization problem, p. 103.

2Ragnar Nurkse, "Balanced Growth on Static Assumption, "
The Economic Journal, Vol. LXVI, (June, 1956), p. 367.
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Singer raises this same question when he says: "Supply
can create its own demand or it can create its own finance-~but
it cannot conceivably do both. ul Singer goes on to construct an
elaborate criticism of balanced growth based on this issue. Thus
he says:

The trouble with Nurkse's approach is that the remedy for

the demand side which he proposes puts a particularly

heavy strain on the supply side which in any case is the

'fundamental difficulty' in his own words . 2

This criticism has particular relevance only if Singer's
proposition that capital is scarce and that investment must be
financed internally is accepted. On the other hand, one could
reply that the theory of balanced growth has not been advanced on
these terms.

Singer goes on with his assumption of limited factor supplies
to advance a theory of unbalanced growth. According to him there

is not a large enough factor supply under this assumption to support

a "frontal attack". Instead a more effective approach might be

1H, W. Singer, International Development: Growth and
Change, Op. cit., p. 47.

21bid., p. 48.



-115-
"gorilla tactics" or the allocation of scarce investment into
strategic sectors of the economy in order to gpen specific bottle~
necks.

The availability of factor supplies is of major importance
to the theory of balanced gfowth. It is one thing to construct a
th&éory on the basis of an assumed unlimited supply of capital.

On the other hand, it is quite another thing to attempt to apply
that theory in a world of capital scarcities. Even though there
may be some exceptional cases where this abundance may be
assumed it is necessary to agree with Singer that for most of the
underdeveloped world: "In spite of its intellectually satisfying
features, the doctrine of balanced economic growth has severe
limitations in its application."

It should be made clear then that the concept of balarced
growth, especially balance in demand as formulated by Nurkse .
depends upon the assumption of unlimited capital supplies. Ira
world of less than unlimited supplies of capital it is necessary to
look towards unbalanced growth as a means. of rationing these supplies

or, perhaps, balance in supply as a means of bringing about greater
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flexibility in the supply of capital.

Three Different Development Problems

Much of the confusion which surrounds the current contrc-
versy over balanced and unbalanced growth is resultant from the
fact that there are actually three different problems with which
the different theories are concerned. Itis poséible, since Al the
disputants deal with the industrialization and development of rder-
developed countries, to assume that they are all discussing the
same thing. However, the truth of the matter is that each of the
three main disputants is discussing a particular aspect of the
broader issue of capital formation or industrialization in under -
developed countries. These three aspects are: (1) the al.oraiion
of capital (Rosenstein-Rodan), (2) the lack of investment ir~er:
tive due to limited market size (Nurkse), and, (3) the srarcivy of
entrepreneurial talent (Hirschman).

The problem of allocating scarce capital supply s treated
by only one of the major disputants, Rosenstein-Rodan. He fnrmu-
lated the theory of balance in supply as a possible solution to this
problem. Nurkse, as we have already seen, assumed away this

problem in his formulation of balance in demand. According to
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Hirschman such scarcities "are interpreted as a manifestation of
the basic deficiency in organization."

The lack of investment incentive due to the small market
size in underdeveloped countries is the problem to which both
* Nurkse and Streeten directed their energies. Nurkse, of course,
saw this as a very real problem and he formulated his theory of
balance in demand in response to this problem. Streeten, on the
other hand, did not recognize this as a serious problem. Accord-
ing to him the limited market size would automatically be corrected
through the "anabolism of wants."” Therefore balance would not
he necessary.

The third problem, that of a lack of entrepreneurial talent
was the basic problem which concerned Hirschman's analysis.
Acrording to Hirschman, the best growth scheme would be that
which best utilized scarce decision-making ability. Consequently
he set out to develop a theory which could best provide "induce-
ments" to investors and thereby make investment decisions obvious
and easy to take.

Once it is recognized that the principal discussants in the
balanced versus unbalanced growth controversy are directing their

attention to different areas of the several potential problems of

1A, O. Hirschman, The Strategy of Economic Development,
Op._cit., p. 25.
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development, it is not surprising that they arrive at different solu-
tions.

It is possible that some underdeveloped countries might be
victim of all three of the problems mentioned above. In that case
it would be necessary to seek out a solution to the most crucial
of the problems or to look for a solution that might deal effectively
with all three. On the 6ther hand, it is possible that an under-
developed country might try to resolve its development problems by
a combination of the three theories into some other approach. The
possibility of such a synthesis will be discussed in the next

chapter.

The Problem of Overgeneralization

Pe.heng the greatest single problem in the balanced versus
unbalanced gr. sih controversy is the desire to treat the various
theories as "general theories." It is difficult to read the
literature concerning balanced and unbalanced growth without
receiving the impression that these theories were meant to be
general theories designed to provide a complete solution or method
of development for all underdeveloped countries and at all stages
nf development. Such an interpretation is not only erroneous but

also potentially pernicious. Unfortunately it has often been made



-119-
and has resulted in the diversion of much time and attention to an
evaluation of the relative merits of balanced and unbalanced
growth as a method of development. So much attention has been
paid to this overgeneralization that there has been a serious and

damaging loss of perspective concerning the two approaches.

Both Nurkse and Hirschman were aware of this problem and sought
to correct it. Nufkse says, for example:

My interpretation of the phrase ‘'balanced growth' is more
limited and less rigid than he makes it out to be. Streeten
seems to have no use for special context and seems
anxious to establish a general doctrine favoring unbalanced
growth. In this spirit he puts all who ever used the
phrase 'balanced growth' in the same camp.l

This would be in some ways a convenient terminology,

but 'balanced growth' may mean different things to
different people, and can have wider connotations not
relevant to our special theme. The term is one we can
easily dispense with. 2

Hirschman tried to discourage the balanced versus
unbalanced growth controversy when he wrote the following.

I hope this statement will serve to calm down the debate.
It is remarkable how the question of balanced versus
unbalanced growth together with the analysis of linkages
(Chapters 3 to 7) seems to have caught the exclusive
attention of many readers. I should like to plead for a

1Ragnar Nurkse, "Notes on Balanced Growth,"
Equilibrium and Growth in the World Economy, Op. cit., p. 279.

21bid., p. 318.
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correction of this bias; in my opinion the topics dis-

cussed in the chapters on motivation (1), technology

(8), and regional transmissions of growth (10), are

no less central to development strategy and require

much further investigation.!

It should be clear that the theories of balanced and unbal-
anced growth were never meant to be "general theories" of develop-
ment but instead rather specific solutions to particular problems.
Ap attempt to interpret these theories as '"general theories" rather
than "partial theories" is likely to lead to confusion and mis-
direction of time and energy.

Benjamin Higgins places the theories of balanced and unbal-
anced growth in the category of partial theories and it is the con-
tention of this study that this is the proper place for them.z They
should be thought of as specific prescriptions for certain, rather
limited problems of economic development. It has already been
pointed out in Chapters II and III of this study that the theories

were presented along these lines. It should be remembered that

ralanced growth has been presented as a solution for the lack of

1z, o. Hirschman, The Strategy of Economic Development,
Op. cit., "Preface to the Paperbound Edition," p. ix.

2Benjamin Higgins, Economic Development: Principles,
Problems, and Policies (W. W. Norton and Company, Inc.,
New York, 1959), pp. 384 ff.
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investment incentive in economies with a small market. Unbal-
anced growth was presented as a solution for the lack of entre-
preneurial talent.

One significant contribution of the theories of balanced
and unbalanced growth is the introduction of the concept of
external economies to the development economist's criteria box.
This specific contribution has been missed by those who treat the
theories as generalized theories of economic development. There
is little doubt that it is easier and more impressive to focus
attention on the broad and general aspect of balance versus unbal-
ance as a method of development than it is to deal with the more
subtle question of the meaning and significance of external
economies in the process of economic development. Nevertheless,
.n the opinion of this writer the theories of balanced and unbalanced
arowth can best be understood as partial theories emphasizing
particular types of economic externalities and used as prescriptions
for specific problems of economic development. Such an inter-
pretation may prove useful in an attempt to reconcile the theories
of balanced and unbalanced growth. The following chapter will
have some suggestions concerning what might be done along these

lines.



CHAPTER VI

BALANCED AND UNBALANCED GROWTH -

A SUGGESTED INTERPRETATION

Introduction

Chapter V presented a discussion of the various controver-
sial points from which confusion and misunderstandings have been
propagated in the debate over balanced versus unbalanced growth.
It was suggested in the discussion of Chapter V that the two
theories have been neither fully appreciated nor clearly understood.
The reason for this lack of appreciation is due primarily to the excess
time and energy which has been devoted to attempts to establish
one or the other of the two theories as a general theory of economic
development. In addition there has been too little time and energy
devoted to an understanding of the importance:)f pécuniary external
economies.

After discussing the unsatisfactory nature of tﬁe traditional

interpretation of the two concepts, it is necessary to formulate a

-122-
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different interpretation. This study suggests that the concepts

of balanced and unbalanced growth could better be understood as
rhetorical expressions of emphasis on vertical or horizontal trans-
missions of pecuniary external economies. Balance in demand
should be understood to refer to a system of development which
emphasizes the importance of horizontal transmissions. Balance
in supply and unbalanced growth should be understood to refer to
a system of development which emphasizes vertical transmissions.

This interpretation should be more useful than the tradi-
tional one because emphasis is placed on the greater contribution
of the two theories which is the development of the concept of
pecuniary external economies. In addition, this interpretation
may assist in demonstrating that the two theories are reconciliable
and that they might be synthesized into one partial theory of
development.

In order to demonstrate this, it should prove beneficial to
examine the concepts of pecuniarir external economies from four
different points of view. Tirst, there should be a more or less
purely theoretical examination of the concepts as they have been
developed in the controversy over balanced versus unbalanced

growth to determine if any fundamental conflict exists between them.
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If no conflict exists, it should be possible to sﬁggest a develop-
ment plan which could offer maximum propogation of all types of
external economies.

Secondly, it should prove instructive to examine the use-
fulness of the concepts of pecuniary external economies to see if
they can be applied to problems other than those which provided
the basis for the formulation of the concepts of balanced and
unbalanced growth. The problem which has been selected for this
examination has been the problem of dualistic development.

Next, it would seem to be advantageous to examine one of
the dominant historical descriptions of growth to see if the con-
cepts of pecuniary external economies have been evident through-
out the history of economic development. At the same time it
should be worthwhile to investigate the extent to which the various
types of external economies have been either mutually exclusive
or mutually reinforcing, and whether or not they have remained
constant at all stages of growth. The historical explanation
selected for this examination is Rostow's Stages of Economic Growth.

Finally, the question of planning versus private decision-
making should be examined to determine if anything more definite

can be suggested concerning the best possible way of stimulating
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the propagation of pecuniary external economies.,

Two Types of External Economies

And a Possible Synthesis

By now it appears that the strategic contribution of the
balanced versus unbalanced growth éontroversy is perhaps the
development of the concept of pecuniary external economies.

Not only has the concept of pecuniary external economies been
developed in the controversy over balanced and unbalanced
growth, but it has also been refined and made useful as a policy
tool for the development economist. This is true even though the
debate has actually been concerned primarily with how this tool
has been employed in the past. At this point a review of the con-
cept of pecuniary external economies as a pure concept should be
of some value. This can be accomplished by reviewi}ig the various
aspects of the concept and the way in which it has been employed.
It should also be instructive to investigate the possibility of com-
bining the two basic types of pecuniary external economies into
one partial theory of economic development.

According to Scitovsky, pecuniary external economies are

the result of "nondirect economic interdependence" and are



-126-
transmitted through free markets .1 These pecuniary external
economies were first introduced in and were basic to the analysis
of Young, Rosenstein-Rodan, Nurkse, and Hirschman. The con-
cept was subsequently clarified and given technical refinement in
works by Fleming and Scitovsky. In this analysis, the concept
of pecuniary external economies was further distinguished as
horizontal and vertical depending upon the nature of the transmis-
sions of these effects.

Horizontal transmissions of pecuniary external economies
are basic to the theory of balance in demand as formulated by
Nurkse. These are the transmissions of external economies
betweer} firms and industries through the market demand for final
goods. According to the advocates of balance in demand there is
a basic inability to exploit the potential for horizontal transmissions
of pecuniar}-rﬂe);t;rnal economies in a small market. This inability
results in a lack of investment incentives which presents itself as
a barrier to growth and development. The way in which this dilemma
can be overcome might be to achieve a simultaneous expansion of

several industries in @ manner consistent with consumer taste and

governed by the coefficients of supply and demand elasticity in each

1See Chapter II, p. 23.
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industry. In this way there might be a horizontal transmission of
pecuniary external economies which will provide investment
incentives for private busme‘ss in an expanded market. The
employees of each industry will become the customers of each
other industry.

Vertical transmissions of pecuniary external economies
make up the analytical foundation of balance in supply as formu-
lated by Rosenstein-Rodan and unbalanced growth as formulated by
Hirschman. They are transmitted through the market for factor
inputs which exists between firms and industries. Their impact
is felt through an increase in output and/or a decrease in the cost
of productive factors. This type of external effect is further
complicated by the fact that there can be both forward and backward
vertical transmissions of pecuniary external economies. Forward
transmissions are benefits which are transmitted to a using firm
or industry through an increase in the output and/or decrease in
the cost of factors supplied to them. Backward transmissions are
benefits which are transmitted to a supplying industry through an
increase in the demand for its output by some other using industry.

Vertical transmissions of pecuniary external economies

were first introduced in, and are basic to the analysis of balance
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in supply. According to Rosenstein-Rodan, underdeveloped
economies are plagued by an "indivisibility in the production
function” which means that each industry must utilize certain
"lumpy” coefficients of production. 1 In order to expand any one
industry there must also be an expansion in its supplying
industries. Any specific lack of elasticity in the supply of any
one productive input represents an inability to exploit potential
vertical transmissions of external economies and a consequent
barrier to development. The way out of this dilemma is to
establish a simultaneous expansion of several industries in a man-
ner which is consistent with the input-output requirements of
production and governed by supply and demand elasticities of fac-
tors and factor inputs as well as final products. In this way the
problems posed by indivisibility of production functions can be
overcome and .the economy will be able to exploit its potential for
vertical transmissions of external economies.

Vertical transmissions of pecuniary external economies
are also fundamental to the theory of unbalanced growth as formu-
lated by Hirschman. According to Hirschman neither the size of

the market nor the elasticity of factor supplies is the fundamental

lsee Chapter III, p. 43.
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problem of underdeveloped countries. To him the basic difficulty
is a lack of entrepreneurial t{:\lent.l This lack of talent represents
an inability to exploit potential vertical transmissions of pecuniary
external economies and a consequent barrier to development.
According to Hirschman, the way to solve this problem is to begin
a development program with certain key sectors of the economy
which will result in @ maximum transmission of such external
economies (linkages). The result of this would be a provision of
"inducements" to investors through making investment decisions
obvious and easy to take.

After a close examination of the theories of balance in
supply and unbalanced growth it becomes increasingly clear that
there is no great difference between them. Both concepts depend
upon vertical fransmissions of pecuniary external economies between
firms and industries operating as suppliers and users of each others
products. The difference between them seems to be in whether or
not to place a great deal of emphasis on leading sectors or to treat
all sectors as more or less basic. It seems natural that certain
industries will emerge as leading industries while others will

emerge as lagging industries. This should happen under any scheme

lSee Chapter 1V, p. 73.
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of development. 'Certainly supply and demand elasticities will
differ for different industries. Some products such as steel, fuel,
and power will naturally have more uses as productive inputs than
will other industries. Therefore they should naturally grow faster
and transmit greater external effeéts than will others. However,
one must not neglect the external effects that might be transmitted
from lagging sectors to leading sectors. In fact, the marginal
difference between success and failure in the development of a
leading sector itself may well be the extent to which it is-able to
appropriate external economies from lagging sectors. Consequently
it is necessary to consider the need for vertical balance as well as
horizontal balance in the broader process of economic development.

On the other hand it would seem to be foolish to attempt a
developmental program which strived solely for a coordination and
a maximization of vertical external economies without considering
the ultimate end of that production, consumption. Although it
sounds trite, it is still nevertheless true that the ultimate goal of
all economic activity must be consumption. This proposition is
so basic and so widely known and understood by economists that
today it is virtually unquestionable. Yet it is quite often for-

gotten in the finer detail of economic analysis. All too often
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development is thought of in terms of a growth in total production
alone with no consideration given to what is to become of this
output once’it is achieved. It is obvious from the supply side
that scarce factors must be utilized most efficiently by way of
producing the greatest total output. It may be equally true that
in an underdeveloped economy Say's Law may hold true, but only
if what is produced conforms to the desires of the consumers. In
short one must consider not only technical efficiency but economic
efficiency as well. For that reason it would be unwise to totally
neglect the question of horizontal balance in the economy.

Hirschman is guilty of such an omission in his analysis of
the use of linkages in development planning. According to
Hirschman the most sensible development program would be one
which would maximize vertical transmissions of external economies
(linkages) .1 He even goes so far as to carry out a mental experi-
ment in which he illustrates the way in which this can be
decided. According to him, to achieve this end the development
economist should conduct studies of the actual transmissions of
external economies among existing firms in established economies.

From those studies he should derive some conclusions concerning

1See Chapter 1V, p. 78
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the best development plan for given underdeveloped economies.
However, even Hirschman saw that the validity of any such study
with regard to any given underdeveloped economy would depend in
large measure on the extent to which there would be a similarity
in the output mix of the two economies. 1 This is, in essence,
an admission that consideration should be given to the goods
composition of final demand.

With this in mind, perhaps a better pfogra‘m might be one
which seeks to construct a system of measuring vertical trans-
missions on one hand and horizontal transmissions on the other.
In this way specific weights might be assigned to forward and
backward transmissions, as Hirschman has done, and also then
to horizontal transmissions of pecuniary external economies.

Then the ultimate test of an investment alternative might be its
potential for the highest combined total of forward and backward
vertical transmissions as well as horizontal tré}lsmissions.

The next question to be answered would then be the
relative importance of horizontal or vertical transmissions of
external econonmies. If one had to choose between anAindustry

with a potential for large horizontal and small vertical

Isee Chapter IV, p. 76.
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transmissions and one with large vertical and small horizontal
transmissions of pecuniary external economies, how would he
make the choice? It seems fhat the determinate factor might be
the relative severity of the problems of limited market size and
limited factor supplies. The solution to this problem would

require additional study.

External Economies, Balance, and Problems of

Economic Development: Economic Dualism

As pointed out in Chapter II of this study economic
externalities are derived f.rom economic interdependence. Itis
clear, of course, that in any economic activity there will be a
great deal of economic interdependence. This is especially true
for a market economy whére there is not only the direct economic
interdependence which gives rise to technological external
economies but also the indirect economic interdependence which
gives rise to pecuniary economic externalities. This economic
interdependence, however, affords a chance for the propagation
of external diseconomies as well as external economies. The
problem of development is, at least in part, the problem of

developing an economic environment in which there can be a
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propagation of net external economies.

In Chapter II of this study there was also a great deal of
evidence presented to demonstrate that many development econo-
mists agree that it is necessary to exploit external economies as
a prerequisite to economic development. 1 Obviously then it would
behoove the development economist to understand not only the con-
cept of economic externalities including both external economies
and diseconomies and especially as we have seen pecuniary
external economies, but also the conditions which might prevent
the propagation of net external economies. This is a major con~
tribution of the balanced versus unbalanced growth controversy.

It is already clear that this controversy produced a refinemeht of
the concept of pecuniary external economies. Of equal importance,
however, this controversy also produced a recognition of at least
three conditions which might prevent an underdeveloped economy
from exploiting external economies and hence' from developing.
These three conditions are: indivisibility of the production func-
tion, small market size, and a lack of entrepreneurial talent.

In the previous few pages of this study it has been shown

how the various concepts of balanced and unbalanced growth were

15ee Chapter II, p. 34.
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really mere prescriptions for these specific problems rather than
generalized theories of economic development. At this point it
should be interesting to apply the concepts of economic external-
ities and balanced or unbalanced growth to a fourth problem,
economic dualism. ! The object of this discussion is to demon-
strate that economic dualism is one more of the many problems
which may result in an inability for underdeveloped countries to
exploit external economies. This problem, like those faced by
Ros;nstein-Rodan, Nurkse, and Hirschman, might be corrected
at least in part by creating an environment in which potential
external economies might be exploited.

Two general types of dualistic development will be con-
sidered here: social dualism and technological dualism. Each
represents a particular problem which has special relevance to
this study. This discussion will be restricted only to an
analysis of these special problems. There will be no compre-

hensive discussion of the concepts of dualism as they have been

1The interested reader will find an informative section and
a comprehensive bibliography on economic dualism in: Gerald M.
Meier, Leading Issues in Development Economics (New York:
Oxford University Press, 1964), Section II, pp. 48-88.

Although there are many problems connected with dualistic
development, this study will concentrate only on those which
the writer considers to be most obviously relevant to the present
study.
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developed in the literature because that is not the purpose of this
study. The object of this discussion is to illustrate how the con-
cepts of economic externalities 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 usually resultant from the imposition of
an advanced society onto some other less advanced society.
This is usually a result of colonization. According to Boeke's -
theory of social dualism, colonization results in the coexistence
of two social systems one of which is imported from abroad. The
two social systems will have different "social spirits” including
organizational form and techniques and socially determined
patterns of demand. When ~neither social system is able to oust'
or assimilate the other and become general and characteristic, a
dual society will be resultant.1 As a result of this there springs

up a problem of one economy supporting two different societies.

Each society has different tastes and customs. The economic

17. H. Boeke, Economics and Economic Policy of Dual
Societies, (New York: Institute of Pacific Relations, 1953),
pp. 3-4,
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problem which emerges is a split market. Each of the two
cultures will manifest different, sometimes incompatible patterns
of consumer demand. The result is actually two different markets
each of which is too small to encourage industrial advancement.
This is essentially the same problem which was faced by Nurkse
in his formulation of balance in demand.

This split market, which is resultant from colonization and
which in turn results in a limited market size, also causes a
strategic“inability to exploit pecuniary éxternal economies. The
employees of industry A do not purchase the product of industry B
because it does not conform to their patterns of consumption. The
basic problem is the same as that about which Nurkse wrote even
though it is caused by something quite different. Likewise the
solution is the same as Nurkse's, to promote the horizontal trans-
mission of pecuniary external economies which are a potential part
of the market economy. However, the means of bringing that
solution about should be different from that which was suggested by
Nurkse. Somehow there must be some conformity introduced into the
market. This conformity may be brought about by changing the
consumption patterns of the indigenous populace, perhaps through

a demonstration effect, or it may be brought about through changes
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in the consumption patterns of the colonists. Most likely, how-
ever, it will be through some combination of the two. In the end
the purely economic problem, inability to exploit external economies
in a small dualistic market, must be resolved through a social
change.

The social change should result in a larger, more consistent
market wherein there can be a resultant transmission of pecuniary
external economies. When all persons in an economic community
share a common set of tastes and consumption patterns there is a
greater likelihood for the employees of industry A becoming the
consumers for industry B. In this case investment incentives will
increase and development will be all the more possible.

If one were to persist in using the terminology of balanced
growth he could say that social dualism, insofar as it results in
two markets, is a special plea for balance in demand. Of course
one might ask why anyone should persist in using the term balanced
growth. Why not speak instead of horizontal transmissions of
pecuniary external economies? Balance in demand, as it was
formulated by Nurkse, refers to a simultaneous expansion in several
industries in such a way as to confor;_n to the demands of the con-

sumer. In this way there can be a resultant, horizontal transmission
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of pecuniary external economies. Overcoming the barriers to this
transmission as a solution to social dualism requires an introduc-
tion of conformity into consumption patterns in order to enable such
an expansion to take place. In either case investment incentive
depends upon effective horizontal transmissions of pecuniary
external economies which in turn depend upon increasing the size

of the market.

Technological Dualism

—

A second type of economic dualism is technological dualis;n.
This concept of dualism represents a situation in which certain
sectors of the economy develop more rapidly than others. The ﬁon-
cept is generally employed as a method of describing a situation in
which capital innovation is superior to and is gaining faster than
the quality of the labor force. This situation represents a special
inability to exploit external economies. However, since it is a
special relationship between two factors of production, labor and
capital, it does not fall neatly within either of the two general
classifications of horizontal or vertical transmissions of external

economies as they have been defined in this study. L Neither is it

lsee Chapter II, p. 28.
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clear at the outset whether or not the particular external economies
which are left unexploited are pecuniary, technological, or perhaps
both.

It is readily clear that labor and capital are horizontally
related in the production function in much the same way as shoes
and stockings are related in the consumption function. One must
have both before either can be of maximum usefulness. Con-
sequently the specific type of economic interdependence is one of
a complementary relationship between two factors of production.
Increased productivity in capital goods can result in increased
efficiency of labor and consequent increases in total product only if
labor is of sufficient quality to exploit the external economies which
are potentially appropriable. On the other hand, if labor is able
to appropriate the potential technological external economies it
should also be able to enjoy certain pecuniary rewards by way of
increased incomes. Through these increased incomes labor should
then be able to purchase more of the goods in whose production
capital is employed. Thus labor should be able to transmit addi-
tional pecuniary external economies to capital and thereby increase
the incentive for investment.

One could say that this particular variant of the notion of
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technological dualism is a special plea for balance among comple-
mentary factors of production. If there is an imbalance in the
quality of labor (or capital), total output will be limited by the
fa-ctor with the least quality due to an inability of the low quality
factor to appropriate potential transmissions of external economies
from the complementary, higher quality factor.

Technological dualism may also refer to a situation in
which the productivity due to technology is greater in one stage
of production related vertically to some other. If a situation
exists in which the applied technology and hence the productivity
of steel refining is far superior to the efficiency of mining the
ore, to_tal product will be limited by the verticalﬂstage with the
least efficiency, in this case the mining sector.

Such a case of vertical technological imbalance represents
an inability to exploit the potential for vertical transmissions of
both technological and pecuniary external economies. This is
the same basic problem which is fundamental to Rosenstein-Rodan's
theory of balance in supply. However, the cause of this problem
as Rosenstein-Rodan saw it is somewhat different. Nevertheless,
the solution is the same, i.e., to increase productivity and hence

total output in many vertically related sectors at one and the same



-142-
time. ! What is needed is a system of simultaneous development
of all relevant sectors at once in order that they might all appro-
priate the external economies potentially available to them.

One could consider technological dualism and the need to
overcome the problems which are created by it as a special plea
for balance in supply or vertical balance. On the other hand, if
one were to recognize that due to different elasticities in supply
and demand some stages must grow faster than others, he might
suggest that this is really a special plea for vertical imbalance.

It really does not matter whether it is called balanced or unbalanced
growth. What is important is that in order to éolve the problem of
technological dualism there must be an increase in vertical trans-

missions of external economies.

Balance, Imbalance, and External Economies

In Rostow's Stages of Economic Growth

Before beginning this section it should be made clear that
the terms balanced and unbalanced growth as they are used herein
and for the rest of this study will not be used as they traditionally
have been. The term balanced growth seems to be more acceptable

if it is understood to refer to an emphasis on horizontal transmissions

1gee Chapter III, p. 46.
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of external economies in the case of balance in demand and
vertical transmissions of external economies in the case of
balance in supply. Likewise, the term unbalanced growth seems
to be more acceptable if it is understood to refer to an emphasis
on vertical transmissions of external economies or linkages.

With only a limited study of the history of economic
development it seems evident that unbalanced growth and vertical
transmissions of external economies have been more apparent than
balanced growth and horizontal transmissions of external econo-
mies. However this does not mean that horizontal transmissions
have been totally nonexistent. The process of economic develop-
ment goes through several stages. In the early stages of low
productivity and limited factor supplies it is natural to observe
activity on the supply side more closely than activity on the demand
side. Since under these conditions Say's law has some validity,
demand does not appear to be much of a problem in the process of
growth and development. Naturally then vertical transmissions of
external economies which appear on the supply side will be most
apparent in the earlier more critical stages of economic develop-
ment. Horizontal transmissions of external ecofiomies which appear

on the demand side will become more apparent in the later stages
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of development when the problem of capital shortages is largely

overcome,

W. W. Rostow's book, The Stages of Economic Cﬁ'owth1

seems to provide an excellent framework within which an historical
search for economic externalities might be made. The primary
reason for this is his concept of leading sectors. Rostow's
leading sectors are now understood to be those which enjoy the
greatest propagation of external economies. 2 One interesting
aspect of Rostow's analysis is that as development proceeds the
leading sectors change fr.orr; those in the early stages which propa-
gate the greatest vertical transmissions of external economies to
those in the later stages which propagate the greatest horizontal
transmissions of external economies.

Rostow characterizes economic development as a dis-
continuous process depending on the emergence of new and
different leading sectors at each new stage of development. Hev
points out that even though these leading sectors are primarily

determined by discontinuities in technology and the willingness of

1wW. W. Rostow, The Stages of Economic Growth, Op. cit.

23ee Chapter III, p. 63; also, Chapter IV, p. 82.
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entrepreneurs to accept innovation, they afe partially determined
by those types of demand which have exhibitea high elasticity with
respect to price, income, or both.

According to Rostow, the process of economic growth can
be divided into five stages. The first stage is the traditional
society. A traditional society is one whose structure is developed
within limited production functions, based on primitive science and
technology. The second stage is the preconditions for take-off
stage usually referred to as the preconditions stage. This is a
process of transition from the first stage to the third stage. It
involves the development of institutions which will enable society
to exploit the fruits of modern science. The third stage is the
take-off stage. This is the vital stage of economic development.
The take-off is the interval when old blocks of resistances to steady
growth are finally overcome. The fourth stage of development is
the drive to maturity. This is a long interval of sustained progress.
The regularly gx%wing economy drives to extend modern technology
over the whole front of its economic activity. The fifth stage is the
age of high mass-consumption., At this stage the economy has

achieved full maturity and the leading sector of the economy emerges
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as the consumer durables sector. 1

According to Rostow agriculture has historically been the
leading sector during the preconditions stage.2 This is natural
since this stage begins with the base of the traditional society
and sets the conditions for the take-off stage. Agriculture is
basic in the traditional, primitive society. Agriculture is also
basic in terms of producing the barest essentials of livelihood.
Rostow identified three essential roles of agriculture which are
relevant to the three types of vertical and horizontal transmissions
of external economies. These three essential roles were dis-
cussed in Chapter III. 3

When the three roles of agriculture are taken together there
is a propagation of all three types of external economies which
have been discussed in this paper. Increased productivity
allows the workers to leave the farms for the city, thus propagat-
ing a forward transmission of external economies. At the same

time agriculture is able to feed these workers because of its

lw. w. Rostow, The Stages of Economic Growth, Op. cit.,
pp. 4-11.

2See Chapter III, p. 63.

31bid.
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utilization of capital equipment produced in the city, thereby
exploiting a backward transmission. And finally, the increased
sales of agricultural output causes increased incomes for rural
areas with which to purchase final goods produced in the city
which is an exploitation of horizontal transmissions of external
economies. Incidentally all three cases of extern:lities will in
turn be transmitted from the lagging sectors to the leading sector,
agriculture. These transmissions will not be as vital as those
which are transmitted from the leading sector to the lagging
sectors.

Special notice should be taken of the fact that in this early
stage of development the problem of capital supply is critical to
the ‘de\velopment process. When supply is the critical problem,
vertical transmissions of pecuniary external economics should be
more important and more obvious than horizontal transmissions at
least for those that are transmitted from leading sectors to lagging
sectors. At the same time transmissions of external economies
from leading sectors should be more obvious than transmissions
from lagging sectors. It is also quite possible in this early stage
that horizontal transmissions might be more obvious than vertical

transmissions from lagging sectors to leading sectors.
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All three cases of external economies can be detected in
the different stages of development. 1 However, the identity of
the leading sectors will vary for different stages. Also, during
this process of growth and change, wherein new leading sectors
emerge and old leading sectors become lagging sectors, the
emphasis should become reversed in terms of the predominance of
vertical or horizontal transmissions of pecuniary external economies.
The reason for this is that, while growth and development proceed,
the strategic problem in the economy becomes less a problem of
supply and more a problem of demand.

During the take-off stage the leading sectors have histori-
cally emerged as textiles, coal, iron, and transport. According
to Hirschman in these sectors both forward and backward transmis-
sions of external economies should be very high while forward
transmissions should be slightly higher than backward transmissions
in these intermediate manufacturing industries. Horizontal trans-
missions which take place through the market for final products
should be low insofar as they are transmitted from the leading sec-
tors to the lagging sectors. The reason for this is that supply is

still the basic problem in the early stages of develobment.

1See Chapter IV, p. 82.
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During the drive to maturity the leading sectors will change
again to include such items as grain mill products, leather pro-
ducts, transport eciuipment, and machinery. These final manu-
facture goods industries should propagate high backward and low
forward vertical transmissions of external economies. At the
same time they should propagate somewhat lower horizontal
transmissions of pecuniary external economies. Supply is
becoming less of a problem and demand begins to emerge as the
dominant problem.

During the highest stage of development, the age of high
mass~consumption, durable and non-durable consumer goods emerge
as the leading sector, This new leading sector should have low
forward transmissions of vertical external economies and a some-
what higher backward transmission of vertical external economies.
The major transmissions should be horizontal transmissions of
pecuniary external economies. By this time the benefits of modern
science and technology are fully distributed throughout the economy
and supply is no longer a problem. The predominant problem is
now the maintenance of full employment through high effective
demand. Say's Law is no longer valid.

In the final analysis one can observe that in Rostow's first
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three sta'ges which are the actual development stages, the leading
sectors are those which exhibit high vertical transmissions of
externalities with lower horizontal transmissions of pecuniary
external economies. In the final stage of high mass-consumption
which is primarily a growth stage rather than a development stage
the leading sectors are those which are characterized by large
horizontal transmissions of pecuniary external economies through
the market demand for final products.

The upshot of all this is that what is needed (and what
seems to have happened historically) is unbalanced growth or
balance in supply through sectoral expansion of industries which
efficiently allocate scarce factor supplies and maximizes vertical
transmissions of pecuniary external economies from the leading
sectors to the lagging sectors. The ultimate achievement of this
development process should be a diversified balanced economy
which depends for its subsistence and sustained growth on hori-
zontal transmissions of pecuniary external economies through the
market for final goods.

Unbalanced grox;vth, insofar as this is taken to mean an
emphasis on vertical transmissions of external economies, seems

to be the most effective way to develop in.a world of scarce factor
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supplies. This is especially true for the early stages of develop-
ment. Nevertheless it is still true that there will be a potential
for horizontal &énsmissions of pecuniary external economies even
in these early stages. This potential should be exploited when-
ever and wherever possible. By the same token the problem of
demand which is emphasized by balance in demand is a very real
problem and any system of investment priorities must consider
consumer demand as a vital criterion.

What is needed is a judicious program of investment
priorities wherein emphasis is placed on those industries enjoying
the greatest combined transmissions of pecuniary external economies.
The relative priorities that will be assigned to forward and backward
vertical transmissions of pecuniary external economies as compared
with horizontal transmissions will need to be considered in light of
the particular stage of development and the relative significance of
the supply problem as compared with the problem of demand. In
order for this program to be comprehensive in its scope some measured
consideration must be given to external economies which are trans-
mitted from the secondary sectors of the economy as well as those

which are transmitted from the primary sectors.



-152-

Planning or Private Decision-making:

French Indicative Planning

Now that this study has arrived at the conclusion that devel-
opment might best proceed through the greatest exploitation of
pecuniary external economies, it now becomes necessary to
investigate how these external economies might best be generated.
This brings us to the question of the relative effectiveness of
planning and private decision making as a means of achieving maxi-
mum exploitation of pecuniary external economies. In Chapter V
it was pointed out that the discussants in the balanced versus
unbalanced growth debate did not issue any categorical imperatives
on this point. Their analysis did suggest, however, that some
degree of centralized decision making might be desirable as a way
to insure the maximum propagation of pecuniary external economies.l
In any event, it is important to the achievement of either vertical
or horizontal transmissions of pecuniary external economies that
there be some coordination in the composition of investment activity

which will attempt to maximize the degree of complementarity

between firms and industry. The certainty of such a coordinated

1See Chapter V, p. 107.



-153- -
investment activity is questionable under a purely private decision~
making economy in the early stages of growth, due to the high
levels of risk and uncertainty. On the other hand, it is possible
that the need for pecuniary transmissions of external economies
might not be present under a purely public-decision-making scheme
since such transmissions extend their major influence over invest-
ment incentives. With this in mind how does. one reply to the
issue of planning versus private decision making? To answer this
question it is necessary to first examine the limitations of the two
general alternatives~-pure planning and purely private decision
making.

In order to examine this issue fully, it might be instructive
at this point to review again the concept of pecuniary external
economies. It must be remembered that pecuniary external econ-
omies, unlike technological external economies, will not have a
direct effect on production functions. Pecuniary transmissions will
not alter the ratios of the technical coefficients of producticn nor
will they increase physical productivity directly. Pecuniary
external economies are resultant from the indirect interdependence
Yvhich exists through the market. Consequently they must be trans-

mitted through markets and their impact will therefore be felt in
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reduced money costs or increased money incomes. The broader
impact of pecuniary external economies especially with regard to
development stimulus is felt in increased market incentives to
businessmen. In an economic environment in which investment
decisions are made on the basis of pecuniary rewards and incen-
tives it seems clear that pecuniary external economies will be
significant. On the other hand in an economic environment in
which decisions are made by a small elite of development planners,
wherein allocation of capital is determined on the basis of material
balances and success depends upon fulfilling plan quotas, the
importance of pecuniary external economies seems to be negligible.
It appears then that the analysis of pecuniary external economies
should have its greatest relevance in an economic system which
centers on private decision making, markets, and profit motiva-
tion. However under such a pure "free-enterprise" system there
can be little assurance of the kind of coordinated investment activity
which is so important to the transmission of these pecuniary external
economies. The primary reason for this is that risk and uncertainty
are prohibitive in an economic environment which is characterized
by: an essential lumpiness of capital, limited market size, limited

entrepreneurial talent, and a whole host of other problems too
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numerous to mention. Under these risk conditions it is difficult
to have faith that there will be a large number of independent,
imaginative entrepreneurs who will have the courage to undertake
a diversified investment program having both vertical and hori-
zontal balance. The possibility of creating such an economic
environment solely out of private sources seems too remote to have
much credibility.

On the other hand under complete central planning based
on material balances with little or no dependence on pecuniary
incentives there does not seem to be much need for propagations of
pecuniary external economies. Under these conditions technological
external economies are still very important since they would have a
direct impact on production coefficients. Pecuniary external
economies with their indirect impact through prices and proiits are
not so important, however, when the decision to expand or not to
expand one industry or another is made on basis other than private
profitability. Consequently it may be concluded that neither com-
plete "free-enterprise" nor complete central planning will be very
useful in terms of maximizing the propagation of pecuniary external
economies. If one has an uncompromised commitment to either of

these économic philosophies it would seem that he must be prepared
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to give up pecuniary external economies as a fundamental criterion
in the process of economic development. For others who are will-
ing to accept a combination of centralized and private decision
making this can still be a useful criterion.

It seems then, that a good answer to the question of method
might be some combination of central planning and private enterprise.
The French method of planning would appear to be very close to
what is needed. The French system is one of "regulated capitalism"
emphasizing "indicative planning." The French economic system
is basically a private system with a great deal of indicative planning
and influence from central authorities. This indicative planning is
thought to reduce risk and uncertainty and thus to set the stage for
a market exploitation of pecuniary external economies.

Morris Bornstein summarizes how the French planning method
operates to reduce risk and uncertainty in the following sentences.

Nevertheless, by coordinating the production and invest-

ment programs of the different branches of the economy,

. the plan reduces uncertainty and risk for individual firms

and promises them a "balanced market" in which to

acquire factors of production and sell output. Firms will

make their own decisions freely in the market. But they

do so with the benefit of knowledge, provided by the plan,

about the intentions of the rest of the economy and the

Government's credit, tax, and price policies. In this
way, the French economy endeavors to combine a limited
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amount of overall government planning with decen-
tralized private decision making.l

In 1962 Pierre Masse, who was then the General Commis-
sioner of the French Plan for Economic and Social Deveiopment,
wrote an article on, "French Methods of Planning” for the Journal

of Industrial Economics.z In this article he points out how the

private sector is retained under French planning. He also dis-
cusses the reasons why the private sector is retained as the
ultimate decision-making body. In this discussion it is possible
to see some reason why French planning would result in a greater
incentive for investment, particularily that investment which
would exploit pecuniary external economies. He says:

In this aggregative, and therefore approximative form,
a general program is drawn up. Every branch of activity
is promised the possibility of acquiring its production
factors and selling its goods on a balanced market. The
promise, however, is only kept if everybody plays the
game. ‘The promise acts merely as an incentive. It
is not binding on anybody. Firms are not dispensed from
working out their valuations and choosing their own
attitude concerning risks. But they can do so in a better
informed manner.

1Morris Bornstein, Editor, Comparative Economic System
Models and Cases (Homewood, Illinois: Richard D. Irwin, Inc.,
1965), p. 212,

2Pierre Masse, "French Methods of Planning”, Journal of
Industrial Economics, Vol. XI, (November, 1962), Reprinted in:
Bornstein, Ibid., pp. 213-228.

3lbid., p. 220.
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Masse also points out an essential difference between the
First Modernization and Equipment Plan which was designed to
overcome essential scarcities of factors of production and the
Second Plan in which this supply problem was largely overcome.
His remarks are as follows.

The First Modernization and Equipment Plan was a plan for
‘economic recovery. One had to decide between a modest
development in all sectors, and substantial progress in
sectors having a driving influence whilst providing resources
for all the rest. A bold choice was made in favor of the
latter. Six basic sectors were given consideration: coal,
electricity, steel, cement, agriculture, machinery, and
transport.

(In the Second Plan) An important innovation was the
extension of the plan to all productive activities, mainly
agriculture, manufacturing industries, housing and over-
seas development. Priority to key industries was no
longer a major concern and a harmonized growth in all
sectors became the main preoccupation. 1

It would appear that the French too believe that as development pro-
ceeds there should be a change in the relative emphasis which is
placed on vertical transmissions of pecuniary external economies
and vertical balapce, and that which is placed on horizontal trans-

missions and horizontal balance.

11hid., p. 217.

28ee p. 150,
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The genius of the French System is its combination of private
enterprise and central planning. The French System is primarily a
private e-nt'erprise system. There is, however, just enough planning
and coordination of effort to reduce risk and therefore to allow the
development of a mutually supporting investment package. In this
way the potential for exploiting pecuniary external economies can
itself be exploited even in an economic environment which is
characterized by a great deal of freedom and individual liberty.

There is no reason to conclude from this discussion that
the French method of planning is the only effective or even the most
effective alternative. The only conclusion which can be safely
drawn irom this discussion is that some combination of central
planning and private decisior. making might overcome the defic-
iencies of either one in their most rigid form. This combination
might even take the form, for example, of Yugoslavia's economic
system which is primarily a centralized economy that combines
public ownership with decentralized resource allocation through
markets and prices. The exact form of the "mixed" economic
system, especially with regard to the degree of emphasis placed
on the public sector or the private sector, will no doubt depend

more on political than on economic considerations.



CHAPTER VII
SUMMARY AND CONCLUSIONS

The objectives of this study, as outlined in the introductory
chapter are: (1) to review the concepts of balanced and unbalanced
growth as they have been formulated in economic development
literature, especially by Rosenstein-Rodan, Nurkse, and Hirschman;
(2) to examine the role of the one common denominator in the con-
troversy--external economies; (3) to clarify the issues in the debate
which has raged over the two concepts; (4) to attempt to reconcile
the differences between the concepts of balanced and unbalanced
growth while examining the possibility of some more meaningful
interpretation of the concepts, and finally; (5) to examine the
possibility of synthesizing the concepts of balanced and unbalanced
growth into a single instrument of economic development analysis.
Before stating the conclusions of this study, a brief summary of
the findings appears to be appropriate.

The above stated first objective of this study was fulfilled

with some surprising results. First it was discovered after close
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examination of the concepts of balanced and unbalanced growth
that there are, in fact, several separate concepts. This is
particularly true of balanced growth. Each of these different
expositions of balanced and unbalanced growth was discovered to
be founded on some particular type of pecuniary external economy.
In fact the concept of pecuniary external economies itself was
discovered to be developed by and large in the debate over balanced
and unbalanced growth. This study has suggested that the develop-
ment of this concept is one of the major contributions of that debate.

To summarize the discussion of balanced growth it is neces-
sary to recall that there are actually three basic types of balanced
gro;vth; balance in supply, balance in demand, and sectoral
balance. Balance in supply was developed primarily by Rosenstein-
Rodan. This particular analysis was directed at a basic inelasticity
of capital supplies which is'alleged to be common to most under-
developed nations. The solution to this problem is seen as a
simultaneous expansion of several vertically related industries at
one time. Such an expansion would enable the economy to exploit
potential vertical transmissions of pecuniary external economies.
In this way the basic problem of supply inelasticity might be allev-

iated.



-162-

Balance in demand was developiéd primarily by Ragnar
Nurkse. This-analysis was directed specifically at the problem
of limited market size and lack of investment incentives in under-
developed economies. The solution to this problem is seen as a
simultaneous expansion of several consumers goods industries at
one time in a way which is consistent with consumer's tastes.
Such an expansion should enable the underdeveloped economy to
exploit potential horizontal transmissions of pecuniary external
economies which in turn should result in increased incentives to
private investors.

Sectoral balance represents specific applications of balance
in supply, balance in demand, or both to specific sectors of the
economy. This analysis has been used to emphasize the need for
balance between the agricultural-industrial sectors, the domestic~
foreign sectors, the public-private sectors, or any combination of
the above even to the inclusion of all sectors. Whenever a dis-
cussion of sectoral balance appears in development literature it
may be reduced to a need for balance in supply (vertical balance)
and/or balance in demand (horizontal balance). At the same time
any plea for sectoral balance can be regarded as a plea for a

specific transmission of external economies between particular



-163-
sectors of the economy.

Although there have been many attempts to discredit the
concept of balanced growth and to establish instead a concept of
unbalanced growth, one appears to stand out over all the others.
That is Albert O. Hirschman's concept of unbalanced growth.
Hirschman's analysis was directed to another problem-~the lack of
entrepreneurial talent in an underdeveloped economy. The solu-
tion to this problem is seen as a system of judicious unbalancing
with emphasis on those sectors or industries which promise the
greatest vertical transmission of external economies (linkages).

In this way there can be a strategic transmission of "inducements"
which will make investmant decisions obvious and easy to take.
The result of this activity will be to alleviate the basic shortage
of entrepreneurial talent.

In pursuit of the second objective of this study it was dis-
covered that the concept of pecuniary external economies has some
significance in all phases of the controversy. Every separate
argument for either balanced or unbalanced growth may be reduced
to a specific plea for the propagation of pecuniary external economies.
Emphasis may be placed on vertical transmissions as in the case

of balance in supply and Hirschman's concept of unbalanced growth
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or horizontal transmissions as in the case of balance in demand
but in any case the key is an effective transmission of some type
of external economy. It should be remembered, however, that
the concept of pecuniary external economies is an independent
concept. Even though it is basic to and was developed in the
balanced versus unbalanced growth controversy it is not limited
to this controversy in its application.

The third objective of this controversy was also completed
with surprising results. In analyzing the principal points of
debate in the controversy over balanced and unbalanced growth
it soon became apparent that the debate was marked with a great
deal of confusion which in turn resulted in a basic misinterpreta-
tion of the several theories of balanced and unbalanced growth.
This confusion was due in part to a lack of consistency in the use
of terms such as "balance” and "growth." There seems to have
been some wide divergence in the meaning which was attached to
these terms by the several discussants. There also seems to have
been some confusion concerning the basic assumptions under which
the theories were presented. Two notable examples were assump-
tions concerning the availability of factor supplies and the specific

problems to which the analysis was devoted. As a consequence of
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this confusion,A there was a great deal of controversy over the
impact of external economies or diseconomies, the role of the
central government, and the general applicability of any one
analysis.

Part of the responsibility for this confusion should rest with
the advocates of balanced growth for not having stated their cases
clearly and completely. On the other hand the critics of balanced
growth have also contributed to this confusion. It seems as though
they did not give much consideration to the evidence which was
presented by the advocates of balanced growth concerning these
controversial points. The result of all this was the propagation
of a lengthy debate over balance or unbalance as a generalized
method of development with little consideration given to the
important question of the meaning and significance of pecuniary
external economies in economic development.

The problem of reconciling this controversy, which was the
fourth objective of this study, did not prove to be difficult once it
was established that each of the three alternafives is a special plea
for a particular type of pecuniary external economy as a solution to_
a particular type of economic development problem. It has been

suggested in this study that balance in supply, balance in demand,
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and unbalanced growth are all directed at different problems even
though it might appear that they are directed at the same problem.
Balance in supply is a special plea for vertical transmissions §f
pecuniary external economies as a solution to the problem of
limited factor supplies. Balance in demand is a specific plea for
horizontal transmissions of pecuniary external economies as a
solution to the problem of limited market size and the lack of invest-
ment incentives derived therefrom. Unbalanced growth is a specific
nlea for maximum vertical transmissions of pecuniary external
economies as a way of providing inducements with which to over-
come the problem of scarce entrepreneurial talent. The debate
might better have been over the relative importance of the several‘
different problems of development rather than the proposed solutions
to those problems.

In addition to the fact that all three approaches are directed
at different problems, they are also founded on different assump-
tions. This is particularly true of the assumption of capital supply.
Nurkse assumed that capital supply was essentially unlimited.
Rosenstein~Rodan assumed that capital supplies were potentially
elastic but that they required the inducements of vertical transmissions

of pecuniary external economics in order to exploit that potentiality.
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Hirschman felt that inelasticity of capital supply was merely a
manifestation of the more fundamental problem of limited entre-
preneurial talent, At any rate, the relative significance of the
three theories would seem to depend to a great extent upon the
relative significance of the three assumptions.

After all this is understood it is no longer necessary to
accept the contemporary interpretation that the theories of
balanced and unbalanced growth are irreconciliable general
theories of economic development.” Rather one might think of them
as basically complementary partial explanations of some causes of
and solutions to economic development problems. They might
better be reduced to speéiﬁc theories of the application of pecu-
niary external economies to specific problems in the process of
economic development.

The process of economic development should be character-
ized by different dominant problems at different stages of economic
development. Consequently, the various concepts of external
economies should take on different relative degrees of importance
at different stages. However, it should be remembered that in
every stage of development the various kinds of externalities can

be highly complementary to one another. It should also be
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remembered that any failure to cultivate a particular type of exter-
nal economy might present itself as a strategic bottleneck in the
process of development. Consequently, t.he best development
program might be one which encourages the maximum propagation
of all three types of pecuniary external economies even though
some will be more important than others depending upon the
particular stage of development and the relative importance of
the various problems of development at that stage.

The primary conclusion of this study is that the subject of
balanced versus unbalanced growth might best be considered a
closad issue. The time and energy which is being dedicated to
this controversy might better be redirected towards an understanding
of the importance of pecuniary external economies in economic
development. There seems to be a great deal of room for investigat-
ing the particular problems which might be classified as failure to
exploit pecuniary external economies and the specific steps which
could be taken to alleviate these problems. To this end it would
seem appropriate to dedicate more time and energy to such studies
as those which have been implemented by H. B. Chenery and his

1
co-authors. Since pecuniary external economies have been

lsee Chapter II, p. 31, footnote 1.
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demonstrated to be at least potentially measurable, more time and
energy could be spent in developing methods for this measurement.
When these problems are solved, it should be even more possible
to use the concepts of pecuniary external economies as effective

tools in economic development programming.
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