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INTRCDUCTION

!gglggggor Problem

The theory of economie growth, an area of specifie
inveatigation that has only so very regently claimsd unique
identity, is rapidly expanding in statute and character.
While this process of developing a somprehenaive theory takes
plase, the infinite possible ramifications and applications
must be explored and related to the only slowly solldifying
csntral body of the theory. What may be and ahould be
embraced by the theory of economic growth as such cannot be
defined with precision ntdthia stage of tentative problng,
reflection, tg:t@pa.lnd conloloqnec.l It can be ventured at
deast, that a complete theory of sconomlc growth muast con-
tain applicability to economies at every stage of economio
progress and maturity, from the static subsistence level to
the dynamie mature industrial stage, meaning inclusion of
ssonomic development, sconomic growth, economic progress,
sconomic expansion, and economic evolution, It must be a
somprehesnsive doctrin-\that‘;oluto- to short, long and very
long ™»m pnrio&n of analysis. BSince growth is a process of

Lo LE S

LA wi W
1 8. Kusnets '~ Toward a Theory of Economic Growth
%n National Polieg for Economlsc Welfare at Home and Abroad.
) a University Bicentennlal Conference Series, Double-
day, Garden City, N.Y., 1955, edited by Robert Lekachman,
for sn excellent statement of this queation.
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change over time, the new body of theory must represent the
final reality of dynamie economios.® And since any fully
satisfastory theory of growth must also explain the absence
of growth, stagnation, interruption to the growth process,
recession, the obstasles and threats to growth, instabilisy,
and the uneven pace of growth over time, it must also take
over and elucidate the whole body of business sysle theory.
In final form the theory of sconomic growth must be an extra-
ordinarily widely ramified theory of economiec dynamies, re-
lated to which most other main branches of economic theory
will be systems of partial and spescial analysis.

The technique of analysis by mathematical models will
continue to be revealing and relevant for this related par-
tial anaslysis, but it does seem that sven in its most elegant
form it will net contribute mueh te the understanding of the
many facets of growth economies.® The problems of growth are

essentially related to a study of the process of economie

2 which has not been realized, as shown by R. F,
Harrod in Towerd & Dynamic Economlics, London, Maomillan & Co.
L$d., 1948,

3 Henry J. Burton -"Growth Hodels and Underdeveloped
Beonomies,' J. P. E. August, 1055, makes an attempt whieh is
more interesting than illuminating because of the generalized
model and excessive simplifiecation of causal fectors, The
eontributions of Harrod - Hiecks - Domar - Fellner - Hamberg
are impertant and significant but deal with one aspect of the
theory of growth and apply only to industrlal socleties, and
is really trade sycle theory somewhat broadened.
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ehange over time, and while this is the functional importance
of the mathematiocal model approash, all elements of compara-
$tive statics must disappear in growth because the movement is
not a fluetuation about an equilibrium position, nor a simple
movement from one equilibrium position to another. Growth ia
& disrpuptive process ochanging not only the quantitative aa-
peets of the somponent variables but thelir qualitative nature.
And there are no eonstants. All elements bhecome variables

in the growth process, which 1s one of continuous change.

The result is that there are no stable equilibrium positions.
Any system of perfod analysis, whish 1s truly the basis of
the model teshnique, eould only capture a series of plctures
of unstable disequilibrium as the economic system adjusts in
all its aspects to hesd toward equilibrium positions that are
never attained, because new changes oonstantly ocowr to
ereate ever shanging equilibriun targets before any such
position is ever reachod. This vust be the netwre of a fully
dynamic system.

This being so the methodology must have other founda-
tions. A retionale of the observed phenomens can be and is
being evolved, econstituting the theory of eeonomic growth.
Any untested or unproved theory may be interesting but not
persuasive, hence verification muet be sought. The historical
approach is an ebviously necessary supplementary tool of

snalysis, because any theory must be an account of the



INTRODUCT ION vi

ocsurrences of the past, as well as the present., Perhaps one
day dedustions based on past experience may become sufficient-
ly refined to warrant extension into the future. Reinforeing
this approaeh, but not identical with it, is the empirical
moethod., 1t is not identical because the historical approach
ias interpretative, relying on often inconsistent and usually
incomplete data which is generally coloured by the biases and
preconceived intent of the investigator. Truly empiriocal
testing must be based on a test case approach, with all rele-
vant data assembled in sufficient detall, accuracy and con-
sistent form, These lines of inquiry must be the foundations
of investigation and proof.

The range of relevance in terms of society 1s the
remaining question in the delineation or definition of the
problems faced 1n evolving a theory of sconomic growth. Some-
times with dismay and sometimes with excitement, investigators
in this field have all been forced to recognize that the ine-
vitable overlaepping of the various disciplines of social
sclence becomea most entangled in the dynamics of growth.

The growth process is a very involved one and it is impossi-
ble to segregate sconomic growth in rigorous isolation from
the other strands in the pattern. Demography, soclology,

anthropology, peychology, history, ethics, polities, are all
entwined in both the causation and consequences of economie

growth and cannot be ignored. All other things refuse to
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remain equal 30 no Bell jar approash by the eoconomist will
make them so, Hence, in venturing inte this enchansing
wonderland of eeonomic study the economist must assume the
gigantis task of formulating or contributing to a general
philosophy of soeial evolution, ile must becomes all seeing
and try to besome all knowing.

Humanties, or the General
Philosophy of Soceial Evolutien

Humantics 1is admittedly a contrived word, But then
we are dealing with an elusive subjeet in economic growth
that defies description in any adoqunte sense in established
toruigology. Humantios is 2 word that implicitly pretends to
d;ﬁéuro in an omnibus fashion the spirit oconveyed By the
words humaniem, humaniecs, humanity and humanities all at the
same time., Whereas the now rare word humanics means the
Scionce or study of human nature and humsn affairs, humantics
igyld then mean the science or study of the nature and
afrair- of humanity, with the emphasis on group behaviour,
or social organization, attitudes and activities. This 1is
swely ths substance and essentisl nature of the studym;t
economic growth,

To study economic growth comprehensively and ratioa;
ally 1t 1s necessary to turn back the academic clogk and

rejeat the modern specialization in social science and the

excluasive areasiinto which the huge subject has been



IRTRODUCTION viii

compartmentalized and departmentalized. First, we must re-
jeot the narrowed discipline of economics ar a field of study
and revive the oclder task of the atudent of political economy.
For, oven while academic fashion segregates political science
fyom economies as branshes of mocial science, the sconomie
behaviowr of the individual im scciety and of soclety or-
ganized in the nation gstate besome increasingly conditioned
to the gulding hand eof government as the sconomy becomes pPro-
greasively soecialized, and laissez-faire doetrines and the
significance of economic man exereising free choice dim in
reality. To take the long leap at once, it must be recogniszed
that what is required, to give proper direction and perspeec-
tive to the study of economic growth, is concentration on

the task of formulating a comprehensive philosophy of =ociety.
Left to the particular diseclplines, we could expest such a
philosophy of =oclety to be developed by the economi=t in
terms of sconomic behaviour, by the sociolegist in terms of
soocla; forms, attitudes and traditions, by the political
scientist in terms of political organization and techniques,
by the psyochologist in terms of personal and communal motivae-
tion, and by the anthropologist in terms of evolutionary man
and his culture and traditions. Any szatisfactory philosophy
of soclety must acoount for social evolution, which cannot

be done without a synthesis of sll these terms of reference.

The study of economic growth and development 1s exactly an
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attempt to understand social evolution., It is a study in
humnantiecs.

Thie means that the economist, in accepting the chal-
lenge of economic growth as e fleld of study, has unwillingly
or willingly assumed the mantle of responsibility for a
general philosophy of social evolution. To echieve this the
soonomist musat ignore the narrow confines of his own disei-
pline and actually seek cross fertilization dby intrusion
across the barriere of all the disciplines within the compass
of the social sciences, and beyond even into the humanities.
He must become a humanist studying humantice, instead of

remaining an economist etudying economics.



PART 1

THE SETTING OF THE PROBLEM



CHAPTER 1

LEVELS OF DEVELOPMENT AND RATHS OF GROWTH

The most striking feature of the world economy 1is
the abaolute lack of homogeneity. This generalization
appliea with equal validity regardleas of what characteris-
tica are the subject of comparison; climate, population, re-
sources, produotive activity, levels of incomwe, ataniards of
living, organization of economic life, institutional arrange-
ments economic and non-economic, cultural patterns including
nodes of living, edusation, religion and political forms.
These categories of comparison are merely representative and
not an exhaustive list of significant socio-economic eharaec-
teristies,

Clearly, even those factors specifically mentioned
are not independent, Productive activity is directly related
to rescurces; levels of income determine standards of living;
institutional arrangements must be shaped to the organiza-
tion of productive activity and this, in turn, is related to
climate and geography gonorally.l Unquestionably there is

1 Ellsworth Huntington, Malnsprings of Civilization,
New York, kentor Books, 1959, Part Iil, made an interesting
anslysis of the influence of e¢limatic environment in this
and earlier works like Civillzation and Climate.
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an intrieate interconnection between many of these characte-
risties of economies and their peoples that may never be re-
duced to a single cause-and-gonsequence snalysis. Frobably

the most embrseing statement of the case is that any indivi-
dual ecountry's economic history is in many ways the product

of 1ts esonomic geography, and that the two together account
for the pattern of esonomic growth, making due allowance for
random fastors.?

Such s conclusion as this implies a strong element of
sconomis determinism in the evolution of economic asoclety as
sxpressed in growth patterns. If man's environment is pre-
eminant in shaping his path of progress, culturally and
sconomically, our proposed investigation into differential
rates of econocmic growth could presumably isolate cause and
effeat, mccount for the inequalities in these terms and indi-
sate with reagonable acewacy futuwre trends. However, the
validity of this genseral proposition has not deen surficient-
1y established to warrant such an upproach.5 Its only real
significance is that it gives resognition to the causal

interconneotion of economic and non-economic circumstances

2 Grifrith Taylor, Canada, Toronto, University of
Toronto Press, 1945, approasches his problems with this per-
suasion, see p. 61%.

3 Arnold Toynbee, A Study of Histon%, abridgement by
P, C. Somervell, Oxford University Press, 1947 and 1957,
gives no support to such an absurdly simple theorem.
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in shaping patterns that will be perpetuated or broken,either
way strongly influencing the pace and path of economie growth.
The model approach to analysing growth patterns as
they have evolved and growth paths as they should appear in
projection would be not only valid but almost excluaively
appropriate if economic determinism, rooted in the country's
economic geography and exemplified in its economie history,
truly reigned supreme. The flaw on which this neat approach
falters is the old one-dimensional concept of human life
represented by Adam Smith's "economic man". The institu-
tional organization of society within which man makes his
living is the complex product of the loeal culture as it has
developed, a manifestation of cultural influences among
which econaomic forces, incentiveas and responses are but part
of & large, many hued pattern, Ths complexity of the origins
of eultural forms and their role in the rise and fall of
oivilizations needs a more diversified examination whiech
would have to be an inspired philosophio Analyliu‘ in the
all inclusives terms of humantics.’ The necessity of giving
recognition to so many influencing fastors in economic evolu-
tion, samong which are unpredictable and irrational elements

like acts of God, war, status, religion, and human desires

4 Toynbee, Op. 01t., is the nearest thing to this
lofty sim,

8 See Introduction on Humanties.
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of confliocting motivation, denies the possibility of reducing
society to a system of mathematical functions that would
demonstrate the eomplex variety of past growth paths and
allow predietion through projection.e

Narrewing the approach to essentially econonic ele-
ments, the extreme diversity in factor endowments and pro-
duction opportunities are ample f{or a primary explanation of
the wide range of sconomic attaimment. Although econonic
growth is a study of real dynamics, any comparison of the
lavels of sconomie development, or economic attalnmwent at
dirfferent points in time, necessarily must be astatistically
quantified and this obliges dependence on comparative statics,
however inappropriate to the larger problem. The factor
supply and the existing economio envircnment at any time sare
the pre-conditions of the nature and scale of production and
productivity in any consistent sense. Over time this distates
an inevitable divergenee of growth paths in terms of pace
and pattern. Their very diversity creates enormous diffioul-
ties in reducing them to some common basis of comparison
smong qualitatively unequals in order to measure quantitative

insqualities of sither rates of escenomic growth or attain-

€ T, Haavelmo - A Stud¥ in the Theory of Foonomie
Bvolution, Amsterdam, North-folland Publishing Company, 1954,
trle 8 hand at this.
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ments in economie d«nlawmom.'7

Ignering for the moment the deficiencies in available
statistical series and thelir resulting inadequasy for inter-
national somparisons, asonme sonsideration must be given at the
outset to the differences in the levels of econamic attain-
ment of the wvarious memderz of the world soonomic community.
Although there is eonsiderable force in the srguments made
by Simon Kuznets® against the use of per cecaplta ineome
statistios as the baslc messurement for economie grewth, a
question that will receive attention later in this chapter,
there is really no acceptable alternative measurement of

levels of economic atteinment.? The statistieal comparison

% Irving B. Kravis, "The Scope of Foonomic Aotivity in

%M&&%JW InoIuded in Problems in
e Internationa omparison of Fconomic Accounta; Studies

in Income and Wealth, Volume Twenty, by the Conference on
Research in Income and Wealtn, National Bureau of Esonomic
Research, FPrinceton University Press, 1957, elsarly demon-
strates the problems of statistical measurement created by
the need "to find a eoncept of economic eotivity that will
be useful in eomparipg national incomes".
A, J. Youngson, Possibilitles of Economic Frogress,

Cembridge University Iress, 58, Chapter 1, pages 5-282,

covers other aspeats of the same problem.

% 8 Simon Kuznets, Problom: of Comparisons of Feonomic
Trends," in Eeonomies Urowth, Brasil, a, Japan, edlted by
Kusnets, Moore, and Spengler, ,Durham, N C., Duke University
Fress, 1955.

® Despite Youngson, op. cit., and his protests on
groundl of the immeasurabili$y and incomparability of wel-
are.
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would have no meaning at all expressed in terms of grosa
national income beeause aggregating igncres the econsiderable
4if ferences {n sizes of economies. KElephants cannot be com~
ptired with mice on the direet basis of mass if attainment of
growth potential is the purpose of the comparison.

As stated earlier, differences in factor endowment
must lead to wide differences in economic ashievement. 8ince
in a soeial sense the most signifieant faotor is population,
] 6uuparlaon of real, if limited, meaning may be made by re-~
ducing {noome &pgregates to a common unit of persons by using
per capita income statistics rather than national income.
This does abstract from the incomparability of economic units
‘of unequal sisze without making any apparent value judgements
by the ehoice of units of comparison. There are unavoidable
complications entailed in the comparability of the statistics
on a per capita basis because of unequal counting, biases to
underestimation in subsistence economles, exchange-price
shorteomings of money incoms comparisons, snd many other

— “}ailuron of refinement and international uniformity in na-
tional ineome oonooptn.lo For lack of better data or more

) ol 1
’ Wiy -~

X

TN
LT 10 on this problem the literature is considerable,
i1
. .the beat being Simon Kusnets, Feonomi¢c Change, N.Y., W, W,
. Norton & Co., 1963, and Toward a Theory of Leonomiec Growth,
gg. ¢§¥.. snd ‘Problems in Uomfgplaona of Eeonomlc Trends,
Ps e1t,.; Colin Clark, Conditions of Economic Frogress
ae an end Co., London, second edlitlon, 1551, whore he

develops his International Units to avoid some of these
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scceptable indieces, then, our eompariscn of levels of cco-
nomic attainment must be made in units of por capita national
ineome sonverted, often with difficultlios conneocted with the
art] fieiality of exchange rates as a measure of relative pur-
chasing power, to United States dollar.

Table I of Appendix I to this chapter, presents the
most comprehensive and up-~to-date comparison of psr capita
inoomes levela avallable, prepared and published by
United Nations,

For the sake of broader perspective and mome simpli-
fication of these results in the hands of & competent ana-
lyst it 18 worth while also inoluding simllar data derived
from compilations made for the United 3tates Department of
State by Simon Kuznets to help in the formulation of its

Point Pour Program.

problems; Milton Gilbert and Irving B. Xravis, An Interna-
tional Comparison of National Products and the Purchasing
ggy-r of Currencies, The Organisation for European Economiec

o-operation, Faris, 1953; Prof. G. Tagliacarno,"uonetgg
and Consumption Indieces in Internationsl Comparisons, in
HBeview of Keonomic Condlblons In ltaly, Banso di Roma, KRov.
1954, tries to escape the limitations of money income com-
parisons by devising a composite index of living cenditions
but this has its own shortcomings of impracticability snd
non inelusiveness.
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TABLE I

International Differences in Per Capita Income
and Helated Measures, 53 countries, 1939%

Groups of Countries by Per Capita Income
I IX IITa IIIb I11

l. Per Capita Inoome (US§) 461 154 86 351.5 41
2. Percent of Total

Population 20 186 11 53 64
3. Per Capita Ineome,
Index 100 33 19 7 9

Groups of esountries distinguished in the columns of the
table are by size of per capita income. The following coun~-

tries, arranged in deelining order of por capita, are in-
cluded in each group:

I (per capita income over §200): Unlted States, Germany,
tnited Kingdom, Switzerland, 3wsden, Australia, New
Zealand, Canada, Xetherlands, Denmaprk, France, horway,
Belgium, ¥ire, Argentina.

I1 (per capita ineome from $101 through $800): Union eof
South Afriea, Finlend, Chile, Austria, USSR, ltaly,
Creece, Cgechoslovakia, Hungary, Bulgaria.

IIIa {per capita income from $51 through $100): Cuba,
Yugoslavia, Poland, Japan, Venezueles, Egypt, Palestine,
Costa Rieca, colanhla, Peru, Panama, Ceylon, lexieo,
Uruguay, Dominican Lepublie.

II1Ib gor capits income from §22 through $60): Haiti,
caragua, Guatemala, Bolivia, iionduras, E1 Salvador,
Brazil, Ecuador, Faraguay, Indis, Philippines, China,
indonesia.

# Simon Kuznets - Lconomie Change, op. cit,., pages 219
and 280; and in Colin Clerk, 0o HIEiona of Eeonomie Progreass,

op. o0is,, pearticularly in Chapter %, mimilar reosults are
presented.
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The most striking conclusions to be drawn from these
data are that the levels of economic attalnment diverge
widely, and that it 1s only relatively few countries,
accounting for only about 20 per cent of the world's popula-
tion, which have attained levels of production and consump-
tion demonstrating any satisfactory achievement along the
road of eeconomic progress, This can probably be accounted
for by one or any eombination of three causal oonditions:

1) & low, neutral or negative rate of economis growth; on the
part of the majority of eountries; 11) a slow start along
the path of economic progress for many where low income sta-
gnation must have persisted for centuries; i1ii) a high rate
of population increase in many countries that diasipated
gross income gains in the Malthusian fashion. Actually,
Kuznets demonstrates that the rate of population increase is
highest among those countries with the lowest level of per
caplta income and lowest among those countries with the
highest per capita income. This population dilemma has such
a speclal bearing on the growth problem that it 1s treated
in some detail in a later chapter.

That in some countries change in all the conditions
that prevent economie growth was long delayed is regrettable,
for they must today and for some time to come suffer the
privations enforced by relatively low levels of production

and econsmumption. If for these countries the necessary break
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with the past hae finally been achieved and progress is under-
way, the prospects are bright for economic improvement in the
futurs, unless the diffusion effects of a high rate of popula-
tion increase deny the individual any real possibility of
welfare improvement. Still using the measure of per capita
income as the indiscator of economic attainment, and over time
of econsmic growth, latecomers to the experience of esonomic
growth showing & rising per cspita income may yet repeat the
history of those that have already advanced into Group I, in
either table. If these emerging economies are ashlieving an
accelerating growth rate, or prospectively may do so, their
problems are of interest but need give us no concern, except
how to snsure that conditions remaln sppropriate to the sus-~
taining of this growth process,

Those aountries displeying a low, neutral, or nega-
tive rate of economioc growth are a very serious problem, in
direoct ratio to their proportionate significance as a sector
of the world economy. The evidence already examined gives a
6lear picture of a major part of the world population living
a depressed existence and presumably trapped in the visious
eircle of poverty.ll But to identify particular countries as

falling into this category of worrisome dead-centre

11 Geprald M. Neler and Robert E, Baldwin, Economic
Development: Theory, Histo Poliey, New York, John Wiley
and Sons, 1987, see pages 5%9, 520,
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poversy,18 or as having emerged into the cirele of promise
but still at low insome because of a late start, is impossible
from the statistios so far examined.

Intertemporal comparisons must be made 1if we sre to
sonsider not only comparative international levels of economic
attainment but national and international comparative rates
of economie growth. For this purpose it is not zo0 certain
that per capita income statistics will afford the best measure-~
ment of growth, unless some rather dubious qualifying
assumptions are made about the meaning of economic growth.
Without elaborating tne issues involved at this polint, it s
suffiscient to recognize that population inerease is a posi-
tive growth factor but that in other senses economic growth
must be measured apart from population changes otherwise a
false deflation of real achievements will appoar.13 To
illustrate the point, a scountry enjoying a continuing, average
annual rate of inecreass of national output, or fincome, of
2.5 per eent would by any standard be achieving a high rate
of economic growth., Yet, there are many ecountries today with
an annual rate of pepulation inerease of 2.5 per eent or

more, and if this factor is applied to reduce the measurement

12 Ragnar Nurkse, Problems of Oapital Formation in
Underdeveloped Countries, Oxford, Basil EIacEweII, 1553,

13 Simon Kusnets, Problems in Comparison of Lconomic
Trends, op. c¢it., pages 11-13,
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of growth to the socle basis of unit, or per capita incone,
calculation, the statistiecal pileture for the country would be
one of neutral growth, or eppsrent stagnstion., It is pre-
ferable to avoid a prejudgement on this question until the
evidence is examined and the determinants of economie growth
segregated and properly weighted, if this is possible. %he
evidence, then, should be presented both in terms of national
aggregates and per capita inscome units.

Excellent as Table II 43, as far as it goes, it does
not go far enough for the central problem of this study.
Unfortunately I cannot surpass the efforts the two outstanding
students of growth in statistical terms, Colin Clark and
S8imon Kusnets. To quote the latter:

Even disregarding questions of deteil concerning
components, estimates of national income made over
a period sufficiently long to permit observation of
growth, and acceptable even by lenient standards

of statistiecal reliability, are now available for
only fourteen countries, almost all ef them eco-
nomically developed and with high levels of per
csapita income. However, we have estimates for
recent years for a mugsh larger numbsr of countries
(70 to 75). Even though many are exceedingly
erude, these current estimates, combined with the
few available for long periodas, ocan yileld a basis
for some reasonable inferences about national
income trends over the last century. Of the twe
billion people in the countries for which estimates
of national income were available for 1949, over
30 per cent had per cepita insome of less than
$30; almost one-quarter more, between 350 and $l00,
At the other extreme ...{(are countrlies)... whiah
together account for 1l per cent of the population
covered and in which per capita income was §600 or
more, The 400 million of world population for
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TABLE II

Growth Rates {n CNP or Kational Income
in Developed Countries®

e ey o e v g
Country Peried ur§5:§g§a§. G::wt:pnatc
U. 3. Au 1822/78 - 1953 3075’ 20“
19 - 1953 bhe 2.2 %
(1937 - 1953) hob % 3.0%
Canada 1870 - 1952 3.5 % 1.7 %
1946 - 1953 L.25% 2.0 %
(1938 - 1954) 5.1 % 3.3 %
U. K. 1870 - 1954 1.85% 1.25%
1946 - 195), 2.75% 2,25%
Prance 1860 - 1954 1.04% 0.8 %
1949 - 1954 3.75% 2.6 4
Gersmany 1860 - 1954 2,0 % 11 4
1950 - 1954 9.0 ¢ 7.75%
Netherlands 1900 - 1984 2.3 % 0.9 %
1948 - 1954 5 4% 3,64
Sweden 1870 - 1954 2.3 % 1.7 4%
1947 - 1954 3.5¢% 2,6 %
1947 - 1954 L.25% 3.25%
Denmark 1870/79 - 1954 2,6 % 1.5%
1947 - 1954 3.6 % 29%
Italy 1900 - 1954 1,6 % 0.85%
1946 - 1952 3.1 %4 0.9 %
Belgium 1846 - 1953 1.9 % 3.6 %
heO % 1.3 %

1948 - 1953

B o o
i
i
t o o

* IBRD Economic Staff - Statistical Tables on Economig
%;ggg& March 8, 1956, unpublis ccument; see
ppen {x II, Table II for a more complete presentation
of similar 5ata.
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whom no national ineome estimates are available
would be moatly in the lower income brackets. One
may therefore sonclude that over 60 per cent of

the world's population had per capita incomes of
$100 or lesa; that less than 10 per cent had per
capita incomes of $600 or more. ... The current
ineome leveleg in many countries are desperately low,
{.0. low to the point where the means of subsistence
are hardly adequate. In these countries the per
capita income could not have grown very much over
the last hundred years. ... It follows that if any
secular rise in per capita income did take place in
these countries over the last century, 1t must have
been much smaller than the rise observed smong the
developed countries. For most of the older countries
in this category (excluding some Latin Ameriean
countries, Java under the Duteh rule, and Egypt in
recent decades) population growth over the last cen-
tury, while substantial, was at an appreciably lower
rate then in countries that enjoyed a rapidly rising
income per capita. It follows that growth of total
national income, in constant prices, during the last
century was also at a much lower rate in most cur-
rently underdeveloped sountries than in countries now
in the upper ranges of the income pyramid. Since
the oountries with currently high per cespita income
(with some exceptions such as Japan) displayed the
high rates of growth in per capita income during the
last century, one hundred years ago international
differences in per capita inecome must have been
narrower, certainly abaolutely and probably relatively
than they are today.l4

In very general terms the statiastles, and the Kuznets
analysis of them, demonstrate that the rich are getting
richer., 4+t is only during the past decade that economie
growth has become a truly world wide force stirring practi-
cally all perts of the world economy and catehing them up in

a general forward movement. The statistical evidence of this

14 Kusnets, Toward a Theory of ieconomic Growth,
op. cit., pp. 26-27,
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will be examined in soms detail in later chapters. Put even
without this encouraging phenomenon, which may be only an
explosive burst of minor significance in the long history of
man, or may be the welcome dawning of a new era of world wide
secular expansion, 1t 1s falr to claim that the erowning
achievement of economic progress ls that the Karxlan corollary
to the inoreasing richness of the righ, that the poor are
getting poorer is not sustained but rather belied by the evi-
dence. Nonetheless, it is indlsputadbly true that the rate
of growth of the richer, more highly developed countries sur-
passes that of the poorer, less developed, proving a positive
correlation between that rate of growth and the level of
income or stage of development. This is a ecritical problem,
for it means that the lead of the advanced countries 1s
increassing and the income gap challenging the underdeveloped
eountries 1s widening, despite recent positive achievements
in development,

it 18 this problem that will be studied in the
following chapters. Two major questions will be investigated:
1. 48 the dlsparity in srowth rates inevitable?! 2., What con-
sequences would flow from a continuation of this trend of
unequal rates of progress, for the rieh and for the poort

However, before attempting to answer the key ques-
tions it will be necessary to loock rather more closely at
some of many aspects of the process of economic growth in

order to establish some terms of reference for the
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investigation. Clearly no judgements about the future can be
made simply of the basis of statistical evidence of levels
of esonomic attalmment and past rates of economic growth. We
must have some understanding of the nature of the economie
growth, the e¢onditiona that foster or retard growth, the
determinants of the rate of growth, and even to what extent

growth {3 self-sustaining.
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APPENDIX I

TABLE I
Per Capita Insome in US dollars in 1949+

A. High incoms countries, $600 or over, in descending order

United Statea 1,453
Csnada 870
New Zealand 856
Switzerland 849
Sweden 780
United Kingdom 73
Denmark 689
Australia 679

B.l.Intermedlate income countries, §300 to $600

Norway 587
Belglum 582
Luxembourg 383
Netherlands 502
France 482
Iceland 4768
ireland 420
Iasrael 389
Czechoslovakia 371
Finland 348
Argentina 346
Uruguay 331
Venezuela 322
U.8,.5.R. 308
Poland 300

# United Nations Statistical Office, Hational and
Per Cepita Incomes, Seventy Countries, 1949, Hew York,
Statistical Papers, Serle &, No. 1.




B.2. Intermediate income countries, $100 to $300

c.1l.

Cuba
Hungery
South Africa
Portugal
Italy
Austria
Chile

Panama
Yugoslevia
Colombia
Greeos

Costa Rioca
Turkey
Lebanon
Mexioco
Brasil
Southern Rhodesla
Peru

Syria

Japan

Egypt

Low income countries, $50 to $100

El Salvador
Nicaragua
Iran

Iraq
Paraguay
Honduras
Dominican Republic
Ceylon
India
Bolivia
Pakistan
Afghanistan

IEVELS OF DEVELOPMERT AND RATES OF GROWTH

296
289
264
280
2356
216
188
183
146
132
128
125
125
125
181
112
101
100
100
100
100

18
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C.2. Low income countries, less than {50

Philippines 44
Saudi Arabdbia 40
Haiti 40
Yemen 40
Ecuador 40
Ethiopia 38
Liberia o8
Burma 36
Thailand 36
South Korea 35
China 27
Indonesia 25

Continental averages for countries covered

1l, North America

(excl. Mexieo) 1,408
2. Oceania 703
3. Burope _ 379
4. Latin America 152
50 Africa 120

6, Aslia 48
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APPENDIX 1X%*

TABLE I

Per Capita
Income in
4 Rate of Population Growth U.S. §

per Decade

19th Century 20th Century

Europe
1. Switzerland 6.6 7.3 849
2, Sweden 8.1 6.5 780
3. United Kingdom 13.2 5.6 773
k. Denmark 10.0 10,7 689
5. Norway 5.8 7b 587
6. Belgium 8.4 5.1 582
7. Luxembourg 553
8. Netherlands 9.2 15.0 502
9. France 3,8 0.85 4,82
10. Iceland 476
11. I!‘Qlﬂﬂd '106 "1.7 Lzo
12, Csechoslovakia 0.5 37
13. Finland 12.2 8.7 348
14. U, 3.3.R. 10,7 12.8 308
15. Poland 300
16. Hungary 6.8 6.3 269
17. Portugal 5.3 9.4 250
18. Italy 6.0 7.0 238
19, Austria 7.0 3.8 216
20, Yugoslavia 146
2. Greece 9.7 12.8 128
22. Spain he5 8.2
23, Bulgaria 5.4 13.1
24. Germany 9.l bol
Countries covered 379

* Simon Kusnets, an unpublished statistical appendix
prepared in connection with f Theory

of E mic Growth, op. cit.
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TABLE I (Continued)

North America

25. United States
26, Canada

Countries covered

Latin America

27. Argentina
28. Uruguay
29, Veneszuela
30, Cuba

31. Chile

32. Panama

33. Colombia
34. Costa Rica
38. Mexico

36. Brasgil

37. Peru

38, E1 Salvador
39. Nicaragua
40. Paraguay
4l. Honduras
42. Guatemala
43. Dominican Republic
biy. Bolivia
45. Ecuador
‘b60 Haiti

47. Jamaica
48, Porto Rico

Countries covered

QOceania

49. New Zealand
50, Australia

Countries covered

29,1

34.0

14.7
21,0

RN NW

N
e e ® .

NWWW BWw wvnw W 30O

WA S e
FWW DWW NI W b on

-
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1,453
870

1,405

21
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TABLE I (Continued)

Agia

Israel
Turkey
Lebanon
Syria

Japan

Iran

Ireq
Ceylon
India
Pakistan
Afghanistan
Philippines
Saudi Arabia
Yemen
Burma
Thailand
S8outh Korea
China
Indonesia

Countries covered

Africa

70.
71.
72.
73.
Th.

South Africa

Southern Rhodesia
t

Ethopia

Liberia

Countries covered

20,9
15.1

264,
101
100

38
108

28
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TABLE 11

% Rate of Orowth per Decade of Total
Income, Population and Per Capita Income

Peried Income Population P;;cg:gita
1, U,K. (excluding Southern
Ireland)
1. 1860-79 to 1880-99 29.5 11,5 16,1
3. 1m*19 to 1920"39 11.‘} 5.5 5.5
Weighted geometric mean 20,9 9.0 10,7
2, Prance (including Alsace-
&gg;;;nai
1, 1840~79 to 1880-99 18.4 2.5 15.5
2, 1880-99 to 1920-38 10.2 0.7 Oek
Weighted geometric mean 14,5 1.7 12,7
3. G n re 191
1, 1860-79 to 1880-99 biy,$ 9.9 31,5
2, 1880-99-1895-1914 28.3 13.7 12,8
VWeighted geometric mean 37.3 11,5 23,2
‘. m i
1, 1861-80 to 1881-1900 37.9 6.6 29,3
Y 24 1881-1900 to 1901-1920 6,6 6.7 -0.1
3. 1901-20 to 1921-38 5els 7.1 -1,6

Weighted geometric mean 15.9 6.8 8,5
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TABLE IXI (Comtinued)

5. Switserland
1, 1890-5-9 to 1925-29

2, 1925-29 to 1944-5)
Weighted gesastric mean

6. Denmark
-* 1, 1870-89 to 1890-1909

2. 1890-1909 to 1905-20
3. 1905-20 to 1921-39

weighted g:onotrié mean

7. Sweden
1. 1861-80 to 1881-90

2, 1681-90 to 1901-20
3. 190120 to 1921-44
Weighted geometric mean

8. United States
1. 1869-88 to 1889-1908

3. 1909-28 to 1928-L8
Neighted geometric mezn

9.” Canada
1, 1870-80 to 18%90-00-10

2, 1890-00-10 to 1910-20-28

3. 1910-20-29 to 1929-39-50
weighted geometric mean

29.8
12,2
22,7

35.3
32.1

30,5

32,7

27,5

35.1
26.1

29.4

52.4

39.8
22,6
37.7

h5.7
39.9

30.8
38,6

7.9
7.1
7.6

10,8
12.9
10.6
11.3

6ol
7.1
5.9
6.5

23.2
19.0
12.C
18.0

15.8
23.5

16.6
18.5

24

20,3
h.8
15.1

22,1
17.0
18,0
19.4

19.9
26.3
18.9
21.6

23.7
17.6

9
16,8

25.8
13,6

12,2
17.1
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TABLE 1I (Continued)

10, Australia
1, 1901-03 to 1921-30

2, 1921-30 to 1941-50

Weighted geometric mean

11. New Zealand
i, 1901 to 1925-29

2, 1925-29 %o 1946-50

Weighted geometric mean

12. Japan
1. 1878-92 to 1893-07

2, 1893-07 to 1908-22
3. 1908-22 to 1923-37
Weighted geometric mean

13. Netherlands
1. 1900-09 to 1925-39
2. 1900-09 to 1948-52

14. Norway (G.N.P.)
1. 1900-09 to 1930-39

2. 1900-09 to 1946-50

34.7
27.3
31.3

28.5

34.7
31.3

56.5
hl.1
60.7
52,6

27.9
23 ok

33.6
32.7

19.5
12.8
16.4

2be5
12.6
19.0

11,4
13.6
12.1
12.4

15.0
1‘..2

7.8
7.9

25

12.8
12,7
12,8

3.3
19.6
10.3

L0.5
24.2
43.3
35.8

11,6
8.2

23.9
23.0



CHAPTER 2

ERSENTIAL GROWTH FORCES

The assorted statiatical and historical evidence
that has been collected by many investigators indisputably
proves that dynamiec secular expansion characterizes some
economies and some economic regions, while virtual stagnation
simul taneously persists in other economies and regions. This
regional contraast 1s equally observable in the national sense,
e.g. the industrial north of Italy as opposed to the inert
south, end in the international sense, e.g., North America
and West Europe as opposed to Africa and Asie, There 1s no
magie, however, in simple geographic differentiation because
these general international regions have their lslands of
contrariness to common trends, such as the Caribbean Archi-
pelago and Spain in the world's leading growth regions, and
the Union of South Africa and Japan in what had long been
continsnts of stagnation. &uch phenomena over a prélonged
period cannot be dismissed as quirks of fate or temporary
ineidents.

It ie 2lpo demonstrable that where real economic
progress takes hold as a dynsmic process that it somehow
becomes self-susteining. In the opposite case, economic

stagnation and even regression seem to be self-
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porpotuntin‘al No attempt can be made at penetrating the
nysteries of differential .growth rates before the more basiec
problem of "growth or no growth" is set in some order.
Esonemia growth is such an infinitely somplex process
that the coexistence of many conditions seems t0 be necea-
lsr7.2 Baslec growth forces can be identified as the indis~-
pasable dynamic elements among the many necessary esonomic
and non~economic requisite econditions. The insistence on
regognising the complexi$y of faators is that the mere ocour-
rence of these basic growth forces at any time ia no guarantee
that secular growth will be set in train. Without the co-
existence aof all the sppropriate circumstances it is observ-
able that growth may be a forward spurt that soon exhausts
itself and not a self-sustaining secular process. Among
these conditions are -adaptability in the social strusture and
harmonious, purposeful politieal sontrol to give a progressive
lead and stability. it is possidble for the dynamies of
growth ﬁp be frustrated, diffused or wasted in an inappropriate

1 gunnar Myrdal - Zconomic Theory and Under-
d.volggod Regions, Duckworth, London, 19.;)'7, Takxes this ques~
on o e inertia of growth spirals and depressed statics

as a major theme in several chapters,

2 Hapvey Leibenstein - Lconomic Bsckwardness and
Eeonomic Growth, John Wiley and 3ons, New York, 1957, pp. 40-
41, makes a comprehensive summary of the static characteris-
ties of backward econemiesn, the obverse of which must
generally exist in the dynamic growth economies.
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social or political setting where status, eorruption or ins-
tability prevail sgainet constructive progress.®

The very complexity of growth elements and the multi-
plieity of the possible combinations of them in various rela-
tive strengtha of fers-the analyst an almost unlimited choice
of points of atteck in search of a break-through to the deter-
mination of the basic growth'essentials. The variety of
spproaches used in the ever-growing literature illustrates
the predicament. If an dttempt was-made to catalogue these
Rany possible methods they could probsbly be grouped under
She following approsch type headinge: *I) philosophieal,
11) nistorical, 111) empirical, iv} theoretical, v) focal
(by whieh is meant here the focussing of attention on pre-
selected major determinants). Actually each of these methods,
or systems of emphasia, tends to blend into the otners, with
the overlapping probably moat marked for adjacents in the
lint.‘ A dotailed review of the inereasingly voluminous

e o -

3 John D. Adler -"The Fiscal and Monetary Implementa-
$1on of Development Programs, American Eoconomic Review, May,
1658, Papers and Proceedings - p, B84. "A large portion of
the death rate of smbitious development programs has been due
to the lack of lisisen between the planners, official and
unoffieial, sn'd the authorities in charge of the fiscal end

mone tary policies.”

rind 4 Tn peferring to these alternative approaches as
systems of emphasis & key feature of economic snalysis as a
general sciense is explieitly stated. The art of esconomic
anmalysis 1im eonnection with any problem is the proper
weighting of the variables involved, or the degree of emphasis
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literature under these categories would oceupy at least one
sigeable dook, and while it would be a revealing and valuable
excrcise it would not be especlially germane for our problem
since it would provide a rieh background without adding
directly to its solution. Limitations of space, therefore,
dietats a fickle sampling of some of the more appealing
thoughts that the army of seholars have developed in their
different ways.

Beginning with the most comprehensive approasn sweep-
ingly designed in the broadest of terma, the fascinating and

persuagsive discussion by Amold !oynboos

of his concept of
"challenge and response" as a centrel dynamic in the growth

of oivilizations, some very relevant conclusions are indicated.
Toynbese demonstratex that ashlevements are not proportionate

$o the lushness of natural advanteges snjoyed, but often in
inverse ratio. But this argument is saved from resductio ad

absurdum by recognition that the extremity of harsh eonditions

asgsigned to the respective influencing factors in any situa-
tion. Often violently conflliecting conclusions may be derived
from analysis of the same set of conditions by two or more
analysts, each being free of bias and objective, simply due
to the differences in valus judgements adopted, causing con-
trasting emphasis. 1n the present problem this sort of
shifting weight of emphasis rives rise to the several cholces
adopted by writers in selection of focal areas of growth, or
prime causes,

8 Arnold J. Toynbee - A Study of iistory, Somervell
sabridgement, cited.
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can break the astrongest spirits and frustrate almoast super-
human efforts, The gompromise conelusion is phrased finally
in terma of a "golden mean" and "enough but not too mueh". All
of which strongly implies for the economlst that natural cli-
matle, geographical and geological advantages are not in them-
selves tihw mainspring of progress, and that what is probably
more important is the real effort put forth by men to utilize
the potentialities of their enviromment. It would appear

that progress is maximized where the degree of effort callsd
forth is most intense, because the environment does not yleld
its fruits without a struggle, and yet there must exist suffi-
cient potential of wealth that the e¢hallenge is not insgur-
mountable. This particular philosophiecal consideration of
progress in the widest sense has peculiar importance because
it crystalizes the too-often lgnored heart of the problem of
economic progress, that growth is not simply dependent on
economic criteria but is really a problem of man's readiness
and eargerness to utilize exiating opportunities and meke new
ones in a purposeful search for materlal betterment.

To restore a proper balance to these abstract consi-
derations in the context of economic growth a quotation from
de Jouvenel 1is appropriate:

In brief, people are not sufficiently clear as to
the fact that what we call "produetion" can never
be anything but the processing of natural resources,
and depends entirely on those natural rescurces.

It would be absurd to regard certain natural resour-
ces a8 the source of economic development, as its
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effective cause - as was done by those who declared
that England became the world's leading industrial
power because she was carried to that position by
the wealth of coal in her subsoily there was coal
in other parts of the world. But it is permi:sible
and salutary to regard natural wealth as a material
cause, in the Aristotelian sense of the term.®

Turning attention to economic writers who have expli-
citly dealt with the question of growth forces, a quotation
from Howard Ellis= on prime causes 1is 1nstruotivex7

Our survey has pointed especially to four moving
causes: innovation (in the broad sense indicated by
Sehumpeter); cultural factors, of which the chief
seems to be politicel; third, the autonomous factor
of the "balanced growth"8; and fourth, the increase
of population iIn sountries rnot already overpopulated.

In this same artlicle Ellis imputes to Xuznets the
notion that population inerease and capltal accumulation are
the prime movers in eccnomioc progress. This may be a fair
judgement based on some of the writings of Kuznets but he
broadens the eonslusions elzewhere.? :iis most generaliszed
treatment of the problem lists and discusses the groups of

proocesses whish he describes as:

6 Bertrand de Jouvenel - Fram Political Economy to
Jolisical Ecology, in the Eastern Economist's Supplement on
the Problems of Economic Growth, April 26, 1957.

7 Howard 8, Ellis -"Conditlions and Rates of zZconomie
Growth", in Journal of Farm ileconomics, Decembar, 1955, p. 811.

8 Ragnar Nurkse - "Some International Aspects of the
Problem of Economie Development", in American tconomic Review,
Papers and Proceedings, May 19562,

9 Simon Xuznets -"Toward a Theory of Economic Growth"
in National Policy for tconomic ielfare, cited, p. 58.
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sesothe strands that seem to be woven always into
the feabric of economic growth and seem sufficiently
distinet on the surface even though they are basis-
ally interrelated through the factors behind them.
There are at lsast five such topica for whieh there
are subtheories that eventually should be united
into one theory of economic growth; population growth,
growth of the stoek of knowledge, long-terx proces-
ses of internal adaptation to growth potentials,
external relations of national units im both co~-
operation and oconflict, end theoretical interrela-
tions among these complexes; and whatever components
within each can be distinguished,.

Discusaing a deliberate approsch to the stimulation
of economie development by the responsible plamning authori-
ties, W, Arthur Lovi:lo summarizes his main thoughts as
follows;

When the govermment of a poor country decides to
try to accelerate economic growth, it needs to
adopt measures of four kinds: (1) ehanging institu-
tions and habits, (2) providing new services and
commodities, (3) controlling private activities,
and (4) mobilizing finance for development.

This presoription is noteworthy in that it explicitly
assumes that no automatie process of economic growth will
come into being simply through the creation of the nscessary
pre-conditions for economic growth. In his highly respected
book, Lewis elaborates this assumption in some detail to show
that effective development planning is a clear responsibility

of government and is virtually essential for continmuing

10 %, Arthur Lewis -"Sponsored Growth: A Challenge
to Democracy,” in the Eastern Eoonomist's Supplement on the
Problems of Keonomic Growth, April 26, 1957.
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econemic development.ll
Meier and Baldwin endorse Lewis! recommendations with
some changes o6f emphasia only:

Various general areas for government action are
suggested, Firat, the government may have to
establish markets by promoting suitable inatitu-
tional arrangementa, 3Second, government enterpriase
is needed in those fields where profits are too low
or the risks are too large to attract private enter-
prise. Third, government enterprise is justified
in those activitiea in which, even though they might
be performed by private enterprise, the results
would be less satiafactory tnan those of government
performance. Fourth, govermment direction 1= needed
to promote extermal economies, and more generally,
"balanced growth.l2

El sewhere Lewls hes also underlined another very vital
aspect of the growth process with the statement:

The central problem in the theory of economic deve-
lopment is to understand the process by which a
community which was previously saving and investing

4 or 6 per cent of its national income or less,

converts itself into an economy where voluntary

saving is running at about 12 - 15 per cent of

national ineome or more. This is the central problem
because the central fact of economic development 1s
rapid capital scoumulation (including knowledge and
skills with capital)., ®We cannot explain any "industrial

11 W, Arthur Lewis - The Theory of ioonomic Growth,

Allen and Unwin , London, 1935, preseuting views snared DYy
United Nations ~ Measures for the Economic Development of
Under-developed Countries, New York, 1951, and very positively
¥y Gunnar Myrdal - Development and Under-development, Natio-
nal Bank of Egypt, Fiftieth Anniversary Commemoration Leo-
tures, Cairo, 1956, also, with rather different emphasis, by
Seymowr E, Harris - Economie Planning, Knopf, New York, 1949,
but rejected critically by F. T. Bauer and B, 8, Yamey = The
Beonomics of Under=-developed countries, Cambridge Kconomic
Handbooks - Cambridge Press, 1857,

12 Meier and Baldwin - Economic Development, op. cit.,
pe. 361,
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revolution until we can explain why saving increased
relatively to national income.l3

This key problem of raising the savings-investment
rate, or in broeder terms capital formation and the financing
of economic growth, has been a central theme of & consider-
able section of the body of literature on economic progresl.14
No matter what other measures are taken or obstacles are
overcome in the soclal, cultural, political or other economic
spheres there is no solution to generating rising income un-
less there is a satisfactory rate of savings and investment,
or substitute capital supply from foreign sources,

The essential contributing factor of a high marginal
rate of savings is prominent in Adler's conasiderations as
well, but he also develops another important factor that is
seldom explicitly analyzed. With regard to the availability

of resources, the slze of the market, and the technological

13 W. Arthur Lewis -'Economic Development wlth Un-
1imited Supplies of Labour, Nanchester School, Way, 1954.

14 As significant representative writings, see Ragnar
Nurkse - The Problems cof Capital rormation in Underdeveloped
Countries, Oxford Univ, Press, 1955: U.N. - Domestic Finan-
eing of Loonomio Development, New York, 1950: Charles Wolf
and Sydney C. Sulrin - Capitsal Formstion and Foreign Invest-
ment in Underdeveloped Areas, Syracuse Univ, Press, :
Capiltal Formation and Economic Growth - National Bureau
ommlttee for ELoonomic Researoh, Princeton Univ. Press, 1955,
especially the contributiogs by Huznets, Goldsmith and
Rostow: A, K. Calrneross -"The Place of Capital in Economic
Procress - in Economis Progress, edit, L. Dupriez, cited.
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and organizational interastion of various industries, he
lays stress on the importance of external economies to lower
coats, inocrease productivity and stimulate inocome growth, in
these words: "If the rate of eccnomic growth of underdeveloped
countries i= to be accelerated, main reliance has to be
placed on the creation of external economies through the
availability of socisl overhead capital"”.}S wnich thought
also links back with the one earlier mentioned concerning
the role of government and the necessity for planning. It
should not be an unexpected result that as more additions
are made to the list of growth determinants and stimulantas
80 will the uniqueness of these factors pale and their mutual
interdependence become more apparent.

8ince the provision of =ocial overhead capital, often
8 basic requirement of further economic growth or develop~-
ment, is frequently beyond the means of underdeveloped coun-
tries, trapped by the viecious circle of poverty which en~-
forces a low rate of savings and investment, there is almost

invariably initial dependence on forelgn capital aupply.16

15 John D, Adler - The liscal and konetary Implemen-
tation of Development Programs, oOp. c¢it., p. 590.

16 y ,N, - Methods of Finaneing leonomlic iJevelopment
in Underdeveloped Countries (with contributions from F.0.A.,
TBRD, and ILO), New York, 1949, and many other U.N. and
private publications,
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This raises two highly ifmportant issues. As the many prota-
gonists of the thesis that given adequate supplies of ocspital
the process of economic development will take root anywhere
and allow these countries to realize their full potential
argue, the actual flow of foreign capital, both private and
institutional or governmental, is woefully inadequate for the
needs of these capital starved areas., 0One ecan easily take
iasue with these one~eyed extremists and demonstrate that in
many instances the underdeveloped countries have not the
absorptive capacity, in terms of institutional readiness,
internal stability, and especially entrepreneurial and tech-
nical skills, to utilize investment capital in greater volume
for effieient productive purposes.17 A second equally impor-
tant question of debt carrying capasity has been largely
ignored because of its intricate nature and the inaccessibility
of the pertinent statistics upon which its resoclution depends.
Only very recently has the Research Staff of the International
Bank for Reconstrustion and Development filled this gap by
coming to grips with the lnescapable problem of the debt
earrying capacity of debtor countries related to their
existing domestic and foreign indebtedness, levels of incoms,

rates of savings and balance of payments structure, with due

17 Cairmeross - The Place of Capital in Economic Pro-
ess,' op. cit.; and C.N, Vakll and P. H. Frahmanand -  iechni-

e oiged e and Managerial Capacity as Limiti Pactors on
:ééu:ErInI Q snslon In Undsrdeveloped Countries'- In Zconomic
Progress, edlt. Dupries; Sited. —_—
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regard for expansiveness and flexibility of all these.l8
Gauging the capital absorptive capacity of & country by ori-
teria of debt-incoms ratios may smack too much of hard headed
finance but it is realistic economics. Fortunately this de-
terminant does not set & limit to the actual capital supply
because other international lending cnannels exist to supple-
ment the supply of hard loans with soft loans and grants-in-
aid, like the Colombo Plan, the U.S. International Coopera-
tion Administration and the new Developmeut Loan Fund.

One other writer who gives explicit attention to the
importance of the rate of saving but combines it with other
significant requirements for the initiation of a continuous
growth process is W, ¥, Rostow, He briefly summarigzes his
own viewpoint as:

For the present purposes, the taxe-off is defined

as requiring all three of the following related
conditions: (&) a rise in the rate of productive
investment from (say) 5 per cent or less to over

10 per cent of national income (or net Hational
Produet); (b) the development of one or more substan-
tial manufacturing sectors, with a high rate of growth;
(e) the existence or quick emergence of a political,
soclial and institutional framework whicn exploits

the impulses to expansion in the modern sectors md

the potentiasl external economy efiects of the take-
off and gives the growth an on-going character,l®

18 Debt Servieing Capacity and Postwar Growth in Inter-
national Publie Indebtedness - Lconomic Stalf ol the Inter-
national Bank, prepared by Dragoslav Avramoviec, August 27,
1957, a confidential report not for public use.

19 W, W, Hostow ~"The Take~-Off into Self Sustaining

Growth", in The Economic Journal, March, 1956, also in his
book, Tﬁo Process of Lconomic Crowth, W.,w%, Norton « Co., New
York, 1052, he wae exploring simllar but less precise notions

in the various "propensities”.
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In this sample survey of the variety of theories and
areas of emphasis {in the ample literature it would be a
serious omission to neglect the direst attaek theat Professor
Spengler has made on the central probleam of this chapter,
which he presents in the following manner:

The factors affecting economic growth, being mani-
fold in quantity and quality, may be variously
subdivided. (1) They may be subdbdivided into

(1) factors winleh operate relatively directly

eand immediately upon various indices of esonomis
growth and (ii) factors which operate upon these
mediately and indireectly through the medium of
factors included in (1), (2) They may be sub-
divided into (1) relatively constant factors, sueh
as climate, which merely condition or constrain
growthy (11) factors such as the relative “fulness"
of employment, increases in which, being possible
only up to a point, cen exercise only a limited
and non-continuing influence upon economic growth;
and (111) factors sush as improvements in teohno-
logy and increases in the stock of capital which,
being susceptible of continuing augmentation, may
continuously push certain growth indices upward.
(3) While still other subdivisions are possibls,
they will not be utilized in this essay.20

e then goes on to describe several of the more impor-
tant direct determinants of economic growth, through which
the state and social structure influence growth indirectly.
The first determinant 1s the rate of increase in output per
worker whiseh is dependent, in an indeterminable relationship,

on the rate of increase of productive equipment. Any

20 Joseph J. 8pengler -"Social Strueture, The State,
and BEeonomie Growth”, in Zeconomle Growth: Brazil, India,
eapan. HEditoras, Kuznets, NMoore and cpengler, Nuke Univer-
] ress, burham, N.C,, 1855.
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immutable proportionality between income and wealth cannot
be established. The second determinant is the amount of
investment made in individuals for health, general esducation,
teochnical training and general well-being, whioch conditions
the individual's sapagity for inereasing output. He con-
cludes that internationsal differences in personal investment
sppear to be responsible in a significant degree for inter-
national differences in per capita income. The third deter-
minant is the rate of shift of productive population from
agrioultural to secondary and tertiary industry.2l This is
particularly true when it entails the transference of under-
smployed labour out of agrieulture in overpopulated coun-
tries. %2 Naturally this process resaches a point of dimi-
nishing returms when the marginal output of the last worker
transferred was equal in agrieculture or in recondary indus-
try. The fourth determinant is the labour input, which
depends on the size, efficiency and industery of the working
force, ths hours worked per wesk and the degree of avoidance

of unemployment or underemployment, and it might be mentioned

2]l Colin Clark - Conditions of Economies Progreas
prev. cited bears this out with detalled statistical iuta,
in faot it might be termed his ceatral theme.

22 Ragnar Nurkse - gagitnl Formation in Underdeveloped
Countries, cited, is respon e for directing attention to
the Importance of underemployment in agricultural communi-
ties as o wasted asset.
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of work stoppages ariasing from political, soclial or industrial
disputes., The fifth is the level of technology and its rate
of improvement. <he sixzth is the aupply eof entrepreneurial
skill and the freedom to use these skills. Finally, he also
dlscusses population growth as a direct growth factor, always
in terms of aggregate income and generally stimulating some
rise in per capita income, although recognition is given teo
the diffusion and retardation influences of an overly rapid
rise in population.

Under indirect determinants, Spengler dlscusses only
some fastors. Among these he includes: (1) human values that
influence goals and the measure of effort put forth; (2) ins-
titutional eircumstances facilitating or impeding the accumu-
lation and diffusion of scientific and techniecal knowvledge;
(3) laws and institutions relating to contraet, property
holding, taxation, market organization for goods and fastors
of production. All of whieh he shows are closely related to
the cultural patterns of a country.

Separately he discusses the involved question of the
role of the state, whieh clesrly differs as the structure
and ideology of the state varies. Then he turns attention
to the role of socilal structure in influencing economis
growth, dealing with soclologieal problems of individual and
collective acstion, status and 200lal moblility, forms and

goals, all of which have considerable bearing on the
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willingness and capasity to accept change and achieve improve-
ment.

Leaving Spengler, but not his ldeas, it is an sppro-~
priate place to give attention to the more or less definite
statements of ¥, C, Mills, whose comments in some senses com-
plement this analysis while stressing the essential determi-
nant of the rate of productivity, whieh is a complex of all
factors covered by Spengler. The central doctrine expounded
by kills is contained in this passage:

Economic rescurces may be used for maintenance,

for defense, or for material progress. khaintenance
includes the support of the population (which may
be a growing population) at an established consump-
tion level and the full upkeep of an existing stoeck
of capltal squipment. .... Economic progress 1s
possible when there is a margin of output over and
above the needs of maintenance and defense. .....
The aggregate physical output may be expanded by an
increase in the input of human effort or by an
increase in output per unlit of labour 1nput.23

This 1dea is also neatly captured by frofessor Raul
Preblsch of the Economic Commission for Latin America who
links productivity with savings in his simple statement:
"The margin of savings depends ultimately upon the progres~-

sive increase of labour produczivity".a‘

25 F, C. Kills - Productivity and Economis Progress,
Occasional Yepers 38, National Bureau of kconomic Lesearch,
Ine., New York, 1852, pages 2-3.

24 Raul Prebisoh - The Eeonomic Development of Latin
America, and its prinecipsl problems, United Nations, Lake
Buccess, 1950, p. o7,
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Prebiseh also directs our attention with persuasive
emphasis to industrislization as another growth essentlal, a
thought ‘given ample recognition by many other writers as well.
Industrialization has already been included as a specific
growth force in the remarks quoted from W, W, Rostow, in
whieh “the developmeént of one or more substantial manufac-
turing sectors, with a high rate of growth", was stated as a
requirement for the take-off into self sustaining dynamic
growth, It elso enters as a significant determinant in Spen-
gler's approach, the rate of shift of productive population
from primsry to sesondary industry, Prebiseh explicitly
malkkes his case for industrialization, while in ecountless
other writings it is implicit in the prescription of the
necessity for intensifieation of capital formation and rising
produstivity. The allure of industrialization is probably
eontained in the prevalent but usually undefined conviction
that W, W, Roztow hes explored el sewhere in a provocative
article, that: "In some meaningful sense, over-all growth
appears to be bdbased, at certalin periods, on the direct and
indirect consequence of extremely rapid growth in certain
particular key sectors,"28 Certainly economic planners

around the world are devoted to the conviction that rapid

2% W. W, Restow « "Trends in the Allocation of Re-
sources im Secular Growth", in Heonomic Progress, Edit.
L. H. Durples, cited, p. 370
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growth can enly be accemplished if manufacturing industyy is
promoted as the key sector. JIhe logie of the Lenin-Stalin
persuasion that eeonomic strength and prosperity can be
measured by and must be based on electrification, the pre-
requisite of 1nduntrializution.26 is irresistible to all who
seek the positive road of progress by state action either
through force or persuasion.

Obviously industrialization must claim an important
place among the key determinents of economic growth., The
fact that all the advanced and richer countries are highly
industrialized is in itself sufficient proof. The amount of
attention devoted to this aspect of economie pregress is
impressively indicated by the liasting of 2280 separate titles
of books, reports, monographs, and essayes in the United
Nations' Bibliography on Industrialigation in Underdeveloped
Countries.2? Partly becauze of 1ts recognized and well
publiclized importance, but also because a more detailed exa-
mination of its place in the growth process will be made
later in Part 1I, this generator of progress will be passed
by with only thlis casual attention in this chapter.

The foregoing survey of growth determinants may by

26 Maurice Dobdb - Soviet Planning and Labour, in Peace
and War, International Publishers, New York,1943.

27 United Nations - Bibliography on Industrialization
in Underdeveloped Countries, Lake Success, 1966,
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this time have evoked a feeling of critical protest in the
reader on the grounds that what has actuslly been done is to
probe in a varliety of directions for the dynamics of economic
development, whieh 13 not the same thing as investigating

the dynsmic process of economic progress. Up to this point
the literatwre has been skimmed for specific prime ceuses
that may establish & self-sustaining basis of economic growth
wvhere static stability, or retarded stagnation, has existed
before. This approach has not been the simple consequence of
parroting the populsr treatment of the problem. As an analy-
tical method 1t 1z logically justified., Only by the compa-
rative examination of advanced countries enjoying the benefits
of secular expansion and of underdeveloped countries in sta-
gnation can it be determined what factors and forces are pre-
sent in the one group and absent in the other. By this

means tnhe dynamlic growth forces can surely be identified.
Even after isolation of the key determinants of "growth" or
"no growth", attention i1z focussed on the underdeveloped
sconomies because empirically these growth forces are effective
generators of progress in the advanced economies, but it is
still not certain that their implantation 1in the stagnant
setting will automatically promote a2 self-sustaining growth
process., Seecular progress 1s such an involved manifestation
of complex forees, both economle and non-economie, that ie

still remains to determine what combination of conditions in
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what Balanee is required for the tranaformation from stagnation
to progress in terms of both prime causes and necessary res-
ponses. This diffieult question has certainly not yet been
satisfactorily answered in the foregoing pages. Bvading this
challenge for the moment, it dces seem necessary to give some
overt attention: to-the dynamics of growth in advanced econo-
niau.ﬁfmi
Y Essentially' all the growth forces identified so far
plainly 4o exist in the expanding economies of the world. The
préportionate strength of sueh key determinants as savings~
investment - income ratios, rates of population’ growsh, plan~
ning mnd political managemen$, education advanee .and sociael
reésponses, balance and adjustment among the parts, varies
greatly ameng the expanding economies, But them, too, so do
the comparative growth rates, By implication there should be
an optimum combination of growth factors and cireumstances,
Yet, ‘1t is :probable that the creation of an optimum growsh
m0del28 would be an elegant academie abstraction with little
relevance tc reality, because there is no uniformity in growth
potentials, for both eeconomic and social reasons,

it 18 sufficient for the purposes of this chapter to

lay some stress on innovation, the growth force that only

#a: 2B T, Heavelmo - A Study in the Theory of kconomie
Evolution (Contributions to hkeonomic Analysis 3), Amsterdam,
olland Publishing Compeny, 19654,
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claimes prime iwmportance in irdustrislized socleties, and pro-
bably has pre-eminent importance only when a satisfastory
rate of savings-investment is achieved, In an advanced indus-
trial sosiety, onece the natural advantages offered in the
opportunities to exploit existing resources have been utilized
fully, a practicable diversification has usually taken place.
This should result in a productive structure that makes the
best economiec use of faectors of production with regard to
opportunity eosts, Also, the scale of p?ednction in respeoct-
ive industries and sectors will have been pushed to the opti-
mum rate in relation to the extent of the market. Investment
then would find appropriate application only in the mainte~
nsnece of the stoek of fixed capital, or normal replacemsnt
investment. This wonld serve to maintain i{income, if consump-
tion i{s suffieiently high and idle savings are not accumulated,
depe §s a picture of high income stagnation. The only re-
maining dynamic element in the economy would be by extension
of the market at home through population increase, or possibly
abroad through increasing inecome and import demand. However,
& high rate of investment empirically has been possible,
giving rise to ever growing productive capacity and real
national income in sush advanced socleties through the autono-
mous investment possibilities sontingent upon a constant
stroam of innovation, allowing & changing and expanding

sconomy. Adaptability, the desire for change and progress,
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inereasing technical knowledge, venturesome entreprenesurs,
end condusive political and social conditions are requisites
for innovation in these advanced economies, even as they are
in different forms for investment generally in the under-
developed economies .29

Strictly speaking, we have not solved the stieky pro-
blem of assessing the weight of impaet of growth forces either
in the underdeveloped or the advanced economies. Identifisa-
tion has been made of the leading determinants of the expan-
sive impulse, that in a proper setting do seem to take hold
end becoms self-sustaining for secular progress. Bus what is
msant by "a proper setting" has not been defined with any
precfision, and probably cannot be, if for no other reason
than thut no two sets of circumstsances, physical or cultural,
ares comparable, sc that the operative strength of the determi-

nants must be different as these conditions of the soonomic

29. J.A. Schumpeter - The Theory of Economiec Levelop-
ment, Cambridge, Mass Harvard University Press, 1934.
R, F, Harrod - Towards a Dynamic Economics =~
London, Macmillan and Co. Ltd., 1948.

E. D, Domar ~«"Capltal Expansion, Hate of Growth
and kmployment, EconometrIcs, April 1948, snd'Expansion end
Eaplo n%E:Kmnnican heonomiec Hevlew, March 1947.

. 7. k. Hioks - A Contributlon to the Theory of the
Trade ngloi Oxford, The Glarendon rress, 1950.

» Hamberg - Economie Growth and Instability,
New York, W, W, Norton and Company, lnc., 1956.

These works have developed, elaborated and refined
the concept of sutonomous investment related to innovations
as the key dynamiec in an advanced industrial economy, not

only as the prime growth force but as key variant over the
trade cycle.
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enviroment vary. For those defenders of tne faith who may
protest that these statements under-rate the fine exactness of
the reputedly sophisticeted understanding of economic pro-
gesses achieved by modern practitioners of the arts of ana-
lysis, the author in his turn protests that we delude our-
selves 1f we pretend to have really grasped the dynamiacs of the
short term eyele., Complete understanding would permit de-
pendable prediction within tolerable margins of error, which
'in turn would provide almost infallible grounds for sultable
poliey delineation. Our understanding is graduslly impro-
ving, but we 3till feil in attempts to deteot and project

the consequences of dynamie economic interrelatiocns in terms
of time, intensity, snd proportions. Having failed to pene-
trate the economic complex of the short run growth spurt, it
would be not merely audssious but presumptucus to profess
detalled sppreciation of the qualitative and quantitative
eomplications of the long run process of secular expansion.
The characteristics end the general conditioms can be grasped
piecemeal, as the authers quoted in this chapter have done
very ably. But, as they all admit, an integrated theory of
growth 1is not yet attainable, This being so no direct answer
to the question of how to achieve a specifled rate of growth
over a continuous period, regardless of the particular condi-
tions prevailing, will be attempted here. The best that can
be hoped is that the following chapters will contribute some-
thing to the elucidation of this fundamental problem.
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Parsly in reiteration of the several conditions of
progress, and partly to demonsatrate in another way the com-
plexity of the matter, an alternative approach to classifying
and appraising these growth forces might be indicated briefly.
Lt would be repetitious to evaluate in detail the nature and
significence of these elements of progress, which surely must
be the old forces wearing new labels only. This alternative
possibility is to group the individuals comprising the eson-
omic socliety according to their major roles in economic 1ife,
admitting that the indicated groups are never mutually exelu-
sive, end study them for attitudes, motivation and responses
serving to stimulate or retard eccnomie growth under a variety
of eircumetances. JThe suggested groups would be: consumers,
and producers, subdivided as workers and entreprenewrs; sa-~
vers ard investors; innovators and fecllowers; government, as
policymaker and administrator; soclal, institutional and
religious groups; and finally man as & self=-propagator.

Keference might be made to one final system of classi-
fication of growth forces, according to whether they are
endogenous or exogenous. Ihis is a signifiecant approash to
the central problem becausze it sheds light on the degree to
which any country, underdeveloped or sdvenced, may sustain
the momentum of its own economic growth self-reiiantly, and
perhaps automatieally. #ithin the group of endogenous factors
and forces would certainly be included the supply of all
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factors of produetion, including natural resources, although
the utillzation of these factors 1s the reflection of nume-
rous direct and indirect causes, zeveral of which may be
consldered as exogenous. Baek of this i1s the broad basie

sl tuation embraced in the economic geogravhy of any country.
Other main endogencus elements are, in an essential sense,
the rate of populstion inerease, the rate of domestic savings
and investwent, end sociel adaptability. Turning to exoge-
nous forees it is easiest to think of these as all those
growth influences whioh are borrowed, like taste, techniques,
competitive dissatisfaction and the will to seek change, and
foreign capital, aid and guldance of every kind, In addition,
there are the always present exogenous influences arising
out of international relations, mainly commerciasl. These,

of course, vary in strength depending on the foreign trade
coefflclent of each country, but are reflections of the terms
of trade, the rate of market growth for exports, and in con-
sequence the capacity to lmport as reflected in the balance
of international transactions. <Ynis classification of growth
forces as endogenous or exogenous would undoubtedly fal ter
over some areas of prime cause that would refuse to fall
neatly into either category, being either indirect in origin
or chain of impact, and could only be called neutral forces,
Similer to thosze that are indefinite as to origin, are

others which are imprecise as to time, belng evolutionary
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in origin and application, and these too should be called
neutral,

The only =afe general conclusion is that regardless
of what approach i1s used to deternine essential growth forces,
or whatever system of classl fication may be adopted, no
clear and precise pattern of causes and results will emerge.
The factors involved are many and infinitely complex in
their interrelationships. As sBressed bsfors, no two cases
are identical either in economie or non-economic terms.

This does not mean that the various aspects of the problem
defy understanding. ut it does mean that the number of
pessible cases 1is almost 1limitless, which does preveant the
inclusion of sll within any conceivable formula or law of

economic growth.



CHAPTER 3

POPULATION AND GHOWTH

In the preceding chapter population increase has
been identified aa a major growth force. However, in
Chapter One the statistics showed that countries swarming
with teeming hordes are not generslly the richest. In fact,
those countries that have had the highest rate of population
growth during the twentieth century are at the lower end of
the 1ncome spectrum, £Even when the national income rise is
at a healthy annual rate, the dlssipation effects of a high
rate of population growth results in e low rate of per
capita income growth., Admittedly aggregate growth is posi-
tive growth. Also comfort may be taken from the fact the
worst of the lalthusianl forebodings have not come to pess,
But is it enough to be able to tread water hard enough to
keep the people's heads barely above the water line of sub-
sistence?

The evidence is regrettably sparse in precise

1l Malthus - An Essay on the Prineiple of Population
(1798). Even today It Is necessary to repeat that %Ee N
First Essay contained his pessimistic statement of the
case and that in the Second Essay (1803) the possibilities

of expanding population along with incresasing atandards of
living snd thus economic growth entered his theories.
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statistical terms for the heavily populated, poor, under-
developed oountries, but what there is contains mixed impli~-
cations. There are indications that population is not a
pure growth ferce; that in addition to the inacome dissipation
effects there may be positive retardation effects wasting
and amulling some of the economic progreas otherwise
attainable. It 1s these mixed implications which must be
glven serious consideration if growth paths are to be pro-
Jected and internationsl interactions are to be understood,
The population dilemma, which is the diffusion of
national income gains among an ever increasing population to
restrict the improvement in living standards, 1s pecullarly
assocliated with the problems of economic development. In the
advanced or economically developed countries the population
dilemma disappears, almost axiomatically. By attaining a
suf ficiently high rate of expansion, the widening market and
increasing supply of labour are positive benefits of pepula-
tion growth more than off-setting the income dissipation
consequences, despite the worries expressed by organiszed
labour in protest against easy immigration policies. Also,
in advanced eountries the population growth rate has become

sattuned to economio circumatancoa.2 The statistics cited

2 H, H. Villard - Some Notes on Population and
Living Levels,)' Review of Economics and Statistics, May,

1958.
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in 7adle I, Chapter 1, are not sbsolusely sonclusive as empi-
rieal evidence but they do show ummistakable correlation
between population trends snd rates of economic expansion
for advanced countries. 7The empirical evidence supports the
sociologleal logic of responses of urbanized, literate people,
aaong wnom femily formation is at least as much deliberately
planned as it i» aceidental.® It seeas to be a fair preainse
that any tendensy to stagnstion among the richer, more ad~
vanced eountries would result in an increasing hard core of
structurally unemployed, a probeble withdrawal of women from
the labour foree and consequently s reduction in the number
of family units budgeting on double income, a virtual end to
overtime earnings and supplementary job income, all of whieh
would combine to dsmpen expectations of ever widening con-
sumption harizons, and this would have an inevitable impact
on the size of the planned family unit. PFPlainly stated, the
rate of population inerease would be arrested, or at least
slowed dom. In underdeveloped, overpopulated countries,
persistent and even inoreasing rural underemplocyuent, or

disguised unemploysent,$ never has acted as a cheok to the

3 Dennis H. Wrong - Irends in Class Fortility in
'W CLJEQ Pos'. my lm'

4 Ragnar Nurkse - Problems of Capital Formation in
Underdevel oped Countries, olted, popularized this concept in
the literature, although Alfredo Kavarrete Jr. and ifigenia M.
de Navarrete in'Underemployment in Underdeveloped Economies}
International i‘conomie Papers of The International iconomie
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growth of population, and 1t is in these countries that the
population dilemms is acute.

The economist has no ecasy task arriving at a defi-
nite position in regard to population trends and projections
becsuse these are shaped by the partisular traditions, habits,
customs, religious influences and other sceiologissl circum-
stances pesuliar to the partiocular ecultural pattorn.s Popu~
idation questions can never be treated adequately in purely
esonomic terms. Basically this is the demographer's field
and the most tempting way out of this complex set of problems
for the economist is to withdraw gracefully and leave it to

Association, No. III, The MacMillan Company, New York aepnd
London, 1953, Pe 235 attributes its origin to Joan Robinson,
Essays in the Theory of loyment, 2nd edition, London,
s Pe 02. 1The reality of E;aguisod unemployment existing
on a large scale, in the usual sense of gero or less than
ro marginal productivity, 1s disputed by Jacob Vinor -

Stability and Progreass: The Poorer Countries! Problem, in
Stabi and Progress in the ¥World Esone edited

ague, Nae an and Vo,.,, London, » Pe 50, while in
the attendmt diseusaion the concept was defended by Profes-
sor . N, Vakil, p. 67, and Professor Ragnar Nurkse, p. 70.

5 Weytinsky, W, 8, and Wotinsky, E, S. in World Popu-

1auon and Productiem, Trends and Outlook -~ the Twentleth
ew Yor n ehap. 7, pp. 241-262,

clnlrly demonstrate the unoortainty and eonfliet in methods
and views assoclated with attempts to ascertain population
trends and make projections and forecasts, which must allow
for a spread between high and low estimates to have practical
value, which method was adopted by Royal Commi:zsion on
Canada's Eeonomie Prospects - Final Repor$, November, 1957,
Ottawa, Canades, pp. 97-106, and with greater explanation in

Output, Labour and Capital in the Canadian Eeonomy, chap. 4.
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the demographer. However, the sconomics of pepulation can-
not be dismissed by abandoming the responsibility for its
understanding to other dissiplines, bccause population is
another generic description of society, the very stuff of the
economist's problems. Feople are producers, as entrepreneurs
or workers, they are consumers, and they are investors.
Abstract terms, like fastors of production, and extent of
the market, are simply dehumanized descriptions of popula=
tion in economic terminology with restrioctive qualitative and
quantitative connotations. Population, then, is both the
beginning and the end of the economist's task and there can
be no deep understanding of either the structure of an eco~
nomy or the motivation of economic sstion that does not
reach bask into the confusion of sociological pnttern-.s
There is absolutsly no escape from the obligation to deal
with this most% unylelding of matters in any treatment of
growth problems, for people are the only real generators of
economic change, the sourece of dynamice.

8ince population 1s such a many natured beast, it
cannot be fully eonsidered in the great variety of ways re-

quired for adequate un derstanding in any brief discuas-~

6 Margaret Mead, Cultural Patterns and Technical
Chan UNESCO, 1852, reprinted as lientor Book, New York,

190b6.
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sion.” The limited approsch used in this chapter will be
restricted to two main Questions: 1) consideration of the
signifieance of population growth as a prime element in the
process of eeonomiec growth, 2 question carried over from the
previous chapter; 2) the influence of population on the rela-
tive rates of esacnomia growth as it affects internstional
comparisons of leads and lags.

Population as a Growth Fastor

The most basis generalization specifying the real
significance of population as a growth factor is offered by

B.llhl'.s

Qutput in an economy 1s & function of the size and
effioienecy of the labour force, and of the size

and quality of the stosk of wealth which it uses.
#ealth consists of capital and natural resources.
The primary determinants of growth are an inerease
in the labour force and in the stoek of ocapital,

and innovations whieh improve the quality of labour,
capital or opganization,

7 Woytinsky and Woytinsky, op, ¢i%., best treat the

subjeet in all 1ts eomplexity.
United Nations, Thes Determinants and Consequencesof

Populatien Trends, Population Studles, No. 17, New York,
I§§3, sontributes senormously to an understanding of the
relationships be tween population shanges end soclial and
economic eonditions, atatistioally, and analysically and in

a comprehsnsive review of the literature.

8 Horace Belshaw,"Population Growth and Levels of Con-
sumption in New Zealand”, The FEconomic Record, Vel. XXXI,

No. 60, May 1955, p. 2.
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In elaborating this statement, Belshaw points out that while
levels of consumption rise with growing population it is not
& necessary oonsequence, lor the improvement in the rate of
rise of consumption might have been greater with a slower
rate of population growth. This approach to the question
has the merit of clearly stating: i) that population increase
is a positive growth generator, ii) that it is not an auto-
matic and independent growth generator, 111i) that soonomie
growth in per capita income terms is not always positively

or proportionately responsive to population increase. Due to
a concentration of attention on direct consequences without
regard to secondary effects of population growth, the con-
elusions tend to be over simplified.

Another excellent statement of the essential conside-

rations comes from Spengler:

The population problem usually arlises because labour
is not the only economic factor of production and
therefore not all ocutput is imputable to labour. If
labour were the sole factor of production and there
were no economies of scale, the population problem
would not manifest itself until the amount of space
available per head had begun to prove inadequate.
Even given egonomles and diseconomies of labour
organization, per caplita output would tend to in-
orease until the labour force had resached a size
commensurate with full realization of the net econ-
omies of labour organizationj beyond this point

di seconomies would outweigh economies of organiza-
tion and per capita income would decline until it
had descended below the level deemed desirable,
given the size of the population. Not all output
i1s imputable to labour, however. Only in the neigh-
bourhood of 80 psr cent of net output is attributabls
to labour in various forms, the balance being impu-
table to the nonhuman productive agents utilized
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Jointly with labour, The population problem comes

into being, therefore, because the stock of these

:ﬁ:f;: available for use with labour becomes too

Disregarding momentarily the fact that a large or

rapidly growing population entalls complex problemsa, it can
be stated that human rescurces are the most important single
factor of production and therefore the prime economic asset.
Natursl resources would be valueless without labour to exploit
them and consumers to utilize their product. Capital would
not be generated without the human acts of production, saving
and investment, Taking Spengler's statement of the relative
importance of labour in the produetive processes as respon-
sible for 80 per cent of net output, and the inltial simpli-
fying assumption of this paragraph, it might be expected
that there should be a direct proportionality between total
output and total population. While this result does not hold
in reality, for the reason stated and otheras that must be
oconsidered presently, there is perhaps s message of hope for
those ocountries confronted with a population problem in such
an unsophisticated conclusion, It mey well bs that the truly
relevant problem for heavily populated, underdeveloped coun-
tries 1s how to reallze the potentlal of this major productive

agent and turn a burden into the asset it should be.

® Josaph J. Spengler, "The Fopulation Problem: Dimen-
sions, rotentialities, Limitationa", American Economie
Review, Vol. XLVI, No. 2, May, 19586, Papers and froceedings,

p. 535,
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The promise of this simple approach is, however, not
easily realized. A well reasoned atudy of the United Nations
succinetly points up the oritical diffieulties:

In any analysis of theeconomic effects of the size
of populations and changes in their rates of growth,
it 1s necessary to keep in mind tne fact that econ=-
sumption is involved no less than production.

The implications of change in the number of produ-
cers depend upon the relationship between population
and the other factors of production, land and capital,
Where land resources are abundant in relation to
population, it i1a the fact that the number of produ-
ceras is small that is likely to constitute an obsta«
cle to industrialization., Many of the countries
that have experienced a fairly rapid rate of indus-
trisl expansion in recent years - Argentina, Austra-
lia, Canada and the Union of South Africa, for
example - have been those 1ln which population growth,
whether by natural inocrease or by immigration, has
contributed to a better use of natural resources.

The resultant increase in production gave rise not
only to an increase in incomes, and hence in the
demand for manufactures, but also to an inerease in
the margin of savings, and hence in the capacity to
invest in industrial plant.

The adventages of an 1ncreasin§ population, however,
can be realized only if the volume of investiment 1s
sufficient to supply the growing labour force with

an increasing per capita amount of productive equip-
ment so that average output can be raiszed. In a
country with a low per capita level of income and

a severe shortage of capital, rapid natural growth

of population tends to add to the dirfieulty of
saving and investing enough to ashleve this result;
for in sueh cirocumstances, a large part of the new
capital formed each year is pre-empted for the
working equipment, education, housing, health ser-
vice and so forth required merely to maintain the
existing level of capital assets per person, before
anything becomes avallable for new industrial invest-
ment, Consequently, excessively rapid growth of
population may hinder the industrialization even
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of a country with relatively abundant land and
other natural rescurces,

The main ecomplicating issue so effectively established
in the quoted section is the importance of factor proportions,
which was also stressed by Spengler. Underpopulated coun-
tries encourage immigration because: 1) natural rescurces are
relatively plentiful and under-utilized; 1i) larger popula-
tion permits economis installation and effiecient employment
of social overhead capital;ll 111) a larger body of consu-
mers widens the market, permitting economies of scale,
greater specialization, and rising produetivity.12 The anti-
thesis of this situation is the overpopulated country where
the disproportionate supply of the one faotor, labour, com-
bined with restriected labour mobility and obvious market im-
perfectionz prevents mores efficlent techniques of produstion
and higher produotivit7.15 This situation is a complex of

economic and soeisl reasons on both the sides of easuse and

10 ynited Nations, Processes and Problems of Indus-
trialization in Under-Developed Countries, New York, 1958,

[ ] 15.

o

11 w, Arthur Lewis, The Theory of Fconomic Growth,
George Allen and Unwin Ltd., London, 58, Pe 211,

12 1pbid., pp. 323-324.

13 R, 5. Eockaus, "The Factor Proportions Problem in
Underdeveloped Areas", American fconomic heview, Vol, XLV,
No. 4, September, 1955,
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effect, The question is cogently put by Frofessor Viner:
"The most obvious cause of regional poverty is a regional
scareity of productive resources relative to population."lé
The question of factor propoertions and the relative

importance of population, as labour force and consuming mar-
ket, has many complicated remifications that can be dealt
with more effectively in the sescond section of this chapter
when tne lead and lag effects of population on differential
international growth rates 1s considered, For the moment the
point under consideration is the real importance of popula-
tion increase as a dynamlec factor in the process of economie
growth, This redefinition of the immediate centre of atten-
tion also surgests that this is an appropriate place to in-
sist on precision of thought when dealing with the population
problem, it is a sommon error to discuss the populastion
problem in lcocose terms that convey the idea that overpopulated
countries and countries with a high rate of population in-
crease are the same., Kindleberger very properly corrects
this misapprehension in the following statement:

Too 1little attention has been given to the fact

that the population problem is not encountered

everywhere, Some countries which are growing at

rates in excesa of J per cent per year, a high

rate, are not densely populated - Mexiec and

"Venezuela, for example. 1ln faet, apart from & num-
ber of Caribbean islands, Latin America is not

14 J, Viner, Stability and Frogreas, op. cit., p. 43.
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ovarpopulated, and Africa and substantiel parts of
Asia - Burma, Sism, Malaya, Sumatra and Borneo -
are not. Moreover, in some areas, such as India,
East Pakistan, and China, the density of present
population is more significant than rates of in-
crease, which are moderate.

In the immediate context the rate of population in-
crease ls the more significant matter, although clearly the
growth impulse of a given rate of population increase must
differ among countries of varying population densities. This
proposition stands on the dlssussion of relative factor pro-
portions, for the population absorptive capacity of any
economy 1s directly dependent on the existing labour force
and the available supply of food, natvrral resources and
capital. Accordingly any generalizations about the growth
impulse of different rates of population growth are subject
to qualification appropriate to the existing size of popula-
tion and state of economic advancement.

Definitely population is never a neutral factor in
the growth process. In regard to size of population in any
country there are always three porsible situation; it may be
growing, declining or statie. The 1lmpact on the economy of
any rate of population growth, from high positive to nega-
tive, naturally varies considerably with the given sige of

the population in relation to the slze ef the country in

18 Charles P. Kindleberger, Economic Development
Eeconomic Handbook ‘eries, The MaoGraw-H:1l Book Company, Inc.,
New York, 1958, p. 204.
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question, extent of resources, supply of capital and state
of development. Also the quality and character of existing
population in terma of education, skills, responsiveness to
change and conditioned cultural attitudes, determine an
economy's ability to respond progressively. {rovided that
these influences do not impose barriers of unresponsiveness
on the productive asystem so that secular stagnation prevails,
allotting to the hard core of unemployed in the industrisl
society or the redundant body of underemployed in the agri-
cultural society the additionz to labour force theredby wasting
a productive asset, rising population would contribute to
total output. Unless marginal produetivity of the additional
workers exceeds average productivity, whiech i1s unlikely except
in cases of ascute labour scareity, mere population growth
would apparently not directly lead to 2 rise in per caplta
income. This suggeats a positive growth impulse 1n aggregate
terms but a negative one in the more significant per capita
measurement. Emplrical production function studies verify
this conclusion.16
The indirect, or assoclated, effects on per capita
output are, however, much more complex than implied in this

elementary statement of economic logle, which is simply the

16 Ung ted Nations, The Determinants and Consequences
of Population Trends, op. 61t., p. 225.
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prineiple of diminishing returns.t’ The wider problem 1s
vell stated as follows:

For a better understanding of the possible effects
of population changes on the per capita quantity

of physieal assets, and thus on per capita output,
it 1s necessary to consider how the quantity of

such assets may change as population grows or de-
creases. Pour aspects of this question required
attention: first, the influsnce of pepulation growth
upon the formation of capltal; secondly, the limita-
tions resulting from the difficulty or impossibility
or reproducing certain kinds of assets; thirdly,

the poessibility that an extension of the settled
areas or an increase in the density of settlement
may permit economical utilization of natural resoure
ces which we re previocusly underdeveloped; and
fourthly, the possibilities of increasing the

supply of productive assets through foreign trade .18

Some positive elements are contributed vy population
incresse to a rise in per capita ocutput due to these rela-
tionships to changes in physical assets, although there are
negative effects as well. Undiluted positive results follow
in all instances where the greater populations allows improve-
ment in economic organization.

In general, industrial socleties in periods of full
employment are stimulated by a rising population because of
the increasing market. Ieculear expansion and the meintenance
of full employment require a rising scale of investment, snd

in particular a dynamic market providing continuing incentive

17 Ivid., Chapters XIII to XV.

18 1p14,, p. 226.
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to innovation and autonomous investment. The growing merket
caused by population increases ensourages and suppoerts this
flow of investment. In turn, the streem of innovation implies
& constantly shanging technology end rising producstivity.

Generalizing on the positive growth effects of ine
ereasing population in economies that have not succeeded in
making the “bresk through to the stage of self-sustaining
gro'th",lg cannot be so pat. There are too many countries,
both densely and moderately populated, with per capita ineo-
mes in the low range of bare subsistence, where population
has grown rapidly enough over the past century snd a half
warranting only the conclusion that there have experienced
continuous static stagnation in the sense of per capita
ineome being maintained at nothing better than dead level.20
These do not support any generalized thesis that population
ineresse carries with i1t any automatic generator of economic
growth,

A plausible theory might be contrived to justify a
growth model directly motivated by population expansion. It
might be argued that underdeveloped agricultural economies

19 Rostow, op, eit.

20 wotinsky and Wotinsky, op, eit., Chap. 8,pp. 335-
45 and Chap. 12: and amply 111uatratfng the point for the

cage of India - Danlel Thorner, Lo -tegm Trends in Output
in India, pp. 103-128, and Kingsley Davis, Soclal and Demo-

aphic Aspects of fconomic Development in India, pp. 6o~
§§3} both in Economle Growth: india, Japan, op. cit,
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are obliged to raise agriculturel output to feed the greater
population, whioch would compel investment and the breaking
down of traditional methods of landholding and cultivation
to begin the process of change. Hesulting dislocations and
adjustments arising from rural overcrowding should give san
impetus to some migration and almost inevitably urbenization.
T™his, in turn, would create concentrated market areas and the
necessary labour supply conducive to induatrialization. As
this structural revolution ocours in the economy the respon-
gibllities of governmentto aselist the process and ameliorate
the dlstress of dislocations should lead to social investment
in publio utilities, education, technical assistance and
health measures, all of which are stimulants to better =social
organization and living, and higher productivity. Indus-
trialization and higher productivity would then lead to
greater savings in the hands of an emerging middle class, the
necessary entrepreneurial group, The cumulative possibili-
ties of increasing investment, diversified industrialization
and rising total and per capita income follow. A test case
representative of such & model 1s England in the eighteenth
century.21

S8earehing for empirical support for such & theoretisal

nodel of growth out of poverty, generated purely by population

21 gee Part 1I, Chapter 1,
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pressures themselves, Japan's magnetic charm must claim
attention. As a test case in the process of development
Japan is fascinating, but it is also unique, mnd hardly re-
presentative material for a gensralized theory. Az Irens
Tasuber puts it, "the 'success' of Japan's solution to the
demographie problems of modernization is not a sufficient
answver to the question of its relevance te plsnning for the

future in other areaa."22

Population and Relative Rates of Growth

Having falled to establish a simple resolution of the
problem of the direct role of population as a growth factor,
it might be instructive to consider the same basie problem
in a different way. The shift in emphasis involved in
turning to the influence of population on the relative rates
of economic growth, as it affects international comparisons
of growth rates, has two virtues; probable future responses
to population problems will assume more importance than
historical experience; and, the inherited problem of exiating
population densities can be more fully recognized in con-
nection with rates of population growth. There is little
promise that the results of investigation from this altered

22 Irene B. Taeuber,"Population and Labour Forece in
the Industrislization of Japan, 1850-1950", p. 319, in
Economic Growth: Bragil, India and Japan.
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viewpoint will be any more conclusive than in the foregoing
section, but at least the question will be related rather
more directly to the central theme of this thesis.

it 1s common in the literature to regard ths popula-
tion factor as not only an obstacle to economie dsvelopment,
but as THE critical obstacle. Since population growth implies
growth of the labour force it 1s & growth factor, and up to
the point that addition:s are subject to diminishing returns
the population increase is a boon rather than an obstacle to
progress.23 Again the importance of relative factor propor-
tions i3 the key consideration and so long as the capital-
labour ratio can be maintained or improved, the bogey of
diminishing returns to additional labour supply does not
arise.24

There are still today well favoured regions and
economic entities where population, or, in terms of factors
of production, labour, 1s relatively acarce. Canada, Austra-
1ia, and the Federation of Rhodesia and Nyasaland, are con-
spicuous examples. In these regions there is a plentiful
wealth of natural resources awalting development giving
assurance of a continuing, rapid rate of increase in income.

Sush rishly endowed but underexploited territories are best

23 Harvey Lelbensteln, iLconomic Backwardness snd Econ-
omie Growth, John Wiley and Zons, Inc., 1557, PpP. 35-56.

24 w, M. Corde, "The Economic Limits to Population
Increase, The Economic Record, Vol. XXXI, No. 61, Nov., 1955,

pPp. 242-261,
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described as frontier economies. iHistorically sush frontler
economies have achieved truly phenomenal rates of economic
progress and in the future too they should outstrip the pace
of expansion achieved elsewhere. GCenerally, in the frontier
economy oapital is also scarce relative to reacurces but
it is seldom a limiting factor because the profit opportuni-
ties induce a high rate of investment and easlily attract
foreign capital supply. Labour is the real need for develop~
ment and greater population to widen the market. 7The under-
develcped countries that fall into this frontier economy
class, and there sre several that qualify to varying degrees
especially in Latin America and Africa, can reasonably be
expected to achieve high rates of economic growth in the
future once limiting =ccial, organizational and institutional
eircumstances are overcome,

In many parts of Asla there 1s a real population
dilemma because population 1s excessive and diminishing re-
turns have appeared to oreate the extreme situation of dis~-
guised unemployment. DBut as Maurice Zinkin points out,
Asia's actual rate of population inecrease is no greater than
that of North America and can still act as a growth incen~
tive by maintaining a balance of age distribution, up to the
point where overcrowding of the land results and the pozsi-
bilities of providing employment for the increasing labour
force disappear, In the case of Indla, there is no gain

from the additions to population because the country is
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already overpopulated and the new labour supply is super-
fluous until economic progress catches up.25 The =zignificant
poeint here 1s that it is past accumulated population and not
the rate of population inerease that is the problem. Although
this does not invalidate the common preseription for curing
the distress inherited from the past by cheeking population
growth in the future.26

The population dilemma of excessive build-up in the
past compared to available resources and the achieved rate
of economlc growth, imposing an obstacle to future gains in
per capita income with prevailing rates of population in-
croease, 1s complicated by several influences that might be
only transitional difficultises that will disappesar in the
growth process or they may prove to be insurmountable and
actually frustrate even superhuman efforts to achieve the
break through to self sustaining growth.

The dissipation effects of a rising rate of population
increase, because mortality rates are falling while fertility
rates remain unchanged, threatens to nullify net progress.
There are already one or two instances of countries where

the annual rate of population increase is near the repro-

25 Mauriece Zinkin, Development for Free Asia, Chatto
and Windus, London, 1956, pp. 2<4-225.

26 United Nations, The Determinants and Consequences

of Population Trends, op. cit., pp. 262-263.
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duective maximum of about 3 1«2 per cent, corresponding to a
birth rate of 45 per thousand end a death rate of 10 per
thousand ,27 In sueh eountries savings are generally insuf-
fielent to meintain the investment rate necessary to allow
a continuing rate of income develepment in excess of 3 1l-2
per cent, so that nsutral or negative progress in per

capita terms is almoat inevitable, Their situation is neat-
ly describded by Henry H., Villard.

Short of the point of maximum total ocutput, the
principle of diminiehing returns suggests that as
population (and labour) increases, so will output
(and income)., But population growth may have
adverse effects on saving and capital formation
and even on the raplidity of technological change.,
For in an economy interssted in general welfare,
rapid population growth may keep average income,
and therefore average savings low ..... .n any
event, until we know more about the interrelation-
ship of increases in population and total income,
it seems appropriate to consider the two as inde-
pendent varisbles. If this i{s correct, it follows
that the rise in living levels 1s a function of
the excess of the rate of increase in income over
the rate of increase in population.2

Aggravating the problem 1s the increasing social
coat of such a rapidly expanding population for heal th,
sanitation and education, absorbing public funds,otherwicze

available for more immediate productive investment, and

27 United Nations, Measures for the kconomic Develop-
ment of Under-Developed Countries, op. cit,, see p. 45,

28 Henry H. Villard - "Population Growth and fer
Capita Ineome in Under-beveloped Areas", in Selected
Readings in Economics, ed, C. Lowell Harrls, Prentice-Hall,
ine., Bnglewood Cliffs, N.J., 1953, p. 466,
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family costs for subsistence cbliterating any possibilities
of acoumulating savings. Only if there is poaitive hope that
the dissipation effect will be automatically resolved in the
very process of economic development is there any real pros-~
pect that such countries can attain a satisfactory rate of
improvement. This might well be achieved 1f the social chan-
ges entalled in development are conducive to either a decline
in the birth rate or an increase in the rate of savings.
Demographers suggest that the experience of Europe might be
repeated to accomplish this evidently desirable decline in
the birth rate as industrialization, urbanization and the
emancipation of women alters =oclal attitudes, the social

and economic status of women and the economics of family
formation,2?

The se problems will plague us in estimating growth
rate potentials or projections, ss discussed in the follow=-
ing ohapter. There i3 simply no reliable guide to the
expeated lnteraction of population growth and economic deve~
lopment, each on the other. %“he positive growth stimulus of
a high rate of population increase may or may not be a more

than adequate offset to the income dissipation effects over

29 woytinsky and Woytinsky oE. cit., p. 261 and pp.
283-284., United Nations, 'rocess;s rroblems of Indus-

trialization in Under-peveloped Countries, op. ¢lt., ppe 116~
. United hatlons, Determinanta and Consequences of Popu-
lation Trends, op. ¢it., pPp. 262-887.,
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time, with the directly derived economic growth coefficient
obviously varying with the density of past accumulated popu-
lation. kqually the rate of population increase may be res-
ponsive in either direction or neutrally to the changes re-
sulting from economic progress, or more probably in opposite
directions at different time atugas.so
There 1s no denying thet in the early stages of
development a high rate of populstion increase, particularly
agalnst a heritage of an already fairly densely populated
economy, is an almost insurmountable obstacle to income growth
in per capits terms, and sometimes even in aggregate terms.
Two particular problems are involved: 1) The essence of
rising income is rising productivity, and yet welfare require-
ments direct investnent from productive processes, while the
redundancy of labour necessitates planned development of a
labour using rather than labour saving type.S: 2) The first
requiremsnt is to provide food for the growing population,
yot agricultural output in underdeveloped countries is noto-
riously unresponsive to increasing nseds, meaning recowrse to
margioal arable lands in the crowded or geographically

unfavourable countries, combined with increasing reliance on

30 Walter Galenson and Harvey Leibenstein, "Invest-
ment Criteria, Productivity and .conomliec Development", Quar-
terly Journal of -eoncmics, August 1955, see pp. 364-36%,

) Planning Commission, Government of India - The
Kew India, Maomillan, Toronto, 1958, see pp. 91-102,
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imported foodstuffs at high cost in terms of limited foreign
exchange resources, which are desperately required to permit
the fulfilment of the larger economiec development plana.:52

At a later stage in the process Spengler's33 conclu-
sion must surely come about, being that the rate of natality
must decline to slow down the rate of population increase
and allow rezl per capita gains in output and, after some
lags, in consumption and welfare, He argues that sueh an
outeome will result from, a) pressure on family income re-
sulting from declining infant mortality coinciding with
heightening consciousness of it due to the changing social
status of women; b) rising income and consumption expecta-
tions and aspirations swinging the bias of cholice from
children to goods; and ¢) pressure of necessity on govern-
ments planning for growth to intervene with public measures
to check the birth rate,

As expected, this approach to the population dilemma
has not been at all conclusive in indicating, either in the
dimensions of time or amount, the consequences of population

trends on the expected growth rate. Some of the more obvious

32 Pood snd Agriecultural Organization - illions Still

Go ¥ Rome, 19567, and, an unclassified despatoa from
5&na§§an &mblsay Cantiago, Chlle, rerorting on LCLA Heport

on Reonomic Conditions in Chile, July, 15838,

33 Joseph J. Spengler, The Population froblem, op.eit.
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and some of the more obscure elements in the causal process
have been considered, while some others that are significant
but rather more remote from the central problem, like social
and occupational mobility and technical change 1ln the
setting of high and rising population, have been passed
over., <+t is unsatisfaoctory to leave the population problem
hanging in this way but the references ocited should indicate
that otners have not yet succeeded in resolving the issues
involved.



CHAPTER 4

PROJECTED AND ATTAINABLE RATES OF GROWTH

After such a prolonged and high paced boom as the
world economy has been enjoyed in the postwar period, tne
inevitable tendency is to think in tems of an ever upward
spiral of growth.l Yet, in view of longer historical
experience, it might be reasonable to adopt a more sober
and less= entrancing premiss of future rates of expansion.
What premises are reasonable can only be defined in relation

to a general theory of the growth process, and no complete

1 Dr. A, G, Abramson, Permanent Optimistic Bias -
A new Yroblem for Forecasters, Commercial and Financlal
Chronicle, Fetruary 20, 1968.

Leonard B. Rist, World Economic Growth - A Forward

Look, an unpublished peper presented to the professional
staff of the International RBank for heconstruction and
Development, February 15, 1856, in the preparation of which
John H, Adler contributed, draws bolder conclusions from
the evidence. He states categorically: "In spite of diffe-
rences from country to country, the postwar rate of growth
in each of the individual countries for which records are
availsble have been above their past long-term growth rate."
After snalysing the known facts he shiftas to what he calls
the “realm of impressions" and concludes, "that the poten-
tial growth is quite substantial, that there is no real
danger that it wlll be interrupted by a major world depres-
sion, and that, therefore, we are goling to see over the next
ten or fifteen years a considerable Increase in production,
income and¢ international trade. Of course, we assume away
the possibility of a world war." (A basls of forecasting
that is strikingly similar to the assumptions and viewpoint
of The Roysl Commicesion on Canada's Lco..omlc Prospects -
Preliminary Reocort, Cecember 186566, Introduection, page 4).
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Table IV.- Per Capita Income, Rate of Growth of GNP, Investment, ¥
and Capital-Output Ratio: in Selected Countries, 19L5-54

Average "Gross"
Average rate of Gross fixed incremental
per capita growth of investment capital-
GNP, 1953 real GNP as % of output ratio ©
Period (in $) or P 1 GNP or GDP Column
() = (3)
(1) (2) (3) (4) (5)
ustria 1943-5k4 400 8.3 18.9 2.2
lgium 1943-53 £39 4.0 15.5 4.0
enmark 194'(-5h4 ah6 b,7 1y.3 3.
France 1949-54 503 3.7 16.4 TN
fermany (F.R.) 1949-5L 628 12.4 20.1 1.6
(reece 1944-54 197 3.5 13.8 1.€
Iceland 1947-5L Lok 3.0 13.9 L.7
Italy 1947-54 365 6.3 18.3 2.9
therlands 194 6-54 619 5.0 19.4 3.9
orvay 1947-5k4 829 L.6 27.6 6.0
ortugal 1947-53 190 4.8 13.9 2.9
eden 19L77-5k 99k 3.6 19.2 5.3
ited Kingdom 19L7~5k4 840 3.3 13.2 )
All countries
OEEC 1947-54 615 5.8 16.3 2.8
Canada 1947-54 1,615 3.8 21.0 5.5
United States 1947-54 2,258 3.3 16.4 5.0
Argentina 1945-53 900 3.2 (3.4) 16.9 5.3
Brazil 1945-5 350 .7 (7.7) 4.6 2.2
Chile 1945-54 580 2.1 (3.1) 11.6 5.5
Colombia 1945-53 260 L.7 (6.5) 15.5 3.3
El Salvador 1945-52 232, 3.5 (7.5)3 1.0 k.0
Honduras 1945-52 140 5.0 (6.3) 11.8 2.3
Mexico 1945-53 20U b.9 (4.7) 13.1 2.7
Feru 1945-55 108 3.0 (6.0) 13.2 3.5
All countries
latin America 19h5-55 250 L.o (5.4) 15.0 3.1
Burma 1947 /b6-52/5¢ 51 2.2 11.2 5,1
Ceylon 1947-53 14 2.0 (.7 2.0
Tndia 1946 /49=53 /51 > 2.9 9.27 3.2
Malaya 1947-55 25¢ .G S8 2.3
Pakistan 1948/49-52/53 5¢ z.z n.a. N.a.
i'hailand 1947-5¢ 5 1.2 n.a n.a.

—

Yohn H. Adler -"World Economic Growth - Retrospect and Prospects”, Review of Economics an
Statistics, August, 1956.
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The growth figures have been derived from gross product
estimates which do not ineclude the effects of changes
in terms of trade. For the Latin American countries,
rates of growth of gross income (including the effects
of the terma of trade) are shown in psrenthesea. The
estimates are for the gross national product in the
case of ths European countries, Canada, the United
States, Honduras, and India, and for the gross domea~-
tic produst for all other countries. The differences
between GNP and GDP are so small for the countries

for whish GNP estimates are shown as to leave the
growth rates virtually unaffected.

The "gross inoremental ocspital-output ratiocs" shown in
column § differ from the normal ooncept of incremental
capital -output ratios - which 13 also used in the text -
because they have been computed by dividing gross in-
vestment rates by the annual rates of growth of the
national (or domestic) product. Ferhaps the simplest
way to derive net rates would be to dedust a number of
percentage soint- of GKP, or GDP (4 per cent? 5 per cent?
6 por cent?) fyom the gro=s investment rates. If sueh
a "standard procedure" is used, the "net" capital-output
ratios become somewhat smaller than the groszs rates

in the case of countriea with high groass investment
rates, and considerably smaller for countries with low
gross investment rates. The magnitude of the conti-
nental eapital-output ratios for the OEEC seuntries

and for Latin Amerioca, are influenced by the “abnor-
mally® faverable rates (Cermany, Austria) and the
"abnormally" unfavorable rates (Argentina, Chile)
alluded to in the text,

1946-1058.

1952.
Derived from estimates of net fixed investment (average
for the period: 8 per cent of net nationsl produst).

n.a, - Not available.

Sources: European e¢ountries, Canada, and the Unlted States;

OEEO, General Statisties (OFEEC Statistical Bulletin);
OLEC, 6th Annusl Report, Latin America: for all coun-
tries exoept Honduras: U.N. Eeconomic Commission for
Latin America, Economiec Survey of Latin America (1951-52,
1953) 3 figures for all Latin American countries combined
have been adjusted on the basls of the Pan Ameriean
Union series on terms of trade; in the case of Colombia,
El Salvader, Mexiso, and Pery, further adjustments have
been made in the national product or investment series
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or commonly accepted dostrine has yet deen produced, Thus,
all alternative possibilities must be considered in their gene-
ral and particular relevance to estsblish a basis for real-
istic expectations in the projeetion of growth trends.

S8purt and pause, or expansion and gestation phases,

seem to typify the economic growth process,? as they do in
natural and cultural gro'th.3 The ecceptance of this precept

on the basis of (wmpublished) IBRD memoranda., Honduras:
lkanual Tosco, Estadisticas del Producto e Ingreso Nacional
49256-58 (Tegusigalps, 1954).

8outheast Asiat Bumma: Ministry of National Planning, Na-
tienal Income of Burma; Ministry of MNetional Flanning,
Economic Survey of Burma, Ceylon: Department of Census
and Statisties, Statistical Abstract of GCeylen, data ad-
Justed for price changes by IBRD Economic Staff; India:
Central Statistical Organlzation, cstimates of Natienal
Income; Planning Commission, The Second Five Year Plan -
4 Tentasive Framework, dalaya: Frederiek ienham, The Na-
tional Income of Malaya (London, 1951); IBRD, The Economio
Development eof ialaya (Baltimore, 1955). Pakistan: Minie-
try of Economiec Affalrs, Report of the Eeonomlc Apprai sal
Committee (1852); Central Statistioal 0ffice, Natienal
Income fstimates (1955). Thailand: J. Gould, Preliminary
sstimates of the Gross Geograpaleal Froduct and Demestic
National Income of Thailand (Bangkok, 1953); for 1S51-53;
iB8kD Weonomic Btaff. For ecountries for whioh product and
investment estimates were avallable only in money terms,
correetions for price changes have been made by IBRD
Feonomic Staff., For India and Pakistan, eatimated depre-
olation allowances have been added Lo the aet national
output estimates,

Population Data: United Nations, Statistical Yearbook.

2 H, Glersch, Stages and Spurts of Economic Develup-
nent, in gconomic Progress, :*d., L. H. Duplez, cited.

3 X. E, Boulding, "Toward a General Theory of Growth",
The Canadian Journdl of Econemics and Folitical Sciencs,
Rugust, 1953.
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effectively absorbs business oyele theory into the general
body of the theory of economie growth., Admittedly, there are
many who argue foreefully that the violence of economie
flustuat: ons has been subdued by the mastery of our greater
understanding of eoconomic phenomena, the determination of
national governments and international bodies to comtrol the
catastrophic extremes of inflation and deflation, and the
superior armory of effective controls now possessed by govern-
ments and supperted by the more sophisticated approach of
industry to planned investments on the basis of leong run
troends rather than short term events. But even a dampened
down eyelical fluetuation around the sesuler trend line
would disallow predication of the sesular rate of growth as
being the simple projectien of a growth rate experienced in
& particular period that might be short enough to be identi-
tified largely with any single phase of the long cycle. In
any event, it is inevitable that economic development at
least must display this uneveness of pace through the opera-
ting of expansion and gestation phases resulting from & com-
bination of-factors, ineluding the lmnpin:u of teshnoio=-
gloal advances, the eneven flow of investment capital, parti-
cnllrly foreign eapital, periodic trends of improving or
deteriorating terms of trade, whioh in combination with the
balance of payments c¢onsequences of inflation acsompanied
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economic growth means periodic exshange difficulties.®
Optimism based on immediate past experience must also
be modified by consideration of long wave influerces, as well
as the shorter cycllical fluctuations related both to income
and to trade. Empirical evidence, particularly for the
United Kingdom where the growth process can be and has been
studied over a long period, indicates that the secular
growth rate after an industrial revolution, or the "take-
off" into self-susteining growth® is high for perhaps 100
years and then losses some of its momentum.® This experience
is attributed to a slowing down in the rate of population
increase and lessening opportunity for productive investment
as the stock of fixed capital reaches a near optimum level,
which has the companion effect of reducing the scals of
external economies and the potentlalitles of increasing
returns. In consequence, the real rate of increase in pro-

ductivity galns is reduced because the investment share

4 U. N. Eoonomic Commi:sion for Latin Amsrica, Ana-
lyses and Frojections of Economioc Development, Vol. 1, An
Introduction to the Teohnigue of Programming, Sew Yort, 1955,

6 W, W, Rostow, "The Take-off into Sustained Growth",
Economie Journal, Marech 1956.

6 S. Kusnets, Population, Income and Capital, in

Economic Progress, op. ¢it.,, Buchanan and 8, roaches
to Foonomlo Development, op., cit., and Meler and B%EEwIn,

Eoonomlc Development, Op. Cit.
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devoted to replacement of fixed plant has become greater,
resulting in a lower net increase in new productive invest-
ment, assuming a constant perecontage rate of GNP saved and
invested. A companion, and not fully independent, facstor

is the probadility of a rising trend in the capital-output
ratio with advancing economic maturity.7 This lowering of
output yleld as the stoeck of capital increases is, of course,
exactly what might be expected, applying the thecretissl
reasoning of Keynes in exposition of the concept of the mar-
ginal effieciency of oapital.® An extension of these

7 John H, Adler, #orld Economic Growth, op. oit.,
p. 288, states, "The most significent conocluslon that emer-
ges from a comparison of the investment and output figures
on the gountries in the three areas is the fact that where
income and rates of investment are low, the yleld of invest-
ment in the form of additional cutput 1= proportionately
greater than in countries wlith higher incomes and higsher
rates of investment. The limited period for which data are
available and the doubtful precision of the data make this
conclusion rather tentative, But nevertheless, it is pro-
bably significant that the capital-output ratio - the
relationship between investment and addi tional output - is
2:1 or sl ightly higher in India, where both income and
investment are low, while it aversges sround 3:1 for Latin
America with higher income and investment, and comes to
approximately 4:1 for most countries of Western Europe,
Canada and the United States. In a number of countries,
capital-output ratios did not conform to this average, but
in all instances pleusible and even obvious reasons can be
advanced for sn "abnormally" favorable or "mRbnormally" un-
favorable ratio."

8 John Maynard Keynes, The General Theory of loy-
mengl Intereat and Money, Macmillan and Co., LImIted, Lon-
n s Pe 196 and p. 508, James S, Duesenberry, Busineas
Cycles mnd Economic Crowth, McGraw Hill Book Co., New York,
. Pe 205 and p. 760 mekes exactly this application of

reasoning.
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retardation influences on the rate of economic growth comss
into discernible relief if anslysis i{s done in terms of
absolute as well as percentage rates of gain. If the rate
of produstivity inerease declines over time due to a shrinking
of the rate of net new investment and rising capital-output
ratios, then the rate of esonomic growth, mesasured in terms
of inereases in GNP, and probably in terms of inoreases in
per capita income gains depending on the rate of population
growth, will fall. 1In sush a setting of lowering marginsl
efficiency of capital it would be unreasonable to assume a
rising rate of inve;fmont 80 that there would be no offset
to the deeline in rate of growth and the absolute gain from
period to period would be of a declining order as well., With
a falling scals of absclute investment the subsequent growth
rate will au}rer further contrasction. The interrelated pro-
cens suggests & sort of investment-growth multiplier effect
that eonceivably could groduco the quasi-static equilibrium
oondition, predicated by Keynes, in advanced naturity.g
Belying the insvitadbility of this process is the
evidence of growth rates in the United Kingdom and all of
Western Europe in the postwar period. Obviously it 1s not
only conceivable but an established possibility that new
areas of innovation besed on technical revolution can re-

verse this investment and growth situation to let loose

9 Keynes, ibild., page 220,
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powerful new growth forees. A shift in demographic foroces
can equally set in motion moceleration of the growth rate.
Both the teshnological and demographic stimull are in evi-
dence in the revival in the rate of economic growth that has
oceurred over the last decade., It is a challenging assign-
ment to the forecaster to appraise the strength and duradbi-
11ty of msdium term growth forces and determine their reli-
lience against apparent opposing long term secular trends.

Short run forecasts based on the technique of pro-
Jection are extremely hazardous, for no one can deny the ca-
prisiocus influence of random short term variables. Business
forecasters are generally prepared to predict the course of
the world economy, a national sconomy or any region or
sector of 1¢, for six months ahead, snd make mors gqualirfied
estimates extending up to a year. Beyond that very short
run pericd, commonly desoribed as the foreseeables future,
erratie shifts in prices, interest rates, investment levels,
or work stoppages through strikes, aad in the internationsl
eeonomy, sudden reversals in the terms of trade or other
elements ocontrolling the balance of payments, may too easily
oocur to nllqw sny safe prognostications of produetion and
ineome lovol;xtor the two to three yoar period.

With the leong run totally uncertain, if projection
of prevailing trends is the only teehnique of calesulating

levels of ecenomic attainment, and middle-short run as
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unsettled as next week's weather, then only the medium term,
of from three to ten years, may be safely treated by the for-
ward looking growth economist. Simon Kusnets not only sup-
ports this persuasion, that economists are restricted to
short term problems by the nature of their knowledge and the
tools of existing analytical techniques, but is convinced
that there is much less knowledge of the functioning of the
structures of the authoritarian or of the lees developed
sconomies outside of the Western orbit.iO Although the Royal

Commission on Canada's Egonomic Prospects did undertake to

10 simon Kuzneta,"On Comparative Study of Kconomie
S8tructure and Crowth of Nations,” Supplementary Memorandum i,
to The Comparative Study of Economic Growth and Structure,
National Bureau of Economic Research, Ins., New York, Novem-
ber 1958, a preliminary andi confidential mimeographed report
of a mid-year conference, p. H. 1 states: "This memorandum
assumes the need for more knowledge and better understanding
of the funetioning structures and growth (or stagnation) patterns
of economies the world over. ....... The nced is assumed
here because of an impression that the present corpus of
economic knowledge and theory is perceated by reference to
the eeconomie and social institutions of the free Western part
of the world, and has been increasingly geared to emphasis
on short~term problems of the fres, advanced economies,

There is much less knowledge of the funetioning of the struoc-
tures of authoritarian or of the less developed economies
outeli de of the #estern orbit; and the response of these scon-
omies to various impulses presents an unanswered intellectual
challenge -~ in the sense that much of what happens 1is
incomprehensible in terms of accepted esonomic theory; and
at the time it occurs is s surprise, often unpleasant. The
same is true of actual growth experience, even in the advan-
ced economies proper, and all the more so in the rest of the
world. If this impression is wvalid the need for more obser-
vation and analysis -- of the growth experience in the free
developed coeuntries themselves and of the structure and
growth patterns in the rest of the world -- is clear if
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peer through the hasy ocurtain of time's uncertainty and cap~

ture a view of Cenada's conceivable economie situation twenty-

five yoars hsnce, largely by the trend projection method,

the investigators and authors were fully aware of the hazards

involved end the unrelimbility of the conclusions reached.ll
By far the best systematic set of forward looking

data yet assembled was recently prepared by the kconomic

better understanding, f.e., elearer recognition of the ele-
mentsof order and constraint thet would permit a valid inter-
pretation of both occurrences and contingencies, ias to be
attained,"

11 Royal Commission on Canada's hconomic Prospects,
November 19567,pp. 1 and 2. "We have examined economic expe-
rience in Canada, and to a lesser extent in other countries,
over tne last two or three decades to diseover trends that
might be projected into the future to give scme 1dea of what
the next quarter eentury might hold for Canadians. Ve have
also borne in mind the comparative stability of the ratios
between some of the grand sconomie variables that will be
changing over the years that we have to survey; and we have
had construeted for us soms models or orreries in which these
glowly changing ratios might be seen to hold together the
moving planets of the eoconomie universe, But we should not
like the reader to be deceived by any occasional impression
of ass¥uranee or eccherence that he may recelive from these
pages. We are well aware that we have not found it possible
to compose our forecasts into complete consistency. We are
even more conscious that the degree of certainty and con-
sl stenoy that ocur forecasts may from time to time suggest
can be misleading. The fact is that a four-dimensional space-
time continuum is a very slithery medium in which to plot
the paths of even a few economic stars of the largest magni-
tude. The trend lines that we have projected into the future
have had to be bent this way and that, anéd we know that
guesses and intuitions have as often swayed our hands as any
clear analysis or any clear apprehension of coming economic
developments. The probablility is therefore overwhelming that
the future will pnot be obliging enough to conform to what

we have predicted.”
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Staff of the Internationsl Bank for Reconstruction and Deve-
lopment, based on national projections, such as those con-
tained in the Canadian Gordon Report, and those done by
World Bank economists working on Survey Missions to various
assisted countries.l? fThis excellent undsrtaking is clearly
the evolutionary produst of the intelleotual and practiocal
curiosity stimulated in the mind of Mr. Leonard Rist, Direc-
tor of the Bank's Eeonomic Staff, when he and John Adler
grappled with this problem in 1856.1% The results presented
in this doeument will be utilized freely at a later stage in
this chapter. At the moment the significant feature of the
Report 1s that the period covered is seven years, 1955 to
1962. The year 1955 was taken as the base year because it
was the most recent one for whieh data on income, output and
population were generally availaeble. Thus these economists,
with the most complete data resources possible to assemble on
a fundamental problem that the World Bank had been studying
theoretically and empirically from every conceivable angle
for twelve years, treat only the medium term by the technique
of projection., The same study verifies our conclusion that

the medium~-snort run, of up to three yeara, cannot normally

12 1,B.R.D., Eoonomic Staff, World Economic Growth

1965-1962¢: Eatimates Based on Existing Proiections, an unpu-
8 mimeographed report, December ll,

13 L. Rist, op, cit., end John H. Alder, op. cit.
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be studied in this way. The authors express uncertainty
during the time of writing about the severity of the then
current recession, the rate of recovery, and the growth im-
Pact on primary-exporting countries of the adverse shift in
the terms of trade, leading them to qualify even the seven
year projection with the tentative conelusion that the effects
of this recession and possible future ones during the period
might reduce growth rates to the lower range of derived esti-
mates and possibly postpone the date of attainment to 1965,
National planners for eccnomic growth and develop-
ment find themselves similarly restricted.l4 Whiech acoounts
for why five year plans and occasionally seven year plans
have bescome the universally popular periods. Mkore often
than not it becomes necessary to revise projections and tar-
goets for these plans at the end of the second or third year
in light of the altered balance of economic forces or the
omergence of new seotor trends that upset the original pro-
Jeotiona. Experience teaches that projeotions are simply
forecasts of probable results on the assumption of established

14 gSeymour E. Harris, Goonomic Planning; the Plans
of Fourteem Countries, Alfred A, Knopf, New 'Y"o'rikl', 1046,
Uni ted Rations, Department of Economic Affairs,
nt Seleoted Countries; Plans, Frogram-

mes and Agencies, Lake Success, New York, Vol. 1, October 1947,
VoI. IT, sisruary 1980,
United Nations, Economiec Commi-sion for Latin

America -~ Agglfuo- and Projections of Lconomic Devnlogment;
11, The Economic Development of Bragil, New York, Apr
19567 111, The Economic Levelopment of Colombia, Geneva,
November 1856,
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trends centinuing without interruption or distortion, while
plamning targets are usually intended levels of attainment
based on the most optimistic range of expectations derived
from these projections.

In a forward looking study of the problem of economic
growth possibilities and probabilities there must be some
objestive basis of quantitative determination of rates of
growth, If the technique of projection is limited to ten
Year forecasting, as the '‘general sxtreme, some alternative
teshnique must de used to evaluate the more distant future.
The only alternative so far devised, or theoretically promi-
sing, is ths technique of model building. The essential
nppronuh in construeting growth models must be te accept a
set of assumptions whieh fix the parameters in the system
and abstract from ungaovernable and erratie influences incon-
si stent with predictability, like war, irrational political
policies and even extreme depressions. The additional given
data that must enter the model as constants, can appropriately
be classified as (a) natural data, referring to material re-
sources md economic geegraphy generally, (b) psyochological
dats, referring to all human qualities relevant to sconocmic
growth ranging from-sccial attitudes and welfare values to
teohnical skill, and (o) institusional data, referring to the
ocrganisation charaster of the economy in question. Such data

are no longer sumgeptible to easy assumptions over anything
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but the short run and without severely limiting assumptions
that would be damaging to the value of the model can not

readily be incorporated as conatants., As Tinbergen says,

"These data are the very subject of eomparison now. "9

The key variables usually included are national income, na-
tional consumption expenditure and imnvestment, imports and
exportsa, capital stookx, labour force, and possible additionsal
sector eomponents and relative prices. The imprecision of
distinotion between constants and varisbles is further testi-
fled by Xaldor who points out that:

There is general agreement that the critical factors
determining the trend rate of growth are to be
sought in tie savings propensities of the community
(whieh determines the rate of capital accumulstion),
the flow of invention or innovation (which determines
the rate of growth of productivity) and the growth
of population. Until recently, thess faotvors were
regarded as the parameters of a growth model......
But more recently, there has been an increasing
awareness ..... (that none of these) ..... are inde-
pendent variables with respect to the iate of
inorease in production; and that the actual rate

of progress of a capltalist economy 1= the outcome
of the mutual interaction of forces which can
adequately be represented only in the form of

simple functional relationships (like auggly and
demand curves) rather than by constants.

Growth models are certainly not to be disparaged as

15 Jan Tinbergen, Comparative Studies ofEconomic
Growth, p. K~4 in appendix K of The Comparative Study of
Economic Growth end Structwre, op. cit.

16 N, maldor,'A Model of Fconomiec Growth? pP. 591,
The Economic Journal, December 1957.




PROJECTED AND ATTAINABLE RATES OF GROWTH 92

a methodological tool of analysis. The contributions of
Kaleoki,1? Harrod,1® Domar,1® Haavelmo,2© Hamberg,Zl Kaldor,2?
and Duos.nborry.zs to cite only some of the foremost contri-
butors to the evolution and refinement of this technique,
are highly significant in achieving finer precision into the
study of the process of economic growth. They have been
instrumental in shifting the terms of economic thought from
& static to a more truly dynamic basis and, accordingly, in
gradually winning acceptance of the tngb that equilibrium is
an ever-changing, never-attalnable stable bslance of the
elements and sectors in the economy, national or world, be-~
cause over time there 1s economie change involving not only

the relationships but the nature of theeconomic factors, It

17 M, Kaleoki, Studles in ikconomic Dynamics, London,
Parrar and Rinehart, Inc., 1945,

18 Roy Harrod, Toward a Dynamic Eeonomics, London,
Macmillen & Co., Ltd., 1948.

19 E, D, Domar, “Capital Expansion, Rate of Growth
and Employment. Econometrics, KprIE 1646, pp. 1957-1473 and
Eggansfon and Empioyment4 American isconomlic Review, March

s PP - .
20 T. Haavelmo, A Study in the Theory of rFconomio
Bvolution, Amsterdsm, North-Holland Publishing Company, 1954.

x

€l p, Hamberg, Eoonomic Orowth and Instability, New
York, W, W, Norton « Co, Inc,, 1950,

28 N, Kaldor, op. eit.

23 James 3. Duesenberry, Business Cycles and Econo-
mic Growth, New York, NMeGraw-Hill Book Company, R
Pe s PP 190-839.
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is the lesson of Herasclitus that all is flux., Economists
have only begum to realise the truth taught by this venerable
Greek after 2500 years. The objection to economie models,
especlally of the econometric variety, is that they have to
& greater or lesser degree common characteristics limiting
their uséfulnesa. The National 'Buresu of Economic Research
conference listed =ome of these as: 1) reference to aggre-
gate economies without distinguishing sectors; 2) lack of
genérality in respect to ecountries or over time as relation-
ships and constants change; 3) omission of non-seonomic
variables; 4) usual reference to United States only in eco-
nometric models; 5) lack of empirical testing against real
experience of any economy; 8) radical simplifieation of
reallty.a‘ Which failures are more than enough to invali-
date model building and analysis as a useful method of pre-
dioting future growth rates or growth paths,

It 1s enly fair te adnit that the moat erudite prac-
titionera of the art of model analysis are fully aware of
the limitations of the techmique. Domar puts the problem
in 1ts proper light:

Economis growth is determined by the very essence
of a socisty, and a comprehensive theory of growth

should inelude ph{licnl environment, political
strueture, incentives, eduecational methods, legal

24 Netional Bureau, The Comparative Study of Economic
Crowth and Structure, op. eit., cﬁgp. Viil, pp:“}§:§67““"““‘
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framework, attitude to science, to changes, to
accumulation - jJust to name a few. None of these
could be properly taken as an independent variable,
and the required system of simultaneous relation-
ships, whether expressed in symbols or in words,
would be impossibly complex, end probably useless.
The treatment of the subjeet therefore falls into
two rather sharply differentiated parts: general
treatises and highly aimplified symbolic models,
with a wide gap betwsen. Neither aspproach taken
by itself is satisfying. The former is usually
deficient in analysis, and the latter i1s too narrow
and deceivingly exsct.25

The truth is that the impressive school of model
builders while firmly establishing dynamic economics as a
way of thought are still ceptives of the unconquered limita-
tions of their own technique, which is yet tled to compara-
tive statlcs founded in stable equilibrium assumptions and
moving in time only in the sense of period nnalyais.ge
While the causze and course of economic growth may not be re-

vealed by study of moedels, 1t is both fair and important to

25 Evsey D, Domar, "Economic Growth: An Keconometrie
Approach", American Economic Heview, Papers and Proceedings,
May 1952, p. 48l.

268 Ivid. Again we must give Domar credit for excep-
tional insight, p. 490-1, "We start by discarding the idea
of equilibrium as a state of rest to which a stable system
1s expected to return. (This distinguishes our approach from
other dynamic models where movements of the variables are
treated az deviations from some constant equlilibrium magni-
tudes.) OQur economy never returns. 4its equilibrium may be
sald to exist if its component parts in thelr process of
growth retain some proper relationship to each other, sush
as output to capital, steel to coalg costs to prices, or
whatever else we are interested in,
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emphasize that they are inveluable for focussing attention
on signiflcant relasionships, for formulating hypotheses more
clearly and for ralsing questions that might be obscured in
& purely discursive assembling of significant facts and
factors,27

Only brief consideration nced be .iven the sole re-
maining methodoloegical technique that promlases one day to
help the forecaster handle quantity determination with greater
assurance, namely input-output analysis. There are three
promising aspects for students of economic growth to the
research being carried on in this field: 1) its subjeot
matter is factor input and product output, whieh oconcentra-
tes attention on productivity, comparative for both area and
time, and thereby gets to the heart economic growth; 1ii) it
deals with sectors rather than the agyregated economy, there-~
by overcoming one of the objectlons to model analysis;
{i1) it is based on a massive collection and comparison or
statistios, which could help greatly to lend substance to the
projection of trends. As an ansawer to a generalized proce-
dure for making long-range growth estimates input-output

analysis holds little promise., Even in the short run it

27 Ibid. ienry J. Burton; "Growth Models snd Lnder-
developed Economies"™ - The Jourual of Political tconomy,
August 1955, pp. 322-338, demonstrates the polint wneregy use
of very simply model enalysis he is led to conclude that the

capital absorptive capacity of underdeveloped countriss is
limited by the rate of teechniecal and behaviouristic changes.
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offers help in appliecation to growth study of underdeveloped
sountries because of the impossibility of assembling the
required statistieal data,28

This intricate and elusive problem of saleulation
and measurement of growth rates and prospects is strikingly
well expressed by Professor Mises:

The impractibility of measurement is not due to the
lack of technical methods for the sstablishment of
measure. It ias due to the abmence of constant rela-
tions. If it were only caused by technical insuffi-
clensy, at least an approximate estimation would be
possible in some cases. But the main faect is tnat
there are no constant relations. Economics ia not,
as lgnorant positivists repeat again and again,
backward because it is not 'quantitative'., it is
not quantitative and does not measure because there
are no sonstanta. Statistical figures referring to
economic events are hlstorical data. They tell us
what happened in a nen-~repeatable historical case.
Physical events can be interpreted on the ground

of our knowledge concerning constant relations
established by experiments. Histor%gal events are
not open to suoh an interpretation.

Laeking mathematical models of sufficient elegance
and sophistication to permit the inclusiveness and the
flexibility to give a comprehensive growth pisture over an

28 pAlan T. Pescock and Douglas Dosser, "Input-Output
Analysis in an Underdeveloped Country: A Case Study", The

Review of Economic Studies, Osctober 1957, pp. 21-25,

29 B, Herbert Frankel, "Some Coneeptual Aspects of
International Economic Development of Underdeveloped Terri-
tories”, Essays in International Finance, No. 14, May 1958,
Prineeton University, p. 8, quoting Ludwig von Minmes,
Human Action - A Treatise on Foonomics, Yale University

Press, 1949, p. 58.




PROJECTED AND ATTAINABLE RATES OF GROWTH 7

extended periocd of time we must be satisfled with a non
mathematlioal, pseudo-model unhampered by these limitations,
involving sufficiently elastic assumptions that it may be
married to the projection teechnique to permit long term
growsh predlictions. Knznets is very doubtful about even
this possibility, "80 far as I know, we have no adequate
theory of economic growth of nations, and none that weuld
seeurely establish a specific model of long term change in
national product."so But he may be unduly pessimistic, as
Celm points out in comment, because granting that unqualified
long-renge econmomie forscasts are beyond our ability, it
should de possible to formulate a qualified and non-specifie
estimation of future forms and sizes without rigid extra-
polation of past data,31 Colm, howsver, correctly indieates
that a loose modael of the sort suggosted would at best glve
an approximate range of possible levels of economic attain-
ment., In effect, this is the task that the Canadian Gordon
Commission assumed and ths results are of this eclass,
Obviously the long-range projections developed would

be only as good as the assumptions adopted and the comprehen-

30 8imon Xurnets, "Concepts send Assumptions in Long-
Term Projectione of National Produet®, in Long Kange Economic
Projestion -~ 8tudies in Inceme and Wealth, Volume Sixteen,
ational Gureau of Economic HResearch, Princeton Univeraity
Press, 19564, p. 13.

31 Ggerhsrd Colm, Comment, ibid., p. 38,
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slveness of the factors included in the model. Since Kus-
nets 1s correct in denying that there is any accepted or
adequate theory of growth to use as the fraemework for a
model, there can be no dependable basis for formulating
assumptions or selecting fastors. From the brief investiga-
tion of essential growth forces in Chapter Two the nature of
sueh a generalized model can be inferred. The key variables
that would have to be related, but not neceasarily in order
of importance, insclude population, savings and investment,
capltal-output ratios, technologiocal advance, government
policies, productivity, foreign trade, and a rate of cultu-
ral adaptation, The last mentioned may appear to have pecu-
liar importance for underdeveloped countries but it still
has relevance even for advanced countries in view of the
adjustments frequently required and often resisted in respon-
se to new techniques, new produsts end new fasilities. This
single key variable, which is mostly non-economiec in moti-
vation but significant in 1tz economlc influence, 1illuatra-
tes the immense problems of postulating defensible assump-
tions in weaving these and other variables into a groith
pattern permitting predictabllity. At most times cultursl
adaptation is likely to be a limiting factor on the rate of
economic growth, for, as Professor Duquesne tells us, the

rate of dislocations must not exceed the rate of welfare
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3.1n..32 Yot at times the urge for change outruns the plas-
ticity of the economic system when the revolutionary spirit
takes hold and a violent clamour to sweep away everything
associated with the past burns with insatiadble urgency.

At this stage we are ill-equipped to make the neces-
sary assumptions relating these, and associated, variables.
It 1= hoped that the exploratory analysis of Part II will
improve this situation. At this juncture all that can be
attempted is te consider soms of the growth estimates that
have already been made for the medium term using the pro-
Jeetion techmique, and some looser guesses that have been
made for the longer run, and realize the significant implica-
tions of these estimates,

Indisputably population is one of the key determi-
nants of economic growth rates and almost the overriding one,
both relatively and absolutely, when the customary measure-
ment of growth in per capita terms is used. Desplite the fact
that population trends are less susceptible to short term
influences than ths other key variables of sny growth model,

demographic predietion is extremely hazardous. United Nations

32 Louls Duquesne de la Vinelle, "lconomic Policy
as an Instrument of Progroas"‘ in Economiec Progress, op. eit.
Pp. 416-417, further states: "The 1idea 3 to exploit to the
uznost the plastieity of the economiec system. But there is
a limit whieh should not be exceeded, under penslty of

arousing against progress the hoatlility of those who are
meant to benefit from it."
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oxparts in thelr recent attempt to develop population pro-
Jectlons fully recognize the difficulties:

The population modela employed in this report are

an over-simplificetion of facts. But so are all

demographic schemes and, in fact, any conceptual

framework in the social sciences. ..... The number

of factors which affect soclel phenomena, however,

1s 20 great that to 1solate them all and take each

into account exceeds the powers of the intellect.3d

The detailed analysis and many findings of this group
are well summarized in the following table.
Earlier reference was made to the work of Leonard

Rist of the International Bank for Reconstruction and Develop-
ment in attempting to predict future growth rates.4 His
findings are worth considering. His projections are done on
an area basis with due regard for recent past performm ce,
antiocipated growth of the labour force, and productivity
trends, with allowance for special influences. lhe coneclu-
sions drawn are based upon more exact data for the industrial-
1z6d areas and permit more refined estimates for the United
States and Europe related to evaluation of the expected rate
of increase in labour force and productivity as annusl average

factors. For Latin America and Asia, undergoing some struc-

tursal transition and acutely dependent on the terms of

33 United Nations, The Future Growth of World ropula-
ion, U. N. Lepartment of rconomic and Soclial Affalrs,

t
New &brk, 1958, p. 39.

34 Leonard B. KHist, World Kconomic Urowth - A Porward
Look, pp. 8-12,
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Teble V. - ESTIMATED POPUIATION OF 19 REGIONS OF THE WORLD IN 1925, 1950, AND

1975 ON HIGH AND LOW ASSUMPTIONS, PERCENTAGE INCREASES IN 1925-1950
ARD 1950-1975, AND INCREASE FROM 1950 to 2000 (MEDIUM ASSUMPTION )**

Population
Increase in 2000 per
Population (millions) (per cent) 100 population
Region 1925 1950 1975 1925-50 1950-75 in 1950
Central America ......c.. 21.0 4.7 66.6-72.3 65 92-108 432
Tropical South America... 50.6 8k. b 150-163 67 78-93 Lo2
Northern Africa ...ccee.. 29.0 k2,7 T0.4-76.4 k7 65-T9 34k
Southern Africs ....ecc.. 8.7 13.9 22.5-24 .4 €0 62-76 339
South-West Asia ......... k5.9 63.3 107-116 38 69-83 325
Pacific Islandes®*....c.c.. 2.2 2.9 5.0 32 Tl 297
28ribbean .cc.eececceccens 10.5 16.3 25.1-27.1 55 5Lk-66 294
South-Bast Asia ...ecvce. 118 171 259-280 Ls 51-64 291
Bast Asia (without Japan) Ls3 595 884-958 31 L9-61 286
Jentral South Asia ...... 343 466 680-737 36 46-58 281
Middle Africa ....ccccc.. 109 142 202-230 30 Lo-62 227
UsSeBeRe ceveeceeacanceas 163 181 266-275 11 L47-52 209
Temperate South America.. 17.2 27.2 Lo, 4-b1,7 58 L9-53 205
Australia and New Zealand 7.4 10.2 15.5-16.0 38 52-57 204
Northern America ........ 126 168 232-240 33 38-43 186
Jepan and Ryukyu Islands. 59.7 83.6 110-117 4o 32-40 183
Southern Burope ec.eeee.. 105 132 158-166 25 20-26 156
Jentral Burope ...cceeeee 117 128 151-156 9 18-22 143
Northern and Vestern
EUrope eeceeecees 120 133 149-154 11 12-16 135

#For this region, no alternative assumptions were made.

"nited Nations, The Future Growth of World Population, U. N. Department of Economic and

Social Affairs, New Yor

k, 1958, p. 26.
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international trade, it is more diffiocult to relate labour
force to population ochsnges and to estimate productivisy
trends since determination of investment rates 1s more diffi-
cult. de arrived at potential growth rates over the next ten
to fifteen years for the four areas sonsidered snd then modi-
fied these by & reduction of approximately 1l-2 of 1 per cent
per year to reach h;a final estimates of likely average
annual rates of rise in GNP, duly qualified by assumptions
that appropriate government policy could be depended upon
to foster growth and that major cyclical disturbances would
not upset the pattern,

United States - 3 1/4 - 3 1/2%

Weastern Europe ~ 2 3/4 - 31/4, %

Latin America - 3 3/L - L4¥

Asia - 3% or less

The more smbitious study undertaken by the Econonmic

Staff of the International Bank for Reconstrustion and Deve-
lopmont,35 as stated previously, consolidates all the sarlier
studies of growth projection and produces area results for
the period 1956-1962, or possibly 1665, that are not strictly
comparable with Rist's estimates aince they are for represen-

tative countries within areas rather than for inclusive areas.

35 YBRD Economic Starf, World Lconomiec Growth 19555~
1962: kstimstes ~ased on fExlsting Projections, op. cit.
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These projections are based on the United Nations popula-
tion forecasts, and sector trends and projections for indus-
try and agriculture. They conveniently summarize most of

the results in one table, reproduced on page 103a.

For comparative purposes one final set of projections
i1s worth including here, both becsuse it differs tc some degree
from those already quoted and because it includes some areas
excluded from the other estimates, This is from the Special
Studies Projeot Report III of the Rockefeller Brothers Fund,
the work of s large panel and the Fund's staff.%6 iere,
again, 1t is stated that the attempt to foresee the stage of
progreas of the world economy 10 to 20 years in the future
¢an only be done in the most tentative terms because of limi-
tations of statisticel and economic knowledge. However, the
importance for pollocy guldance of such projections are so
important that an attempt is made, subject to the qualifica-
tion: "Such projections are of course subject to modification
as the world moves ahead in economic, socolal, scientific and
political flelds."37 The resulting projections appear:

If recent trends in the world economy should con-

tinue, we would see growth rates in total produetion
of goods and servicea, as shown in the chart:

36 neport of the Rockefeller Zrothers Fund Special
Studies Project, Report III, Foreign iconomle Poliecy for the

Twentieth Century, New York, Doubleday & Compeny, Inc., 1958,
PP - .
57 1vid., p. 72.
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Table VI - PROJECTED AND PAST ANNUAL RATES OF GROWTH *

Aggregate GNP a/ Per Capita GNP a/ Industry Agriculture ¢/
Post Post Post Post
World Long Pro- World Long Pro- World Long Pro- World Pro-

Country War II Run Jjected War II Run Jected War II Run Jected War II ‘ected
Nortli America

United States 4.2 3.5  3.1-3.8 2.5 2.0 1.5-2.2 4.3 L.l 3.3-4.0 1.5 1.5-2.0

Canada L.7 3.9 3.6-L.5 2.0 1.7 1l.3-2.1 3.3 L.Oo  3.6-k.L 3.2 1.0-2.3
Buro

OEEC Countries 5.2  n.a. 3.3 b.L  n.s, 2.6 6.9 z.5d" 4.0 2.0 2.1
Latin America

Brazil 5.5 L.5 3.5-4.5 3.0 2.2 1l.1l-2.1 7.3 n.a. L.,5-5,5 3.6 e

Colombia 5.4 h.o 3.5-L4.5 5.1 2.4 l.2-2.1 7.5 n.a. 5.0-u.3 2.n 4.5-1.C

Mexico 5.8 6.5 5.5 2.9 3.7 2.6 5.6 5.4 5.9 S.ec 5.0
Asia

Japan 8.5 (3.3) 4.5 7.0  n.a. 3.5 15.0 7.2 0©.0-8.5 1.5 L.z

India 3.2 n.a. 3.5-4.5 1.9 n.a. 2.0-3.0 6.0 3.6  7.0-3.5 b1 2.5-3.5

Pakistan 2.5 n.a. 2.85-3.3 1.0 n.a. 1l.3-1.8 23.2 n.a. 3.5 1.0 l.6-2.3

Philippines 6.0 n.a. 5.0 L.0 n.a. 2.4 T.0 n.a. n.a. ! n.a.
Africa

Soutu Africa L.0b/ n.a. 3.3 2.0b/ n.a. 1.1 n.a. 7.9 k.5 2. 1.4
Oceania

Kustralia 5.0b/ 3.2 k.1 2.5/ 1.3 1.7 6.0 3.7 5.0 2.2 2.:

g/ Rates of growth in output, excluding the effects of changes in terms of trade, unless otherwise specified.

E/ Rate of growth in real income, including effects of changes in terms of trade. Statistics on growth of output were
unavailable. For most of the listed countries, movements 1p the terms of trade caused little or no divergence
between rates of growth in output and income. However, in three cases, there was a significant difference between
rates of growth in output and in income. For the post-World War II period, we have:

Brazil - 5.5% (output) - 6.3% (income)
Colombia - 5.4% (output) - 6.7% (income)
Pakistan - 2.5% (output) - 1.5 (income).

¢/ Long-run growth rates for agricultural output are not available.

d/ Including also Finland, Iceland, Spein, Yugoslavia.

e/ 1950/52-1954/56 rate: k.L%.

Time periods and sources: Appendix VIII. #IBRD Economic Staff, World Eoonomic Growth 1955 - 1962: Estimates Based on

Existing Projections, op, cit., page 23.
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4 per oent in the United States

§ per cent in other free industrial countries,
inoluding Western Europe, Canada, Japan

3 per cent in Latin America and perhaps
£ per cent in other less developed areas

6 per cent in the U.S8.S.R., 3 per cent in the
satellites, and 2 per cent in Red Chine

8ince this same Report immediately turns to conelu-
sions that are ¢lose to the heart of the central theme of this
dissertation further direet quotation seems appropriate:

The bdbroad conclusion that emerges from these pro-
Jections of recent trends is that existing economic
disparities among nations would widen. At recent
growth rates in total production, output per capita
in the free world industrial nations would incrsase
43 per cent in ten ysars and would double in twenty
years., However, the increase in per capita outpus

in the less developed areas taken as a whole would
work out at only 14 per cent in ten years and 29 per
cent in twenty years. Clearly, past rates of economic
growth must be bettered throughout the free world,
and partiocularly in the less developed areas, if we
are to mateh the rising expectations of individuals
oeverywhere. ........ A widening disparity between the
industrialized and the lessdesveloped nations would
make the attainment of a peaceful community of
nations increasingly diffisult. A great deal depends
therefore on the abill to speed up ggo rate of
growth of the less developed regions.

The problems involved imn disparate growth trends for
various areas and countries of the world has attracted sur-
prisingly little attention in the new voluminous literature
on economic growth, The above quotation is one of the few

explicit references to the importance of differential growth

38 1p1d., p. 75.
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rates. One other reflection on this apparent situation that
considers some impliocations of the obaervable trends is also
worth quoting:

The only danger international trade presents to
growth is the danger that we will not sufficiently
recognise how important it is for our continued
growth, We must sdvance together with all ‘the rest
of the worid. That means enlarged foreign investment
on our part, and participation in reducing everywhere
obstructions to the movement of men, money and goods.
This can be looked at from & purely practieal angle
of self-interest. /{urther participation in world
trade would result in even wider markets than we now
have., After all, ourpopulation is only 6 per cent of the
total on the plenet, and a large part of the world
hungers for the good products we can provide.

Our gain would be higher production and greater sales
of products we can make with the greatest efficiency.
At the same time we would benefit from less costly
sources of supply for the things we sither do not
produce at all or produce less efficiently than
others. Our own economic growth would thus be fos-
tered in the lands with which we traded. Ihat is,
great gains, sharable all around, would come from a
more intensified international specialization of
labour snd wider use of world rescurces.

As one looks over the world it is apparent that dif-
ferent peoples have reached different stages of
growth, Quite a few are merely at the stage of
excited aspiration. Many of these are societies
that have been traditionally stagnant in their soclial
organization, Underneath most of the world-wide
unsettlement so evident in recent years is the na-~
tural urge of awakening peoples to shere the better
living conditions achieved by nations more advanced
industrially. This recognition of the benefits of
economic growth is the principal yeast under the
ferment of nationalism characteristie of this era.
It has been eptly dolgribod as a "revolution of
rising expectations®. 9

39 Hesearch and Policy Committee of the Committee for
Esonomic Development, Economic Growth in the United States;
Its Past and Future, New York, CED, February, 1958, p. 53. The
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*he predlem that will be investigated in Part II is
even wider in eontext than this pereeptive statement embra-
¢es. Alshough we have been forced to accept the conelusion
that dependable prediction of future growth paths and pat-
terns is truly impossible, the best projections of attainable
economie growth give a fair measure of what might reasonsbly
be exposteod. In aggregate terms it is indicated that al-
ready advaneed, industrialized eountries have higher expecta-~
tions of contimuing expansion than the underdevelpped arcas,
When pepulation prejestions are married to these gross na-
tional produst figures the growth outlook in per capita
fngome ternms is clearly in favour of a still hizher rate of
gain for the advanced economies, Pinally, since these
growth rates are expressed as percentage lmprovements the
absolute differential in favour of the high income sountries
is further magnified by translating the data back into money
terms., In these absolute terms even parallel rates of impro-
vement of 3 per cent per annum in all areas would still
mean that the income gap between the peoples of rieh and
poor countries would progressively widen. Thus the first
eonclusion, that the rich are getting richer and while the
poor are not getting poorer absolutely they are relatively.

underlined sentence appears in italics in the text. The
quotation marks are reproduced from the original.
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The wider problem to be investigated is, - can differential
growth rates and accelerating differentials in production
levels and standards of living eontinue for a prolonged
period without the lag setting up repercussions which must
react unfavourably on the growth possiblilities of the
advanced sountries as well? If the answer is that retarda-
tion influences can and will eventually be communicated to
the faster growing, more advanced cocuntries from the aspi-
ring but constrained underdeveloped areas, then it becomes
obvicus that the maintenanceaf a high rate of economie
progress in the world economy depends essentially on finding
ways and means that will allow and stimulate a rate of growth
in the low income areas exceeding their immediately apparent
potential.



PART II

INTERNATIONAL RETARDATION EFFECTS



CHAPTER I

HISTORICAL GROWTH RATES

Against the theoretical background of Part I it is
now appropriate to assemble significant empirical data on
economic growth, over comparative periods for a representa-
tive selection of countries, in order to determine the
historical mainsprings of progress and to permit analysis
of the international interaction of differential growth
rates, In anticipation, it can be expected that wide varia-
tions in rates of economic growth will be demonstrated from
country to country in any particular period and from period
to period in any particular country. The reasons for these
variations must always be sought, but adbove and beyond this
purpose will be the search for indications of international
repercussions on growth rates communicated from one country
to others. In Part I, where the broad subject of economic
growth was reviewed to provide the necessary background for

the explorations that are the purpose of this study, there
was a vast body of literature to draw on. In Part II, where
we proceed on a less well charted course, the resources to
be drawn upon are not so rich or relevant., Even the empi-
rical data for particular countries and periods are often
wanting in the special information needed for our immediate

purposes.



HISTORICAL GROWTH RATES 110

A considerable degree of selection has been exercised
in choosing the countries to be reviewed. 7This choice has
been conditioned by the special nature of the problem and
the availability of sufficiently complete data for the alter-
native representative countries. Also, the brief review of
the individual teast-case countries that follows suffers badly
from the limitations of space. Inevitably, there is incom-
pleteness in each of the test-cases that makes them less
than satisfactory. Without conscious bias or predisposition
to represent the evidence as proof of conclusions arrived at
in advance, the capsule form of presentation involves the
unavoidable limitation of all economic analysis to an extreme
degres, that of unbalanced emphasis. As might be expected,
many of the valuable lessons to be learned from a study of
the empirical experience of the pretended representative
countries will be lost simply because some aspects of their
growth paths will be stressed and others, of perhaps equal
significance, receive little or no attention in the few

pages allotted to each country.

England

As has bsen frequently recognized by writers using
the historieal approach to the study of economic growth, no

single country offers more instructive experience than



HISTORICAL GROWTH RATES 111

England for case study.l Here, the stery of change and pro-
gress is filled with dramatic instances of imnovation in
every sector of the economy, international dependence is his-
torieally deep-rooted and a continuous feature of the process
of economic development, the population problem exerted its
pressure threughout the tramsformation, and, free of the com-
pulsion of competitive urgency and foreign induced social

and pelitical restlessness, economic growth proceeded as an
autonomous rather than an induced and forced rrocess, there-
by exhibiting its basic nature more revealingly.

There are clearly defined stages. in the economic
evolution of England, each of which has been designated as &
revolution by various writers, and with justification, be-
cause of the cempleteness of the changes involved and their
far spread comsequences. Yet, the agricultural revelution,
the commereial revolution and the industrial revolutvion,
were not short, sharp and viglent, each distinet from the
other in causation and consequences. These revolutions were

spread over extended periods of time that are difficult to

1 Norman S. Buchanan and Howard S. Ellis, Approaghes
t Eco ic Develo New York, The Twnntioth'Century
R pp. 26-151, and Gerald M, Meier and

Robert E. éaldwin, Economie Develo ment , New York, John
Wiley & 3ons, Ino., 1957, Gh. 7-9 143- 203, and A, J.

y P
Youngson Pgsgifé%it;os of Ecgngg;g gro§;gng. Cambridge Uni-
versity ﬁress, -145, contain good,
analytical, condcnaod studies of England as a case hiatory
These sources have been heavily drawn upon in the follewing

section.
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delineate precisely and overlap each other,

Significant data on England's economic progress
during the eighteenth century are not available in the form
of reliable statistics, so that no attempt can be made to
measure the rate growth of productivity or income prior to
1800. Covering the next fifty years, up to 1850, the data
are limited and speculative, allowing only the rough estimate
that for this period real per capita income rose by over
2% per cent.?2 In the modern, industrialized period, from
1870 to the present time, the growth rate in per capita
income averaged 1.2%5 per cent per annum.} The percentage
change per decade in per capita income over this more recent
period revesls that a rising rate of growth was achieved
through to 1897-8, reaching a peak rate of over 25§ per cent
per decade between 1885-1894, after which time the rate of
progress slowed down to less than 6 per cent per decade bet-
ween 1905-1929, followed by a rising trend that again took
over allowing the past decade to equal the peak rate of
sixty years ago.h

2 Meier and Baldwin t., P. 176, derived from,
Phyllis Dean,”Contemporary ﬁat mates of National Income in
the First Half of the Nineteenth Century, Economic History
Review, VIII, No. 3,953, April 1956.

3 IBRD Fconomic Staff, Statistical Tables on Econo-
mic Orowth, Washington, unpublished document, 1956, p. 16.

4 Meler and Baldwin, cit., p. 181, supplemented
for post-war years from, U, K. Central Office of Information-
Some Notes on the United Kingdom Economy, Jan. 1958,
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Comparing the growth of population intertemporally
with the growth of income is revealing. During the nineteenth
century when the preconditions for economic progress were
being established there was a rapid expansion of population,
averaging 13.2 per cent per decade.’ For the entire twen-
tieth century the population growth rate averaged only 5,6
per cent per docade,6 with the decline progressive throughout
the century. For the first forty years of the twentieth
century population was virtually stagnant and only began
showing appreciable growth again during the war and postwar
years. By inference, the rapid population growth during the
preconditioning period was one of the dynamic growth forces
activating the subsequent progress. Again, population seems
to be positively associated with income generation in the
stagnation and renewed expansion phases of the two series.
The increasing population, despite the relatively high popu-
lation density of England, never became a retardant on per
capita income growth because the Malthusian effect of land
scarcity was compensated by immigration to vacant lands
abroad, while domestically urbanization and industrialization
proceeded hand-in-hand to absorb in more highly productive

employment what had become redundant rural labour.

5 See Chapter I, Appendix 2, Table 2.
6 Ibid.



HISTORICAL GROWTH RATES 114

The highlights of England's economic development and
dynamic growth can be briefly summarised, but for want of space
cannot be discussed interpretatively for full significance.
The agricultural revolution came first, with its changes in
sechniques, land tenure systerm, and rise in productivity.
This led to the release of labour and the growth of towns.
Narrow regionalism broke down before the conditions of rising
agricultural output and inereasing interdependence of towns
and country. A market economy resulted and the process was
stimulated by a new responsiveness to the profit motive.
Meeting the needs of spreading trade, transportation facili-
ties, roads, canale and riverways, were developed. It is
pertinent to our larger problem to remark that these trans-
portation facilities were created by private investors, at
heavy cost, many of whom lost a good deal.7 The new possi-
bilities of trade and the real spread of trade meant that the
commercial revolution was under way. This occurrence had
important consequences in altering the dominant scheme of
social values to allow the emergence of an increasingly
wealthy and powerful middle class. In turn, this permitted
& shift in political ideas favourable to the pattern of
economic life that was emerging. As well, the changes pro-
duced the venturesome spirit required for the all-important

7 Buchanan and Ellis, op, cit., p. 137.
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ianovating entreprensurs who, having accumulated the neces-
sary capital, made the industrial revolution possible.

Although the real beginnings of the industrial revo-
lution are found earlier in the sighteenth century, it has
been claimed that sn important impulse behind the spurt, that
gave it real momentum, was the period of isolation from the
European continent due to the French Revolution and Napoleonic
wars.® It is instructive to consider that the impetus came
from two factors associated with this period: 1) an infla-
tionary environment created by a scarcity of goods, which
stimulated production and encouraged innovation to raise pro-
ductivity and exploit profit opportunities; ii) the imposed
isolation from customary relationships created fortuitous
circumgtances for industrial undertakings unchallenged by the
competition of foreign goods in the period of infancy. Both
the United States and Canada have more recently profited
industrially from like circumestances in periods of war.

This Napoleonic interval marks the "take-off" for
England, and by 1815 it had become the modern world's firat
"maturing" society. Mechanization and industrialization were
well established, finding solid expression in the factory
system. All this was wmade possible by a high rate of invest-

ment from savings accruing to the middle class from commerce

8 Inid., p. 150.
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and assisted by the redistributive effects of inflation.?
Initially, the rising factory industry and the important
associated inventions and innovations were associated with
traditional industries like textiles, clothing, mines and
metals, but presently came a wider application in a more di-
versified range of new industries. Three features of the
British experience may seem almost incredible to the develop-
ment ambitious countries of the twentieth century. First,
this was the hey-day of laissex-faire doetrines in their
birth place, England. In fact, free enterprise unassisted
and unimpeded by state intervention was an economic philoso-
phy evolved during this very period, and hence must be
accepted as a child of the economic eventa. Secondly, the
industrial revolution and the transformation into a maturing
economy wes achieved entirely with domestic capital, with the
savings coming before the investment, for there were no avail-
able foreign sources of capital to tap, and even internal
credit institutions only developed after economic progress
was an accomplished fact. Thirdly, visible trade was conti-
nuously adverse and tended to show progressively unfavourable
terms of trade as import demand for materials rose, an

effect that was only offset by constantly improving producti-
vity. An import surplus is expected in developing economies

9 "Rostow on Growth", The Economist, London, August
15, 1959,
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today, but only on account of the heavy increase in imports
of machinery and squipment. Fngland relied on the sale of
services to fill the gap and actually became a capital ex-

porter at a remarkably early stage of its maturity.

Germany

An interesting continental contrast to England's
course of economic development is provided by Germany,10
where two new growth factors are evident. The demonstration
effect influenced Germany significantly, as impressions of
Pngland's attainment filtered across the Channel. FPut
neither political nor soclal conditions were conducive to
erulating England's economic success, and the relatively
weak middle class was in no position to supply the initia-
tive and undertake the role of entrepreneur and capitalist,
80 the national state had to fill this important role.

In the first half of the nineteenth century the
autocratic Prussian Govermnment provided almost all the ini-
tiative and conseiously established the necessary pre-
conditions Tor the "take-off”, which Rostow identifies as

occurring from 1850 to 1873.11 The state deliberately

10 Buchanan and Ellis cit., Ch. 8, pp. 152-174
is the main source of the mat;riaf on the German case hls-
tory.

11 "Rostow on Growth", The Economist, and W. W,
Rostow, "The Take-Off into Self-Sustained Growth", The

Eg¢onomic Journal, March 1956,
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brought the feudal ersa to an end and encouraged improved agri-
cultural techniques and new erops, that the English progress
in agrieulture might be shared. Next, the creation of the
Zollverein meent basie German unification and the elimination
of strangling duties, taxes and regulations that impeded
trade, so that the essential of & wider market was achieved.
This step was carried to jogical c¢ompletion with the esta-
blishment of the German Ewpire in 1864, With this accom-
plished, Frussia was sble to provide support and encourage-
ment to railroad construction and directly undertake asome

of the construction as state enterprise. Yet, at mid-
century, Germany had made but little true industrial progress
and remained an agriocultural egconomy with only insignificant
manifestations of wrbanization, although the State had set

up & technological institute to pass along instruction on
borrowed English techniques in manufacture.

In one other important aspect England was both the
dominant influence and a striking contrast to German develop-
ment. Acutely sensitive of the competition of English menu-
facture, Germany adopted a protectionist policy to shelter
its new industries in their infaney at the very time when
free trade doctrines were for the opposite reasons flourishn-
ing in England. Yet, there is a parallelism here, for Ger-
many was seeking by astate regulation to establish the same

isolation that international wars had e¢reated for theincu-
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bation of new industry in England half a century earlier.

The rate of income growth began to gain some momen-
tun in ths first half of the ecentury when all these changes
were taking place, It was only after 1860 that the era of
real progress began in the sense that a high rate of econo-
mic expansion measurable in aggregate and per eapita income
increase was realiged. The average achievement over the
next 40 years was a rate of total incomes increase fifty per
cent greater than England in the same period, and sinoce
England's population was growing at a higher rate, a per
espita rate of income increass double the English growth
rate.12

After the turn of the century until 1614 Germany
began to experience a slowing down in the rate of growth,
even as England had as maturity settled in and the period
of rapid innovation and heavy investment was over. However,
the rate of German growth was still roughly twenty per cent
greater than England's for that period. Interwar stagnation
interrupted the process of real growth, but in the period
since 1980 1t has been resumed with a driving strength that
has frequently been described as "the German miracle."”
During this postwar surge the German expansion rate has been

12 gee Chapter I, Appendix 2, Tadle 2.
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two and half times the very satiasfastory British rate of
growth 19

In common with England, Germany's perilod of inten-
sive and extensive economic dsvelopment was largely financed
out of domestic savings although internal capital was strate-
gically supplemented by capital flows from England in the
third quarter of the nineteenth century and later by the
reparation payments from France following the France-Prussian
war, Also in common with England, Germany's foreign trade
expanded at a very rapid rate as this rapid growth of the eco~
nomy took place., Unlike England, Germany borrowed techniqies
to compress the early period of industrialization and relied

heavily on state initiative, support and protection.

Japan

Although the growth path followed by Japan is no
close parsllel to that of Germany, the two ceases have one
important feature in common. The State in Japan was also
the instigator of eoonomiec progress and the gulding authori~
ty that effectively imposed industrimlization on the nation.l4

13 IBRD Economiec Staff - Stati stical Tables on Eco-
nomic Growth, o it., for the comparative statistics de-
monstrating these trends,

14 william W. Lockwood, "The State and Egonomic
Enterprise in Modern Japan", 1868-1638, Ch, 18, in Economie
Growth: Bragxil, India, Japan, op. oit.
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inere was no extended period of gradual pre-sonditioning but
an abyupt transition from & feudal, agricultural economy,
with rigid hierarchies firmly dominated from the centre of
power, the Imperial ialace, to the deliberate transformation
into a modern nation, eastern style, dating clearly from the
Restoration of 1868, The compulsion to change came from two
pronged foreign influsnce after ecenturies of isolation:
1) contact with the western world induced the demonstration
effect and revealed the poszsibilities of borrowing teshnology;
i11) fear of foreign domination inspired thn‘daairo for na-
tional progress to strengthen resistance to both military
and economic threats from abroad.l®

The vigorous initiative of the Melji oligarehy in
dispossessing the feudal overlords, establishing state owned
industry, creating transportation facilities and other social
overhead capital, funnelling off the savings of agrieulturl}
producers to finance industrial expansion and establishing

& far reaching system of basie and techniocal education, sug-

186 As Edwin P, Reubens, "Foreign Capital and Domestic
Development in Japan", Ch. 6, in Economic Crowth: Brazil
§Egé5‘ug£§£§p op. cit., quotes in a footnote, p. 196, from

. &, Urchard, gapan'a Economie Position, p. 231, "Wars and
the fears of wars have played an importent part in bringing
Japanese manufacturing industries to their present state of
development. Industirialization was begun as a weapon against
possible aggression from a foreign nation, and each of the
three wars in whieh Japan engaged in the modern period - the
war with China in 1894-1895, the Russo-Japanese War of 19804~
1905, and the World War - was a powerful stimulus to indus-
trial expansion."
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gosts a triumphant experiment in state capitalism. But this
pleture is so oversimplified as to be false.16 Private en-
terprise was at no tims suppressed and, once the process of
industrialisation began %o take hold, the old, landed nobi-
lity were ensccuraged to use their capital realized Irom
expropriation to assume the entrepreneurial role. However,
ths driving leadership of the government and the responsive
spirit of the people of all claszes, & manifestation of
their socio-cultural habits and a common sense of nationa-
lism, are not sufficient to account for the progress achieved.
Aetually, in caleulating the degree of governmment-induced
growth, oconsideration must be given to the almost eontinuous
leakage, or negative growth effect, of armament expenditures
which absorbed 40-50 per cent of national revenue regularly
from 1895 enward, a serious dralin on Japan's limited capital
resources.l?

The lessons of Japan's truly phenomenal economic
growth in the nodo;n period are difficult to distil into easy
rules that might be applied with equal effect in the under-
developed world today. The period of intense government
intervention, lasting from 1868 through 1882, was the effec-

16 william W. Lockwood, op. oit,, especially p.586-7.
17 Lockwood, ibid., p. 590.
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tive take-off period.la The great achievement of this period
was the ccmplete reorientation of the eeconomy and the social
philosophy at its foundations., Kot only was there the drama-
tie shift from agrieculture to industry, but an insular, aloof
soeliety turned outward of necessity and by design to achieve
its ends. The secluded Japan, in which foreign trade was a
negligible factor in its national income, emerged into the
world economy and became increasingly shaped to a pattern of
high interdependence, with foreign trade accounting for bet-
weer 15 and 20 per cent of naticnal income.l® Industrializa-
tion and diversification required this extraordinary change
because of the relative poverty of Japaness natural resour-
ces, while the rapid rise in productivity and the exploita-
tion of the classic opportunities of specialization in a
world of free multilateral trade, in textiles and especially
the unique s2ilk industry of Japan, meant an inereasing need
for foreign markets. After this take-off, state intervention
faded in importance as private initiative and private capital
took over the initiative to produce a rising momentum of
growth, it is questionable whether or not this strange conm-
bination of forceful and effective government planning and

18 W, W, Rostow, op. cit.

19 willlem W. Lookwood, "The Scale of Reonomis Growth
in Japan, 1868-1938", Ch, 6 in

Economic Growth: Bragil, India,
Japan, p. 1453 and InternationaYl Nonetary rund, Cﬁhractcr
aﬁﬁ Role of Egonomic Planning in Japan, an unpubllshed paper,
Washington, November .
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emorging virile private enterprise could be duplicated in
present day experiments in economic developmwent.20

Peculiar to Japan, as well, was the high rate of
savings and investment in a country with such a very low
level of per capita income. Even after 70 years of truly
remarkable progress the per eapita income is today only mode-~
rately better than 3200.21 The net savings ratio rose from
goro to about 17 per cent over long periods of pre-war deve-
lopment, and to over 20 per ocent in more recent yoarl.22
This striking sohievement was due primarily to two favoura-
ble circumstancess: i) an extremely unequal distribution of
wealth, with the high income recipients traditionally dias-
inclined to lavish and wasteful expenditure so that they
readily became the financiers and entrepreneurs of the new
growth era; i) the common pecple on subsistence income had
a low marginal propensity to consume, and their small savings
also played a significant part in the investment build-up.
Conspiecuous consumption did not drain off the income gains,

nor did spesulative investment frustrate the possibilities

20 Lockwood, The State and Economic Enterprise in
Modern Japan, op. cit., pp. 800-80Z2.

21 1 ,M.F., Charscter and Hole of Economie Planning
in Jepan, op. cit.

22 Reubens, Foreign Capitsl and Domestic Cevelopment
in Japan, gg, eit., p. 198, Colin Ciark had ecalculated a
fIgure of per cent but this has been revi zsed by Kazushi
Ohkawa, The Growth Rate of thqvéggggpso Economy, Since 1878,
Kinokuniyse, Tokyo, 1957, ppe 176«
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of productive investment, s0 the government did not hesitate
to tolerate what we call "creeping inflation" today, or
actively to abet the sacrifice of stabillity for development,
imposing certain sacrifices on the population.25 Up to 1895
the substantial part of the rise in production was attribu-
table to agriculture and cottage industry. Japan, thus, by
concentrating its development efforts in the areas where
factor endowment, high labour - low capltal, dictated, achieved
rapid early growth with low ocapital intensity and low average
capital-output ratioa.a‘ There was greater caplital intensity
in industrial development as heavier industry and transpor-
tation gained more prominence after 1895, This shift, and
an appreciable wastage of capital resources, came about with
the increasingly heavy outlay on arms production, and asso-
ciated with it was the inadequacy of domestie capltal supply
and increasing reliance on forelgn capital.2d

Averaging over the period 1878-1938, Japan's national
income grew at the remarkable annual rate of 4.3 per cent,

while per capita income increased at the rate of 3,2 per cent .26

23 Reubens, ibid., pp. 198, 199 and 209,

24 g, Ranis, "The Capital Output Ratio in Japanese
Economic Development”, The Review of Economiec Studies,
October 1988,

25 Lookwood, The Scale of Economic Growth in Japan,
1868~1938, op, ¢it., Heubens, op. cit.

26 G, Ranis, op, cit.; See alao Chapter I, Appendix
2, Teble 2,
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Since 1950 the rate of improvement has been even higher.
This pace of growth far outstrips that of the United Kingdom
in the same period and was not even equalled by cermany or
the United States. In Japan, we have an example of sustained
economio growth at a high rate despite many material handi-
caps including, limited land area, relative poverty of natu-
ral resources and a dense population at the time of take-off,
about 35 million in 1868, with a continuing high rate of
population increase since, over 12 per cent per decade pro-
dueing a total population of over 93 million in 19569, Natu-
rally, this intensifying population pressure, accountable
for by a marked decline in the death rate even though the
birth rate has been falling, has led to problems and changes
in Jepan., Urbaniszation as a significant trend occurred
mainly after 1620, Thia, in turn, necessitated an increasing
shift from cottage to factory industry and did give impetus
to industrialization. A redundant labour force makes unem-
ployment and underemployment chronic problems, yet ones with
which Japan has coped exceptionally well in the past.

After 70 years of particularly rapid growth per
capits income stands today at not much over $200, as stated
earlier. This fact is a sharp lesson in international
income inequality. An outstandingly high percentage rate of
improvement is not so impressive when translated into abso-

lute terma., The ebsolute income gap between Japan and the
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already advanced countries of Emngland, Germany and the
United States widened during the period despite their lower

rates of growth.

Canada

The problems of economic development in Canads are
quite understandably regarded with envy by the older coun-
tries of the world. Apparently limitlesa natural resources
mean that the effective checks on ths rate of rise of natie-
nal product are the pausity of labour supply to exploit the
sountry's latent wealth and the limited capacity of ths
world to absorb its output. Capital supply has gensrally
not been an impediment to growth in the modern period in any
real sense because foreign funds have generally been readily
available to supplement and sometimes supplant domestlic
capital on a scale fully commensurate with the absorbtive
capacity of the economy with due regard for factor proportion,
In essence, Canada is a fascinating example of the frontier
economy.27 In spite of the impressive development that has
already taken place, allowing Canadians to enjoy a standard
of living at the peak of the international acale based on

per caplta income second only to that of the Unlted States,

£7 H.M.H.A, Van der Valk, The Economisc Future of
Qanada, MocGraw-Hill, Toronto, 1854, ¢h, 1.
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Canada should certainly be regarded ss an underdeveloped
country if the test were attainment ss compared to poten-
tial, rather than the accepted standard of rieh or poor.gs
Although Rostow quite properly identifies the take-
off period for Canada as 1895-1914,29 & eonclusion amply
supported by the mass of data painstakingly pieced together

30

by Dr, 0. J. Firestone, a return to the secholarly, pioneer

works of Dr. H, A, Inn1531

gives us forceful evidence that
the seeds of eccnomic growth were strewn in Canada with the
very dust from the jackets of the early settlers from France
and England., The culture of Cansds snd the character of its
social traditions were from the first shaped by the challenge
of the frontlier and by the spirit of these restless, enter-
prising men and women who came seeking better things and
eager to aceept the dangers and difficulties entalled. iteadi-

ness for change 1s the most eszsential pre-condition for

88 Roysl Commission on Canada's Economic Prospects -
Final Report, Ottawa, 1957, see especlially Ch. 1.

29 Rostow, The Take-Off Into Self Sustained Growth,
op. elit.

30 pr, 0. J. Firestone, Canada's Economic llevelop-
ment 1867-1963, Income and Wealth, Jerles Vil, London, Bowes
& Bowes, .

31 Dr, H.A. Innis, The Fur Trade in Canada, New Haven,

1930; snd Problems of Staple Froduction in Canada, Toronto
University Press, TU33; aEso see M. Q. Innls, An Economie
-7 % JU

History of Canada, Toronto University Press, 1 .
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economic growth., Then, too, the borrowing of techniques, a
supply of foreign capital, and access to foreign markets to
absord the rising product, were all advantages identified
with the eireumstances of colonialism under which Canada ceame
into being. Finally, the occasionally, but decreasingly,
hostile affinity with the United 2tates nurtured a sense of
independent énterprise which softened the sometimes harsh
restraints of colonialiesm, and presently gave Canada a supple-
mentary parentem in locus from which to import technology, capi-
tal, and an attitude of rising expectations, and to which it
could export its increasing production of goods.32 There was
in faet no beginning in real poverty that had to be broken
out of. As Hoselitxz phrases it, Canada is a prime example

of the expansionist pattern of growth, or to quote his com-~
plete, and very apt classification, "expansionist, satelli-
tie, autonomous."S® That Canada did not develop as rapidly
as the United States is attribdbuted by Van der Valk as being
rooted in a less urgent “"economic time-spirit®, or a some-
what less materialistic and venturesome attitude, due to the

tempering influence of religicus and cultural traditions,34

38 Royal Commission Final keport, op. cit., Ch. 3,
Canada and the United States.

33 Bert F. Hoselitz, "Patterns of Eeconomic Growth",
Canadian Journal of keonomics and Political Science, lovem-
ber 1956b.

54 van der Valk, op. cit., Ch. 2.
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Although Canada's economic dovelopment was slower
gotting under way than that of the United ttates, it 1s ovi-
dent that the saverage rates of growth in the two countries
since Confederation are closely parallel, allowing for varia-
tions in short perilod tronds.55 Post-war, since Canada has
come to relative maturity, wihile still experiencing a high
rate of population 1nerease and an accelerated rate of deve-
lopment of natural resources, the rate of lnecrease in pro-
ductivity in Canada has outstripped thzt of the United
States, leading to & higher rate of growth in aggrepate in-
come terms and s roughly equal per capita income increaao.as
Against the background of Canada's short hlstory, and in
particular the developments in the economy over the past
fifteen years, the forecasts of growth evolved by the Roysal
Commission on Cenada's Fconomie Prospects®’ do not seem
axqollively optimistic end strongly suggest that Canade mey
well surpass the United itates in the rate of aggregate growth
and quite possibly in per capita growth over the next few

decadss.

Staple commodities and export trade have been the

36 gee Appendix 2, Table 2, Chapter 1.
5€ IBRD - World Economic Growth, 1855-19062, op. eit.

37 Hoyal Commiusion - Preliminary Report, Uocember,

1956.
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main supports of the Canadian economy throughout its economic
history., The diversity of resources and changing emphasis

of foreign demand account for the continuous change from
period to period of the prime staple: fish, furs, timber,
wheat, newsprint and minerals.38 The importance of resource
development as a continuing factor in Canadian economic
growth cannot be noglectod.39 A somewhat different view is
held by Galbraith who insists that natural resources will
from now on play a largely passive role, with Canadian growth
being mostly the result of more extensive or more intensive
or technologically more proficient utilisation of known re-
sources.®0 With increasing maturity, and particularly since
1939, the labour force has been progressively diverted into
higher productivity fields of secondary and tertiary indus-
try.hl Yet, though export trade may have declined from 26

per cent to 21 per cent of gross national expenditure from

38 H, A. Innis, op, cit.

39 Pirestone, op, cit.

L0 J. K. Galbraith, "The Causes of Economic Growth -
The Canadian Case™, Queen's Quarterly, Summer, 1958, p., 180,

bl Royal Commission - Canadian Economiec Growth and
Develo t from 1 to_1955; demonstrating the shifts that
eads us to expect in his analysis in Conditions
of Beonomic Progress.
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1938 to 1955, export trade remains, and will continue to be,
an extremely important factor in Canada's future growth and
pros].acn':l.ty."2 In this period urbanization and industrializa-
tion increased tremendously, but with the shift of labour
population away from farms there was increasing mechanization
of agriculture and a positive rise in output, reflected in
the quite striking rise in agricultural productivity.
Population increase has definitely been a positive
growth factor in Canada, This fact is an inevitable truism,
given the characteristics of the frontier economy: vast area,
unexploited resources and sparse population, It has not only
encouraged a high rate of natural population increase but
has influenced government policy to give active encouragement
to immigration.43 However, this heavy importation of labour
and skills did not contribute to Canada's growth to the
degree that might have been expected because of the off-
getting drain of emigration to the United States. As Dr.
Firestone points out, only one-third of the entrants contri-
buted a population gain from net migration during the
heaviest period of immigration, 1904-1913.4% The tendency

k2 Royal Commission, Proliminag¥ Report, op. cit,,
ﬁ; 13; see also John A, Stovel, Canada in the World Economy,
rvard Economic Studies, Vol. CV%TT, Cambridge, 1959.

k3 Stovel, op. cit., p. 122; Royal Commission - Qut-

fut, Lgbogr and Capital in the Canadian Economy, February
57, P .

L4 Firestone, gp, cit., p. 8.
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was for Canada to import unekilled and semi-skilled labour
and export highly skilled and professional personnel, thus,
while gaining quantitatively losing qualitatively. In recent
years, the exodus from Canada has tapered off so that net
migration is contributing increasingly to the productive
labour force,

Given the character of the people, at all stages, who
make up the population of Canada, the wealth of resources
available for exploitation, and the fundamental relationships
with England and the United States, capital supply was never
a real impediment to the ceuntry's economic growth. Even as
early as 1870 investment was 13,1 per cent of G, N, P, and
since has shown a rising trend, allowing for interruptions
in war and depression years, with three periods of particu-
larly high investment, 1896-1913, 1920-1930, and almost con-
tinuously since 1941, reaching peaks upward of 25 per cent.45
With per capita income continuously high in relative terms,
domestic savings averaged between 12 and 14 per cent last
century and have risen to a 16 to 20 per cent range in the
present century. Domestic capital formation alone would have
sustained a satisfactory rate of economic growth. However,
to quote the findings of the Royal Commission on Canada's

Economic Prospects:

L5 Pirestone, pg. 100-101; Stovel, p. 252; Van der
Valk, pp. 35-37; Royal Commission on Canada's Economic Pros-
pects -~ Final Report, p, 336.
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The growth of the country, at any stage in its
history, would have been much slower without large
supplies of capital from foreign countries, princi-
ally from the United Kingdom and the United States.
11 our periods of great economic activity and
expansion in peacetime have been characteriged by
heavy inflows of capital from abroad; in periods of
economic stagnation, we have been importing very
little capital, Cansda has always been a2 debtor
nation.

And as Courtland Elliott puts it:

For example, the years from 1900 to 1913 were a
period of developing boom in Canada, Prices and
wages were rising and ro:gerity was rapidly in-
creasing. Between 1 and 1913 the population
increased by 44 per cent, it was obviously a time
when the physical requirements of the people for
homes, scgools, factories, railways, and municipal
improvement required the application of capital.

Then, as now, neither the physical resources nor the
productive capacity of the nation could meet the
demand, The conseguence was that no other country

in the world absorbed outside capital so rapidly as
Canada.k?

One further quotaztion from the Royal Commission's
Final Report is appropriate to the conaideration of the role
of foreign capital in Canada's economic development.

But the mere fact that Canada has been willing to
borrow abroad and has always welcomed the invest-
ment of foreign capital here would not by itself
have been enough to attract an inflow of capital

to thig country. Nor would the availability of
rich and glentiful resources and opportunities for
growth. Fortunately in addition the *investment
climate' in Canasda has been favourable. Canada has

k6 Royal Commission - Final Report, op. cit., p. 380.

47 Courtlend Elliott, "The Role of Capital Imports",

in Canada'e Eco?png in a C%gnging Wgrld, ed. J, Douglas Gibson,
Ea 0., n [} ] [ J L]
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had a lohg tradition of freedom for the flow of
capital and income across ite borders. Canada has
also had a long history of orderly and responsible
government. ..... Furthermore there is, of course,
the basic fact that opportunities for profit are
great 13 Canada and the risks involved are relatively
small.h '

The accelerated rate of economic growth made possible
by supplementing domestic capital formation with the heavy
foreign capital inflow was, of course, associated with a
chronic and periodically huge deficit on current account
transactions in the balance of payments. The statistical
data and the implications of this method of financing rapid
economic development have been given close scrutiny in recent
literaturs.49 In the first of the three periods of particu-
larly high imvestment and rapid growth previously identified,
1896-1913, new investment amounted to more than five billion
dollars of which about half was financed by foreign countries;
in the second period of the 1920's investment is estimated at
six billion dollars with foreign capital covering something
like a third; in the final and presently continuing period
the import surplus and the volume of capital inflow are higher

than ever but only represent about 20 per cent of total

48 Royal Commission, Final Report, p. 385.

A9 See: Stovel, Firestons, gg. cit. and also Wm. C,
Hood, Royal Commission - Financing of Economic Activity i
539555, and David W. Slater, ﬁoyaf Commission, Canada's
ort

ABPOTYS .
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investment.’0 Thus a country with a savings rate of 15 tc 19
per cent has been able to sustain investment at a 20 to 25
per cent rate.

The role of government in stimulating, channelling
and sustaining economic growth in Canada has been positive
but largely indirect. Economic liberalism was the inherited
and consistently practiced tradition. Controls on economic
1ife have been shunned t0 the maximum degree, national invest-
ment planning has never been adopted, and direct participa-
tion in ownership and eperation of industry and services has
been restricted to cases of national necessity and areas of
national interest., Even though mo national policy of econo-
mic development can be identified in any period, the Canadian
Government did make a so0lid contribution te the country's
sconomic progress in two ways. First, as stated in the quo-
tation from the Gordon Commission's Final Report, a favourable
investment climate has always existed in Canada due to the
long history of orderly and responsible government, and also
there is & notably good record in maintaining fundamertal
financial stability, which is a prime requisite to creating
an enviromment conducive to economic growth. Secondly, the

government has taken proper initiative in certain strategic

. 72 50 Van der Valk, op, cit., p. 36; Firestone, op, cit.,
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phases, such as the railway policy in the beginning and
since, which has allowed penetration and development of re-
sources beyond the frontier, and in the obviously imparfect

but basically well timed immirration policy.
India

Among the newly-developing economies of the world
none is a more significant test-case than India. Only in
the last decade can it be said that India has entered into
the take-off period, and it is still too early, probably by
about six years, to determine whether or not this take-off
will succeed.’l The high significance of the Indian experi-
ment lies in the international political importance of the
contest in progress between Communist China and democratic
India.’2 As the champion of economic planning in a free
political economy a2a opposed to the overall planned and con-
trolled economy, Indie is being heavily backed by the ‘“estern
World to prove to all of South-East Asia the superiority of
this path to economic progress and well-being. Also, India
is a recent emergent from the subjugation of colonial status

and much may be learned from its continuing experience of

51 W, w. Rostow, The Take-off into Self-sustained
Growth, op. cit.

52 Wilfred Malenbaum, "India and China: Contrasts
in Development", American Fconomic Review, May, 1959.
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the handicaps and advantages of such a heritage. Finally,
the population problem is most formidably in evidence in
India, for there a fairly high rate of population increase
continues to aggravate the difficulties of existing overpopu-
lation and extreme poverty.’3 Not only must the vicious
circle of poverty be broken but the population dilemma must
be solved,

Historically, India is an interesting instance of
arrested development. As Helen B, Lamb demonstrates in her
fine study ef Indian economic development under British colo-
nial influence,5h India had attained a high degree of deve-
lopment in pre-industrial terms and gainsd from British pene-
tration modern business and political ingtitutions, technology,
capital and administrative practices, yet no dynamic momen-
tum of economic development followed. This she attributes
to the subordinetion of India to British political and
economic interests, so that while economic development was
in some ways stimulated, in many others it was inhibited.
Commercial profits diverted initiative and capital away from

productive undertakings. The same influences can be seen at

53 Ansloy J. Coale and Edgar M. Hoover, Population
d E Development in Low-Income Countriest A

54 Helen B, Lamb, "The "gtate" and Economic Davelop-

ment in India®, 4in conom;c Growth: Braszil, India, Japan,
op. cit., Pp. h&
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work in sgriculture where the ratic of food to non-food
crops declined progressively, to such a degree that there
was an sbsolute decline in gross food-crop production from
1693-1894 to 1945-1946 and a serious decline in the volume
of food crops output per capita.ss Income deata, not to dream
of valid statistics, are spotty, inconsistent and unreliable
prior to independence, but from what is avaeilable an educa-
ted guess might be made that total national income did rise
gradually throughout the period 1800-19485, but that for the
last hundred years of that period per capita income in-
ereased only very slightly, if at all, and probably showed

a8 declining trend in the twentieth sentury when population
growth sccelerated.58 The following Table 1= quite reveal-
ing about India's relative advancement at about 1950,

Even vefore the war was over and the immediate
objective of political independence had been achieved In-
diens were examining the problem of economic poverty and
planning for its easement., In 1944 a Plan of beonomic Deve-
lopment for India, later known as the Bombay Plan, was

drafted,%8 Tnis plan, however, was little more than a

56 paniel Thorner, Long-term Trends in Output in
India, in Economie Growth: Brazil, Indlia, Japan, op. cit.,
pp. 121-123,

56 Ipid., p. 119.

57 Seymour E. Harris, Economic Planning, New York,
AlfI‘Od Ao nlopt, 1949, Chn XI' pp. - .
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Table VII - INDIA'S REIATIVE POSITION IN THE WORID: SELECTED INDICES *

Per Cent of World's

Population in Per Cent of World's
Countries f/ Countries
Ahead of Behind Anead of Benind
India Indie India India
Industrialism e/ h/ ............ 51 kg 43 57
Agric. density b/ n/ ....... ceee 57 43 69 31
Urbanization ¢/ b/ ...ovunue.... 59 b1 51 49
Literacy d/ h7 .L.oviivieniinee. 92 3 60 32
Per-capita income e/ 1/ ........ 57 L3 73 g/ 27 g/

5/ Measured in terms of the percentage of occupied males who are engaged in
agriculture. Dates primarily for 1947 or near there.

b/ Number of gainfully occupied males in agriculture per square mile of agricul-

T tural land (i.e., land under crops or fallow). Dates same as (a’).

g/ Percentage of population living in places of 20,000 or more. All data relate
to the year 1950.

g/ Percentage of population age ten and over able to read. Dates same as (a’).

3/ Not based on world as a whole, but on seventy countries which include about
90 per cent of tne world's population.

E/ Excluding the population of India-Pakistan for industrialization, agricultural
density, and literacy; and excluding the population of India for urbanization
and per capite income.

5/ These figures are meaningless, because colonies and other dependent territories
are excluded.

2/ Data gathered or estimated by the Division of Population Research, Columbia
University.

1/ Data from Statistical Office of the United Nations, National and Per Capita
Incomes, Seventy Countries - 1949 (New York, 1950).

* Kingsley Davis, "Social and Demographic Aspects of Economic Development in
India", in Economic Growth: Brazil, India, Japan, p. 268.
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statement of objectives. PFocussing attention on the fact
that per capita income in India /as but 4 to 8 per cent of
that in the United States, 7 per cent of that in the United
Kingdom and about 30 per cent of that in Japan, the Bombay
Plan set 8 keynote odbjective of raising GNP by 300 per cent
and per capita income by 200 per cent. But it was too early
for effeative egonomic planning and the next few years were
mainly devoted to the political and social problems of inde-
pendence and pertition, and on the eccnomic side to the house-
keeping chores of conversion to peacetime living and the new
status, The 500 odd states of various sizes and importance
were first brought together into one unified country with one
ocurrency end one system of communications before economio
development could be tackled in & reasonable manney, 38

The First Five Year Plan, 1950-1951 - 19656-1656, was
undertaken when, "the Indian economy was in the throes of an
inflation attributable to a financiael hangover from the war-
time years, aggravated by two bad monsoons at home and by the
world~wide commodity boom which followed the outbreak of war
in Korea. Imports of focd and otnher commodities had to be
greatly increased to relleve the shertage of domestic sup-

plies, and heavy pressure was exerted on the balance of pay-

" 56 g, v, R, Iengar, "India's Approach: Shades of
Grey, in Private Investment: The Key to International Lndus-
Er!%i Development, edlted by James %anIeI, New York, HMoGraw-
Hill, 1988 . 13

’ » P 2,
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ments reaulting in a sharp fall in rscerves ln spite of In-
creased foreign 81d."9% Byt the Plan was appropriate to the
circumstances in emvhasis, scope, targets and manner of exe-
cution, and proved to be e gratifying success. Underutilised
facilities woere employed more fully, and while the immediate
need for inecreased agricultural output was psritleularly stres-
sed, industrialiszation also was stimulated. Exceptionally
favourable weather sonditions, a factor whioh can certainly
have a critical impact on the national prodict of essentially
agricultural economies, made porsible a bumper harvest in
1953-1954 and this was tha turning point in the Plan, The
target for agriculture was exceseded and, apart from the
benefiecial monsoons, much of this was due to land reclana-
tion by private individuals, entailing little investment.
Also, in industry there was a sharp improvement in labour
productivity, se that great progress was achieved with an

60 ihe net results

overall capital output ratio of only 2:1.
of the Plan wers a risze in national output of 17 per cent,
against a target rise of 14 per cent, and an increase in out-
put per head of sbout ® per eent, Only a small fraction of

the increase was attributable to the public sector, with

59 IBRD - Report of Bank Kission to Indla, restricted
report No. AS-54a, August, 1056, Dp. 24.

€0 1pid., p. 15.
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private enterprise still contributing over nine-tenths of
national prodnat.61 Additionally, ilmportant accomplishments
wore the containment, and in faot lessening, of domestic in-
flation, and the avoidance of balance of payments difficul-
ties, demonstrated by the increase in foreign exchange reser-
ves over the five year period.62

The sense of urgency is conspicuous in India's
approach to sconomic development. The Firat Five Year Plan
had been a success, output had increased, the rate of savings
hed risen from about 6 per cent to slose to 7 per cent, end
much of the public investment initiated had not yet ylelded
its fruits and would enable further gains in output in the
future, Yet, much remained to be done to ensure that the
growth dynamie would not be lost and that income might con-
tinue to increase at an appreciably faster rate than popula-
tion. Thias requires a rising rate of investment until the
critical 10 per cent level is surpassed on a continuing
basis.®3 Countless barriers could frustrate the realization
of this goal. Impediments rooted in the social and cultursal

structure of the country, deference to caste and status, the

6l 1bid., p. 9.
62 Ibido’ Pp. 18‘19.

65 government of India Planning Commission = The
New India: Progress Through Democracy, Toronto, kacmiIlan,

» Po )
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extended family system, the poverty of education, attitude to
manual work among the educated, and many others stand in the
way of technical progress and sufficlent initiative from
private enterpriae.64 For thess reasons, and partly also on
ideologliosl grounds, public investment and government econo-
mic planning are counted on to sustaln and channel tne momen-
tum of economic growth, %The First Five Year Plan had not run
its course before a more ambitious Second Five Year FPlan was
drafted.65 Although economic plamming is done in precise
terms on this five year basis, a period short enough to per-
mit forecasting in the setting of reasonably stable expecta-
tions and an appropriate selection of priorities, tne basic
approach to economic development is framed in a more forward
looking setting. The essential aims, asz demonstrated in
Table VIII, are to ralse national income over a twenty year
period by two and a half times and double per capita incoms,
whlle advancing the structural maturlity of the economy and
its rate of investment to the point from which the momentum
of self-sustaining economic growth may carry it constantly

forward,

64 IBRD Report of Bank Mission to India, August
1956, OE. Cito’ Pe 8,

65 Government of India Planning Commicsion -
Second Five Year Plan, New l'elhil, rsebruary 1956,
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Table VIII - TWENTY YEARS OF GROWTH: 1956-T6#

1h5

AT THE END OF

% IN-
CREASE
lst 2nd 3rd Lkth 5th 1956
PIAN PIAN PIAN  PIAN PLAN TO
1955-6 1960-1 1965-6 1970-1 1975-6 1976
Netional Income
(Rs. crores) 10,800 13,480 17,260 21,680 27,270 152.5
Total Ret Investment
(Rs. crores) (Total
for entire Plan period) 3,100 6,200 9,900 14,800 20,700 576.7
Rate of Investment
(as % of national
income) 7.3 10.7 13.7 16.0 17.0 132.9
Population (millioms) 384 Lo8 L3k b6S 500 30.2
Capital-output Ratio
over the Plan period) 1.8:1 2.3:1 2.631 3.b:1  3.7:1 - -
Per Capita Income (Rs.) 281 331 396 L66 546 93.9

(A1l at 1952-53 prices)

# The New India, op. cit., p. 29.
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The Sesond Five Year Plan was much more ambitious
than the Firat, pernaps reflecting the enchavntment of the suc-
esas that nad been sohisvad, It called for a total outlay
more than talce as groat ss taie total involved in the First
Plan, with the aim of raleing reel national output by 25 per
eent over the five yesrs. It was intended to provide at
least 8 million new jobs outside of agriculture and to bring
about rapid industrialication snd diversifiecation of the
sconomy. Hdigher taxes, considerably greater reliance on de-
ficlt finaneing, and much heavier dependence on external
financing, characterized this costly programmo.66

The fortultous gains of favourable circumstances
that had blessed the Firat Plan with an unexpected degree of
success did not acorue a second time. Domestie inflation,
as could be expected, flared up and caused rising consumer
demand, some diatortions, pressure on the balance of payments,
and rising costs for planned projects, while the cost of
foreign goods also rose to intensify these adverse effects.
The timing of the Plan also got out gear, with the private
sector investing and importing in excess of the planned rate,
adding unexpected strain on the balance of paymenta and

demonstrating the necessary imprecision of planning in a

66 IBRD Report, op. ¢it.; and Planning Commission -
Second Five Year Plan, op, eit., Ch., 2, pp. 22-39, The New
Ivndi_a_, ojc eito, ppo 6“‘9 [}
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demoeragy. Although fairly gratifying results were achieved
in the first nalf of the Flan period the finaneial strain
was unendurable and it became neecessary to scale down the
entire programme to the hard eore of projects.of highest
priority.57 Paring of the programme, more restrictive gene-
ral import control, and new regulations discouraging to
foreign suppliers of capital goods to the private sector,
were not surfieient to e¢lose the foreign exchange gap and a
massive international rescus operation became necessary to
cover the external financing required even for the reduced
plan. This joint operation in financial assistanee of the
International Bank, the United Ftates, the United <ingdenm,
Western Germany, Canada and Jeapan provided $350 million in
1958, substantial commitments on the same order again in
1959, end, with the precedent set, fresh doses of aid are ex-
pected to be provided in 1560 and subsequently.

Twoe Highly significant eonclusions can be drawn
from this experience: i) a rate of eeonomic development and
income growth on the scale attempted by India is beyond the
ceapacity of sn underdeveloped esonomy with a high rate of
population increase in the modern world economy; ii) the

supply of foreign capital available to an underdeveloped

67 Government of India Plenning Commission - Apprai-
sal and Prospects of the Second Mive Yesr Plan, New Dei%g,

May, 1958,
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country, even of good credit-worthiness and with privileged
accesns to foreign capital sources, is insulficlent to sus-

tain a high rate of inveatment and growth without extrsaordinary,
continuing assiatance, so far an advantage exclusive to India

because of its atrategic situation.

Brazil

Another newly devseloping economy, of importance
beyond the well-being of its nationals, is Brazil. In the
past, its income growth has besn sporadic and always ralated
to cycles of prosperity srising from a successlon of staple
crops enjoying an export boom; at various times, sugar,
rubber, cotton and morerecent“_lycofroe.68 These cycles pro-
duced no continuous economic growth, however, until the last
two decades when industrlalization became increasingly flrm-
ly established and diversified, with considerable impetus
from rising dirsct forsign investment.%® Brazil is one of
the very large countries of the world and 4nown to be rich
in natural resources, yet it lacks coal and developed or

proved petroleum resources of any magnltude, and has an

. 68 George Wythe, K. A. Wight, H. M. Midkiff, Bragil:
An_Expandln; Lconomy, New York, Twentietn Century Fund, 1949,
Ch. ‘, pp- 6 -1 3

69 George Wythe, Brazil: Trends in Industrial Develop-
ment, Ch. 2 in Economic Growth; Brazil, Indla, Japan, op.
oit.
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inadequate railway transportation system. It would appear
that there are tremendous opportunities for resource develop~
ment, whioh in such a relatively underpopulated country might
advantageously be exploited before embarking on industrializa-
ion in a major way, when eircumstances o manufacturing
industry seem only moderatsly proplitious. The degree of suoc-
cess achieved in this adventure will certainly influence the
growth paths chosen by other developing economies. Also,
the rewards reaped by forelgn industrialists end inveators
participating in the adventure, and the experience of forelgners
at the hands of the Praszilian Government, in such important
questions as the degres of froedom to transfer earnings and
capital back home, will all be factors that will strongly
influence the attitude of forsign investors to all of Latin
America,

Like Canada, Braxil is a new economy whose importance
as & part of the world economy and as a proper entity need
only be considered over the past century. Due to a combina-
tion of climatic and geographie location influences, the
preconditions for eeconomic [ rowth were not as favourable as
in the case of Canada 80 that the take-off came some (ifty
yoars later. The sarly realization of independence deprived
Brasil of the atimulus of imperial colonialism, which despite
its other handicaps did give many other countries in the

world the advantages of & source of capital for basic inveszt-
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ment, porrowed tochnology, and a heritage of sound adwminis-
trative practices and financial institutions. Economic pro-
gress had made no great impression on Sggth America so that
the demonstration effect, and its conseéuonces of rising
expectations to instil a restlesz urge for change and improve-
ment, failed for a long time to stir the Brasilians. Thus,
nei ther foreign nor dcmeatiec influences favoured rapid econo~
mic growth, and the challenging opportunities of the grontier
economy called forth nc evident response.

Tp until 1940 this was a backward egriculturel eco-
nomy. Even the histery of 1ts agricultural development re-
veals the absence of stable growth., As Preston James re-
counta,7° it has been an agriculture of the slssh and burn
type, in which humsn effort was largely unaided by capital,
confined to a surprising small area of tne vast country, and
characterized by cyclical prosperity with shifting attention
to a series of different cash crops as tne speculative possi-
bilities were exploited, and subsequently disappéinted when
the terms of trade would turn from highly favourable to dis~
tressingly unfavourable. Houghly 60 per cent of the actively
engaged population were occupicd in agriculture, according

to the 1940 census.’l The population had shown a continuously

70 pPreston E., James, "Brazilian Agricultural leve-
lopment”, in Eeconomic Crowth: Bragil, India, Japan, op. cit.,
PP. 79-8l.

71 T, Lynn Smith, "Demographic Factors Kelated to
Economic Growth' . in Brazil®, in Eeonomie Crowth: Brazil,
Im1a. Japln, OP .« c’.t;, P 248,
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high rate «f inocrease, rising from 2,419,406 in 1808 to
17,318,556 in 1900 and 41,238,318 in 1940,72 partly due to a
fairly high rate of immigration and partly to a high rate of
naturel increase. The waves of {mmigrants 4id provide &
certain growth stimulus in this pre-industrial period, demon-
strated in the periodic onslsughts on the frontier contalning
the agricultural sestor, O(ne of these expansive periods
occeurred in the 1920's, which might well have marked the
incep tion of substantial and continuing sconomle growth had
not the coffee eycle come to an abrupt and distressing end
in 1930.79

ine 1940 war years gove a tremendous boost to the
Brazilian economy. During these years domestic industry
developed, urbanization becsme accelersted, and foreign ex-
change was accumulated a3 a stake for sn explosive expansion
once peace was restored. <The bulld-up of population had
ereated a substantial domaestic market and there had emerged
a fairly extensive entrepreneurial class, derived from the
initiative possessed and technically capable imnigrants and
their reflected influence and example on Brazilians. These
influencos produced circumstances conducive to the eatablis .-

ment of 2 broad industrial sector. Eeonomicec distress often

72 Ibid., p. 242.

73 Freston £, Jeames, op,.clt., p. 91,
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provokes a redirection of attention and effort that later
brings greater dynamism and produectivity. Braszil is an in-
stance of this, for it was the prolonged unprofitable period
for export erops, from 1930 to 1945, that broke the monopely
of export crops on entreprensurial talent and wealth, and
permitted their shift into industry.’4 In addition to a
large and growing domestie market, and the emerging entre-
preneurial class, Brazil had the additional basis essential
for extensive industrialization, the existence of & broad
base of raw material resources.’® All these eircumstances,
plus the capacity to import equipment and materials, induced
a high rate of investment in indultry.75 Other favourable
elements were the neceasary somplementary public investments
on & fairly massive sosle in transportation facilities, the
necessity to encourags import substitution for balanse of
payments reasons which caused sdvantageous government ex-
change control and protection policles, relatively low wage
rates and a progressive inflation which favoured high profits

7% Joint Brazil-United States Lkoonomioc Development
Commission, The Devel nt of Brazil, Institute of Inter-
American Affairs, Washington, D.C., 1954, p. 6.

76 IBRD - Current Economie Position and Frospects of
Bragil, January 31, 1988, (& confidential report not for
pquio distribution), p. 13.

76 United Nations -~ Analyses and Projections of Eco-

nomic Dovolog%gnt: 1I. The Heonomie Development of Brazll,
ow York, s De 9o
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and provided a continuing attraction not only to domestioc
investment but also to a rising inflow of foreign private
capital, and a basie flexibility and adaptability of the
Brazilian economy, due in large measure to the high degree
of mobillity of labour and onpibn1.77

The real growth period of the Brazilisn economy has
gone on with some fluctuations sinece 1940, Oross national
product has increased at an average annual rate of better
than 5 per cent in real terms, and, with population increasing
at the high rate of 2.4 per cent per annum, per capita income
has risen at an average rate of almost 2.5 per oont.78 This
resulted in a rise in per capita income in terms of 19859
dollars from about §80 to about $200.79 Such a rate of
expansion was supported by an average rate of investment of
over l4 per cenb.eo As has besn discussed in the previous
paragraph, this rapid growth was assocliated with an inereasing
rate of industrialigzation whioch inecressed manufactured goods

77 See all three of the previously cited references
on these points.

78 Joint Development Commizsion -~ Development of
Brazil, op. cit., pp. 3-5; IBHWD, Report on Braszil, 1558,
og. (] ey PPe 1'5; )

79 This ealculation does not exactly match any of

the several conflicting estimates that have been mads but
seems falirly accurate to the author.

80 IBRD Report, op. cit., p. 23 U.N. Economic Develop-
ment of Bragil, op. ¢it., Ch. 1, pp. 9-2l,
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ousput at an annual average rate of over 7 per sent, so that
from sontriduting to gross national product only half the
contribution of agrieulture im 1039 industry now surpasses
the agrisultural sector.5l

Perhaps unfertunately, egrioculturse has not been
statio., Whereas inereasing diversification of sgricultural
output was realized to_a moderate extent, -and this helped to
support rising sonsumption as incomes grew and population
inereased, and at least prevented greater dependence on impor-
ted foodstuffs, the sonspicuocus gains have been in coffee
eutput over the last five years. - Coffee production has in-~
oreased from about 14 milliom bags te over 30 milllon bags
due; $0. beth more extensive and more intensive preducstion.
his was the delayed response, charascteristie of the coffee
oultivation syels, to the éontinuoua rise in world coffee
prices from 18.5 eents per pound in 1946 to 78.7 cents per
pound:in 1964,53 Overprodustion was the natural consequence
and world prices began their deeline which became sharp
through 1867 and 1658. Some stability has been achieved
since sbout mid-1968 at a price close to 32 cents per pound,
due to the agreement among coffee producers to stabllize the
markst through marketing quotas., While the period of high

81 IBRD Report, p. 3.
Y .
.. 7. 82 Ibtd., Appendix Table 14,
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export sarnings, when the terms of trade favoured Braszil,
stimulated and maintained the importation of mechines and
materials needed in the industrial expansion, the subsequent
adverse shift in the terms of trade has brought acute balance
of payments problems. Onece again the vulnerability of a
monosulture is demonstrated and the important issue is
raised of the dangers of over-specialisation,

Brazil's recent growth has been rapid, and it has
not been free of acute problema., It has been accompanied
by severe price inflation as a continuous feature, both of
domsstie and foreign origin.83 No serious, and certainly
no effective, attempt has been made to throttle back the
inflation, which in Brazilian eyes seens to be 1dentified
with the proecess of rapid sconomic growth, Fiscal deficits,
an esver expanding money supply, and the constant pressure
of rising demand for both consumption and investment, have
jointly perpetuated the inflation. This inflation has not
prevented sconomic growth, but indisputably it has retarded
sound growth and encouraged speculative investment at the
expense of productive investment and saddled the economy
with distortions that will ke an enduring handicap in the
future.

83 Joint Development Commission, eop. eit., Ch. III,
PpP. 37-48.
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Aa might be expeoted, this internal finaneial insta-
bility has led to intense balance of payments diffieculties.84
Brasilisns prefer to emphasize the shifts in the terms of
trade as the prime cause of balance of payments difficulties,
thereby pointing to the instability of world markets for
primary goods as the culprit more than the instabllity of
the Brasgilian economy. These theoretical concepts will
recelive more detailed study in later chapters of this book.
The growsh consequences for Brasil of the balance of paywents
situation are of more immediate interest. A huge foreign
debt has been built up, imposing on Brazil for several years
to come a heavy, fixed amortization burden, while the world
coffee pozition prevents any sppreciable increase in export
earnings, thus 2 chroanic psyments deficit, & perpetual short-
age of foreign exchange and econtinuing dependence on foreign
vorrowing lie ahead. This situation impairs the prospects
of withdrawal of profits or capital for forelgn private in-
vestors and disecourages new investments. Without adequate
supplies of foreign exchange it will be diffieult, if not
impossible, for Brasil to continue to import the machinery
and equipment required for future development. The high

debt~service ratioco that has been built up detrects from the

8‘ IBRD R.port' OE. cit.’ pp. 18'81.
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country's international credit-worthiness and will reflect
on its ability to obtain institutional credits.B5 Inereasing
reliance on medium term suppliers' credits would simply
aggravate the problem, even assuming they would be obtainable.
Although Brazil has made tremendous advances in
recent years along the path of economic growth, the insta-
bility that has accompanied this growth seriously jeopar-
dizes the prospects for contlnuing this same rate of expan-
sion. 1he case of Brasil gives rise to important specula-
tion about the conditions necessary for long term continuous
growth, it reveals that progreas can be made by under-
developed countries in closing the income gzap between them
and the advanced countries, but suggests that this can be
aohieved only in spurts that must be followed by pauses,
during which stabllity is restored and preparation made for
the next forward burst. If space permitted it would be de-
sirable to review the test-case of Turkey, which in many
respects ias strikingly similar to the Brazilian ocase, where
this spurt and pause process hes ocourred. Unless the
successive spurts are on a rising order, it is likely that
the long term average growth rate will fall short of, or do

no better than equal, that of the advanced eccnomies.

85 1BKD, Debt Serviecing Capaclty and Postwar Growth
in Internationsl Public Indedbtedness, August 1957, (confl~-

oential re.ort not for publlic use).
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Comelusions

Unfortunately, the empirical evidence afforded by
this selection of test~cases does not lead to any slesr and
precise conclusions about growth forces or growth paths.
Rather, one sees in it all a erasy mosaic in which the dimly
perceived pattern is at best that of an impressionist's de-~
signing, displaying probably as many contradlictions as con-
sistencies of form. OCrowth can spparently be gradual or
headlong, autonomous or induced, self-financed or highly
forelign dependent, planned or unplanned, government sponsored
or the preduct of private enterprise, associated with over-
population or under-population, based on a paucity or a
superfluity of land and other natural resources.

There are, however, several significant implications
that may be drawn, that at this stage must be considered
only as tentative conclusions. One is that late entrants
in the development race have achieved in the past, and
therefore may equally well in the future, growth rates over
extended periods outpacing the strong running early starters,
This can, apparently, permit the late starter in some caases
to overtake and pass the early leaders. In other cases,
even a faster rate of relative economic growth sees the abso~
lute progress differential continue to inerease., Growth

rates are very relative, and in initial sabsolute income
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differential between two sountries of say ten times could
only be closed if the eombination of income and peopulation
growth rates in the respective countries was almost impos-
aibly favourable to this result. However, it is also well

to realize that the welfare =ignificance of absolute incre-
ments and even almost of percent increments, to income are
in geometric progression as we descend the scale of inoome
levels, Another odbvious lesson 1s that in the take~off and
early post take-off periods an economy undergoes far reaching
structural changes, a3 & rule involving a leap forward in
productivity and often more nearly full employmsnt of factors
as well as more productive combination of factors, thus the
output gains are on a high order. As underutilized factors
become more fully employed and the initial transformation
gains of a more efficlent application of productive factoras
are sbsorbed, the future growth rate cannot be expected to
maintain the initial spurt. The initial gains also tend to
be statistically exaggerated as the underdeveloped economy
becomes increasingly monetized, commerelalized, and specilal-
ized, leading to value counting of goods and services pre-
viously not entering into income caloulations.88 Income
inequalities and inflation also seem to be common ingredients

of early economic growth that stimulate further investment

86 A, J. Youngson, Possibilities of lconomlc Pro-
gress, OP. cit.' Poe 8.




HISTORICAL GROWTH RATES 160

and growth., The instability of the early take-off period
based on these dangerous circumstances hae in most instan-
ces tended to disappsar as subatantial egonomic progress
continues over a prolonged period, and a new, more enduring

pattern of growth emerges.



CHAFPTER 2

DIFFERENTIAL GROWTH RATES AND POR:IGN LEPLRCUSSIONS

The brief review of sample test-cases which occgpied
our attention in the foregolng chapter contains ample evl-
dence to support the thesis of the "centre and the peri-
phery" developed by Meler and Baldwin.l In line with this
theory, it is clear, that as countries develop a high trade
decendence they emerge from the extremely underdevelopsd
stage under the impulse of szaifting from a subsiatence
economy to a market economy. As usual, there are exceptlons
to this gensral theory. It can be belied if, as in Saudi
Arabis or Iraq or Kuwalt, the export commodity is oil or a
primary resource of high extractive value whose production
is financed by foreign capital and ranks low as an occupa-
tion for the local labour force. In such instances a high
trade dependence can result without the eéonomy being
touched in depth, leaving the agriocultural mass of popula-
tion sti1ll in the subsistence stage. In the more general
cage, where the export staple is wheat, or cotton, or wool,

or coffee, then the mass of population does becoms converted

1 yeter and Baldwin, Hconomic Levelopment, op. c¢it.,
Ch. 7, pp. 143-188,
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to & market economy and the new dependence on and partieipa-
tion in the world economy open the door to cumulative shange.
8ince trade is the linking factor between the eontre and the
periphery the gains are on both sides. 1t is not a question
of dependence, but of 1ntordop.q§enco. In the economie
growth that subsequently becomes possible in the periphery
there is commonly, "external dependence on the centre as the
source of & large proportion of imports, as the desztination
for a large proportion of exports, and as the lender of
capltal.“z In the process of economic growth, even as in
international trade, it is not simply a matter of depen-
dence of the periphery on the centre but of interdependence,
with the centre also dependent on the periphery.

The eentral purpose of this book is to engquire into
this negleected question of interdependence in the esonomic
growth process of thes world economy. Some countries started
later than others to develop and grow, Some countries have
developed and grown at s slower rate than others. The inevi-
table result has been a progressive widening of the income
gap between the centre, or centres, and the peripheral eeon-
omies, 3tarting from the assumption that there 1s a vital
interdependence between all the parts of the world eccnomy,

the implication is strong that the lagging periphery must in

2 Ivid., p. 147.
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time become a drag on the inecome growth prospects of the
contre. Just how this retardation erffect operates is the
immediate problem. If retardation is communicated back to
the advenced countries, the poszsibilities of stimulating the
growth rate of the underdeveloped countries must be regarded
with more serious concern, for they, then, become the ulti-
mate pace-setters in the progress of the world econonmy., Of
equal interest is the corollary, in the event of a secular
deceleration in the rate of economliec growth of the advanced
centre, or a tendensy to high income stagnation, that peri-~
pheral countries as a group undergoing a fairly rapid rate
of economic growth could provide a sustalning foree, through
interdependent complementarity, for the advanced countries.
There are ocbviouas difficulties in attempting to pur-
sue this provocative but elusive concept in a compartment-
alized manner, dealing with income aspects first, balance
of payments considerations in a later cechapter, and growth
paths for the parts of interdependent world economy as a
still later proposition. Yet, as the economist learns to
regret by repeated experience, it 1s impossible to look in
every direation and say everything all at the same time.
Accordingly, it booon%a aoeossnry to approach our problem
by narrowing the fosus on successive stages.

For example, in this chepter a major theme will be
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the part-thought of Meior3 thatt

Looking back to a time when many presently rich
countries were poor ....... The export sector was

& key propulsive sector. As overseas demand widened
the market for particular commodities, there were
induced effeots on the growth of other domestlio
industries and on the creation of new factors and
new products. usxports oreated new effective demand,
new produetion functions were established, and
export expansion was used to finance necessary
importas. The growth of exports had effects analo-
gous to a rise in autonomous investment, which, in
turn, induced additional investment; export expansion
was thus a basis for a multiplier accelerator pro-
cess which caught hold and booated the economy up-
wards,

The opposing view of Myrdal4 will be considered only
in the following chapter when dealing specifically with ba-
lance of payments aspects, This selsctive emphasis is not
being adopted on the grounds of biased interpretation, but
is rather dictated by the obvious necessity of some degree
of simplification of the involved cobweb forces reacting
simultaneously., The first area of attention is mainly con-
fined to the income effects of differential international
growth rates through the forelgn repercussion factor and its

possible retardation effects.

3 G.M. Meler, International Trade and International
Inequality," Oxford Economic Papers, Uctober 1958, p. 283.

4 Gunnar Myrdal, Development and Under~-development:
A Note on the Mechanism of Natlonal and International icon=-
omic Inequality, National Bank of Lgypt, Cairo, 1956: An In-
ternational Fconomy, RHoutledge and Kegan iail, London, 1956;
Economic Theory and Under-Developed Keglons, Duckworth,
London, 1937.
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The essential gontent of the theory propounded here
is that for long term secular growth to be realiged at its
maximum rate, or in any event at a sustained high rate, that
national fragmentation of the world escnomy must progressive-
ly give way to a more economically unified world market.

This is the noctien conveyed by Hicks when he states that
nationsl income inequality can be regarded as one aspect of
the general problem of personal insome 1noquullty.5 He
briefly demonstrates that the riecher countries have advanced
in gresat measure due to the equalization of inocome which
promoted cspital accumulation and rising produstivity. This
process can gontinue until profits decline to the point
where the innentive to invest disappears. However, by
casting the net wider to embrace ths world economy the pro-
gess ocan continue, of equalizing incomes snd pramoting fur-
ther investment and rising producstivity. For as Nurkse
states, the inducement to invest is limited by the size of
the market.® Reduotion in any cost of production, and
especially transportation costs, tends to enlarge the extent
of the market, enhancing investment opportunities and leading

5 J, R, Hick-,'uational seonomie Developmeut in the
International ‘fetting, Central Sank of Ceyion Bulletim,
Mﬂrcn, m' PP -2 -

6 Ragnar Nurkse, Some International Aspects of the
Froblem of Egonomic levelopment, American tLconomic :feview,

M‘y’ i§§§, Pe m.
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%o riging produetivity, whieh is the real measure of economic
growth. Although Nurkse goes on to discuss retardation
effects on underdeveloped ccuntries of coexisting in a world
with high insome~high consumption ssonomies, through the dia-
souragemsnt of national savings in these underdeveloped
countries attributable to the demonstraticn effect indueing
& high propensi $y to consume; hs could have taken the surning
we have chosen and considered the longer run retardation
effects on advansed countries of perpetuating a world market
narrewed by the poverty of a large segment of that markes,
The natural sterting point of such a theory is the
fundsmental doetrinss of Adam Smith. He believed that the
sore of inereased produstivity was specialization, which in
turn was limited by the size of the market, as Kindleberger
wentions.”’ From whieh éoneopt, he tells us, derives the
theals expounded by some esconomic historians that the pro-
cess of grewth is primarily one of increasing the size of
the market, ihe growth of markets and the increased division
of labour made possible theredy also directly inerease in-
eome.8 The application of this prinociple to the wider world
market is the foundation of classical internationsl trade

7 Gharles P, Kindleberger, Economic Development,

8 Ibid., p. 100.
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theory. Briefly, the ruling dogtrine of comparative advan-
tage demonstrates that specialization through international
trade 1is to ths advantags of all treding nations, because
this ultimate extension of the market permits greater soncen-
tration of output in industries and commoditlies of higher
productivity thereby inereasing ineome.? MNo one slatms to
have invalidated the dcetrine of comparative costs as &
goeneral principle of long term validity, elthough the logical
extreme of somplete specislization is unscceptable.l0 These
limitations of degree will be postppned for discussien in the
following chapter. The essential point is that the more pro-
gress made in widening the world market, the greater will be
the opportunities for at least partial and selective specisl-
izatien, and the greater the gains in predustivity and insome.
Haberler has stated this proposzitien categoriecally, and
oarries it further in the eontention that trade raises income
and by so doing promotes economic development, through the
enhanced possibilities and greater insentives to save and
invest.’l These results hold trus for highly developed aoun-

tries as woll as for less developed ones.

9 Ibid., p. 238; end Jagcob Viner, International
Trade and Econemic Development, Oxford University Press, 1953,

P. H.

10 xindleberger, op. elt,, pp. £39-2565,

11 gotteried Haberler, Intermationsl Trade and Econo-
mic Development, National Benk of Egypt, Cairo, 1969, p. 6.
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The primary gains from trade are not an end to the
growth and income impulse imparted to the domestie esconomy.
Thers are in addition secondary and tertiary stimull eon-
veyed through a complex of multiplier effects. Binse more
attention has been specifically psid to these relationships
in the mnalogous thesory of interregionsl trade, a brief di-
version inte this byway is useful.

In e generaliged statement, one student of interre-
gional trade sums up the situstion: "Economiste have long
been sware that the levels of income, employment, and output
of regions which trade with one snother are interrelated."1®

A more detailed analytical acecunt of the process of
regicnal economic growth by North is based entirely on the
proposition that the growth dynamis in regions is the export
base.l3 This theory, a=z developed in the less somplex con-
text of interregionel trade, admirably demonstrates the pro-
position advanced by Msier that the export sector has been
the key propulsive sector in international economie develop-
ment.14 North eontends that the export base not only deter-

mines the initial level of absolute and per caplta income in

12 [40n N. Moses, "The Stability of Interregional
Trading Petterns and Input-Output Analysis”, American Econo-
mies Review, Descember, 1958, p. 803,

13 > ss C. North, Location Thoor% and Regional
Economic Crowth, J. P, E,, June, s PP -258,

14 8ee quotation eited on p. 131.
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& region dut also determines the amount of residentiary secon-
dary and tertiary asctivity. It also significantly influsn~-
¢ea the charagcter of subaidlary irvdustry, the distribution
of population snd the pattern of urbanization, social and
political attitudes and the sensitivity of the region te
flustuations of income and employment. An increase in demand
for s region's exports results in multiple effscts by indueing
inereased investment, not only in the export industry itself
but in all other kindas of economis activity. Ultimately, he
expects, long-run factor mobility should result in more equal~
isatien of per capita ineome betwesn regions. This latter
effect will ocertainly be slewer to appear in international
economie relatienships becnuai of the more resistant barriers
to factor movement,lS

In the international setting Haberler expliecitly
questions the income equalization possibilities of trade. He
oconsiders that in many cases the head start with respect to

16 plnert 0. Hirsehmen, The Stragasi of Econﬁg{ie
Development, Yale 3tudies in Esonomics Ko. s Yale Univer-
sty Press, ¥ew Haven, 1958, Ch. 10, pp. 183-201; and

Gunnar Myrdal, Eoononie Theory and Undor-Dovologad Rogéonu,
Gerald Duskworth & Co. Ltd., %bndon, Ch. 9, pp. £3-38,
ard Ch. 5, pp. B0~65; both attach great 1nportanco to the
distinetion between the process of interregional equaliza-
tion and the international equalization, strosuing respecti-
vely the roughlg corresponding conscepts of polarizntion” and
"grickling down", Hirschman, and "backwash" ard "spread"
effecte, Myrdal, vith both seeing impedimente to fecteor move-
ment az & greater barrier in the international process,
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level of insome, and perhaps also rate of growth of income,
of the advanced countries may be insurmountable for the lage
ging economies, and that in many of them the population
dilemma is too powerful a retardant diluting the income gains
from expanding trade.l® However, he does argue strongly
that international trade inecreszes income for any country by
pushing out production functions and produstion poasibility
curves in four different ways:

1) It enables & country to import capital goods of

all description whieh are needed for economic deve-

lopment. 11i) Trade serves as a transmission belt

for the dissemination of ideas, technological know-

how, skills, managerial and entrepreneurial serviaes.

11i) Trade is the vehisle for international capital

novements. 1iv) Free trade is the most effective

anti-monopoly poliey; in other words, trade makes
for healthy ccmpetition.l?

The identification of expandling world trade with
rising income and general prosperity, as well as greater
economic stabllity, i1s the basiec precept of post-war inter-
national economic relaticnships., These ideas are the very
foundations of the International ifonetary Punl and the Gene~
ral Agreement on Trade and Tariffas., 1lu a snievhat narrower
woarld, they are clearly fundamental to the formation of the

European uLconomic¢ Communlty and the Free Trude Area, So

16 Haberler, ;ntarnatignal Trade and Lconomic Deve~
dopment, op. cit., pp. io an .

17 Ivia,, p. 15.
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widespread are these ideas, and so general is their accept-
ance that it seems almost superfluous to labour the point and
build up the evidence in this text to prove once again thsir
validity. W¥e shall dwell only briefly upon the concept of
the cross fructifiocation of trade and prosperity, and nrainly
to emphasize the very real interdependence of the parts of
the world economy in the process of economie growth.

Statistically the marked correlation between rising
world industrialization, income growth and foreign trads, 1=
admirsbly demonstrated and analysed in Polke Hilgerdt's now
classical work.}® A somewhat earlier work that has made a
lastiag impresaion on post-war esonomic thinking and poliocy
formulation was Hal Lary's book, which for the shorter period
of the interval between the two catastrophic world wsars slso
clearly establishez the significant correlation between levels
of economic astivity and levels of world trade.l®

This statistical verification of the coinecidence of
high srade levels and high income lsvels is convinecingly sus-
sainsd for the period 1953 to 1968 4in the most recent report
of the O.E.L.G.zo It is there shown that during the years

18 League of Nations, Industrialization and Forelgn
Trade, 1945.

19 Hal B, Llrg, and Associates, The United States in
the World kcono United States Government Printing Oifice,
‘Enhﬁzton, iﬁﬁ .

20 0,K.E.C., Polieies for Sound heonomic Growth,1O0th
Annual Economic Heview, 1050, s6e especlally pp. B5-8%.
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of rising prosperity from 1953 to mid-1957 there was a contl-
nuous high rate of increaze in the value of 0.E.E,C, member
countries! and United States' imports from primary producing
countries, and a corresponding rise in imports of primary
producing eountries from the industrialized world, ss these
latter proceeded with development programmes. The onset of
recession checked income growth for the advanced countries,
which reduced demand for primary imports, and in turn produ-
cers of these goods suffered reverses in the terms of trade,
as well, which reduced their internationsl purchasing power
and reflected in their capacity to purchsse manufactured
goods. 7Thias pattern of events is not unique to the period
reviewed, nor a phenomenon peculiar to the short run; it is
representative of the inevitable responsiveness of trade to
income.

The same 0.E,E,C. report provides scme useful data
on the question of intermational interdependence. It states
that primary produeing countries depend on Europe for 40 per
cent of thelr export earnings and on the United States for
about 20 per cent. Thus, thelir prosperity is closely linked
with the level of European and American demand for their pro-
duets., Equally, although in a more marginal sense, chanyes
in the imports of primary producing countries react upon the
economies of the industrialized countries, since exports to

primary producers represent 6 per cent of Europe's gross
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national product and 2 per cent of American gross national
product. Reflecting merely passingly, at this point, on
these figures, the importance of exports to primary producing
countrles for the econdmic health of the United -<tates can-
not be lightly dismissed as insignificent, becasuse the Euro-
pean dependence on the demand of underdeveloped countries 1la
considerably greater and these Buropean countries are major
markets for American exports, so that a contraction in im-
port demand in underdeveloped countries would have secondary
contractive effects on United States' exports, without even
considering the progressive effects attributable to the
foreign trade multiplier.

In the present context long run economic repercus-
sions of differential national and regional growth rates are
the subject matter of the analysis, lhe suggestive and re-
vealing theoretical development of the concept of the foreign
trade income multiplier and its very significant element,
the forelgn repercussion factor, cannot be directly applied
to our long run problem, partly because of the rigorous, and
thus limited through abstraction, nature of the forelgn
trade multiplier tuaeory, and, more important, because it 1is
essentially concerned with relatively short run consequences

in a basiecally statie system,2l

2l ppitz Machlup, International Trade and the Na-
tional Income Wultiplier, BIakiston, rhiladeliphia, 1945; and
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This technique of analysias comes closest to naving
direct epplicabllity to our problem in tne international
sconomic wmodel building of Folax.22 In his mocel the basic
relationsnlps are tnat income is detsrained vy exports, and
imports are determined by ingome, alsaough ootn exports and
imports are inlluenced by ceptain autonosous fasitors, in-
sluding autonomous investwment, autonomoua tliuscuations in
govarnment finance, crop l[luctuatlons and measures of commer-
cial poliey. These autonomous influencec are treated by
Polak as "snooks" that are tranamitted oy the system, waich
system is studied in terms of the meonanism of transmiassion
through which 18 luuitiplier eileots arise. Tne interna-
tional rerfleection reatic is obtained as the product or tiue
marginal propensity to impert and tne multiplier. In sumna-
rizing tie results and atteuptlng to test findings agalust
empirical data, it is saown that from lyiy te 1952 the volume
of United states imports deelinsd by 39 psr cent, and world
trade fell by 25 per cent in the same period. U.b., ilmports
accounted for about 15 per cent of world trade in luvk9, thus
the prisapy oontractlon on world trade was about 6 per cent

in volume terms. The caloulated world trade multiplier of

William C., Hood, Some Aspects of Internstional Trade in the
Theory of hmployment, an unpubllished Ph.Dl. thesis submitted
to the EnIversiiy of Joronto, 1948,

22 7, 4, Polak, An International Economic System,
George Allen and Unwin Ltd., London, 1954.
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2 ralses the total effect of the United ‘taius coniraction
of imports on world trade to 12 per cent, or roughly nalf
the total contraction, and associsted reductions in canital
flows gnd servioce imports raise the total lampact to about
80 per coent or more. Neither multipliera nor focreizn re-
flection ratios would have the same values 1n any long run
application of this type of analycls, but at lesst the inter-
national trade-ineome interdependence would still be para-
mount in the system,

The extreme dependence of underdeveloped cocuntries
for their immediate prosperity and possiblilities of future
development on the continuing possibilities of e high and
rising rate of export earnings, which in turn depends on
prosperity and stability in the advancec countries, is a
theme that has been treated so frequentiy and fully in ecc-
nomic literature that it hardly warrsnts fresh establish-
ment.25 No one 1s likely to take issue with the statement
of this proposition made by Jacob Viner:

The opportunities open to an underdeveloped sountry
in the foreign trade fleld are certain to be a
vitel factor in determining the rate at which it
can make economic progress. No country except the
United States has attained a high level of per

capita inoome which has not maintained a high ratio
of imports to total national product, and no country

33 gee particularly League of Nations, Economie
Stability in the Post-War World, Princeton University Press,
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exeept possibly Russia, can in this respect make

the United 3tates its model without eourting per~

petual poversy.B4

A recurring fear of thess less developed countries,

and of many international economic analysts, is that within
the limits of their exchange earnling capascity they offer an
expanding market to industrialired countries but that the
rate of increase of their export opportunities is not commen-
lurneo. The discussion is usually in terms of relatively
short run adverse shifts in the terms of trade reflecting
some lag in import demand for priméry produce in industrial-
ized ecountries, despite the more rapid rate of rise in pro-
duetivity and ineome in these countries compared to the less
developed areas. An unsophiaticated thaoretical treatment
of this sort of situation created by uneqial rates of insrease
in produetivity would turn the terms of trade in‘favour of
the lagging trade partner. However, Harpry Johnson makes the
important point that the slower progressing primary produsing
countries may very easily suffer a disadvantageous turn in
the terms of trade due to their high income elasticity of
demand for imports and the low income slastieity of demand
for imports in the advenced countries.®® This influence is

24 Jaood Vimer, International Trede and Economic Deve~-
lopment, Oxford University Fress, Londom, 1957, p. 118.

25 Harry O, Johnson, International Trade and kconomic
Growth, Gearge Allen and Unwin Ltd., Lendon, 1058, p. 101,
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an important aspeet of the dollar shortage problem that com~
manded so much attention in the literature over recent years.
A parallel proposition was expounded by Hicks, thet techni-
eal progreas in the United States is strongly biased in
favour of import substi tutes .26

It is dubious that these problems are highly rele-
vant to our longer run consideration of trade opportunities
end their impact on differential rates of economis progress
between advanced and underdeveloped regions. All the con-
vineing arguments that the dollar shortage had become a
shronie eondition appear fairly empty in light of the quite
dramatic shift in the balance of payments experienced by
the United States since 1567. One theoretical cause of a
permanent dollar shortage, the high rate of impreovement in
productivigy of the United 3tates whiech other countries find
difficult to equal because of the U,3, lead and its highly
capitsal intensive industry, has been exploded in recent
years by the growth achievements of Burope generally, espe-
clally Germany, and also of Japnn.27 This evidence at least
proves once again that no lead in the rate of economic

growth is insurpassable and that lags may be overcome from

26 J, K, Hioks, Inaugural Leeture, Oxford Economic
Papers, June 1963, and reprinted in Bssays in World Eeonomics,
Oxford University Press, Lomdon, 1950, as Ch. 4. 'Ihe Long-
Run Dollar Froblem,' pp. 82-83,

27 GAT? - International Trade 1957-1958, Geneva,
1959, p. 8.
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one period to another, even relatively short periods. 4ihe
balance of payments reversal can also be attributed to the
unrestrained payochology of ever rising expectations in North
America, where rising living standards and rising wages are
based not only on paszt and present gains but antieipate
future gains as well, This inflationary impulse transferred
the competitive advantage in international trade to Buropean
oxpertl.aa No longer was the American position saved by a
higher rate of inflation abroad tnan at home.

Partly due to these developments, and partly due to
an al tered trade and industry philosophy, it is becoming
increasingly doubtful that the .ick's proposition of the
technical bias in the United States toward import substitu-
tes will leng be significantly valid, if indeed it atill is
at the present time.

Very recently a leading article in the New York
Journal of Commerce gave wide publiecity to the inereasing use
of foreign made parts in U.S. manufactured products, parti-
culjar mention being made of the raedio and bicycle industries'

growing reliance on foreign produced compononta.29 It has

28 John J. Deutch effectively emphasized these two
points of lost competitive advantage and comparative rates of
growth in his paper delivered in Montreal, darch 8, 19680, at
the panel discussion entitled, Whither Canada's Export-Import
Trade?

29 Jerome COelbaum, Use of Ferelgn Parts Growing,
The Journal of Commerce, New York, February 24, 1960, see

P. 1.




DIFVRRENTIAL GROWTH RATES AND FOREIGN REPERCUSSIONS 179

boeome ialaest an- industry~wide practice to turn the United
3tates market for portable transistor redios over to Japanease
affiliates of American sompanies, with actual marketing being
dons undey $he U.8. company label., Similarly, in foreign
eperations suah as the oilfields in the Middle East the U.S.
eil sompanies' purahases of U.S. made pipe has in the last
fow yoars dropped from 90 per cent to 2 per cent, with savings
te tlw pwrchasing sompanies of 20 - 25 per cent. Which facts
ds suggest that unimpeded international trade does contribute
%0 income equaliszation between -Srading partners and competi-
tors, although it could never be sxpected to result in income
squality bhetween ecountries.

This slight digression has more pertinence to our
main problem than might sppear from the particular theories
and facts considered. For one .thing, it is surfisient to
Justify putting aside any further discussion of the long pepu-
lar "alraonie dollar shortage" problem. it no longer existas
for Eupcpean sountries. . For the underdeveloped countries it
becomes .inoreasingly clear that the fundamental question is
ons; of fereign exchsnge shortage, not just dollar shortage.
Many aspects of this persistent exchange shortage may be eon-
vauiently postponed to the next chapter, where problems asso-
clated. with a ehronic, disequilibrium in ths balance:of pay-
mants of eountries attempting.to accelerate the.pace of
econamie.development .will be discussed. In this chapter, i-
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attention will be directed to the income or purehasing power
fagsets, which reveal that underdevelcped areas unable to earn
suffiocolent foreign purchasing power have their capacity to buy
imperss from the advanced sountries, . and each other, cons-
trained. This must reflect unfavourably on the volume of
world exparts and the level of world income. <he multiplier
ripples merease the importanse of this loss through the inter-
meghing foreign repersussion factors. Cireulsr causation
operates in the network of world trade, as in thes other vi-
cious cireles of peverty, to echeck the rate of growth of the
underdeveloped regions so that they both produce less snd
sonsume less than would have been the case without the impedi-
ment of ths fewelign exchange shortage. Today, the advanced
countries may deplore the relative fallure of growth of
demand in primary produecing countries for their exports only,
and give ne hesed te their own import dependence cn the pro-
duece of these countries, The wealthier countries may soon
bave deep regrets that the export production of these basic
suppliers has stegnated, or even declined, as greater empha-
sis is placed on import saving produetion.

The import dependence of the United States may con-
veniensly be taken as illustrative of the aituation for all
advanced industrisl sountries, slways realizing that Europe
is much more heavily import dependent. While the value of
Burope's total imports from all sources has bsen roughly in
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the proportion of 1 to 2 to the value added by its manufac-
turing activity, in the United States the corresaponding ratio
has been on the level of 1 to 10.59 As stated earlier the
underdeveloped countries depend on Europe for absorption of

40 per cent of their exports, and on the United States for

20 per cent. By the seme token, Western Europe's exports to
non-industrial areas of the world are 30 per cent higher than
those of North Ameriea.,3l Ihe key relationships, that are per-
tinent to problems of interdependent growth rates and world
economie interdependence through trade, are that the industrial
areas of the world account for between 62 and 64 per cent of
total world export and that 40 per eent of these exports from
industrial ecuntries are destined to non-industrial countries,
while the nen-industrial countries, out of thelr 36 to 38 per
cent of total world exports, depend on industrial countries

to sbsorb 70 per cent of their total exports.>? Although
losing some of its relative predominance in both world produc-
tion and world trade in recent ysars, as recovery and economie
growth in other parts of the world, particularly Western
Burope and Japan, have galned strength, the Unlited States

30 gATT - International Trade, 1954, Geneva, pp. 83-

64.

31 GAPTT - International Trade, 1957-1958, Geneva,
1955, p. 99.

33 Ibid.' Pe 11, Table 2,
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still accounts for over 40 per cent of world production and
over 16 per cent of world trade,5® it is this very pre-
eminence of the United States in the world economy that com-
pels consideration of its foreign trade dependence, even
though its total sales of goods and services amount to only
betwesn 6 and 7 per cent of its national income, and imports
of foreign goods and services usually to a somewhat smaller
percentage. Since the following discussiom focuses on trade
in commodities, it 1s well to state tnat merchandise imports
amount to only about 3 per cent of gross national product.
These figures highlight the marginal role of trade in the
United States! economy and glve reason to heed Jacob Viner's
warning against exaggerating its role.%%

The famous Paley Report,35 however, establishes two
principles of prime importance that forcefully emphasize that
the role of foreign trade in the American economy, and equally
the role of the American economy in world trade, should not
be minimized. In the first place, the raley Commission pre-

dicts a two-fold increase in the real gross national produst

33 _I_& PP 5"9.

34 Jacob Viner,"The Role of the United States in the
Wiorld Economy", in National Policy for Economic #elfare at
ed, Robert Lekachman, Doubleday & CO0., irC.,

Home and Abroad
New York, 1958, p. 180.

35 hesources for Freedom, a neport to the Preslident
by the President's iaterlals ?oIicy Commlssion, June, 1952.
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of the United States between 1950 end some year in the 1970's,
usually assumed to be 19796. And this projection is consi-
dered by some authorities to be too conservative. This alone
would mean a tremendous increase in both exports and imports.
Secondly, it econtradiets the prevalent assumption that the
secular trend of a deoclining American propensity to lmport
can be expected to continue into the future, and argues that
the import-insoms ratio has reached its nodal point and must
begin to inorease in future yonrl.36
Before considering the enlarged influence that fo-

reign trade is expected to exert on the American economy of
the future, it is worthwhile to set in perspective the true
measure of its present international interdependence by re-
ference to the Rookefeller Report on U.3. international econ-
omie policy.57

Despite its relatively =mmall percentage weight in

owr over-all economy, a vigorous and expanding

foreign trede is essential for the vitality ef our

egonomy, We import half or more of a wide variety

of metals and minerale essential to United States

industry. Three-fourths of our newsprint is im-

ported, all of our natural rubber, 18 per cent of

our iron ore, and over 15 per cent of our petroleum.

Between 9 and 10 per cent of all the durable goods

produeed in the United States is sold abroad. Signi-
ficantly enough, these sales provide the margin bet-

36 denry G. Aubrey, United States Imparts and Werld
Irade, Oxford University Press, London, 1957, pp. -17.
37 Repors of Roskefeller Brothers Fund Speeisl Stu-

dies Project - Foreign Eeonomic Policy for the Twentleth
Century, Doubleday & Co., Kew York, 1958, pp. 56-40.
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ween profit and loss for a large segment of American
industries. Exports represent from one-fifth to
one~-third of the total sales of American production
of eivilian aireraft, textile, steel and rolling
mill machinery and sewing machines. They represent
19 per cent of all motor truck and bus sales, 16
per ecent for diesel engines, 14 per cent for agricul-
tural machinery, and 11 per cent for mschine tool
production. American farmers depend upon foreign
markets for the sale of 20 to 40 per cent of thelr
wheat, rice, ocotton, rye, barley, hops, grain sor-
ghums, s:z:oana, leaf tobaceco; and the same is true
for domestieally produced celf skins, fats and oils,
dried fruits and processed milk.

eeese Foreign trade provides more direct employment

in the United States than the automoblle, steel,
chemical and textile industries combined.

The broad prcblem of determining the scale of future
import dependence of the United States was, as mentioned,
underteken by the Paley Commission with the resultant Report
largely addressed to the consequent poliey implieationz ef
riaing import needs. Since the publication of the Paley
Report the same task of analysing and projecting U.S. import
needs to the year 1975 has been undertaken for a more compre-
hensive group of import gommodities, and with a shift of em-
phasis to the resultant effeets on world trade balances and a
more integrated net-work of world trade, by Henry G. Aubry.58
1ne statistical material used here is derived from this latter
work, Aubry shows that compared to a rise in United States
imports, in constant dollars, in the period 1926 through 1952

38 Henry G. Aubry, United States Imports and World
Trade, op. ¢it.
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of-37 per sant, or an annual rate of rise of 1 l-4 per cent,
thas the antieipated rise for the period of 1682 through 1978
is 83 to 101 per cent, or an snnual rate of rise of £ 3-4 to
3 per eent. This prediction is based on the increasing ex-
haustion of domestiec resources, and the natural process of
growth of population and incomes in the United States leading
te ever expanding neesds.

In order not to misrepresent Aubry's data and his
associated analysis, simply to make my own case, it is neces-
sary to poin® out that in considering the regional origins of
the higher imports he foresees the major gains ageruing to
Canada end Latin America. This is based on the expectations
that the nmajer commodities involved will be petroleum, coffee,
iron ore, newsprint, nickel, aluminum, and other non-ferrous
minerals.>® To the degree that Latin American countries will
be relied upon to produce the commodlties necessary to the
United States economy, if it 1s to enjoy tne expected rate of
sontinuous economic growth of 3 per cent or better in the
future, the necessity for these underdeveloped sconcmies to
show progressive produetion and income increases 1s supported.
However, since Canada is assumed to be even more important as
a future supplier of goods and maeterials, the growth of out-

put of the underdeveloped regions of the world seems to be

7S %9 Ipid., pp. 44-46.
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relatively unimportant to the future well-being of the U.S.
economy. Thlis considersation does not actually invalidate the
argument that is being made for internatiomal interdependence
in the poss}bilitiol of future esconomic growth, so much as
esomplicate ﬁh. 1ssu;hby secondary and tertiairy extensions of
foreign trade ramifications bestween Canada and its suppliers,
and perhaps :pppliers of Canada's suppliers. Aubry himself
recognizes the importance of these wider extensions of trade,
and in discussing the redistribution of the dollar supply
does chart and review trade patterns that in the first rami-
fieation bring Western Europe within the compass of conse-
quences and in the second circle of reflection being 1n ecoun-

tries in the rest of the world.*o

A dscussion of this same problem of United States
dependence on imported materials is well presented by the
ataff associated with the Kandall Commission, with greater
stress on national security aspects.?l 1In this study more
emphasis is laid on the world-wide availability of resources,
as sesn in the folyowing qQuotation:

Our long-run dotioionc{ oan be just as well aggre~

vated by a decline in long-run avallabllities im
Canada and Mexico; or, where we are relying in part

‘o Iﬁd., pp. ‘6"'5‘-

41 3taff Papers Presented to the Commission on Forei

Economic Polisy, U.8. Government Printing Office, washlngton,
February, 1054, see eapecially Ch. V, pp. 219-248,
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on more distant sourees such as the “hilippines
by 2 lemg-run decline in availabilities in such
areas. Accordingly, the aim of ocur defense agen-
cies has been to pursue polieies whieh, while
enoouraging the long-run availabilities of United
States production, will not at the sams time dis-
prepoxriionately wesken the availability of other
sources on whiesh we oxgoot fully or partielly to
rely in an emergency.4

The Randall Gommiesion squarely faced the problem of
the dependence of future American prosperity on progress and
stability of the world economy and strongly recommended an
enlarged and more widespread programme of financial aid and
technical assistance to promote the foreign economic develop-
ment which alone will be conducive to inecreasing world income
and trade,

These same precepts have won endorsement from many
other groups of experts who have given serious attention to
the long range problem, For example, to quote the U.S. Com-
mittee for Eeonomic Development:

The onlz danger international trade presents to
growth 1s the danger that we will not suffieiently

reco ¢ how lmportant it is for ocur eontinued
growth, We must advance together with all the rest
of the woTld. That mesns enlarged {oreign invest-
ment on our part, and participation in reduoing
everywhere obstructions to the movement of men,
money snd goods. This ¢an be looked at from a pure-
ly practical angle of self-interest. Further parti-
cipation in world trade would result in even wider
markets than we now have. After all, our population
is only 8 per cent of the total on the planet, and
a large part of the world hungers for the goods we
ecan provide.

42 Iv14., p. 220,
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Our gain would be higher production and greater
sales of the products we can make with greatest
efficienoy. At the same time we would benefit

from less costly sources of supply for the things
we elther do not produce or produce less effi-
ciently thmm others. Our cwn economic growth would
thus be fostered and our standard of living bet-
tered. Simultaneously, of course, growth would be
fostered in the lands with which we traded. That
is, great gains, sharable all around would come
from a more intensified international specialization
of labour and wider use of world resources.

Another suthority on this problem of the increasing
dependence of the United States on the world economy, Roger
Anderson, covers a good deal of the ground already reviewed
and neably paraphrases Peter i, Drucker to sum up the
issues.

More extreme was the position te<en in a recent
article by rrofessor irucker in which he stated
that the Paley Commission seriously under-rated
both the speed of United { tates economic expan-
sion and the rate of wnich the demand for raw
materials would grow. [evelopments of the past
five years were sald to have shown that raw mate-
rial needs to increase much faster than production
and consumption, perhaps twice as fast. It
sppeared reasonable to guess that, in order to
double nationsl income within 15 to 20 years, the
United States would have to import the equivalent
of at least{ one-quarter of its total industrial
production. '‘he problem for the future would be
not the dollar shortage, but how to earn enough
foreign exchange to pay for United :tates imports.
Other countries, too, would have greater material
demands and the aim of United States poliey should
be to promote the rapid industrialization of the
countries that produce raw materials. lhis, it

43 Research and Policy Committee of the Committee
for Economic Development - Economlc Crowth in the United

States, Its Past and Future, New York, 1958, p. 53. Ihe
underlined sentence appears in italies in the original

text.
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was suggested, would both expand the demand for
United States exports and ineresse the avallabi-
1ity of raw materials.d4

This acoumulation of evidence should be adequate to
establish that the United States is not so self-sufficlent
as to be immune to foreign reflection of the state of pros-
perity elsewhere in the world in the short run, or the reper-
cussion effests of slower growth rates in the rest of the
word on its long run growth potential. The discussion has
built up a picture of increasing dependence of the United
States on the world economy. It can be concluded that the
United States needs a world environment of economic growth
to ensure the inecome sustaining prospect of increasing demand
for ita rising production of goods for export, and to insure
rising foreign production of the materials and goods required
to meet expanding American needs. And to recall an impor-
tant point stipulated and satiafactorily substantiated at
the beginning of the discussion on United States' interdepen-
dence with the world economy, the rest of the advanced coun-
tries in the world are much more intensively foreign trade
oriented, which means that this conclusion applies to tﬂom
with even greater force.

No pretense is made here that the advanced countries

44 Roger V. Anderson, The Future of Canada's Export
Trade, prepared for and published by the Roysl Commission
on Canada's Economis Prospects, Ottawa, March, 1957, p. 82.
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of the world cannot continue to experience economie growth
unless the underdeveloped countries also achieve substantial
growth rates. The sargument is simply that the world economy
is progressively becoming more olosely integrated and inter-
dependent, hence a lagging growth rate in the significantly
large and heavily populated underdeveloped regions would be
a positive cheek on world progress and retard the potential
growth rate of the advanced economies. Hlstory proves that
differential growth rates in national economies are possible
in both short and prolonged periods. The theories and facts
reviewed in this chapter give rise to doubts that extrene
growth rate inequalities can continue indefinitely, particu-
larly 4f the view that the world economy 1s becoming increa-
singly integrated and interdependent is valld.

An urgent question that may not be ignored 1s the
corcllary growth implications for the underdeveloped coun-
tries contained in these facts and conclusions., If the long
run growth rate of the advanced countries 1s linked to that
of the underdeveloped countries, then even more so muat the
reverse be true. 1ihe Rookefeller Report sums up the matter
in reference to the United States and world at large:

Basio to world economic growth 1s an expanding and
vital United States economy. ‘e produce 36 per

cent of the world's goods and services. Cur exports
and imports constitute 16 per cent of the world's
trade. Kelatively small fluctuations in our imports

can have a major effect all over the world and
catastrophic sonsequences for weaker sconomies geared
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$0 a feow gomuodi ties. A United States recession
oan have a violent effect on other free world
sountriea, Conversely, an expanding and reasonably
stable United States economy is essential to world

ths A growing United 3tates economy will
g:;:rt more goods from abroad, thus providing del-

lars for eoconomic development. It will oreate addi-
tional resources for foreign investment.

The importance of the United States as & market and
a2 g souree of supply is fundamental. In fact, pere
haps the greatest single economic contribution the
United States can make to the free world, and hence
tne greatest responsibility of the United States
lies in efforts to promote the growth and stability
of the American eoonomy.45

The very nature of the underdeveloped economles,
their structure, their vulnerasbllity to external economic
forces, thelr reliance on foreign markets to earn command
over urgently needed foreign equipment and materiale for
development, their dependence on foreign capital supply, sub-
stantiate the precepts of the foregoing quotation, Indispu-
tably, these lagging esonomies could not possibly achieve
high growth rates except in a prosperous world economy.

Such a conelusion, however, does not theoretically
deny the possidbilisy of the less developed countries achleving
higher growth rates than the more advanced countries. Omne
student of Asian prospects takes an optimistic attitude based
on the qualifying essumption that effectlve human effort in

45 pockefeller Fund - Foreign Economic Poliecy for
the Twentieth congggx, op. ¢it., p. 3 the issuea involved
are elaborately treated by Hal Lary in The United States in
the World Eoconomy, op. cit.
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planning, administration and searsh for change do in fact
open the opportunities for increased agricultural ylelds,
diversification and extension of modern industries, and
effective utilization of the underutilized labour force.46
These views are signifiecant because they emphasize the impor-
tant possidilities of stimulating economic growth that depend
on human will, effort and ingenuity above the critical role
of the rate of capital investment, whieh is the key element
in the growth rats of industrislized countries. Kot that the
underdeveloped countries can aspire to break their strangling
poverty without a rising rate of capital formation, but if
the governmentsof the industrialized ecountries ever become
suffieciently sophisticated in their economie thinking to
follow the adviece of the Kational Planning Association of the
United States the needed capital would be available in more
ample supply in times of recezsion in the advanced conntrie:.‘v
Capital exports to foreign countries, particularly

to areas in the early stages of industrial develop-

ment, could also be encouraged when domestic expan-

sion slackens, 7This would maintain the ablility of

foreign countries to buy in the United States and

would support production in the export industries.

seses In such a situation, it would be more construc-

tive if an effort were made by the industrialized
countries to use their idle capacities for the mutual

46 Wilfred Malenbaum,  The Asian ioonomic Potontiul?
the Annals of the American Academy of Political and Soelal
Seience, July, 1958,

47 gerhard Colm snd Theodore Geiger, with the
assistanse of Manuel Helsner,’ "The Eoonomy of the American

People; tro Froblems, Prospects, National Planning Asso -
olation, ﬁnoginEtSnb Msroh 1958, p. 30
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advantage of the leas developed countries and
themselves.

It is conceivable that high income stagnation could
become a secular condition in one or more of the industrial-
ized countries of the world, due to excessive capacity and
deslining investment opportunitioa.43 In these circumstances
the urgeney for channeling capital abroad would be & persist-
ent condition whioh would relieve the domestle situation in
the manner described in the above quotation, and would permit
an accelerated rate of growth in the reciplent countries.
Such a situation is not dissimilar to what actually did
oceur in Bngland, and which did stimulate sconomic growth
in Canada, the United States=, Argentina, and elsewhere with
redundant British capital.

The long run poasibilities of structural changes in
the world economy conducive to a marked shift in relative
international growth rates will be considered more fully
later in this book. On the income side, the main 1ssue of
mutual dependence of advanced and underdeveloped countries
for sustained long term growth, a= well as short term prospe-

rity, has received sufficient attention for the moment.

48 Alvin H, Hansen, Growth or Stsgnation in the
Anerican Econ The Review of Lconomics and Statistiocs,
Noveribeyr, 155%, Pp. 409~414.



CHAPTER 3

DEVELOPMENT STAGES AND THE BALANCE OF PAYMENTS

The problems of sconomic development are so complex
and so variable that students of the process of growth have
been induced to search for some broad pattern of evolution
that would reveal characteristic forms identifiasble in terms
of the time dimension, and thereby facilitate analysis of
definable problems at respective stages of progrosa.l In
order to deal with balance of payments problems associated
with economic development, so far largely neglected in this
study, this approach of looking for a pattern of economie
evolution with characteristic stages is a convenient techni-
que. In s very important sense t:is method of analysis is
dictated not only by the need to dlscover the fom of econo-
mic experience, which brings it within the range of compre-~
hension, but the equally important analytical necessity of
abstracting from the dynamie sonfusion of contimuous change

1 Jan Tinbergen, The Desi gn of Development, the
John Hopkins Press, Baltimore, 1 a study undertaken for
the Esonomic Development Inatitute or the International Bank,
stresses the need for policy makers, or government planners,
to discern this sort of pattern in what exists and what is
sought; "General programing has to supply a bird's-eye view
of the pattern of future development of the country, and to
show the possible and most desirable dovelopmant of the
national product and its components.” p. 9.
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a more nearly precise situation rendered stable enough in the
sense of time to permit uze of the easler quasi-static tools
of analysis.

Economic historians have long bsen fascinated by the
notion of atages of development. Adam Smith, Marx, and List
are notable examples among the many earlier writers, while
Colin Clark is ons of the moderns who has made a very real
eontribution to understanding the process of economie growth
by using a stage type of analysis based on the admixture of
primary, secondary and tertiary production to delineate scales
of sdvancement.? Perhaps it would be more literally ocorrect
to state that the balance of payments problem will here be
considered in line with the suggestion of Meler and Baldwin
that:

It might be more suitable to view the most distin-
gulishing charscteristics of different countries in
terms of their domestic economic organization and

their extemmal relations in the context of world
markets.

The diffieulties encountered in any attempt either
to distinguish a predictable pattern of growth that is

8 w. 8. Woytinsky and E. 8, Woytinsky, W¥orld Popula-
ségg ggd Prggggtion, Twentieth Century Fund, New York, EEES,
e & good discussion of the elnssifieation of
economio patterns and the use of stages of economle history.

S Gerald M. Keler snd Kobert i, Baldwin, Eoonemi
Deyelopment, cited, p. 145.
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typified by oxplisit agtages of devolopment, or to assign indi-
vidual ecuntries to parsisular groups determined by the cha-
reasteristics of the internal economic organization and exter-
nal eoonemic relations are numerous. As Kindleberger shows
there 1s a distressing lack of uniformity smong eeonomies that
seemingly should be elassed together.% The mongrel economies
80 ocutnmumber the pure~breds that we are in difficulties organ-
izing a show. Several scuntries have skipped stages of deve-
lopment and break the pattern, while others sxhibit charas-
teristies that would place them half in one eclass and balf in
anether. However, the classification that Kindleberger employs
far the balanece of payments on ecurrent sscount by stages of
developsent is useful and reasonables, in a broad sense. The
refinement of the cleassification based on the fundamental
relationahip that

X+Ideg+ub
or, ths sum of exports and doasstic investment 1is equal in
equilibrium to the sum of domestioc savings and imports, re-
vealing that

if M > X, then Id > 8,
is partiesularly useful in determining the behaviour of the
balance of paymsnts at different stages of development arising

4 Charles P. Eindleberger, Internationsl Economics,
Richard D, Irwin, Inc., Homewood, Illlnols, » Ch. 19,
PP- “1-3',70

8 Ibid., p. 370.
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from the relationships of income level, and asccordingly the
rate of savings, to the rate of investment, and thus pace of
development effort. This classification in its two forms is
reproduced in Table IX.

For the sake of comparison, or more properly for the
sake of corroboration, for it virtuslly duplicates the Kin-
dledberger classification, Table X is reproduced, being the
work of Geoffrey Crowther, %he only real purpose gained
in adding this similar example of stages of economic develop~
ment and resultant balance of payments ls that Crowthers's
presentation includes capital movemsnts characteristic of
each stage, an important feature in respect to further in-
vestment and growth,

At this moment the best known and most widely discus-
sed example of the representation of a pattern of economie
growth in a seriles of progressive stages 12 the contribution
of Professor Rostow., His central thesis ls that societies
al) begin at a primitive subsistence stage, evolve into mar-
ket economies with greater satructural complexities, which is
& pre~aonditioning period for subsequent development, then
enter the take-off phase, during which the inertia produced
by the momentum of development becomes strong enough to per-
mit self-sustalned growth to become a secular dynamic, and
finally the economy emerges into maturity. This line of
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Table IX - THE BAIANCE OF PAYMENTS BY STAGES OF DEVELOPMENT, ¥

Balance of Payments

Stage Baelance of Indebtedness on Current Account
Young debtor Passive
2 eosvccsscssssnsas Adult debtor Balanced
3 ecescscscsscscees Mature debtor Active
b teecrecrencansnse Young creditor Active
G ececesscsncccsces Adult creditor Balanced
6 cesscccsscsassses 014 creditor Passive

Table X -  TYPES OF BAIANCES OF PAYMENTS #%

Capital
Balance of Trade Interest and 4+ = Borrowing
Visible and Dividends (or Accepting
Invisible Repayment )
+ s Favorable + = Net Receipt - = Lending (or
- = Unfavorable - = Net Payment Repaying)

In all three columns,
¢ signifies a net in-payment,
- signifies a net out-payment;
two symbols signify a larger payment than one.

Class A - Immature

Debtor-Borrowers - - +
Class B - Mature

Debtor -Borrowers + - - +
Class C - Debtor-

Lenders and

Debtor-Repeayers + 4 - -
Class D - Immature

Credit or Lenders + + -
Class E - Mature

Creditor-Lenders - + ¢+ -
Class F - Creditor-

Borrowvers - - + +

*Charles P. Kindleberger, International Economics, op. cit., page 370.
#Geoffrey Crowther - Balances and Imbalances of Payments, Harvard University,
The Plimpton Press, Norwood, Mass., 1957, page G&.
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thought first appears in his book of some years baek.® The
idea was elaborated in a journal article published a few
years later and is well known in academic oircles.’ General
interest was cxolted by his theories when tune London iconomist
sumuarized the doctrincs he had further refined in a series
of lestures at Caxbridge Univornlty.e His book whieh re-
prints the lestures added new zest to the controveray on
Rostow'!s stages of growﬁh.g

The stages of development identified in my treatment
differ 1in no very significant way from the Rostow approash
and the elaboration into =six stages quite obviously borrows
from the Kindleberger ~ Crowther division. Uriginality is
not the present aim. dhat we are sseking is an acceptable
set of ocategories of such generalized characteristies that
all countries at whatever stage of development or progress
ean be classified in one or the other, with the object of
studying the balance of payments influenses common to all
within each group. it 13 expscted that suoh an inveatlgation

6 W, W, Rostow, The Process of Economie Growth, New
York, 1952, Ch. 4, especlally pp. 102-105.

7 W, W, Rostow, "The Take-off Into elf-Sustained
Growth", The Kconomie Journal, March, 1956, and reprinted in
The Economics of uUncerdeveliopment, cited.

8 Rostow on Growth, The Foonomist, August 15 and 22,

1969,

9 W, W. Rostow, The Stages of Economic Growth
Cambridge University Press, 1938. !
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ahould add to an understanding of the spurs and checks to
eaonomic growth imparted to the domsstic economy through the
external sector. To it these purposes tne classification
adopted seemed appropriate.

The six stageas of growth to be reviewed are: 1) the
prialtive society, or subsistence economy; 2) the export
biased agricultural economy, the semi-merket staple producer,
or colonial stage economy; 3) the organisational or develop-
ment preparatory phase economy; 4) the newly developing
economy in the take~off period; 5) the selfe-sustaining, diver-
sified but immature economy; 68) advanced maturity. As the
analysis prooeeds and cersain speociflic balance of payments
elrocumstances are identified with each stage, critics will
find it relatively easy to dispute the baals of classifica-
tion on the grounds that some countries will refuse to confomm
to the pattern. There is no way to avold this Afifficulty
except to invalidate the approach of stage analysis and
study each country on an individual basis. Ultimately this
will have to be done to understand particular bational pro-
blemes of development, but general principles can only be
discovered if, in fact, patterns oan be found, Individuality
need not be sonfounded with uniqueness,

The primitive society must be elither the earlier

phase of the Rostow traditional societies or a complete stage
in itself before the traditionsl society. The characteristics
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of sueh a backward economy are well sumssrized by Lelbenstein
in his listing of attributes of undordovelopmnnt.lo The high
concentration of activity in agriculsure, low insome, low
savings, ineffielent agricultural techniques, low ylelds, ina-
dequate nutrition, low standards of publie health and sanita-
tion, prevalent illiteracy, crude technology generally, snd a
low volume of trade per capita, all apply. Being a subsise
tenee economy, whish, of course, means & non-monetized econo-
my, the eountry is economically unorganized. Since the sitge
of the merket determines the degree of divigion of labowr,
and hence the level of produetivity, it is structurally des-
tined to remain backward and poor. The rural villages per-
sist as centres of soclety, each ssparate from the other.
Domestic trade is low and foreign trade even lower. It i{s a
situation of static stagnation., Without foreign influences
the demonstration effect 1s negligible or non-existent, so
even the will to change does not exist, In such a primitive
sosioty, the initial stage for the indigenous population of
every country, static as it 1s, we can only assume equilibrium
in the balance of payments at a low level with virtually no
oapital aceount.

Such countries of this type that astill do exiast, and

10 Harvey Leibenstein, Economie Backwardness and

Lgonomic Growth, John Wiley & SBonas, Tne., Hew York, 1987,
PP. al ¥ 1
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there are a few like Afghanistan and Nepal, mmd even sush
parts or regions of other sountries that answer the descrip-
tion, can hardly be said $o be parts of the world econonmy.
It is an indication that the frontiers of the world economy
have not yet been pushed back to their ultimate limits. Des-
pite the very marginal contridution promised by bringing them
within the system of the international mafkot; pursuing the
proposition that a widening of the market through increased
international trade ralses real income for all participants,
it 18 in the interests of sustaining the growth potential of
the world economy to have these primitive socleties emorge
from virtual isolatien, and perhaps later join the parade of
progress.

The eoleniel type economy generally does not provide

any great advance over the primitive society for the mass of
the people in terms of the ultimate objective of economic
development, rising welfare or well-being. Ths economic and
soeial organization at this stages coincidea slosely to
Rostow's traditional society,

esssefood production typleally absorbs 75 per cent
or more of the working force; and from this primaecy
of agriculture there followed in turn a hierarchical
soclal structure with little scope for verticel
mobility ~ with wealth and power concentrated in

the hands of those who controlled land rents. Soecial
values woere geared to the limited horigzons whieh
men ecould pereeive, Income above minimum oonsumption
levels was largely spent on non-productive or low
productivity outlays -~ religious feasts and cere-
monies, monuments, wars, high living for ths land-
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owning minority. Family and clan sonnections played
& large role, Political power tended to lie in the
various regions rather than in the capital; the
landowners in any case usually maintained great
influense over sush central political power as
existed.ld

Even better, in many respects, 1s the analysis of the
characteristics and problems of the colonial stage undertaken
by Myrdel, who explicitly discusses the colonial system and
its effects.l2 He emphasiges the very important point that
the resultant social, economlc and foreign trade features are
the same regardless of whether the colonial status is based
on politieal imperialism or economic imperialism.

Many of the under-developed countries were until
recently under the political domination of a metro-
politan power, some still are. Almost all of the
under-developed sountries, that were not ocolonies,
were, and many are still, economically dominated
from abroad with effeots in the economic field whieh
are closely similar to those under colonialism.l3

The major structural change that has taken place in
advaneing from the primitive stage to the colonial stage is
in the larger participation in international trade. .Exploiting
the natural national advantages in the production of some

staple commodity, whether it be a food orop, a fibre crop,

11 The Feonomist, Hostow on Growth, op. cit., August
15, 1959, p. 410, ’

12 OQunnar Myrdal, Development and Underdevelopment,
and also Economie Theory and Under-developed heglons, op.cit.

13 Myrdal, Development and Underdevelopment, p. 51.
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mineral ore, petroleum, or rubber, on a cash basis for sale
in the market of the mother country, and to a leszser extent
in the broader markets of the world, the economy has become
commercialised in that particular sector. In most instances
this development came about through ths investment of sapital,
from the dominating ocountry, devoted to the production of
the primary product for export. Generally, these ventures
were so profitable that tne enterprises becoms self-supporting
so far as investment capital 1is concerned.l4 There are
notable exceptions, like the groundnuts fiasco in Brisish
Afrioa, and abortive rubber cultivation projsacts undertaken
by American capital in Srazil. Some associated development
in scefal overhead sapital usually takes place, in road,
rallway and port construction, with foreign financing to
permit marketing of the cash erop. But the colonial economy
is not transformed in depth, it is not extensively commer-
cialized or monetiszed. As Myrdal expresses it, the country
still suffers from & relative lack of economic integration.id
Because of the laek of national eoconomic integration
and the extremes of incoms inequality associated with the

export biased e¢olonial economy, contrary to Kostow's asser-

14 Myrdal, Economic Theory and Under-developed Heglons,

P 53,

15 1bgd., p. B1.
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tion, there is a static nature inbred witanin suech a soclety
and economy. The only real capitalists are the merchants
whose activities are centred in foreign trade, They feel
compelled to fight rather than finance domestiec industries,
either at the dictates of the dominating country or of the
law of profit, to preserve a market for imported manufaectured
goods recelved in exchange for the exported primary produce.
Political power and broad economie¢ power are vested in the
feudal type, large-landowning group, and they have no inte-
rest in countenancing ochange in the system. Myrdal very
cogently describes the interacting efrect of internal and
international inequalities, in the social and economic insti-
tutions, that tend through circular causation to perpetuate
backwardness .16

To avoid the bias of unbalanced presentation of the
feaets, it is desirable to recognize tne legacy of the colo-
nial system which serves in the opposxi te way to establish
in the colony some of the essentiasl preconditions for econo-~
mic development, The establishment of law and order, secu-
rity of property, sanctity of contract, sound administration
and the training of an efficient clvil service, valuable gon-
tributions to social overhead capital in the areas of trans-
portation facllities, education and health arrangements,

even if on a limited scale, and the creation of banking

16 Ibid., p. 60.
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and other finenecial instfitutions, are all valuable contribu~
tions.l7 Tnis legaocy, however, is not inheri ted by countries
that fall within the colonial category under the device of
economic tutelage without actual political domination,
Internationally the system operates to give play to
the "polarization" effects of Hirsecnmanl® or, what are the
same things, the "backsetting effects"1® or "backwash
erreots"?0 of Myrdal. In discussion of colonialism Myrdal
is inelined to modify his description somewhat to “"weak
spread effects" attributable to the "enforoed bilateralism"2l
assoclated with the economic relationships between the
me tropolitan and dependent countries. 7The former sought raw
materlials and a market for its manufactured goods. Concep-
tually, it was a narrow viewpoint, tinged with mercantiliasm,
for it sought to squeeze some speocifie gains out of foreign
trade, but in using monopolistie power to particular ends

denied eccnomic forees free operation that might well have

17 Ibid., p. 56; and, Daniel Thorner, Long-term Trends
in output In India, in Eeonomic Growth: Bragil, India sand
Japan, op. cit., p. 104,

18 Albert 0, Hirsechman, The Strategy of kconomic
Development, op. eit., p. 188.

19 yyrdal, Development end Undsr-developmert, op. cit.,

pe. 3l.

20 hyrdal, sconomic Theory and under-developed Liegions,
op. cit,, p. 30.

21 1bid., pp. 54 and 58,
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led to expanding trade with greater diversification and in-
oreasing income gains for both parties., Initlally, the colo-
nial eeonomy did benefit from the growth that took place in
the export sector, but sinece the spread effects were held in
cheok the dependent countery tended to suffer from restrained
development and worsening terms of trade as the scope of the
marikets where it eould buy and sell were artificislly res-
tristed. As Myrdal observes, when enforced billaterdlism was
ocoasionally ehallenged it was not usually by themselves but
by other industrial countries anxious for mors multilateral
oconditions of international trade that would permit them also
access to the ocolonial markets in two-way trade.3%

The colonial esconomy during the often quite extended
period of static equilibrium presents a characteristic balance
of payments situation. Merchandise trade produses a favour-
able balance, exeept when adverse weather conditions lead to
orop fallure, or other blights or pests ravage the cash crop.
The domestic market is still narrow so that effective demand
does not yet lead to an offsetting or excessive inflow of
imports. However, the trade surpluses do not mount rapidly
for the, at least partielly, enforced bdilateralism operates
disadvantageously for the dominated country in the terms of
trade, leading to declining price for exports as output

22 Ibid-. Pe 58.
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increases. Altheugh there must have some initial capital
inflow and coantinuing flow on a reduced scale to crsate and
malntain the social capital necessary to allow the marketing
of thes export produse, in the established system tnere 1is
likely to de an ocutflow of capital seeking safer haven or
more rewarding investment opportunities abroad. This unfor-
tunate exodus of capital from woefully sapital-scarce soun-
tries 1s the penalty of underdevelopment and the manifeasta-
tien of concentration of wealth in the hands of a narrow
group of commeroial sapitalists who are disinclined to en-
gage in diversified produstive investment. Apart from the
possiblilities of outward capital movements, there are cer-
tainly continuous ocutpayments of interest and profits to
eounterbalance the trade surplus. One reason for describing
the balance of paymentas as being in statiec equilibrium, des-
pite the apparent vulnerability of an ex ort biased monosul-
ture, is that the enforced bilateralism of the colonial sys-
tem does operate to shield the dependent economy from the
full foroce of market vagaries, since it has a preferential
market for itz export ataple.

The development preparatory phase economy is in most

respects what Rostow styles as the transitional soclety. The

additional desoriptive term applied to thisz stage in the
sunmmary identifieation of stages of economic growth earlier

1isted, the organizational soclety, is also a most appro-
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priate label. It is essentially an organizational period,
rather than one of measurable economic progress. It is
easily possible for a society to skip the experlience of the
colonisl type economy, as, for instance, Japan did, but it is
inconceivable for any soclety to emerge from poverty and
stagnation without undergoing the transitional or organiza-
tional period. This may account for Rostow choosing to omit
the coloniel type economy as a specific stage of evolution.
Altheugh it should be realized that the development prepara-
tory phase can very well occur as an advanced phase in the
colonial stage, particularly in the cases of progreas to
independence under enlightened political tutelage. The
ossential organizational accomplishments can very well be
the heritage of mature colonialism,

It 18 a period of overcoming obstacles to growth, of
converting into a dynamiec society "the backward economy in a
stationary state of underdevelopment equilibrium."23 But
mostly the obstacles that are surmounted in thisz transition
period are the socio=-political ones, ldentified by lieier,
rather than the impediment of low savings and investment.

As he states: "There is, indeed, much truth in maintaining

that a country is economically baockward because it 1s poli-

23 Ragnar Nurkse, Some Aspects of Capltal Accumula-
tion in Underdeveloped Countries, National Bank of fgypt,
ro, » Do &
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tieally, socially, and physically backward,"24

If real future progress is to be made, a step that
must be taken is a drastic revamping of the political frame-
work .23 The ol4 power group of feudal landlords and princes
of commerce must be broken, or divested of controls, to give
room for forward looking, enterprising elements concerned
with national welfare rather than the preservation of privi-
ledged status, In the process, political unification must
be achieved in a way that gives rise to a sense of national-
ism and the rule of law.Z8 Only then can the idea of change
become implanted and a growth perspective realized, that
will release latent growth forces to break the habitual
stagnation.27 This break with the past must be felt through-
out the entire social system, the readjustment finding first
expression in a positive approach to improvement in heslth
and educational services. Paralleling this political and
socinl trancition, there gradually emerges  rcater economic
unification based on a permeation of the monetization or

comme reialization of the economy 1n depth, bringing about an

24 Qerald M, Meier,"The Problem of Limited :conomic
Development", in The Economics of Underdevelopment, Agarwala
and Singh, cited, p. 56.

25 Pgul A. Baran, "On the Political wconomy of Back-
wardness”, in Aggroachen to the ‘Yroblems of Underdevelopment,

Op. ¢lt., pp.
26 VWi ,¥, Rostow, The States of Esconomic Growth, op.cit.,

p. 26,
27 Alvert O, Hirschmean, The Strategy of kconomic Deve-
lopment, op. cit., Ch. 1, pp. 1-28,
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increasing degree ©f national interdependence of the various
seotors, and, if not the strong tendenoy, at least the oppor-
tunity for greater equalization., To foster this economic
integrasion, the now unified government must create the
institutiscnal framework for order, esducation, finasnce and
llrkOtlng.aa Thero automatisally follows a greater need for
soclial overhead capital, related to these institutional needs
and to faoilitate production and merketing.2® Finally, it
may be expected thas in this transitional period a greater
diversity in economic activity will develop, aszociated with
the national unification and wider market opportunities that
should inevitably give rise to increasing urbanization and

a more significant beginning of industrialization.,

All this is not accomplished in & smooth, uniform
process of evolution. Usually the process of transition,
when obstacles to economie growth begin to be overcome, is
uneven, insomplete and ill coordinated.0 Nor is 1t possible

for the preparatory political, social and economic changes

28 P, T. Bauer and B, 8, Yamey, Ths xeonomics of
Under~developed Countries, Cembridge Unlversitly fress, 1957,

PP. T,I'Iizo

29 W, W, Rostow, The Stages of Koonomic Growth, ep.
.&"—t‘ s PP 24"25-

30 p,. 7. Bauer, Egonomic Analysis snd Policy 1in Under-
developed Gountriss, Duke University ggast, Burham, ﬁ.c.,
1937, gh. 2, Pp. 44-04, gives a more realistiec version of
irregular transformation,
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to be brought about without painful readjustments demanding
sugh extreme saerifices of material status and cultural ha-
bitas that the breeak with the past can be achieved without an
effeotive social revolusion.’? A major impediment, obstrue-~
ting the easy scceptance of the readjustment process, is that
the rewards of immediate improvement in material well-belng
do not follow rapidly or automatically. 7The incentive of
realiszsed economie gains is not on display to induce a desire
for change, for this is 2 preparatory period for later pro-
gress. KEven shough investment does rise, it 1is necessarily
ehanneled into social overhead capital from whisch ingome
gains are only slowly fortheoming.

The balance of payments similarly fails to exhibit
immediate favourable results., This is due to the fundamental
equation presented at the beginning of this chapter, whieh
told us that 1f any country’'s national expenditure exceeds
its natienal produstion then its imports must exceed its
exports and be covered by foreign capital inflows.®? Strue-
turally what oceurs in this period of transition iz a reor-
ganization of the society and the economy that tends to raise
national expenditure without necessarily raising national

produstion. Even assuming that through reform of the land

31 United Nations, Measures for Lconomic Uevelopment
of Under-Developed Countries, New York, 1951, pp. 15-18.

3% J. M, Letiche, Balance of Payments and Economie
Growth, Harper and Brothers, New York, > Pp. 287-891,
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tenure system and some improvement in technology, deriving
from the administrative and educational efforts of the na-
tional government, there 1s some rise in agricultural output,
there is operative at the same time a tendency to diversifi-
cation of farm production oriented to the easler distpibution
in the domestie market, at the cost of cash crops and export
earnings. Similarly, sueh industrialiszation as does occur
means some di version of productive agents, capital and labour,
from sgrieulture. Finally, as the development preparatory
phase proceeds a modemization of ideas and attitudes results
that entails not only & sense of nationallism but of awareness
of and involvement in the international setting. <his,
together with the probability of increasing urbanizatioen,
leads to the demonstration effect,

The poorer nations, in contact with the richer, feel

continually compelled to keep their money incomes

and outlays ebove what is warranted by their own

oapacity to produce. The result is an inflationary

bies at home and a persistent tendenoy ggvnrd dis-
equilibrium in the balance of payments.

Generalizing, the development preparatory phase
economy is unlikely to increase its export potential or its
export volume, but is more likely to shift attention to the

production of home goods at the expense of the staple cash

33 Ragnar Nurkse, "Some International Aspects of the
Problem of Leconomic Development", American Economic Review,
May, 1952, p. 580.
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erops for export. Import demand cannot fail to rise as the
egonomy is progressively transformed from a subsistence %o a
market basis, as the demonstration effect eomes into play, ‘as
some beginnings are made in industrialization giving rise to
new needs for imported machinery and materials, and as capital
investment increases, mainly associated with sceial eapital
formation, For all these reasons, Nurkse's contention that
& persistent tendency toward disequilibrium in the balance of
payments i1s supported. The trade gap must be covered by en-
larged capital imports, which will tend to be forthcoming in
response to the attractions of the political and economies
unifiscation that has taken place, and the profit opportuni-
ties of the new readiness for industry, to the degree that
the outside world has eonfidence in the stability of the go~-
vernment snd the economy of the emerging nation. Domestie
capital will respond in a like manner, to the degree that
eonfldence is engendered in the atability of the organisational
soeiety and in its prospects, to scontribute to the growth
process through investment, or, to the degree that eonfidence
is lacking, to act as an income leakage and adverse faotor
in the balance of payments by seeking refuge abroad.

The newly developing economy in the take-off period

logleally emerges, if the preconditioning phase succeeds in
eultivating the necessary socisl acgeptance of the idea of
change aﬁd the preparatory organization fo} economic growth.
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The political and economic unification begun in the transi-
tionsl period must be carried through to more effective com-
pletion in the take-off period, the administrative responsi-
bilities of government broadened and the institutional frame-
work elaborated. The essential change marking thls phase is
identified by Rostow and many others as the ralsing of the
offective rate of investment from 5 per cent or less, to 10
per cent or more, of the national income,>

The main projlem to be surmounted is the means to
raise producstivity, which undoubtedly requires this major
increase in the rate of investment but even more significant-
ly depends on successful mobilization and utilization of
resources for higher production., Capital is merely one of
the resources involved, and intensified application of it
alone will not lead to the goal of self-sustained economia
growth if investment is haphazard, wasteful and uncoordinated.
Consequently, development planning in a centralised, compre-
hensive programme becomes necessary to determine the alloca-

tion of resources and the priority of development proJectl.55

S4 w, W, Rostow, The Stggoa or hconcmic Growth, op.
cis,, p. 83 and W, Areh&r wis, rITOf Toonomlc
gsgwth, op. eit., p. 226, and in Tict all B3, Ppe. 201~

36 ynited Nations, Measures for the sconomic l'evelop-
ment of Underdeveloped Countrles, op. cit., Ch. VIII & LX,

pp. 49-68, an ed Nations, alyses and Frofections of
Egonomie DovolopmntE Ii An Introduction to the Technigue of

rogramming, New York, 58, Ch. I, pp. o-9.
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In this periocd of development the esconomy becomes ine
ereasingly invelved with and integrated into the world economy,
It beoomes truly internationalized. The demonstration effect
operates with increasing intensity, influeneing sonsumer
tastes and expenditure, and national ambitions and expecta-
tions, to give rise to an aceelerated demand for investment.
The normally unresisted impulse %o spend beyond incoms in
publie and private seoctors alike must inevitably lead to
internal financial instabllity, partieularly when the infla-
tionary pressure that is a normal manifestation of economie
development is allowed to become unconmtrolled inflation.d6
Development needs, the demonstration effect and the frequent
inflationary consequences, all operate to ralse the demand
for import goods and equipment aggravating the tendency to
balance of payments disequilibrium, which existed even in the
pre-take~off period.

The challenge confronting esonomic planners in under-
developed countries is, then, how to achieve a rapid rate of
growth while avoiding the dangers and distortions resulting
from inflation and while also managing to contain the balance
of payments presaures sufficlently to stave off a liquidisy
orisis. Internal financial instability in itself can bring

36 United Nations, Methods of Pinencing Economic Deve-
lopment in Underdeveloped Countries, Rew York, 1949, p. 19,
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on chronic balance of payments 4ifficultios=, through the dis-
couragement to production for export, stimulation of demand
for imports, provocetion of capitel flight and hesitanasy on
the part of foreign investors.®7 While never underestimating
the direct consequences of inflation on the balance of pay-
ments and in the growth process, more attention will be
given to the =tability question in the following chapter,
Assuming that the economic planners for any under-
developed country do realize the dsngers of inflation and
genuinely do seek growth with stabllity, some eonsideration
should be ;iven to the alternatives open of specislization
or diversificstion, and the meaning of balanced economic
growth,38
The newly developing economy might easily find theore-
tical justification for a development poliey framed to explolt
the historic natural advantages of the economy in the expec-
tation of reaping the maximum galns from international trade

end the internstional division of labour. This policy would

37 B, M. Bernstein,'htrategic "actors in Balance of

ayments Adjustment - IMF STaff Papers, August 1956, pp.
EE*-139; see especlally p. 1563.

38 IMP Staff Hipsion,"ﬁconomic Development with Sta-
bilit a report to the Government of India, International
onetary Fund Staff Papers, Feb. 1954, pp. 313-3586, treats
fully the tasks facing planners and offers wise counsel in
the specific case of India, duly considering these purposes.
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diotate soncentration of effort and investment in the parti-
culsr primery production that had been the traditional export
staple. Immediate advantages would be reaped because the
capital intensity of primary production is relatively low
eoxpared to industry, thus the limited capital resources
oould yield high returns; or to put 1t snother way, 1f, as
is customary, the technological level in productive methods
is low in primary produstion the capital-output ratio of new
investment is also low, which strongly favours firat atten~
tion to sgriculture. In sddition, such specialized develop-
ment would ensure a rising income Ifrom exports, minimigze the
rise in imports for investment, snd apparently offset the
tendencies to dalance of payments disequilibrium as higher
income and the demonstration effect find reflection in
rising demand for sonsumable imports.

This cheap avenue to sucecess, however, cannot be
travelled very far. As Myrdal complains with vehemences, the
ineome equalization pos=sidbilities of international trade
have not been realized in practice by primary producing
sountries.®® This can probably best be explained by the
fast that the elasticity of demand for primary goods, parti-
cularly sgricultural produce, 1s relatively low, while the

39 Gunnar Myrdal, Economic Theory and Under-developed
Regions, op. cit., pp. 149-I54,
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price flexibilisy 1s quite extremely high.4® Disregarding
for the moment the instabllity in export earnings due to
these relationships, 1t must be sdmitted that few sountries
have unlimited possibilities of increasing production of a:”
few specialized ecommodities, by extensive methods because of
the physiocal 1i mitation of resources, arable land ‘or mineral
reservea, as the case may be , nor by intensive methods be-
oalse once past the initisl gains from the application of
better technical mesthods the influence of diminishing returns
must be felt progressively. From whish it can be coneluded
that the income .gains from extreme specislization are limited,
snd thus no effective programme of continuous economic growth
can be based on sush & narrow front.

Sooner or later, the path of diversification must be
follewed if the ultimate objestive of sontinuous self-
sustsaining growth is to be schieved. It may come about
through the foreign trade effests of specialization. The
agriocultural, or Sth-r primary, ue;tor may vtr! well be the
lead industry that sets up a chain reaction inducing growth
elsewhere in the eeconomy in the Hirschmann manner, which

sggests an erratie or uneven internal growth panh.‘l As the

40 ynited Nations, Instability in Export Markets of
Under-Developed Countries, New York, .

41 Albe;t 0, Hirschman, The Strategy of Economic Deve-
lopment, op., eit., pp. 51-76.
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U.N., oxperts deseribe it, industrislizatlon im underdeveloped
eountries must usually be discussed in connection with fo-
reign trade. As profdustivisy in agricultwre rises following
technical changes, there is a more ample supply of foodstuffs
available to support a non-sgrisultural population, also a
surplus labour supply bscomes released for other ocoupations,
so that diversification, whieh is for prastical purposes
synonymous with industrialisation, tollovn.‘g The rise in
export earnings from the higher output of the primary produst
alse generates income which would mean higher demand for a
variety of consumer goods, some of which may now advantageous-
ly de produced domestically, and at the same time ralses
aggregate savings and, aceerdingly, the supply of investment
funds. Rostow also expects thie experienee of differing
growth rates in particular sectors of the economy, and iden-
tifies:

Primary growth sectors, where possibilities for

innovation or for the exploitation of newly pro-

fitable or hitherte unexplored resources ylsld a

high growth-rate and set in motion expansionary

forces elszewhere in the economy.

Other writers make a strong case for "balanced economic

42 United Nations, Measures for the Economic Deyelop-
ment of Underdeveloped Countries, op. cit., pp. 5¢~-60}3 an
United Nations, Analyses and ngloetions of Eeonomic Develop-
Mlt, I’ opo cit.. pp. g-,c -

43 W. W. Rostow, The Stages of kconomic Growth, op.
Git,’ Po 52-.
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growth®, and notable among these are Lewls, 44 Nurkse®® and
Kindleberger.46 wWhieh dootrine is strongly endorsed by the
United Nations publications, and not really opposed by
Hirsehman except as a fetish, but these authorities expect
balanced growth to be induced by esconomic circumstances, pro-
vided always the government of the underdeveloped country
does not obstruet their operation. Actually, the United
Nations sdvises the underdeveloped countries to rfacilitate
and support the logical course of develcopment on meny fronts
bY positive policlies. The gospel of balanced growth makes
the emphasis on positive polisy stronger, and advocates econ-
omis planning centred on this principle.

The mice question in the whole controversy, of course,
is what is proper balance in economic development. There is
ne single answer, for as emphatically demonstrated in earlier
chap ters no two economies are identical, and hence no two
sconomies can follow identical development paths or poliocies.
Using the word "balanced" with all the various qualifications
that are appropriate, it must be agreed that a balanced pro-

gramme 1s to be preferred to complete specilalization and, in

44 W, Arthur Lewis, The Theory of kconomic Growth,
OP. eit., pPp. 69-78.

45 Ragnar Nurkse, Some International Aspects of the
Problem of Economiec Development, op. 61t., pp. 207-365.

46 Charles F. Kindleberger, Economic Dsvelopment,
QE. cit.; Cho 9, ppo 149"167¢
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sny event, if eontinuous economic growth is to be realized
thers must be a divarsified development, which must be in
some reasonable balance if any sort of near equilibrium, and
hence stadbility, 1=z to be peassibdble.

Balante of payments reasons drive developing countries
to encourage industrialization, Nyrdal, incensed at the
inequality and injustice of {nternational economis experience,
scorns classical international esconomic theories and insiats
on the necessity of fostering industrislisation by any means
for the economic salvation of underdeveloped eountries.4?

In oriticisn of these views, Meier disputes the logis of

Nyrdal's arguments but in ecnslusion does not invalidate the

prineiple of development through industrialisation,
The remedy doss not lie in policles of protection
and deliberate industrialization at the expense of
sgrisulture and foreign trade., Instead it depends
on the promotion of those domestioc econditions -
particularly in the political, social, and institu-
tional framework of the economy - that will permit
the expansion of the expert sector to induce secon-

ehanges In the domestio sector. Iif this is

accomplished foreign trade might then also serve
the poor countries as an "engine of growth".4

The developing economy must attempt to spend beyond
its income, 1f it is to maintain a rate of growth at least

47 Gunnar Myrdal, An International Eoonomy, op. oit.,
p. 286,

48 G, M, weler, International Trade and International
Inequality, Oxford koonomlc Fapers, Uctober, 1558, p. 269,
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equal to the advanced countries., This i1s identified with a
high and rising import acsount. Since forelgn exchange must
ve conserved for urgent priority needs, the more goods that
can be produced domestisally, almost regardless of cost in
domestie labour and money terms, the better the prospects of
carrying on the development plar without a forced interrup~
tion arising from a balance of payments crisis. Even though
recourse to restrictive trade practices implies Interference
with the natural patstern of trade and a loss of export mar-~
kets for industrialised countries, and is no remedy for the
disequilibrium ealling them into play, the practice can be
justified.4? Devaluation 1s no effective alternative if the
elasticities of demand and supply are unpropitious and if
the inflationary forces of excessive demand continue to
operate dus to the mechaniocs of growth. Nor is there neces-
sarily any real loss in trsde and income for the industrial-
ized supplier countries, for rising preduction, exports and
income associated with economic development promote the
expansion of imports, but the diverzification and selective
trade controls do effect a change in the nature of the import
goods purchased,

Reinforeing the attractions of economic diversifica-

49 E, M. Bernstein, Strategis Factorsin Balance of
Payments Adjustment, IMF Staff Fapers, August 1966, p. 160.
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tion in the newly developing economy, and contributing to the
balance of payments problems, i= the instability of export
earnings. To 1llustrate the problem the evidence produced by
a United Nations study group is striking encugh. Some 218
averages of the year to year variation of import values for a
large number of primary products from several countries over
the period 1982 to 1949 were computed, which averages were
strongly elustered about a 20 per cent variation, ranging
from 10 to 30 per cent, with relatively few falling outside
this dispersion pnttern.5° Specialization in production for
export of one or few primary commodities 1s usually a mark of
small economic size, and is usually accompanied by a high
degree of dependence on foreign trade, zo that fluctuations
in export proceeds have a devastating effect on the domestic
eeonomy.51 This foreign trade, and hence domestic econonmic,
vulnerabllity of underdeveloped countries is partly a matter
of extreme sensitivity to the forelign repercussion factor,
finding expression in fluctuations in the volume of exports,
snd partly a matter of sharp adverse shifts in the termsa of
trade,

80 United Nations, Instability in Export Markets
of Under-Develaoped Countries, New York, 1952.

31 United Natlons, Commodity Trade and rconomic Deve-
loprent, New York, 1953, pp. 9-10; see also INMF, The wWorid
Payments Situation, Washington, 1952, pp. 35-37,
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The secular trend in the terms of trade for under-
developed countries is a controversial subject. One widely
quoted United Nations atudy offers statistical evidence of
long-term deterioration in the terms of trade for primary
producing countries.52 A later United Nations study asserts
that this unqualified conclusion is over-stressed, both on
the grounds of statistical difficulties of establishing a
long-term measure of terms of trade movements, and on the
grounds of conflicting possible interpretations of the data.53
Kindleberger considers the succession of theories and recent
discussions of the problem and arrives at this conclusion:

My contention is that few generalizations on the
terms of trade between world manufactures and
world primary products are valid but that they tend

to turn against the underdeveloped and in favour of
the developed countries.54

Commenting on this paper, and this particular state-
ment, both Singer and Meier stressed that long-run adverse shifts
in the terms of trade, of they in fact do occur, handicap
the efforts of underdeveloped countries to raise national

income and deter their growth rates relative to advanced

52 United Nations, Relative Prices of Exports and
mports of Underdeveloped Countries, New York, 1949, p. 22.

53 United Nations, Commodity Trade and Economic Deve-
loa.nt, op. Git.. PP. 11-12,

54 Charles P, Kindleberger, The Terms of Trade and

Egcnfgig Development, §g§ Rev;g; of Bconomics and Statistics,
upplement, February, s Pe .
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countries, but that the shert-run instability of the primary
producers' terms of trade 1s a more serious handicap in
meeting problems of economic development.55 This viewpoint
reverts to our consideration of the instability of export
earnings of underdeveleped countries, which question is parti-
cularly well summed up by Mr. Kanegsathasan:

The price and income elasticities of world demand

for and supply of primary products are such that

fluectuations in economic activity in industrial

countries cause great fluctuations in the prices

of such commodities and in the export receipts of

the countries producing them., The prices of indus-

trial manufactures, which constitute an important

portion of the imports of underdeveloped countries,

do net fluctuate as widely as those of primary

commodities, although they tend to rise in a boom

and decline in e recession., The result is that the

terns of trade of frimary producing countries gene-

rally improve signiffcantly in a boom and decline
significantly in a recession.56

Over the past fifteen years the disturbing consequences
of this sort of experience have adversely affected the
economic development of the coffee economies, the non-
ferrous metal economies, the wool economies and the rubber
economies of the world. The income effects are in themselves
serious and significant, but the impact is even more dis-

ruptive on the balance of payments, During boom periods,

55 Ibid., Comment, pp. 85-90,

56 8, Kanesathasan, Export Instability and Contra-
cyclical Fiscal Polic ﬁ nderdeveloped Export Economies;
: teylon Since 1948, Iﬁf §taf¥ Papers, April,
» Pe .
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when export earnings are very high, such countries, eager to
accelerate the pace of development, expand their import
budgets to facilitate the prosecution of an enlarging pro-
gremme of capital projects. When world recession develops
the contraction of export earnings is very sharp, but it is
extremely difficult to reduce imports proportionately because
the investment projects undertaken cannot be economically
abandoned. Thus there results a pattern of boom and export
surplus, expanding imports and relative equilibrium, reces-
sion and serious trade deficit which tends to persist in
the form of chronic balance of payments difficulties.
Associated with this trade pattern has been a trend
of heavy foreign borrowing and rising indedbtedness creating
debt servicing problems for the developing economies which
greatly aggravate the balance of payments disequilibrium,
and restrain growth possibilities. Turkey and Brasil are two
conspicuous examples of countries which were led into extra-
vagantly ambitious development plans by disappointingly
short-lived periods of favourable terms of trade and high
sxport earnings. In both cases the pace of domestic invest-
ment in various projects was expanded, import buying in-
creased greatly, and use of foreign credit accelerated. The
result was & rapid rise in foreign indebtedness and a rising
burden of dsbt service obligations. When the terms of

trade subsequently took an adverse shift the burden of
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transfer payments on existing indebtedness was exceseive for
their debt servicing capacity. In both cases this required
a severe curtailment of imports, considerably greater than
the decline in export earnings, depletion of exchange reser-
ves and reliance on forced loans from abroad in the form of
uapaid commercial accounts. The need for additional foreign
credits became acute, to roll over the outstanding debt and
ease the short term strain of service obligations, and to
maintain even 2 modified investment and developwment programme.
Under these circumstances the international creditworthiness
of such countries deteriorates rapidly and sources of foreign
capital dry up.57

The discussion of the many complex aspects of the
main influences on the balance of payments structure of newly
developing economies has revealed certain characteristic cir-
cumstances, It is evident that the import propensities of
such economies are high, for consumer goods as real income
growth becomes manifest and the demonstration effect becomes
very strong, and for investment goods as the pace of economic
development gains momentum. Merchandise trade is normally
only in balance, or occasionally in alight surplus, when the

57 IBRD - Ig&oggatignal Public Indebtedness: A Study
on Debt Servicing Capacity and Fostwar Growth in Interna-
tional Public Indebtedness, Washington, 1957, a confidential

mimeographed decument, is probably the only systematic study
of this problem,
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terms of trade are exceptionally favourable for a particular
country. DMore generally, and certeinly whenever the terms of
trade become unfavourable, visible trade tends to be in mode-
rate or extreme deficit, depending upon world prices for the
country’s export staple and the severity and effectivensess

of import control arrangements., OCapital account is the
balancing faetor, since this is a period in the economic evo-
lution of any country when its foreign borrowing is heavy.
However, there is also a positive tendency to excessive bor-
rowing to stimulate the rate of economic growth, resulting

in an ever mounting debt service obligation. The overall
balance of payments becomes precarious and gubject to perio-
dic foreign exchange crises which can only be met through the
emergency facilities of one or other of the international

financial agencies.

The sel f-sustaining, or diversified economy is less
easy to define in specific terms than economies in the earlier
stages of evolution. The characteristics of individual eco-
nomies vary more widely at this stage and hence there is less
conformity to a2 single pattern. In Rostow's terminology, this
is the period when a society has effectively applied modern

technology to its resources and productive processes.58 This

58 Restow, The Stages of Egonomic Growth, op; cit.,

Pe 590
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accomplishment has invariably led to and is identified with
the crucial achievement of a rate of savings - investment of
12 to 15 per cent, or better. The economy has become diver-
sified &¢n the course of development, and accordingly is less
complately import dependent while its export base has usually
been transformed, to a degree, to less reliance on one or a
few staple commodities. It is interesting to observe, however,
that this transformation to the stage of early maturity has
not in the majority of cases meant a decline in the importance
of foreign trade, as measured by the ratio of foreign trade
to national output.’9 Domestically, the process of develop-
ment has led to a better balance of productive activity, with
decreasing concentration of employment in agriculture, an
important secondary industry and an ever increasing tertiary
sector.60

Within this general framdwork, the differences bet-
ween various economies, all of which may be ai this same
stage of development, may be great. The size of countries,
the density of population, the character of natural resources
and the extent of their exploitation, determine the particu-

lar economic histories of countries, and similarly the path

59 Simon Kuznets, Six Lectur Economic Growth,
Pree Press of Glencoe, Illinoia, 1833, pp. 100-107.

60 Colin Clark, The Conditions of Fconomic Progress,
MacMillans, London, 1951.
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and pace of future economic growth. The existing economic
structure and the prevailing rate of growth, in turn, largely
predicate the structure of the balance of payments. Clearly,
it is difficult to generalise about the balance of payments.
i1t might be expected that the reduced import depen-
dences and stronger export base would lead to a trade surplus.
Theoretically such a trade surplus seems necessary to allow
the economy in young maturity to repay the foreign indebted-
nees incurred in the previous stage. Empirically it is possi-
ble to find examples conforming to this model. If the invest-
ment opportunities in the country seem to be waning, with a
declining marginal efficiency of capital, a tendsncy to export
capital for investment abroad can also develop, reinforcing
the outflow in amortization of foreign debt, and redoubling
the need for a surplus on merchandise trade, or at least on
overall current account. The higher the rate of domestic
savings, the greater is the likelihood of net capital exports
to occur. Sooner or later, the balance of payments must take
this form if the mature debtor country is ever to advance in
maturity and become eventually a creditor country. Since
it is obvious that the immature, or underdeveloped countries
must depend on the maturs, or advanced countries for capital
supply, the suggested pattern for the balance of payments is

necessary for the progress of the world economy.
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Canada, and some other countries, have reached early
maturity without showing any signs of changing over from capi-
tal importers to capital exporters. Domestisally, Canada had
reached this stage of technological maturity, at the symbolic
date of 1950, according to Rostow.61 The example of Canada
illustrates a deviation from the expected pattern for the
balance of payments of a counsry at this stage of development.
Meier concluded that capital imports continued to be attracted
to Canada, for the period up to 1913, by the opportunities
associated with Canada's economic development, and that the
capital inflow, in turn, supported and prolonged the process
of oxpansinn.bz This explanation.is, if inything, even more
appropriate to the period since 1950 when capital imports and
economic growth have both been exceptionally high. A continuing
high growth potential and attractive profit opportunities
logically provide strong incentives to foreign private capital
investment. A natural counterpart is a persistent, large

deficit on merchandise trade.

Advanced maturity in the Rostow definition is the era
of high mass-consumption.63 But Rostow is little concermed

61 Rostow, The Stages of Economic Growth, op. cit.,

P 59.
62 6, M, Meter, "Economic Development and the Trans-
fer Mechanism: Canada™, 1895-1913, Canadian Journal of Pgli-

tical Science, February, 1953, p. 17.

7 9:3 Rostow, The Stages of Egonomic Growth, ep. cit.,
ppo - Y
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with balance of payments peculiarities at various stages.

In the Kindleberger and Crowther classifications, based
primarily on the balance of payments structure, this should
be the period of the mature creditor. Loglically, such a
stage should be reached, as exemplified by the case of
England, when an economically advanced country has become a
ecreditor nation of long standing, which would entail heavy
repayments from abroad on past credits and substantial
earnings from foreign investments, ultimately accepted in
the form of real goods and aprarent as an import surplus. In
keeping with Colin Clark's thesis that the tertiary, or
service, sector of the economy becomes dominant with maturity,
one could also expect that the sale of financial, freight,
and other services would yield substantial foreign exchange
earnings, reinforcing the need to accept a deficit in mer-
chandise trade.

Such a situation has at times been reached by various
advanced economies. However, it presupposes a degree of
high income stagnation, or at least a significant slowing
down in the rate of economic growth. For the long period of
heavy capital export, that would first have to be experienced,
suggests a declining marginal efficiency of capital at home
associated with declining investment opportunities. This
implies a declining growth rate, compared with other coun-

tries and with previous experience. To illustrate by
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contrast, if the mature economy resembles the United States

it would continue to enjoy a high growth rate and, from its
ever-increasing income, supply capital for assistance and in-
vestment abroad in rising absolute volure, so that the export
of capital would through steady augmentation exceed in payments
on past capital transactions. This being so, the mature cre-
ditor receiving a net positive balance on capital account

must be reflecting stagnation.

In the present day world economy there are so many
underdeveloped economies aggressively pursuing plans to acce-
lerate the rate of economic growth, which, as has been shown,
means rising demands for foreign capital and heavy import
surpluses, that to maintain the necessary balance in aggre-
gate world trade and capital movements the mature countries
must provide an increasing supply of capital and exhibit

continuing export surpluses. This interderendent situation
in part compels the advanced countries to maintain expansive
economies, and in part generates the income growth through
the export account. Under these circumstances the mature
countries postpone dropping into the pattern of the mature
creditor, However, this analysis does tend to confirm the
argument of the previous chapter, by suggesting that a
degree of stagnation likely does lie ahead for the advanced

countries, once the newly developing economies become
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growth self-gufficient in large numbers, unless seversal of
these follow the pattern of Canada. The same growth retar=-
dation impact could be communicated through the balance of
payments should the underdeveloped countries fail to achieve

the break-out and lapse into low income equilibrium,



CHAPTER 4

INSTABILITY IN THE WORLD ECONOMY

Instability is the snemy of progress. So widely
accepted 1s this precept that it has become & trulsm for
students of economic growth. Yet the doctrine of stability,
which har been vehemently endorsed by the reapectable cote-
rie of economic experts, 1s not one of resistance to charge,
because change 1s the engine of disturbance, but a doetrine
based on the persuasion that instabllity i1s an erodling force
that dissipates the real gains of change and progress. As
KEelvin de Chazeau states;

eesee the stabllity we seek 1= not statlic equilibrium
but eontinuity of opportunity in a dynamie society,

and tnat cannot be gained by eliminating fluctua-
tions in society's components parts.l

Nor have the proponents of stability blinded them-
selves to the Inherent nature of the process of economic
growth, which has always exhibited s spurt and pause pattern
rather than a smooth path of upward progress elinging close-
ly to a discernible trend line., 3Sir Dennis Robertson has
effectively reitersted the observable fact that the path of
growth leads through veriods of panse and readjustment after

1 Melvin G, de Chageau, "Can We Avoid Depression in
a Cynamic Soclety?" Harvard Business Review, July-Aupust,
1954, P. 39.
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periocds of rapid expansion, but asserts that recognition of
thispattern does not make of one a "full-blown stagnatlonist".z
In his statement Sir Dennis briefly accounts for the uneve-
ness of growth by referring to the inevitable lumpiness of

the process of investment, the lors of balance vertically
between the several stages of the productive process and hori-
zontally between the different types of final output, and

the extreme swings in psychologlical expectations.

Instability has been defined by ilaberler as fluctua-
tions in aggregate output and employment.3 Linking this
definition to the objective of a high rate of growth Profes-
sor Perroux seeks an effective policy of attaining balanced
growth which would maximize the aggregate real product whils
keeping its fluctuations to a minimum.4 The problems that
these and other writers discuss are fundamental to our imme-
diate purpose, but 1t is obvious that their attention is
centred on instability and its impact on growth in the
national economy, the natural, prime area of concern, But,
as the title of this chapter indicates, there are broader

complexities of an international character to be faced, for

2 81ir Dennis Robertson, in Stability and Progress in
the World Economy, ed., D. C, Hague, Macmillan, London, 195E,

Pe IE-

S Gottfried Haberler,"Monetagy and ieal Factors
Affecting Fconomic Stability, Bance Nazionale Del Lavoro
quarterly iKeview, September 1¢56, p, 85,

4 Frangols Perroux, in Stability and Progress in the
World Eeonomy, op. c¢it., p. 113.
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it is growth and instability in the world economy that some-
how must be reconciled.

There is nothing novel in insisting upon conesidera-
tion of stability problems in terms not only of the open
sconomy but of the international economy. The United Nations
Charter, particularly Articles 55 and 56, embodies the pledge
of member states to pursue the objective of full employment
for the maximization of the economic and soc ial well-being
of their citizens and, as well, to promote the achievement
of & stable and expanding world economy.5

Once having discarded the fiction of the closed eco-
nomy, it iz actually impossible to discuss stabillty pro-
blems of any country without consideration of international
influences felt and communicated through the balance of pay-
menta,. Thus, without reviving this old, undesirable fiction,
it 1is 4ifficult to deal with instabllity and growth first
from & domestic point of view and then separately deal with
its international aspects. Despite the overlapping that
must result, due to the true necessity of international
equilibrium if individual nations are to achieve domestic
sconomic equilibrium, which is not identical with but basiec
to domestic economic stability, and the inevitable reliance

on national economie conditions and policles for the attain-

5 United NHations, National and International ieasu-
res for Pull Employment, New York, 1949, p. 5.
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ment of international stabillity, for analytical purposes
this two atage treatment of the subject will be followed. A
further division of the topic that seemsa appropriate is to
discuss stabllity and instability in relation to econonmic
growth separately for advanced countries and for underdeve-
loped sountries.

The importance of instability in a study of unequal
growth in the world economy may very wcll be questioned.
An explanatory comment seems called for, The problem of
unequal growth has basically two aspects: (1) unequal growth
between different regions, sectors and socleties of the
world economy; (2) unegual growth over time. The latter
aspect, temporal differences in ,rowth rates, is in part
related to the normal growth ocyele, the spurt and pause pro-
cess which 1s everywhere evident, and in part related to the
not totally distinct ococurrence of the business cycle. The
internationsl impact of the business cycle is felt mast
acutely by the newly developing economies and seriously
handicaps their possibilities of achieving rapid, smooth eco-
nonic growth.a Unequal growth be tween the economic sectors
of these underdeveloped countries is also a destabliliszing
influenoce that impedes realization of growth plans. In
fact, unequal growth in whatever sense implles laock of ba-
lance which must find expression in some form of economic
disequilibrium. Instability is the counterpart of disequi-

— @ lbid., p. 12.
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librium, 7The corollary is that stabllity must be established
and maintained if inequalities in growth, over space, time
and industrisl sectors, are to be reduced and rendered con-
sistent with overall equilibrium,

It is impos=ible in a few pages to attempt any pene-
trating discussion of instabllity in the sense of economic
fluctuations, which has been the szubject matter of cuch volu-
minous literature, Little more can be done tnan to relate
the business cycle to economic growth. A group of highly
respected economists jointly produced a brief paper whish
succeeded very well iIn relating the two areas of study snd
in covering the elements of the problem of economic inata-
bllity, which they defined as:

eseee how to avold mass unemployment and major

fluctuations in the price leyvel while maintaining
steady growth in production.7

They assert that economic stabllity is but one of a number
of important objectives for social policy, and, while con-
flicts may be ex-ected between these objectives, that the
attainment of economic stabllity i1e likely to promote other
objectives as well. To quote these authorities agaln:
Progress involves chenge, reorganization of economiec
ressurces, replacement of the cld by the new, A
dynamic, progressive economy 1g one in which new

techniques are constantly being developed and in-
troduced, new products are seeking to attract

7“The Problem of Kconomlec Instabllity, by Zmnile _es-
prés, Milton Frledman, Albert C. Hart, raul A, Samuelson,
Donald H., Wallace, American tconomic Review, September, 1950,
p. 508,
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publiec favour and replace old products, new firms
are challenging the old. Such an economy cannot

be completely stable. Adaptation to change takes
time and involves friection, with resulting dips or
Jogs in production and employment. On the other
hand, willingness to venture into new lines and to
develop new products and processes is greatly hin-
dered if individuals and business firms must devote
a considerable part of thelr energles and resources
to adjusting themselves to substantial fluctuations
in the general level of economic activity.8

They further state that:
The object of stabilization policy is not to prevent
all fluctuations in components, but to see that they
offset rather than reinforce each other. ..... To
stabilize the individual components of the economy,
if we could do it, would be to throw away our pros-
pects of pro.ress and scrap the adaptive mechanism
which fscilitates progress.®
‘here are those who have persuaded themselves that
this objective of offsetting fluectuation of components through
built-in stabilizers, adroit and sophisticated handling of
monetery and fiscal polieiss, and long range planning of
investment schedules, has in fact been realized, putting an
end to the fear of serious depression in the United States
and other mature economies. Sumner Slishter epecifically
propounded this thesis .10 De Chazeau hopes that it 1s
attainable through non-cyeclical investment planning of com-

panies relatively independent of ahort term financial

8 Inid., p. 507.
® Ibid., pp. 516 and 517,

10 gumner H. Slichter, "break-Up of the Business
Cycle", iarvard Business heview, January-February, 1955,
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considerations and euncouraged by eonfidence in purposeful
and rapid enforcement of eountereyeslical measures by govern-
ment.ll Professor Perroux expounds a theory of balanced
growth based on the persuasion that, in real terms, by which
is meant utilization of factors of produetion and resultant
output, the conflict betweén stablility and progress hasz been
overcome through positive and dynamio government poliey and
forward~-looking oligopolies.la Countless other economists
share these, or similar views, while virtually all present
day writers stipulate or assume that major depressions belong
to history and cannot ocour again because of our better
understanding of the forces generating buasinesa e¢ycles and
our better armory of weapons to offset them,

No one pretends, however, that instability has been
eliminated from the system. Recessions, with or without a
degree of price deflation, and inflationary booms are still
very much present and only partly understood. Without com-
plete understanding of the causal nature or exact timing of
the milder business cyocle experienced over the past fifteen
years preventive action to eliminate 1lts occurrence is not
possible, The group of experts selected by the United Kations

to study and report on the problem arrived at the conclusion

11 Melvin G. de Chazesu, "Can We Avold Depression in
& Dynamic Economy"? dervard Business ... view, July-August,
1954, p. 39.

12 Frangols Perroux, in Stabllity and Progress, op.

ecit.
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that the decisive determinant of fluctuations in the level

of economic activity is the stability or instability of
effective demsnd.1l3 As they suceintly summarize the operative
forces determining income generation in the dynamic system,
there are both tendencies toward balance and possibilities

of unbalanced movement in private savings and investment,
government revenue and spending, and the balance of foreign
trade, which together account for the strength or weakness

of effective demand.

It is now realized that unbalanced movement of
these elements is experienced because of the dynamics of the
economy, and that to understand its workings attention must
be paid to "necessary relations between the rates of growth
of the different elements of a growing economy."lk Following
the lead of Harrod, a convincing theory of economic fluctua-
tions has beaen elaborated, by such writers as Hicks, Domar
and Hamberg, based on the theory that investment is the key
to both growth and instability in the system, with the uncer-
tainties being due to the differing behaviour of induced

and autonomous inveatment. Hansen points out that the vola-

13 United Nations, Netionel and International Measures
for Full Employment, op. cit., pp. -33.

1k R, F, Harrod, Towards a Dynamic Economics, Mac-
millan and Co., London, p. . ’
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tile factor which operates to cause stability or inatability
of effective demand, and particularly investment, is expecta-
tions, which, being psychological responses to economic cir-
cumstances and trends, are unstable and unpredictable.l5 So
long as the investment swings, based on shifting expectations,
do not move in the same direction simultaneously in all indus-
tries and sectors, and tend to counteract rather than rein-
force each other, as Slichter believes now happens, then the
recessions can only be of moderate sovorizy.lé This type of
instability is identified by Professor R, A, Gordon as an
intermediate or hybrid depression, which like the mild, or
inventory recession, he considers manageable through proper
monetary and fiscal policies.l?7 He, however, is one who
considers the possibility of a major depression in the event

that the long dbuilding cycle does enter a downswing during
the onset of a hybrid type depression, characterized by a
serious impairment of investment opportunities.ls

Relating the incidence of instadbility in the economic

15 Alvin H, Hansen, "Toward a DInanic Theory of the

Cycle™, American Egonomic ggxgcg. May, 1952, pp. 74-75.

16 Sumner H, Slichter, Break-Up of the Business
Cycle, op. cit.

17 R, A. Oordon, Types of Depression and Progr
to Combat Them, Kational Bureau of Economic Hesearc%, %nc.,
New gorE. 1955.

18 Ibigo, pp. 33-36'
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system to the longer term problem of the rate of economic
growth, some important conclusions may be drawn, it is the
rate of investment and the continuity of investment that are
the key influences on long run economic growth and short run
economic fluctuations. Investment flows may be either from
private or public savings. In most underdeveloped countries
and in some advanced countries, public investment is the
governor of the rate of economic growth, while in 8ll coun-
tries it is the ultimate governor of the business cycle. Com-
plete stability in the system is beyond attainment, because,
regardless of how much or little of total investment is at
the discretion of government, periodic inconsistencies are
bound to develop in the economy between industries and sec-
tors, due to mistaken planning or unrealized expectations,
leading to temporary excess productive capacity or lagging
cepacity causing bottlenecks. 3o long as the distortions of
economic balance are not serious or permanent, then the rate
of growth may be checked but it will not be frustrated over
the long run,

Reassuring as this brief review of real economic
instability may appear, I must here express some doubts and
reservations that will put me in the company of the pessi-
mists. It is my opinion that defence expenditures are an
excessively large part of total government expenditures &pon
which the level of prosperity, particularly in the United
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States, has come to depend, and that this is a very unstable
dependence indeed. While, on the other hand, the underdeve-
loped countries have likewise diverted an excessively large
share of public investment into defence arrangements, which
has been a costly handicap retarding their effective rates
of economic development. In countries with & large capital
stock, and perhaps some slowing down in investment opportu-
nity, military expenditures can be an important sustaining
force; 4in countries with insufficient capital stock the
need is for an accelerated rate of capital formation and
military expenditures are an economically wasteful alloca-
tion of scarce capital,

It may be argued, as does Arthur Burns, that military
expenditures do not represent absolute diversion from civi-
lisn purposes, that the transfer payments involved are income
sustaining, and that economic gaing are derived in the form
of technological advances arising from military research,
notably atomic energy, and that the continuity of such expen-
ditures is an income stabilizer.l9 Others hold different
and conflicting opinions, as Fishman who concedes that
national security spending impedes overall growth, and

19 Arthur E.‘purns,"ﬁi itary Eggond;turegs Egonomie
Growth afd St%p;liix, a gaper submitted to the Subcommittee
on Fiscel Poliey of the

nited 3tates House of Represen-

tatives, hearings on Federal Expenditure Policy for Economic
Crowth and Stability, Washington, 1957, pp. 509-517.
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Hildebrand who insists that it has stimulated growth.20
¥While Slichter considers this heavy security expenditure a
stabilizing force, he obviously believes that it has bzen
at the expense of more rapid economic growth for he suggests
that should it taper off the government would undertake a
large scale programme of planned development.21 The witnes-
ses already referred to and arother one, David Novick, make
some other important points.22 The first is that serious
sectoral instability results from the almost inevitable,
abrupt changes in defence plans, with sweeping cancellation
of orders and sudden shifts to new production. The second
point is that defence expenditures are so massive that they
constitute an important share of government spending, around
20 per cent, which prevents either significant increases or
ma jor reductions in the budget and accordingly seriously
blunts the edge of anticyclical budgeting as a defence against
economic instability.

Not only does this evidence show that on bslance se-
curity investment is probably more destabilizing that sta-
bilizing to the economy in the short run, but that it is

20 Leo Fishman, pp. 518-522; George Hildebrand, pp.
523-5"1 ] -i&b—-d.o

21 Sumner H. Slichter, op, cit,

22 David Novick, Federal Spending for National Secu-
risy - U.8. Subcommittee, pp. 542-550.
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largely an unproductive allocation of resources and an impe-
diment to more rapid economic growth. Certainly defense
costs affect the Canadian economy in both these ways, for
relieved of this commitment Canada could proceed with econ-
omic development ona more self-reliant basis and reduce de-
pendence on imported carital. This would strengthen and
stabilise the Canadian economy by the consequent improvements
in the balance of payments, a reduction in the inflationary
influences of heavy govermnment spending and the competition
for relatively scarce resources, and through the combined
effects of all these things allow the artificially over-
valued Canadian dollar to settle to a lower rate. Heverting
to the United States case, it must be concluded that either
security spending there was also an inflationary force, as
it certainly has been at least in certain periods, or, es
several of the previously mentioned witnesses suggest, there
is a fundamental tendency to secular stagnation in the
United States econonmy.

Already the discussion has led into the subject of
mnonetary instability, which certainly must be considered.
Even in connection with the basic question of cyclical
instability monetary factors must not be disregarded in
favour of real factors only. Perhaps the best case made for
treating monetary factors with full respect in modern lite-

rature, which is fashionably stressing investment, is
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offered by Frofessor fHaberler. After weighing the impact of
both real and monetary factors, he concludes that monetary
factors and policles play an important role in generating
economic instability, to such a degree that he opines that
the real cycle without the monetary complications is "a
rather mi1ld affair®.®® Yot he does concur with most other
economists that monetary eomplications are unlikely to get
out of hand again and lesd to a major depression, charac-
terized by mass unemployment due to a deficliency of effective
demand. However, he i< worried about secular inflation as
a oonstant tareat to stability:
But for other dimenslons of economic stability than
employment, for example, price stabllity, the out-
look 1z definitely not so good. The low tolerance
for unemployment, the strong inclinetion to suspect
an incipient major depression in every slight actual
or imagined dip in economic activity, the high pro-
pensity to apply anti-depression mesasures - all
that coupled with the powerful urge to invest and
develop, the constant pre=sure of organigzed labour
for higher waies and, in some countrles, of organ-
ized agriculture for higher prices, makes for

secular, intennittené‘or continuous, creeping or
galloping inflation.

Inflution 1s characterlised by a rise in prices in
general, it may be a gentle but persistent rise in prices,
known as creeping inflation, which 1s unassociated with the

business cycle and can actually continue through a mild

23 Gottfried Haberler, Monetary and iieal actors
Affecting Stability, op. cit., p. 94.

24 1b14., p. 95.



INSTABILITY IN TJIE .JORLD ECUNORY 250

recession, as it did in both Canada end tne Unlited Statves

in 1957-1968.25 The necessity of creeping inflation as the
means to sustain a falrly high rate of economic growth wnile
malntaining a continuously low level of unemplcyment, and
the acceptabllity of mild secular inflation if it i: the
unavoidable price of economic progress, are controversial
questions to whieh we shall revert presently. Inflation
associated with the expansionist phase of the business c¢ycle
presumably could be avolided by dampening the swings of the
eycle, and 12 a form of instabllity which tne earllier dis-
cussion indicated must be contained in the interests of maxi-
mized, balanced growth. Finally, it 1s possible to identify
extreme, or rampant inflatlon. It 1s in this latter guise
that inflation exhibits all its moat abhorent effects. Un-
controlled inflation feeds on 1tself eroding the value of
money in sueh & way that money loses 1ts function as a store
of value and destroys the incentive to cave, for ravers are
penalized by a loss of purchasing power. When this happens
sound productive investment ceases to have any appeal and
specsulation in real estate, commerclel and financlial ven-
tures take over. The market economy practically ceases to

have any rational foundations, for prices become volatile

25 Edward L. Brink, "Inflation in the United States
of America”, in The Struggle Against luflation; an Interna-
tional Comparison of r‘roblems, The Institute of :sankers,
London, IQ%Q, PP. 52~05.
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in the extreme and have no real influencs on the allocation
ef resources, so urgent is tne desire to translaile money
into goods. With the currency so weak and valueless, and
the cost-price structure distorted out of reality, the
balance of payments of such & ocountry is thrown out of all
semblance of equilibrium in the rush to buy imports and
failure to market exports, even whils hot money movements
aggravate the drain on foreign exchan.: reserves. This is
undeniably a picture of economic chaos with resoursce alloca-
tion a meaningless fletion and growth prospects completely
nullified. isLventual finaneial and economic collapse must
follow if unc.ntrolled infletion runs its full course, This
is inflation as a naked evil for whieh there can be no word
of approval. And so the natural premise follows; inflation
is dangerous, contaglous and loathesome, and like a bush
fire 1s most easlly controlled i1f never allowed to start.
The great unsettled issue of the post-war period is
whether or not there 1= any necessary eonflict between the
policy objectives of price-level stability and full employ-
ment .26 Agsociated with, but notidentical to, this problem
{8 the fundamental question, that har provoksed so much con-
troversy, of the degree of gonfliet arising from the ohpct-

ives of price-level stability and a high rate of economic

26 Joseph Aschheim, "Price-Level Stability and Employ-
ment Act Objeetives", in Papers submitted before Joint Econ-

omic Committee, volume on The nelationship of rrices to Fcon-
omic Stability and Growth, #Washlngton, Marcn Ol, 1958, p.<C.
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growth. These specific questions have for several years
been paraded before the attention of the Canadian public
by the Governor of the Bank of Canada, who has endeavoured
to win more intelligent public realization of the issues in-
volved and to enlist suppert for constructive policies that
might better achieve balanced growth without excesses.

In the Annual Report of the Bank of Canada for the
year 1956, Governor Coyne stated:

The object of economic policy in the world today

is to promote high levels of economic activity and
employment with stability of prices - to facilitate
economic growth at the highest rate that can be
sustained for years at a time without endangering
the stability of the currency or the cost eof living.
A hectic attempt to expand too fast is inconsistent
with these objectives, and is also self-defeating.
In addition to promoting inflation, it is bound to
create excesses and distortions, overcapacity in
some fields and deficiences in others, and to end
in a recession or depression which brings expansion
for a time to an end. ..... A policy of resistance
to inflation is designed not to prevent economic
growth but to increase it, by prolonging the period
in which conditions favourable to growth may con-
tinue, and by discouraging the development of con-
ditions, such as unsound credit practises and
mounting prices and costs, which interfere with
smooth and continuous adjustment to changing cir-
cumstances in a growing economy.27

Again in 1958 James Coyne looked back on a year of

recession and repeated his theme:

cseee inflationary pressures inevitably create the
kind of distortions which lead to some degree of

27 Bank of Canada, Annual Report of the Governor,
for the year 1956, pp. 10-11,
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reaction or recession. ..... surges of economic
growt> give rise to excessive optimism, and plans
for physical expansion of industrial plant and
equipment, of resource development and utilities,
and of inventories, accelerate to a pace which
far exceeds the current capacity to save. Unless
adequate prevention measures can be taken, the
result is rising prices and costs, and an increase
in spending financed bycredit on a scale which
cannot continue indefinitely.

The objective of sound monetary policy, as I un-
derstand,it, is not to prevent economic expansion
but to encourage economic growth on a sound basis,
not to slow down economic activity but to provide
the conditions in which a high level of economic
activity can continue indefinitely or with only
moderate fluctuations instead of in sharg infla-
tionary spurts followed by recessions. nsofar
a3 monetary management is concerned thers is no
conflict between the goals of sconomic balance
and economic growth, Quite the reverse. Any suc-
cess achieved in maintaining economic conditions
conducive to stability in employment, output and
prices will improve the prospects of maximum long-
term economic growth.2

In 1960, greatly worried by the unfavourable expe-
rience on current aceount in the Canadian balance of payments,
and the mounting level of foreign indebtedness, ownership
abroad of Canadian industry, and apparent loss of command
of netional economic destiny, Coyne returned to the attack
with some shifv of emphasis.

General measures such as monetary expansion and
deficit spending if undertaken at the wrong time

can undoubtedly stimulate inflation. They can do
very little to cure unemployment not due to any

28 Bank of Canada, Annual Report of the Governor,
for the year 1957, pp. 14 and 22,
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deficlency of total demand in Canada, or to ia.rove
the competitive position of amall business and
Canadi an-owned enterorises., indeed, when gencral
economic activity is relatively hign, even though
there may be serious particul-r problem- of tas
kind indicated, general measures of monetary expan-
aion and deficit svending may contributo moro to an
increa'e of 1imports, and therefore to an lincrease
in production and employment outrice Canada, tnan to
an increase of production and employment inslde
Canada, A reduction in spending, an Incrcase in
saving, restraint in foreign borrowing, and the
encouragement of structural changes in the Csesnadian
econony to replace lmports with efficient domestiec
production would do wuch more to deal with the spe-
cifie problems concerned t.ian general expansionlst
measures of & monetary or fiscal charsacter.

For the purpose of maintaining full employnent,
economic growth and a rising standard of living, we
do not need to stimulate a temporarily high but
unsu stainable rate of consuuer spending by means

of more and more consumer credit, or o’ capital ex-
penditurcs on a scale greater tnan our own capacity
and willingness to rave out of annual productlion
{or tait purpose.29

The doctrine of growth wltn stabillity, resistance to
inflation and maintenance of nigh employment, enunciated and
elaborated with conviction and faith by James Coyne, protests
not simply tnat t.ere is no basie conflict between these
objcctives but trat by moderating the excesses and eliminating
inflation tue longer term objective of real growth will
become riore readily attainable. 1owever, it is evident in
the 1959 report and similurly in tne various important

speeches made by the Governor in 1959 and 1060 that he has

29 Bank of Canada, Annual ite-ort of the Goveraor,
for the year 1959, pp.7 and 9.
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strong suspicions that one cannot maximi-e all the dessirable
effects and minimize the undesirable by the same magic of
reastraint, There must be a choice of ends; in gaining one
alm the otner must be sacrificed to some degree. e advoca-
tes moderation, less forseign borrowing and a more modest
approach to economle growtr.. W#Without quite admitting it,
Coyne knows that eliminstion of inflation means a slower
rate of growth, His belief, however, is that smoother,
better balanced growth is more beneficial in the long run.

A good representative seleoction of highly qualified
witnesses were called bsfore tae United States Joint Economic
Committee a=sisned the task of studying this very problem of
esonomic stabllity end growth with prolonged sessions re-
served for particular attention to the relationship of price
ehangss or inflation to growth and stability.ao A satisfac-
tory cross-section of prevalling opinion on the signifisance
of ereeping inflation can be found in the testimony of these
witnesses,

Grover W, Ensley concedes tihat there is an initial
stimulus to investment, and consequently economic growth,
arising out of mild inflation, due to the positive shift in
the schedule of marginsl productivity of capital implied in

rising profit margins, but i1a convinced that inflation feeds

30 Papers submitted by Panelists Appearing before the
Joint Eeconomic Committee - The Relationship of rrices to

Economic Stability and Growth, Wasnington, Government Printing
ce, March o1, 1958.
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on itself and becomes stronger so that eventually 1t must be
curbed with painful consequences of increasing intenaity
the longer price instability is tolerated.9l He is persua-
ded that mild inflation is really as fictitious aa being
sligntly pregnant. Thus, irf inflation beginas the process of
growth must suffer interruption, sooner or later, and on
balance there is a net loss of real progress.

Edwin G. Nourse stands along with Ensgley, as "an expo-
nent of safe-pressure stabilization with vigorous growth"
in opposition to the "high-pressure economists". Ue is con-
vinced that inflation leads to a misallocation of resources,
and strongl,y urges business, labour and government not to be
decelved by the attractions of apparent temporary gains in
economic power or advantage from inflationary clircumstances,
but to join in resistance to preserve a few economy on
whieh the economic well~being and future prosperity of the
Nation firmly rests.%2 Endorsing these views also is wit-
ness Aschheim, but only after admitting that a poliey of
price stability might well entail a 5 percent unemployment

margin, whioch suggests some under-utilization of resources,

31 Ibid., Grover %. insley - The Employment Act of
1946: lhe Dxnamics of Public Economic Policy, Ppe. i=11.

52 1ibid., sdwin G. Nourse - Employment Act Objectives
and the Stabllization of Yrices, pp. 13-21.
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reatraint on investment and moderation of growth objectives.ss

Joining the others in condemming inflation as sin and
upholding price stability as virtue 1s G, L. Bach, but his
emphasis 1s rather different since he concludes that creeping
or mild inflation is not as disruptive or meaningful at all,
in real economic terms, as is usually claimed. He can find
no convineing evidence that mild inflation reduces the out~
put of society, nor that it inereases the rate of economlic
growth, although by strengthening total demand it may speed
economic growth in an economy that would otherwise be under-
employed. Naturally, he agrees that sherp speculative in-
flation does induce an ensuing price collapse and reces~
sion.%%

, Again shifting the empnasis, William Baumol argues
that "strong measures must be taken to prevent uninterrupted
inflation". une 18 concerned not only that crceping infla-
tion will gradually gain momentum and get out of hand but
tiat continuous mild inflation brings an almost impercepti-
ble attrition of savings and quality standards tnrough the
psychological conditioning of the expectatlions of producers,

workers and consumers,., i:owever, he does believe that

85 Ibid., Joseph Aschheim, op. clt., pp« 23-31.

54 ibid., G. L, Bach, dow Important 1s FPrice Stabil-
ity in stable Economic Growth? pp. oo-47,
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economic expansion definitely puts an upward pressure on
prices, and that up to a point slowly rising price levels
probably act as a stimulant to growth.55

Very necessary precision in tne use of the word sta-
bility in relation to growth is introduced by tne Fishmans,
who point to the incompatiblility of real stability with
dynamic growth and insist that wnat is really sought 1s
"economic growth proceeding at a relatively stable rate".
They do not believe that all price rises are truly inflationary,
only those not accompanied by or immediately followed by an
increase in total produstion of at least equel sigmificance.
Price increases are characteristic of the expansionary pha-
ses, the periods when production and insome are rising ra-~
pidly, but this is inevitable and 1f moderate and not unin-
terrupted neither actively destabilizing nor worrisome from
& poliecy point of view.%® This conelusion is not the unique
heresy that it may seem for the respectable French economist
6. Rottier reasons similarly and concludes trnat it is very
doubtful whether price stability as such is a correct object-

ive of economice polioy.37

55 1pbid. William J. Baumol, ‘rice EBehavior, Stability
and Growth, pp. 49-58.

96 Ipid, Betty G, Fishman end Leo Flshmen, £conomic
Stability, sconomic Growth and :rice Stability, pp. 61-74.

37 G, Rottier, "Control of Inflation in France: A Task
for the Banker or the Butcher"? in the Struggle Agalinst In-
flation, op., cit., pp. 31-368, underlined words ltaliecized 1n

original text.
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Leaving aside the positive inflationlists, of the
creeping variety of course, like Alvin iHansen and Sumner
Slichter, this controveray can be satisfactorily closed in
tnia chapter by quoting the conclusions of Robert lurner,

whose views colncide falirly well with my own.

The fact that long-run growth is strongly arfected
by short-run fluctuations foreces us to re-examine
the relationship between price-level ghifts and
growth in light of the concluslons reached in the
first half of this paper rejarding economie stabil-
ity., If it is true that our economy has changed its
character enough tiat a gradual upward movement 1n
tne price level is a nececssary condition of relatively
prosperous snorte-run business activity, this is a
fect of great importance to economic growth. it
would mean that efforts to restrain inflation by
measures focusing on demand would not only create
unemployment; they would inhibit the process of
growth itself. VYr conversely, we would conclude
that inflation, in some uncertaln degree, has

become a necessary prerequisite to growth.

This is a distressing conclusion, at least to those
who acecept the premise in our opening paragraph to
tne effect that price stability is soclally desirable.
1t is distressing because, while economic stability
is a desirable objective, economic growth in today's
world of international conflict iz an imperative.

the evidence is not conclusive, but it is strongly

sugpgestive, tnat this growth cannot be reconelled
with price stability.S

Inatabllity 1s certainly not peculiar to advanced
economies, Its manifestations and impact on underdeveloped

economies, however, do not exactly parallel the experience

38 Robert C. Turner,” helationship of Frices to_ucono-
mic Stability and Growth: A Statement of the Froblem," in
Papers befoie the Joint sconomic Committee, Op. cit., Pp.
671-684, see pp. 685~-684.
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of more mature societies. Planners and economists in the
newly developing economies frequently protest tnat established
economic theory does not apply to them, for theirs are not
true market economies and extensive poverty and imperfect
financial institutions prevent tne operation of eccnomie
motivation and normal flscal and monetary policy. As Kao
proves, Keynesian sconomics, too, have only limited applica-
tion in underdeveloped countries.®® Viner explicitly predi-
cates & leass complex demonstration of cyclical instability.
He presents tne usual explanation tuat poorer countries have
investment cycles of smaller amplitude and the c¢jcles involve
smaller fractions of total nmational ineome, barely touching
the subsistence villsages except for tne reflux of urban
workers laid idle. The greater price flexiblility of the
export staples of these primary producing countries means
that tne trade cycle reflectis wore in price variations than
in volume of output with consequent less impect on total
employment. The readiness of govermment in these countries
to resort to exchange depreclation and the prlinting press
assliste the other factors to offset the conjunction of fal-

ling domestic price levels, rigid wage scales and shrinking

39 v, K. R, V. Rao, "Investment, Inscome and The
Multiplier in an Underdeveloped Economy", in The Economics
of Underdevelopment, Agarwala and fingh, editors, op. cit.
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supplies of loanable funds, traditionally experienced in more
advanced countries.40
Unemployment is thus not the major injury suffered

by less developed countries during cyclical downswings, rather
the chronic problem of underemployment and structural dis-
equilibrium tend to be accentuated during this phase.ltl
Instability in national income imparted through international
trade channels is the main cyclical disturbance suffered.
This problem has already attracted our attention in the pre-
vious chapter where balance of payments problems associated
with unequal growth rates were discussed. It i1s a recurrent
theme that must win attention again later in this chapter
when we turn to a consideration of international instability.
It iz sufficient at this moment to reassert the problenm,
which can best be done by quoting Viner:

Receipts from exports play an especially large role

in the national incomes of the poorer countries,

and, because these exforts consist primarily of

agricultural commodities and raw materials, their

prices, at least in terms of hard currencies, have

an lnpiitude of cyclical swing far exceeding that

of the prices of their major imports, of freight

costs, and of external debt charges. Where the

imports consist largely either of luxuries or of

machinery and other supplies assoclated with invest-

ment in durable production,facilities, the demand
for imports has high income elasticity, and the

40 Jacob Viner, Stability agd Progress: The Foorer
Countries' Problem, in Stability and Progress in the dorld

conomy, ed. D. C, Hague, op, cit., pp. 58-59,

41 R. 8, Eckaus, "The Factor-Progortiona Problem in
Underdeveloped Areas, American Economic Review, September 195§,
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decline in export receipts during depression there-
fore does not result in severe pressure on their
international balances of payments. But in all

the poorer countries the decline in real national
income during a world depression presses hard on
2lready low levels of consumption and of capital
formation,

It is apparent from this statement of instability
affecting such couniries that several serious impediments to
economic growth arise. The dominant economic determinant of
the pace of development is the rate of capital formation and,
as emphasized by Viner, the decline in real national income
caused by world depression deters capital formation. Rising
productivity and higher total output in a world of stable
prices would be equivalent to a rise in income, but in an
unstable world commodities of unfavourably low elasticity of
demand face terms of trade that frustrate these gains in the
low phase of the cycle and also for some time after due to
the oversupply that endures in world markets. Gradually the
lesson of market economics is imprinted on the minds of the
primary producers and there is a growing disinclination to
invest in the exploitation of natural resources and production
effort shifts away from areas of comparative advantage,
raising the capitel-output ratiocs and reducing the rate of
real economic growth. While at the level of labour, social
acceptance of the process of change is adversely affected

by experience of the hardships of urban unemployment during

42 Viner, op. cit., p. 59.
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a depression phase and the forced reflux to the land, where
even in conditions of underemployment a subsistence living
may be had. Finally, the balance of payments difficulties
plaguing these countries as the terms of trade turn adverse
requires a contraction of import buying, interruption of
development projects, and usually a prolonged disruption of
economic plans.

Deflation, thus, is a serious element of instability
in underdeveloped countries. Because of the less elaborate
and sophisticated market ahd financial organization of the
immature countries, inflation is likewise a more extreme expe-
rience. Unlike more advanced countries, inflationary pres-
sures are ever-present in the newly developing economies.
This is so because of the accelerated investment required by
a development which is inevitably greater than the sum of
domestic savings, conventional government revenue surpluses,
and the supply of foreign financing. This inflationary pressure
develops into overt inflation when it is not offset by fiscal
measures, direct controls or import surpluses, and it is
generally beyond the capacity of such countries to apply such
offsetting policies.#3 The offset of import surpluses is

effective only temporarily, because exchange reserves are

43 United Nations, Methods of Financing Egonomic
Development in Under-Doveiopea Countries, New %orﬁ, 1949,

P. 19.
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rapildly depleted and this leads to direct import and foreign
exchange sontrols to prevent continuance of tane import sur-
plus. Once inflationary pressures are alyowed to find expres-
sion in open inflation in underdeveloped ocountries inflation
tends to become 2 chronioc situstion, and usually an accele-
rating impulse, for in these countries the administrative and
economie mecnanisms required for keeping inflation in caeck
are less developed than in more mature countries.44
Earlier, when discussing inflation in relation to ad-~

vanced eeonomies, high level or rampant inflation was con-
demned as an eroding force that distorts the allocation of
resources and is therefore destrustive of sound, balanced
economic growth., 1he evil is no less in the context of an
underdeveloped economy. In faet, it may be even more dan~
gerous because it tends to greater extremes and also tends
to become a secular feature of the economy., it is worthnwhille
te quote 2 telling restatement of the indictment of infla-
tien in the context of the affairs of & developing economy.

Inflation is a socially sostly and eccnomically waste-

ful means of increasing investment., it encourages

excessive investment in inventories, real eztate,

and foreign balances; and 1t discourages investment

in sgriculture and certain fiolds of industry, par-

ticularly if controls hold down prices while costs

rise. Thus, inflation diverts the limited rescurces

available for development to sectors wnere their

oeffect on production is negligible., This is not
to deny that there may be a temporary lnocrease in

44 Ipid., p. 19.
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investment as a consequence of inflation; but the
experience of many underdeveloped countries is

that after an initial increase, which may continue
for perhaps two or three years, soclally productive
investment may revert to an even lower level than
prevailed prior to the inflation. ......eevvesces

Even in the short run, tae problems confronting the
Government of Indla would be greatly intensified by
inflation. Inevitably, inflation would impalr the
internaticnal payments position of the country.
Exports would become less profitable; foreign excnange
recelipts would deoline. The lack of foreign exchange
would make it difficult to acquire the imported
equipment and materials required for the Five lear
Plan, If the payments problem should become very
acute, even the ability to maintain adequate imports
of food grains and other essential goods, not directly
related to the development program, might be threat-
enoed, Moreover, it would not be possible to attract
foreign capital to supplement domestic resources for
development ig payrnents diff'iculties should energe

and persist.

This is a most telling vilification of inflation as
an avenue of development financing, Yet the truth must be
faced that it does not settle the issue. Controversy rages
on the subject of inflation 1in relation to development, even
as 1t does on creeping inflation In relation to economie
growth, Such a respected authority on the process of econo-
mic growth as #. Arthur Lewls offers a forthright recommenda-
tion of reliance on inflation, under s propriaste circumstan-

ces,

46 Internationsl Monetary ifund Keport to the Govern-
ment of Indlia ~":conomic vevelopment witn Stability, IKF
Staff Papers, February 1954, pp. ol6-ol7; for a lengthier
statement of tne sa~e notions see E.,M. Berstein and I. G,

Patel, " "Inflation in Relation to uconomic Davelopment, IMF
Staff Papers, Kovembar 1v52, pp. SBs-598.
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If a community is short or capital, and has idle re-
sources which can be set to creating capital, it
seems very desirable on the face of the matter that
thls should be done, even if i1t means creating extra
money to finance the extra employment. There is

no loss of other output while tne new capital is
being made, and when it comes into use 1t will raise
output and employment in just the same way as would
capital financed not by credit oreation but out of
profits. The difference between profit-financed

and credit-firnanced capital is not in the ultimate
effects on output, but in the immediate effects

on prices and on the distribution of income., .......
The inflationary process does not go on for ever;

it comes to an end when voluntary savings increase
to a level where they are equal to tne inflated
level of investment., ........ &Zssentially equilibrium
1s secured by raising the ratio of profits to the
national ineome. The equilibrator need not however
be profits; it might equally be government receipts,
i1f there is a atructure of taxes such that the

ratio of government receipts to the national income
rises sutomatically as the national income rises.46

Felipe FPazos, although intent on demonstrating the
theocretical po=sibility of development without inflation,
also presents som arguments in favour of inflation as an
instrument for development, which he then opposes with a
greater number of arguments against inflati on.47 The basic
favourable argument is that inflation constantly raises the
level of monetary income, thereby increasing effective demand

and stimulating production, while creating profits and

46 ¥, Arthur Lewis, "Eeonomic Development #ith Unli-
mited Supplies of Labour", in The ..conomics of Underdevelop-
ment, edit. Agarwala and 8ingh, op. cit., pp. 4€1-422.

47 Felipe Pazos, "Eeonomic Development and Financial
Stability,” IMF ctaff Papers, October 1053, pp. 248~251,
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savings for new investment and higher production through
raising prices faster than costs and redistributing income
to profits in the hands of entrepreneurs. This process, 1t
is argued, accelerates the rate of capital formation. A
further favourable, though not theoretically commendable,
effect of inflation is that it necessitates exchange and
import controls which become a protective barrier behind
which infant domestie industries come into being. Against
inflation he sets the arguments that 1t leads to social in-
Justice by redistributing income, misdirsects investment and
productive activity into speculative and high profit areas
at the expense of sound production, fosters tne export of
savings, by putting a premium on liquidity discourayges spon-
tanecus savings, militates against the energence of tne
needed security and capital market, leads to a high-~cost,
inefficient economy, and that it tends to become cumulative.
Another who is surprisingly tolerant of inflation in
poorer ecountries is Jacob Viner, wno does not believe that
it 1s reasonably possible for sueh countries to resist its
pressures. While not condoning inflation, he expresses the
view that it is not =0 damaging to underdeveloped countries
because of the lesser importance in them of the market and
of longer term financial contracts. Also he suggests that
inflation in these countries is chronie rather than inter-

mittent and that they have fairly successfully adjusted
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structurally to the continuous reality of {nflation, 48

In the previous chapter, when discussing balance of
payments influences, it was demonstrated clearly enough that
the characteristic deficiency of domesatic savings when in-
vestment 1z being inereased inevitably leads to inflation.
Credit expansion becomes necessary to provide loanable funds
for the private sector, while budget deficits are unavoidable
if the goverrment is to finance expanding public investment.
Viner tends to overlook that it ia inflation combined with
rising debt whieh occurs, so that the device of inflation
is not simply to recapture existing savings and channel them
into new hands and uses but to borrow agalnst future income,
whieh 1s expested to be higher than present income as a
result of the investment undertaken. Confronted with dead
level poverty and the familiar vieious cirele, surely it is
very desirable to stimulate development, particularly in the
expectation that 1t will become a continuous and eumulativs
process, even at the cost of some inflation. Unfortunately
inflation does tend to become progressive. As a means of
financing a dose of investment it 1s highly successful, but
an economy adjusted to the experience soon develops a wage-
price spiral that denies continuing redistributional gains

to investmsnt inclined entrepreneurs, then it tends to

48 viner, op. cit., p. 48.
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stimulate speoulation at the cost of productive investment.4®
From that point on development in the private sector csases
to be stimulated, although the apeculative profiteers and
the control protected industries would deplore its abatement.
The government is loath to check the spiral because its
development commitments, plans, and debt obligations eould
not be met out of current revenues if price stability were
restored. Wholesale reform is nesded before the devastating
spiral of inflation can be brought to a halt. 3ut inevitably
a halt must be called and a stabilization programme adopted
because rising inflation 1: almost invariably assoclated
with rising debt, and while continuing inflation helps allow
serviceing of the domestic debt it progresalively impedes
ability to service the mounting foreign debt as balance of
payments difficultlies become increasingly acute. At this
stage a stabilization programme entailing sweeping exchange,
fiscal and monetary reforms becomes obligatory. By this
time positive development has usually ground to a near-stop,
arnd 1t takes some sppreciable period of adjustment before a
renewed burst of growth can be generated.

1t seems to be almost inevitable that economic develop-
ment be based on some degree of inflation. Attempts to

measure the relationship between infletion and economic

49 The Chase Manhattan Bank, "Inflation in Latin
America”, in Latin-American Business Highlights, Fourth
Quarter, 1957, pp. 1-7.
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development are regrettably insonclusive, as the investigator
in one of the few statistical inductive studies of the pro-
blem himself eoncluded. The author suigests tentatively that
the statistical evidence indicates that the rate of growth
was higher when the rate of inflation was lower.®0 Some of
his data actually support exactly the reverse conclusion,
Similarly, the statistically supported review of inflation
in Latin America prepared by the Chase Manhattan Bank does
not lead to any clesr, single conclusion about inflation and
sro'th.51 Low inflation 12 not assoclated with either high
or low growth rate, nor is high inflation. Whether by ochance
or by some obscure economic reason, it is evident that tne
countries with continuous extremely high inflation have
experienced relatively low growth rates, and the countries
in the moderate inflation group have generally had r:latively
high growth rates. Feraaps the sconomic reasons for these
results are not so obscure, for they do tend to conform to
the indications of our discusaion.

Only in recent years has internstionel instability
begun to receive the attention that 1t deserves. It 1s

only natural and fully rational for individual countries to

50 y Pun yai,”Tho Relation Between Inflation and kecon-
omic )evelopment, IMF Stail rapers, Uctober 1959, pPe. o02.

61 The Chase Manhattan Bank, Inflation in Latin Ame-
rica, op, clit.
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conslder that stabilization, like cnarity, begins at home.
Elimination, or at leaat minimization of fluectuations of in-
come arnd price in the domestic economy is the most effective
contribution that any country can make to the ultimate ob-
Jective of stability in the world economy. Instability in
any part of the world economy 1is transmitted through the
income effects of shifts in trade, directly or indirectly,
to all other parts, with the impact proportionate to the
economic importance of the generator of instability. As has
become evident 1n considering instabllity in the domestic
context, instabllity 1s a contagious and accelerating ailment
of the body economic. In the world economy the infection
also spreads and rebounds on the original scarrier through the
foreign repercussion factor, Because of the fact that the
impact on the world economy is proportionate to the economic
importance of the generator of instabllity the GATT panel of
experts emphasiged that:

The maintenance of a high level of employment and

full capacity production on the part of the indus-

trial countries iz of utmost importance not only

for them, but also for the less-dsesveloped countries

which depend so much on the proceeds of their exports

for their urgent import requirements. ....... The

less~developed countries are obviously in a much

less favourable position to do snything about cyeliocal

fluctuations in thelr exports (quantities, prices

and proceeds) because these fluctuations are primarily

produced by rluctuatiggs in forelgn demand over which
they have no control.

52 GATT, Trends in International Trade, a Report by
e Panel of Experts, Geneva, Cctober 1958, p. 61,
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A group of experts commi:sioned by the United Nations
to study the problem of instability in the world economy sti-
pulated that three main purposes must be pursued: (1) orea-
tion of a workable syetem of international trade for a stable
and expanding world economy; (11) sacceleration of the order-
ly economic development of the underdeveloped arsas of the
world; (111) prevention of the international propagation of
fluctuations in effective demand. To achieve these aims they
recommended government action: (1) to eliminate structural
disequilibrium in world trade; (1i) to maintain steble in-
ternational investment for economic development; (1ii) to
stabllize the flow of international trade by maintaining
external disbursements on curr«nt account in the face of
internal fluctuations of effective demand.dd

As pointed out in a complementary report of a later
date prepared under the guspices cof the Unilted Nations:

Not all the problems of international lnstability
arise from broad fluctuations in economic ac(gregates,
It is necessary, for example, to reckon with crop
fluctuations and other irregular movements in the
supply of, or thse demand for, particular ecommodi-
ties, and with assoclated price fluctuations which
may often be violent. Acute problems may also
emerge as the result of permanent changes in the
structure of demand or supply, such as the develop-

ment of a cheaper substltute for an Ilmportant commo-
dity .54

83 United Nations, National and International Measures
for Pull Employment, op. cit., p. 87.

54 United Nations, kesasures for Internationsl Econo-
mic Stability, op. cit., p. 5.
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It 18 with this consideration in mind that Nurkse,
dealing with the problem posed by the fact that instability
of export markets for primary commodities makes any steady
development poliey difficult, urges that underdeveloped coun-
tries must make themselves less vulnerable to such fluctua-
tions.%® Hia reasoning 1= also influensed by the conviction
that the other fundemental remedy, control of the business
cycle by industrial ecountries, can never be surficiently
oeffective to eliminate serious swings in international commo-
dity markets. 'is prescription for primary producing coun-
tries is findustrialization to create a more diversified sup-
port to domestioc economic activity and fncome tied to the
home market, thereby lessening the wvulnerability to awings
in commodity marxets., This recommendation 1s essentially
the policy of balanced economic development that we considered
in the previous chapter.

The specific impact of wide swings in world prices for
primary goodes must somehow be controlled if the underdeveloped
eountries are to suppress inflation, to aeshieve any prospect
of balance of payments equilibrium, to plan and prosecute

effective development plans without discontinuities, 96

55 Ragnar Nurkse, "Trade Fluctuations and Buffer Poli-
cies of Low-Income Countries”, Kyklos, Vol. XI, 1968, p. 143.

56 United Nations, Commodity Trade and *conomic Leve-
lopment, New Yor«, 19853, pp. 14-1C.
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Individual countries cannot prevent these price fluctuations
but some have proved that domestic arrangements can partially
offset the destabllizing effects on the national economy.57
The essence of such country measures ia to stabilige prices
to damestic praducers through a central marketing board
which manages both cash income and disposable stoecks in such
& manner as to minimize income fluctuations to producers.
The managed prices allow for some flexibllity related to
production costs and the trends of domestle prices in aggre-
gate, but by insulating producers from the extreme and erra-
tic swings of world market prices reduce the inflationary
and deflationary cycles, it may well be, as Sir Sydney Caine
observes, that the possibilities of this type of action
have received too little attention while too much attention
has been pald to full scale international action.58
Long~-term export markets of primary products can pro-
bably most effectively be stabilized by means of buffer stook
agencies. Since this device 1s not feasible for any single
country to adopt, buffer stock scnemes have to be organized

on an international basis.5® This method of dealing with

57 Joseph A, Hasson, "Economic Stabilization in a Pri-
mary Producing Country", The Journal of Political iconomy,
June 1958, pp. 226-241.

58 3ir Sydney Caine,"Stabilizing Commodity Pricesp
Foreign Affairs, “ctober 1958, p. 157,

59 S3ir Sydney Caine,"Instability of Primary Product Prices:
A Protest and a Proposal™, Economic Journal, LXIV 1954,
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the problem has been used in recent years in the International
Tin Agreement but with only monerate success, '‘nhe main dif-
fleulty is exactly that foreseen by the United Nations experts,
namely the problem of providing tne necessary capital flnance
and in particular the required pool of foreign exchango.so
To succeed in thelr purpose, buffer stock schemes would have
to be fully internationalized in management and financing in
the manner of the proposal put before tne United Netions for
& World Food heserve,5!

ihe main types of possible commodity stabilization
arrangements have been identified in United Natlons' Heports
as: long-term agreements on quantity and price, either multi-
lateral or bilateral; the allocation of maximum produstion
or export quotas to exporting countries; the allocation of
maximum import quotas to importing countries; the fixing of
minimum or maximum prices; and, buffer stock schemes.$2 The
listing 1s eoncluded with the comment that a variety of
arrangsments are necessary to sult the problems of particular

commodities, and that for some commodities a combination of

60 United Nations, Messures for International uLconomie
Stability, op. cit., p. 23.

6l FAO, Functions of a dorld Food Reserve, Scope and
Limitations, Kome, 1958,

82 United Nations, Measures for International Zeconomio
Stability, op. cit., p. 215
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various types of schemes may be found appropriate. This 1s
established in prectice.

The Bugar Stablilization Agreement is baslcally an ex-
porters! club, with importers a: sssoclate members, and ope-
rates on the basis of & multilateral allocation of export
quotas and the flxing of minimum prices for [ree market sugar.
it has been only relatively effective for it certainly has
not stabilized prices, but it has prevented disorderly compe-
tition that would have driven prices even lower. 4ihe bilate~-
tal egreements existing for United States sugar purchases and
for Commonwealth producers selling to the United Kingdom have
probably contributed more than the International Sugar Agree-
ment to stabilizing world sugar. A somewhat similar scheme
i1s that operated by Latin American coffee producers without
any cooperation from consumer countries, based on exvort quo-
tas. it has succeeded in checking the decline of world coffee
prices in face of huge producer surpluses. In contrast, the
International Wheat Agreement commits both producers and im-
porters to a schedule of maximum and minimum prices and quotas
on both sides, with no restraint on quantities so0ld beyond
the established quotas., Wheat marketing has remained orderly
with remarkably stable pricing almost entirely due to the
dominant position of strong, rich countries, the United States,
Canada and Australia, who have the deslre and the power to

cooperate for the maintenance of stable marketing.
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The various schemes that have been tried offer no
impressive demonstration of suc:ess, Eash has entailed admi-
nistrative diffisulties, an absence of realization in the
short run of common interest on the part of importers and
exporters, and many have run into snags of finaneing the accu-
mulated reserve stocks. Any arrangement that does not rely
on internationally poocled buffer stocks requires producers
countries to keep excess supplies out of world markets by do-
mestio purchasing of surplus stocks for liquidation or dispo-
sal in the future, .It is almost impossible to expect under-
developed countries to finance wlthholding stocks without
reliance on inflationary methoda, This being so stabilization
in one direction ia only achieved at the expense of instabil-
ity in another direction.

As Klaus Rnorr astates, after reviewing the same ground

outlined:

All the stabilization measures discuased above re-
quired, in varying degrees, controls over individual
commodity markets. Their great problem, be it re-
peated, 1s to ensure that, while extreme short-term
fluctuations of price are appreciably moderated,
there 1s no serious interference with tne allocative
funetion of long-run market prices. An alternative
to these measures would be to loave nmarkets alone
and instead to mitigate some of the consequenceés of
extreme market instability. «e....... If major 1ndus-
trial countries -~ when subject to a business reces-
sion - were willing to maintain the disbursement of
thelir currencles to the outside world as tneir
inports fell, they wculd prevent balance of payments
difficulties abroad from interfering with the main-
tenance of production. This could be done by short-
term contracyelical lending. Such compensatory



INSTABILITY IN THE WORLD “CONOMY 278

lending would have beneficial effects all round,

it would impede the propogation of depression from
one industrial country to another; it would help

to maintain forelign demand for the exports of the
depressed country or countries; and it would permit
underdeveloped countries to continue with their pro-
joecta of economic development ........ some of the
disruptive repercussions of slumping comnodity prices
would be eflectively mitie;atedg and this would be a
benefit of no mean proportion.

This prescription parallels the recommencations of the
United Natlons experts in the study, Natlional and Interna-
tional Measures for Full Employment as quoted earlier in this
chapter. The idea of continuing an uninterrupted flow, or
possibly an accelerated flow, of investment and ecapital move-
ments during receseionary periods is obviously a first cousin
of counter-cyelical budgeting as a domestic poliecy. It is
an admirable proposal, but clearly idealistiec. There are
three prongs to this approach: the maintenence of interna-
tional liquidity, the continuity of supply of investment
capital, and the sustaining of the level of international
trade. In all three progress haw been made over the past
fifteen yearsa, but in &ll three through the instrumentality
of international organizations.

International liquidity 1s possibly the key factor. it

was becaucse of the inadequacy of the foreign exchange resour-

63 Klaus Knorr, "lMarket Instability and United States
Poliey", Journal of Political kconomy, Uctober 1934, pp. 384-
388, tunderlined word italicized in the original text.g
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ces of many countries that the International Monetary Fund
was created, to give members confidence and supplementary re-
serves that would enable them to deal with balance of payments
naladjustments without resorting to measures destructive of
national or international prosperity.64 It was gradually
realized that the resources of the International Monetary
Fund were inadequate to fulfill this fundamental purpose
effectively and that its operating procedures and rules were
too restrictive. <1hese deficlencies have been lessened over
the past three to four ysars by easing the conditions for
drawing tranches beyond the automatiec gold subscription quota
of esch member, by providing stand-by privileges, and finally
by substantially increasing quotas and, correspondingly,
drawing rights of members.®® The fund is not left entirely
to itzelf to meet the problem of maintaining intemational
liquidity. 7The European Payments Union, snd to a lesser
extent, itl.succossor the European Monetary Authority, have
sontributed to overcoming the problem within its special
region. %‘he Export-Import Bank of Washington has made a
noteble contribution in the form of large balance of payments

eredits to various underdeveloped countries facing llquidity

64 United Nations, Measures for International j.conomic
Stabllity, op. cit., p. 1l1l.

656 wWalter K. Gardner, The liole of the Internatlonal
Monetary Fund in <romoting rrice itabllity, [ Ctaff Capers,
Rpril f%ﬁﬁ
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erlses, frequently in South America, but on other occaslions
elsewhere in the world including the United Kingdom. The
United States Treasury hacs also provided currency stabiliza-
tion eredits to several Latin American republics. Put even
all this 1s not enough to meet the needs. iost suggestions
for strengthening the suvply and ready availability of means
of extéernal payment focus on further modifications and elabo-
rations of the Monetary Fund. The GATT experts suggest that
the Fund should help primary produecing countries finance the
accurmlation of commodity stocks when necessary to avoid
destabllizing a temporarily over-supplied world market.66
A very recent proposal made by Robert Triffin would revive
the intention of the Keynes Plan to increase international
liquidity by internationalizing world foreign exchange reser-
ves,67

The Monetary Fund also makes an important contribution
to sustaining the level of international trade. To this end
it works toward the elimination of cuantitative import res-
trictions and foreign exchange controls which operate to the
detriment of the free flow of goods in international markets .58

Without the success of the Fund in creating the necessary

66 GATT, Trends in International Trade, op. cit., p.64.

87 Robert Triffin, "Improving World Liquidity", Tne
Banker, January 1960, pp. 13-22,

68 walter S. Gardner, op. cit.
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eonditions conducive to a world of multilateral trade tne
efforts of GATT to foster a higher level of trade by progres-
eive, simultaneous reduction of national tarif'fs would have
been meaningless. Probably the most encouraging feature of
the success achieved by these two internationsl organizations
in breaking down obstacles impeding the international flow of
goods has been the receptiveness of so meny members of the
world community of nations to the prineiple of prosperity
through trade and to the growing sense of international res-
ponsibility to compromise narrow national policles for the
strength and prosperity of the world economy. &Lkven while
such progress is being made in promoting freer world trade
there is the recent trend towards regionalism in trads arran-
gements that has initially tended to fortify the interna-
tional objectives but could ultimately result in exclusive
regional treding groups and a retreat from the broader
multilateral principles.

The international flow of capital is the final and
in many senses the strategic facet of international stabili-
gation, In the underdeveloped countries foreign cespital is
the main and of'ten entire socurce of investment capital (or
the export sector of the economy. As Singer points out there
is often a duality in underdeveloped countries, a monetized
export sector where productivity is high, and for this reason

it may not be a high proportionate source of employment but
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is of extreme importance in its national income contribution,
and & low earning, high employing, domestic agricultural
egonomy, often still on a subsictence basls, that is relative-
1y little touched by the flourishing export sector.69 lHe
argues that the flow of international investment will contri-
bute to the economic development of these countries only if
an absorptive process 1s stimulated whereby a good deal of
complementary domestic investment is generated.7° Of con-
siderable significance to the immediate concern with the
continuity of the flow of investment funds to these under-
developed countries is Singer's other main pm position, that
complementary domestic development is too frequently lacking
because of the duality of the economy and under such cirecum-
stances the important multiplier sffects of investment, in
the form of cumulative additions to income, employment,
capital, teecnnical knowledge and growth of external economi:s,
accrue instead to the industrislized capital exporting econ-
omy.71 This being 80, the stabllizing effects of sustained
capital flows during recessionary periods 1s redoubled, for
the recipient country is spared adverse foreign repercussions

of income contractions sbroad, its international liquidity

69 H, W. Singer, "The Distribution of Galns lctween
Investing and Borrowing Countries", American iconomiec Review,
May 1950, pp. 473-474.

70 Ibid., p. 4t5.
71 Ibid., p. 475.
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is maintained, and the income of the capital exporting coun-
try 1s supported by the multiplier effects of 1ts foreign
investments, which contributes materlally to maintaining the
two-way level of foreign trade.

The theoretical justification of an internationsal
eovnter-cyclical foreign investment poliey 1s strong, but it
must be repeated that the concept is 1dealistic and difficult
to implement as practical national policy. However, encoura-
ging progress has been made in the post-war period towards
reducing the cyeclical fluctuations in the flow of interna-
tional eapital through the growing importance and increasing
variety of internationsl lending institutions. The Interna-
tional Bank has been criticized for its hard lending policles,
but it has maintained a hard core flow of funds, providing
the capital for strategic projects that have stimulated pro-
gressive economic development in reciplent areas, and re-
established respectibility to international credit and there-
by restored world oconfidence in forelgn investment. This
has promoted parallel lending by private foreign capital, and
led to greater activity by other lending agenocles existing
as institutions of tae individual industrial countries, and
induced tne creation of additional complementary lending
institutions like the International Finance Corporation and
the International Development Assoclation, plus regional

international arranygements like the European Investment Bank
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and the Inter-American Development Bank.

The possibilities of expanding international capital
flows based on a spreading realization of the profit oppor-
tunities of translating into practical reality the concept
of the world economy have been provocatively explored by
Perroux.’2 He sees the possibilities of internationalized
investment and the export of industries transferring innova-
tion which is endowed with the capacity to initiate cnanges
end set off a whole trailn of complementary lnnovations. Until
this ultimate goal is realized in & more wholesale fashion
and balanced growth becomes a feature of the world economy
he propounds tnat: "Different rates of growth of real output
in different countries constitute one of the most important
cauges of 1nstability."73

This cursory troatment of international instabllity
may seem Inexcusable in a work purporting to deal with ine-
quality sand inatability In the world economy. This brevity
can only be excused on the grounds that international stabil-
ity will never be seriou=ly approached as an urgent problem

until individual countries acnleve a better understanding of

72 Frangois rerroux, "The Quest for Stability: The
Real Faetors"™, in Stabillity and Frogress in the World !conony,

OE. Cit., pp. 121"125.

73 Ibid., p. 121,
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the destabiligzing forces at work in their domestic economies
and greater abllity to control them, and a more vivid appre-
ciation of the fact that international instablillty is in
truth & sutsidiuary aspect of the over-riding problem of
inequality in growth rates between sectors of the world econ-
omy. Unequal growth perpetuates international lnequality,
but of course so does international instability perpetuate
growth inequality. Once the importance for the entire world
esconomy of stimulating growth in the lagging sectors is
realized, and progress is made in dealing with the challenge,
then the nature of international instability problems will
chanze meterially. In this study, it is tne long-run problem

that is of concern, not the specifics of the exliating insta-
bility question.



CHAPTER 6

INTERDEPENDENT GROWTH MODELS

The last chapter reviewed instablility in its various
guises and revealed that while instabllity is inimical to
economic growth it is in most instances assgoclated with the
growth process, 1n one way or another. Both inflation and
the business cycle appeared to be positive characteristics
of a dynamic economy. International instability permeates
through the income structure of the interdependent economies
via the balance of payments., This international spread pro-
cess is attributable to the fluctuatlons in prices of primary
comnodities of slgnificance in world trade with resultant
wideswings in the terms of trade, the repercussion effects
on trade volume asnd caplital flows of the domestiec businsss
eycle, and the lag influence of unequal rates of progeas
throughout the world disturbing the smooth pace of growth in
the advanced economies to reflect in turn on the plans and
prospects of the less developed economies, These indications,
supported by tne evidence in earller chapters of the inter-
dependence of the many segments of the world economy, lead
to the conclusions that: 1) economic growth 1s an uneven
process in time and in plece; 11) stable eccnomic growth 1s

an interdependent function of both domestic and world econo-

mic forces.
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The purpose of this chapter is to narrow attention
to tue essential economic generators of growth, first in the
domestic economy and secondly in the international sconomy,
in the hope of improving understanding of the process of econ-
omic growth and of the atability conditions necessary. Re-
peated emphasis has been placed on the non-economic and semi-
economic aspects of growth, related to political, psyschologi-
cal and soeciological actions and motivations, whicnh are of
prime importance but largely indeterminate influesces on the
pattern of economie progress., In this chapter it becomes
necessary to abstract from these immeasurable and often erra-
tie human elements of the economic system, for the method to
be followed is to be a simplified epproach to model building.
Both mathematical and non-mathematical models will be consi-
dored, as necessary to produece the clarity and completeness
required, 8Separate treatment will be given to growth models
of industrialized economies, newly developing economies and
the interacting world economy. Some specific attention to
this teshnique of analysis is inescapable, for as the National
Bureau report states: "It has been claimed that whoever dis-
cusses problems of economic growth uses a model, although it

may not be cast in algebraic terms."l

1 Nationsl Bureau of Economic Researsh, The Compara-
tive Study of Economic Growth and Structure, a prelimlnary
and conffg;ntial report, New York, November 19568, pp. VIII-
17.
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There is no particular virtue in undertaeking a labo-
rious exercise in economic analysis built from first princi-
ples and borrowing from a searching rerecading of the classics
that cannot pretend to originality, which originality is moat
likely to be one of a shade of emphasis based on neglected
or traditionally misread passages of the earlier literature.
I have not the inclination, the pretence to fresh interpreta-
tion, nor the space in this work to undertake such an exercise,
thus I shall borrow unashamedly from the excellent, recent
work of Benjamin Higgina.z His section on growth models 1a
admirable for the selection of material covered and the com-
parative treatment of the various theorles of economic growth,
and has the addi tional sppeal to me that his facility for
algebraic representation of the respective systems far sur-
passes my own ability in this line.

Surmarizing the Classical model, idiggins atates;

For the Classigcal economists, the development of
capitalist economies was a race between technolo-
gical progresa and population growth, & race in
which teehnolo,ical progress would be in the lead
for some time but whiech would end in a dead neat,

or stagnation., ‘echnological progress, in turn,
depended on capital accumulation, which would permit
increasing mechenization and ;reater division of

labour. And the rate of capital accumulation de~
pended on the level and trend of profits.3

2 pBenjamin Higgine, :conomic ievelopment: froblems
Principles and Policles, #. V. Norton ~ Vo., New York, Ii%f.
Fart 2, pp. 85-213.

3 Ibid., p. 87.
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8ince total output, O, depended on the size of the
labour forece, L, the stock of capital, Q, the amount of land
available, here generalised to mean the supply of known re-
sources, K, and the level of technique, T, then:!
0« f(L K Q T) (1)4
S8ince they tended to believe that the only real limi-
tation on teshnological progress was the supply of capital
for investment, I:
T = T(I) (2)°
2ince investment decisions are based on profit expec-
tations, R, or the return on fixed factors of produetion,
and by definition net investment, I, equals the increase in
stoek of caplital, 4Q, then:
Isdq=z I(R) (3)°
8ince of all the many complex influences on the level
of profits they considered the main determinants to be the
level of technigque and the size of the labowr force, whieh
they considered varied directly with the population, then:
R = R(T,L) (4)7
Since the Classical school firmly believed in the
"iron law of wages", that the rate of population growth

4 Ibid., p. 87.

8 Ibid., p. 90.
6 Ibid.‘ p. 91.

T Ibid., p. 91.
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depends on how much money iz avallable %o pay wages and that
any increase in the wage fund would ultimately lead to an
increase in population and hence labour force to drive rates
baek to the aubai‘tenco level, or that the supply of labour
depended on the size of the wapge fund, then:
L = L(W) (5) 8
Since the wage fund, they believed, could only be in-
creased due to accumulated =avings applied to investment,
then:
W= w(I) (6) ©
These six equations represent the pm positions expres-
:1ng causal relationshipa of tne Classical system, but since
seven veriables are involved the system is Indeterminate, but
it 1s closed by fdding an identity, that total output equals
?rofita plus waé;s, or
0Oz R+ W (7)*°
In the Classical model, the end result of capitalist
development le stagnation., 1t was a concept of a mature
eoconomy in a stationary state. Higgins sums up the circulari-
ty of the system thus:
An increase in profits brings an increase in invest-
ment, and so an addition tc the stock of capital,

which permits capltalists to take advantage of the
steady flow of improved techniques and also raises

o ™
8 Ibid., p. 9.

® Ibid., p. 9.
10 Ibid., p. 94.
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the wage fund; that brings an accelerated population
growth, which causes decreasing returns to labour

on the land, raising labour costs and reducing pro-
fits. We could, of course, go on: reduced profits
mean reduced investment, retarded tecnnological pro-
gress, a diminished wages fund, and slowing down of
population growth.ll

Although Malthus dld not differ in his fundamental
theories from the model as presented, he was more explicitly
concerned with the theory of economic growth and contributed
several iefinements of eitraordinary significance. lHe was
convinced that there was nothing automatlic about the process
of economic growth, and insisted that population increase in
itself did not generate economic expansion unless 1t led to
an increase in effective deﬁand. Kalthus did not assume tnat
population and labour force grew together but recognized the
possibility of unemployment. Nelther did he believe that
savings, or abstinence from consumption, on the part of entre-
preneurs automatically increased investment and accelerated
economic growth and hence income. He considered that income
derived from eonsumption and investment, but higher invest-
ment arose not from reduced consumption but rather from
growth and its resultant profits. :.lso, he recognized that
economic growth brings structural changes diminlishing the
relative importance of agriculture 1in the sconomy, a positive

sectoral approash., From this distinction of sectors of the

11 Ibid.. PP 95"’960



INTERDEPENDENT GROWTH MODELS 292

soonomy, agriculturel and industriel , he reached some per-
ceptive conclusions about sectoral intersction and the need
for balansed growth if the lagging sector is not to act as a
drag on the growth rete of the other.l2

Ignoring the distasteful ideology that he fathered,
Karl Marx commands respect and deserves serious attention for
his contribution to the evolution of a pure theory of econo-
mie development under the capitalist system. Higgins neatly
summarizes the Marxisn system im a set of eleven equations
econtaining eleven unknowns, and compares 1t with the Clas-

slical mod.1013

0 = £(L,K,Q,T) (1)
T = T(I)-> (2)
I = I(R') (3)
R'= V’;"ET = W27:E: (L)
W o= W(I) (5)
L = L(I/Q) (6)
C = C(W) (7)
R = R(?T,C) (8)
O=RAW (9)
0=Cf1I (10)
Q'= u.qQ (11)

12 Ibido, PP. 99‘106-
13 1vid., pp. 113-11L.



INTERDEPENDENT GROWTH MODELS 263

In the Marxian system, the symbols 0,L,Q,X,T,I,R, and
W, have the same meaning as in the Classical model, while R&!
represents the rate of return on capital, Q' capital goods
and inventories used up in producing 0, and u user cost, or
the relation of ocurrent capital costs to the stoeck of capital.
It will be noted that Equationsi(l), (2) and (5) sre the
seme in both systems., Rquetion (6) 1s the same except that
Marx recognized the possibilitles of unemployment and thus
speeifically represents by L actually employed labour. Equa-
tion (7) 1s crucial to the Marxian system and, with the ex-
seption of Mal thus, plays no part in the Classical system.

In Equation (3) investment depends on the rate of profit
rather then the level of profits, thus bringing into the
system the drag imposed on new inveatment by the stock of
capital already accurmlated. Egquation (10) 1s significant
in the Marxian system which stresses the division of the
economy into capital goods and consumsrs' goods sectors,
while in the Qlassical system it can be regarded as implicit
but of minor importance. Rquation (L) 1s the distinctive
feature of the system, since this expresses the cause of
breakdown.

As Higgins demonstrates this breakdown, the full
significance of the key equation is scen by breaking up the
wage b1ll into employment, L, and the wage rate, w, and by
breaking up total output, 0, into employment, L, and output
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per man, o. Then, substituting, the equation becomes:

R' =L.0 - L.w, or R'" = L(0-w
W V7 G‘l

In competitive capitalism, survival depends on constant in-
troduction of improved techniques, which means accumulating

capital, using more capital intensive and less labour inten
sive techniques. The result is that q, and so Q', increase
relative to output. Thus the only way to maintain R' 1s to
increase the spread between o and w.lu'

In eppralising the Marxian system, Higgins notes two
fundemsntal analytical errors:

Flrst, Marx did not see that innovations can be
capital saving as well as labour saving. If cepital-
output ratioes fall through improved techniques, as
they frequently do, the rate of profit can rise
even though wages rise too. Second, Marx was trap-
ped by the lsbour theory of value which he took over
from the Classical school. BY measuring everything
in terms of manr <hours, he attached a quite wrong
significance to a fall in the rate of profits in
terms of men-hours. He did not see that a rise in
man-houpr productivity and 1n real wage rates can be
accompanied by a rise in money profits (and real
profits), even though profits in terms of men-

hours may fall as man-hours become more valuable.
cesesee Marx did not foresee @ process of economic
development in which technolojical progress brings
such increases in productivity and total output

that both wages and profits can rise together.ls

Highly significant as 3chumpeter's contribution was

to generating lnterest in the development process and to

1 1bid., p. 115,
15 ibid., p. 119.
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deepening insight finto the nature of the business ocyole, his
pure theory is more in the latter fisld than in the former.l6
His was not ‘a complete theéory of growsh trends. Whet he did,.
establish convineingly waa the proposition that economic
growth proceeds 4in bursts, followed by .gestation periods.
The dissontinuity, which is the ayclical fluctustions in the
system, arises from the lumpiness, or clustsring, of innove-
Sions, whieh are responsible for the growth impulss, or the
expansion phase of the oyecle. HIs interest was, however, 1n
the growth of capitaliam and his explanation of the business
eysle in térms of lapses-from.steady growth, acecounteble<by
declines in the rate of innovational investment, is a very
resl predecessor of modern‘theories.}7 Crrpo,

7 .iv- FNor-oan the name of Lord Keynes be omitted from any
aseount of the evolution of the technique of building models
of economic growth, for he contributed new lnsights and new
tools. His methods werse static, despite pretensions other-
wise by intr;auoing the time dimension and period analysis,
and he was concerned with levels of income and employment
rather than rates of growth of income, for in his system
espital stock wes treated as a constant even in face of a

poaitive rate of net investment.18 The theory of employment

adg’
16 1pia.y' p. 137,

17 D. Hamberg, Economic Growth and Instability, w.W.
Norton & Co., New York, 1956, p. 288,

18 1vid., Preface, p. xi.
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apd 1ts equilibrium position is only of a short-run charac-
tor.19 The theory is essentially described by four basic
equations .20 The liquidity preference, or interest rate equa-
tion:

M = L(1,Y) (1)
This equation postulates that the demand for money is a
funetion of the rate of interest, 1, and the level of incomse,
Y. The consumption equation:

C = £(X,i) (2)
represents consumption, ¢, as being & function of income and
the rate of interest. This equation may also be rewritten:

¢ =T /oY) (2a)
with the eonstant, T, denoting sutonomous consumption whieh
is independent of income. The investment equation is in
effeet the marginal effiolensy of capital schedule:

I=1(1,Y) (3)
Finally, the income equation:

T=TA0(Y) AT A I(Y) (W)
in which T represents investment that i1s independent of
incoms but responds to all other effective influences, like

the rate of interest, and is accordingly autonomous invest-

19 1bid., P. li4; snd James S. Duesenberry, Business
Cycles and Kconomic Growth, McGrew-Hill Book Company, Lcon-
oml¢ Handbook Serles, New York, 1958, p. 26.

20 gemberg, pp. 1h=16.
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ment, while I(Y) represents acceleration induced investment,
or income responsive investment.

The recent forward spurt in the formulation of a com-
prohensive and dynamie theery of economiec growth has its
foundations in the pregnant contribution of Professor Harred.2l
Inspired by the prévocative theory presented in that book,
Professor Hicks in hiszs turn made & stimulating snd original
contribution.22 Simultanecusly Professor Domar bdegen explo-
ratory excursions inte the same field in a series of jour-
nal erticles, since repudlished in collected form.23 1In econ-
sidering the essential properties of the model construected
on the lines devised by this schocl, and essentially these
three writers, it will be convenient to follow Elsner and
refer to models of the Harrod-Domar-Hicks variety as the
R<D-H growth model .2l TIts originaslity lies in its explicit
recognition of the faect that net investment not only ereates
ineoms but also augments the economy's productive capacity

by enlarging capital stoek. Puture investment decisions are

21 R, ¥. Harrod, Towards & Dynamic Xconomics, Mac-
millans & Co., London, 1948,

22 J. R, dicks, A Contribution to the Theory of the
Trade Cycle, Oxford Unfverslty Press, London, 1950,

23 Evsey Domar, Essays in the Theory of Lconomic
Growth, Oxford University rress, London, 1957,

24 pobert Bisner, "on Growth Models and the Neo-
Classical Resurgence", The Economic Journal, December 1958,
pp. 707-721.
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influenced by the degree of utilization of the existing
stock of capital, thus for future investment to increase,
output must expand proportionately to the growth in the stock of
capital. Accordingly, stress is put on the necessary rela-
tionship of employment as a function of the rate of growth of
investment and income. The analysis 1s concerned with deter-
mining the steady rate of income growth sufficient to ensure
the full capacity use of the growing stock of capital and
the ability of this growth rate to maintain itself. The
problem of stability or instability of the growth rate is
acoordingly emphssized. This 1s & true dynamic theory and
{s eoncerned with the leng run.25

No attempt will be made in this chapter to present a
simple H-D-H growth model, for while the algebra and peculiar
contributions of these three are not so inconsistent that
synthesis is impossible, simplicity and brevity of treatment
would be. Instead, only some of the key egquations repre-
sentative of the more crucial espects of the systems will be
considered. ZThe first of these concepts that demands atten-
tion is the Harrod notion of Gy, the warranted rats of growth
of ineome .26

25 Hanberg, op. cit., pp. 22-26.

26 Harrod, pp. 77-100; Hamberg, pp. 64-80; Lisner,
pp. 708-710; H& s PP. 146-161.
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His proposition i3 that

Gw = _°
Iy

where Gy is the percentage growth in income, dY/Y; s is the
propensity to save; and Ap 1s the accelerator, dK/dY, or the
value of capital goods required for the production of a unit
inecrement of output.

Recasting the equation in Elsner's terms, whieh are

closer to Harrod's symbols:

Cy = 8 ; df, or GuCy - a# = s,

in which Cp is defined as the requlred, or equilibrium, cur-
rent caplital output ratio which leaves entrepreneurs satis-

fied, and 4f stands fer deepening, the proportion of output

absorbed in lengthening the production process or increasing
the capital-output ratio.

The system becomes elaborated and the fundamentsal
problems of economic growth sharpened by introducling Herrod's
Gn, or naturel rate of growth., It 1s the maximum rate of
growth of which the economy 1s capable undsr conditions of
full employment with a given rate of growth of the labour
force and rate of technélogical progress, Now, the measure
of attainment in the realized growth rate may be assessed
and the stebility of the growth path determined,

To quote Eisner:

If the actusl rate of growth is less than the
warranted rate, investment demand must be less
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than saving, and the rate of grewth of output,

and (eventually) the rate of output must turn

down. But if G,, the natural rats of growth 1s

less than Gy, then the actual rate of full employ-
ment would be less than Gy. It follows that invest-
ment demand would have to be less than saving at
full employment. Thus full eaployment eould at

best represent a momentary position of disequilibrium.
A critical aspect of the problem, then, ecan be fore
mulated as how to prevent Gy from exceeding Gy .27

And turning to Harrod for further explanationg

Let d (for desrening) stand for the value of new
capital installations during the unit period, expres-
sed for convenlence as a fraction of income, in-
volved in the lengthening of the production process.
If inventions are 'capital saving', d is negative.
Thus ,

Gwcr=$-d.

It may seem artificlel to separate 4 from Cp. But

it is loglcally possible; and 1t is right in prin-
ciple. We want to keep 0, segregated as that cepital
requirement which essentially belongs to the growth
of output as such, from the requirement for incressed
cepital per unit of output.

d may have a poaitive value because of the nature
of the inventions occurring. It may also have a
positive vealue because the rate of interest 1s fal-
ling. Our aim should be to get such a progressive
reduction in the rate of lnterest that

If d 1s positive, Cp will increase through time,

and myy eventually become so great as to enadble us

to dispense with d. At that polnt interest need

fall no further. A positive value for d inocidentally
serves to raise Cn. A fall rate of intereat may
alsno - and this is of course important if it so turns
out - reduce 5.2

27 Eisner, op. cit., p. 709.
m Hl.l’l‘ed, 021 Clto, p‘ 96.
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The prime issue to which Hicks spplied himself in
the study of growth medels was the eritical role played by
the ascelerator. Influenced by the shifts in effectiva de-
nand, in a growing economy there will be a stepped process
of induced investment, or a periodiec ratchet effect which
perpetuates itself through succeeding cysles, similer to
Dussenberry!s consumer responses.29 Although in Hick's opi-
nion the multiplier offers no explanation of the tendeney of
inocome to fluesuate, introduction of the accelerator, or
induced investment, does provide s cycle maker.30 once
investment is explicitly subdivided into induced end emteno-
mous investment it becomes apparent that, even if induced
investment followed a smooth path, the equilibrium, or sta-
biltty, eonditions of the system would demand that autonomous
investmsnt must also be smooth and sontinuous snd bear e
sonstant proportion to output.

One other whose eontribution to the formulation of s
realistie growth model can hardly be ignored is Kaldor.3l
His sprreach differs from Harrod and other writers in that

he assumes that the general level of output at any one time

29 James S. Duesenberry, Income, Saving and the Theory
ef Consumer Behavior, Harverd University Prcss, 194%.

30 Hicks, A Contribution to the Theory of the Trade
Cyele, op. cit., p. 56.

31 Nisholas Kaldor, "A Model of .conomlc Growth",
The Economic Journal, December 1957.
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is limited by available resources, and not by effective demand.
This assumption of a full employment economy tends to hark
bask to the Classioal model. Also, he rejects any distine-
tion between changes in techniques end productivity induced
by innovation, as against a change in the supply of capital
relative to lebour. Thus, he stipulates that in societies
with a low technical dynamism the rate of capital accumula-
tion i3 slso small, and conversely. Innovation, in a real
sense of readiness to absorb technical change combined with
the willingness to invest capital, is Kaldor's prime mover
of esonomic growth. In his system the technicsal -progress
function is assumed to have constant parameters, which is a
hypothesis of a constant flow of invention and innovation
over time. Although, he admits there can be a short term
irregulsarity with growth of production and real income run-
ning sahead of the growth of capltal, to be followed by periods
when cepitel investment catohes up and the stoek of capitsal
inereases faster than income.32

The extraordinary multiplicity of growth models that
might be eonstructed depending on the basic essumptions
adopted, with some limiting assumptions necessarily accepted
in every case, is perhaps best demonstrated in Hamberg's

shapter on the Varieties of Growth Rates.33 He indicates

32 1v1d., pp. 622-623.
33 Hamberg, op. cit., Ch. 5, pp. 147-198,
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that there are essentliaelly four types of growth retes. There
is the maximum rate of growth permitted by the rat.s of
growth of the rescurces of the economy, including the rate
of teashnologlcal progress, the rate of growth in the labour
supply, and the rate of discovery of natural resources. This
is & maxirum permissible, or full emrloyment rate, eompara-
ble to Harrod's Gn. Next, one can consider the rate of
growth that ia necessary to maintain full-capacity utiliza-
tion of a growing capital stock. This warranted or required
rate of growth, Harrod's Gw, may be treated with or without
regard for entrepreneurial expectations. The actual or
realized rate of growth, G, is enother diatinet type of
growth that has also a variety of definitions, since 1t can
be cast to encompass all short-run fluctustions, or any par-
ticular variety of them, or on the opposite extrems may be a
complotely smoothed trend line. Becsause of this variety of
possibilities no one 1s ever quite satisfied with the models
construeted by others. For example, Smithies admires the
work of his contemporaries but finds that they have been so
precceupied with the conditions of steady growth that they
have neglected economic fluctuations ineidentsl to the growth
process .3l Perhaps seeming confusion is simply explsined by

the fact that an inclusive theory of economle growth has not

3l Arthar Smithies, "Esonomic PFluctuations and Growth"
Econometrica, January 1957.
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Yot been evolved, and thus it is impossible to represent a
non-existent theory in a single model.

Instead of expecting too much and condemning model
builders for falling to do what tuey never attempted, let it
be admitted that zrowth modsels are not the rinal expression
of a complete theory of ecomomic growth.35 They are, though,
an invaluable tool of analysis, which the foregoing discus-
sion of model building should demonstrate. There must he a
finite relationship between the active economic variables of
the system which cen be expressed funoctionally, even though
exact numerical values may not be ylelded and despite the
nacessary sxclusion of non-economle forces end influences
whieh do vary, but unpredictably, and therefore must be in-
¢luded in the system simply as parametera. The key problems
that may be better analysed because of the existence of models
as an analytical tool ere: (1) the precise identification of
growth generators, and thelr interaction upon each othor;
(11) some approach to a quantitative expression of the pos-
sible rate of growth, the desirable rate of growth, and a
sherpened interpretation of any deviation from the actual
rete of growth; (1i1) the stablility or instability of the

longer run growth trend, which can assist in formulating

35 Evsey Domar, "The Theorestlical Analysis of ‘cono-
mic Growth", American Economic Review, May, 1952, pp. 479-
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policy recommendations for the minimization of instability
while adhering as closely as possidbly to the desired rate of
growth. These are the vproblems tiiat demand energetic research,
and model analysis must be considered as an important aid in

this tesk.36

Growth Models and tinderdeveloped Economies

Model dbuilding for less advanced economies has not
been a partieularly popular activity among economists, rrin-
eipally for the very good reasons that these economies are
not examples of the monetized capitalistic system and have
not displayed any seculer growth dynemics. As sBruton com-
ments;

The postwar literature on . rowth economics has
tended to distinguish tie growth -rocess in a
relatively highly developed country from tnat in

& so-called 'unaerdeveloped' area. In the ormer
case the analyses have bsen ocharacterized by severe
rigor, with consequent imposition of restrictive
assunptions setting definite and specific bounda-
ries to tne problems., 7To & large extent, work in
this area is an extension of the savinga-investment
anal ysis of Keynes into more dynamic formulations.
In discussions of the cevelopmental rrocess of the
underdeveloped countries, however, there is the
exactly opposite approach; the problem is usually
very generally defined, rigor 1s frequently com-
pletely absent, and the variables considered ine-
vitably spill over into areas which economists have
long treated as beyond the scope of the diseipline
(for example, population and technologlical chance).
In the absence of & <eneral fra-ework - amodel -

36 Nstional Pureau of Economic Research, or. cit.,
Ch. VIII.
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within which to exariine the problems of the under-
developed country, much of the dlscussion has
taken place in a virtual theoretical vacuum and
consequently 18 often unsatisfactory both logie-
elly snd practically.37

The stagnant subsistence economy is of no more than
historical interest in the study of economic growth. Because
of the statliec nature of such an economy the tasks of bullding
an equilibrium model demonstreting the ceuses of its absence
of growth would be relatively easy. 1t 1s the rrocess of
scononmic growth rerresented by the dynamic economy that is
of interest. The recent vogue for describing underdeveloped
economies as 'newly developing economies' expresses the
eentral fact that these areas have begun to break out of the
prolonged period of staznation and that the Aynamics of
economic growth ere taking hold. ‘This being so, it can be
inferred that some form of growth model could be devised for
them as well as for advanced economies. The fluid and un-
stable nature of these developing economles may be tantali-
gingly elusive for the model bullder seeking to capture a
useful profile.

The need for models to ald in understanding the
characteristics of the developing economy are quite clearly

set out by Jen Tinbergen.3® He discusses the elements of a

37 Henry J. Bruton, "Growth Models and Underdeveloped
Economies” , The Journsal of Political Fconomy, August 1955,

P. 322.
3 38 Jen Tinbergen, The Design of Development, The John

Hopkins Press, Baltimore, I958, for the Economlc Development
Institute of IBRD.
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development policy and the essence of progremming, Implicit
in the techniques he advocates is the need for model build-
ing. Perhaps thlis is the most practicel application of the
economic model, for it i1s not set up as a theoretical abstrac-
tion but as a working model to which the developing economy
is intended to econform., To formulate sn economic plen there
must be an intensive economic study in statistical and
analytical terms to explain the nature of the existing econ-
omic structure. Only from this beginning cen a general pro-
gramme of development be postulated, first in terms of
goneral aggregates and finally in detailed sector projections.
This pattern of development then becomes 'The Plan' or the
growth model to the attainmsent of whilech policy measures will
be directed.
Recognizing the importance of all this, Higgins dis-

cusases the application of reneral theories of development
and thelr corresvonding growth models in thease terms:

Pirst of all, let us note that even the relstion-

ships in the 'agreed' system tell us some useful

things about development policy. Look at the pro-

duction function, for example. Even s0 simple a

statement as this provides gulidance as to the proxi-

mate causes of higher standards of living. Without

capital acocumulation, resource discovery, population

growth, or technological progress, increases in

output are impossible. When the form of the pro-

duction is specified on the basis of empirical

knowledge, the equation tells us also that the level

of production depends not only on the quantities of

factors of production and the degree of technologlcal
edvance but also on the proportions in which the
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factors are combined - a very important consider-
ation. In other words, for every !'f.ctor endow-
ment! , there is an optimal combination of the
fectors of production. One of the purposes of
development planning is to find this combination
and see to 1t that it is maintained.39

He then attempts a simply synthesiz of all aspects
of the general theories that seem useful as a ;..ide to poli-
¢y in underdeveloped countries, arrivin; at what he describes
as 'planning equations® .40
0 = a.Q (1)
Here a, is the output-capital ratio; 0 1s total output; and
Q is the stock of capital. If a, iz independent of the level
of 0 and Q, 1t 1s the reciprocal of the incremental capital-
output ratio.
d0 = a.I £ da.q (1b)
To get closer to the decision meking process he
breaks up investment into its three major parts: government

investment, 1_, determined directly by the plan; Induced

g'
private investment, Ij, brought forth by recent changes in
income , effective demand, profits, etc.; and autonomous pri-
vate investment, Ia, stimulated by long run growth factors,
which equation appears &s:

I=1g# 11 # Ia(L,K,T) (2)

39 Higgins, op. eit., p. 202.
40 1bid., pp. 209-213.
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Simplifying by ignoring induced investme.t, which 1s
only important if government investment succeeds in stimule~
ting growth in the first instence, and by discarding ropula-
tion growth as & stimulus tec long-run rrivate Investment,
this 1s rewritten:

I =14 Ia(K,T) (22)

And substituting in (1b):

d0 = de.Q £ a)1.Ig £ ag.Ia(ﬁ,i) (3)

This tells a good deal about the requirements of an
effective development plan, which according to Higgins must
be desligned to: (i) increase government Iinvestment at least
to the point where opportunities for private investment are
meximized; (11) increase the rate of resource discovery and
technologicel proiress; (ii1i) raise the parameter Ig, which
means to encourage a higher level of private iInvestment with
the existing reate of resource discovery and technological
rrogress; (iv) raise the output-capital ratio, or what is the
same thing, reduce the incremental capital-output ratio.

Higgins suggests that 1t would be possible to go fur-
ther and introduce different incremental capital-output ratios
for each sector of the economy and every type of investment.
This 1s an approsch to model bullding to which we have not
so far referred and offers a promising supplesmentary tool of
analysis to the aggregative aprroach of general models. The

Secretariat of the Economic Commission of Latin America has
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done some interesting exploration of the possibilities of
building input-output modele that might have some applica-
bility in studying income structure problems and measurement
of import requirements in countries in their area.4l
An interesting feature of Kaldor's model is that it

explicitly accounts for radically different growth charac-
teristics in what he describes as the two stages of capita-
1ism.42 As he says:

In terms of our model, the growth of the capitalist

sector in the economy involved a dramatic rise in the

technical progress function, and hence in the equi-

librium rate of growth of productivity - the increase

in savings, investments, both as a proportion of

income and of capital, and the great acceleration

in the rates of population growth, were consequences
of this, and not its initiating causes.43

He shows that in the early stages of capitalist deve-
lopment, the period that is descriptive of the newly deve-
loping economies of today, the growth in productivity was
not attended by a rise in the standard of living of the
working classes. This suggests that in the early stage pro-
ductivity rises, but not enough to raise wages above the

subsistence level or permit the required rate of investment,

bl ECLA, "The Input-Output Model®, Economic Bulletin
for Latin America, Vol, 1, No. 2, September 1950,

b2 Kaldor, op. cit., pp. 618-621,

A'B Ibido, P 6180
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The logic of his model proves that the capital-output ratio
will show a steady increase, which is in accordance with both
the Marxian and neo-classical models., However, since the
share of profit in income will also increase continuously,
the rise in the capital-ocutput ratio will not necessarily
imply a falling rate of profit on capital. The break-out is
achieved when capital stock finally attains the level of
'desired capital'. From that point on profits are no longer
determined in the Marxian manner, as surplus of production
over subsistence weges, but the share of wages becomes a
residual, equalling the difference between production and

the share of profits ss determined in a Keynesian manner by
the propensities to invest and to save, From then on real
wages will rise along with productivity and distributive
shares become constant through time, and the system settles
down to an ecuilibrium where the rate of growth of capital

is equal to the rate of growth of income, so that the capital-
output ratio and the rate of profit of capital also tend to
remain constsnt over tire.

Reverting now to Bruton, we can follow his unique
attempt to examine a modified version of the Harrod-Domar
model applied to underdevelopad countries undertaken with the
aim of arriving at a more rigorous and systematic statement

of the development process.tlk As he says, the central

Lh Henry ¢. Bruton, Growth Models and Underdeveloped
Countries, op. cit,
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proposition of the H-D theory depends on the assumption that

investment is capacity-creating as well as income-generating.
If the new capacity is to be utilized, equivalent new demand

must be generated. Given a constant ratio between saving and
income, s, and a constant capital-output ratio, k, it is evi-
dent that capacity will increase by s/kY. Then the increase

in income must equal the increase in capacity:

dY =8 Y
k

Dividing through by Y shows that income must grow at a con-
stant percentage, s'k, in order to assure no idle capacity
of capital ecquipment, If the labour force grows at a con-
stant percentage rate, 1, and productivity increases by a
constant percentage rate, p, then for labour to be fully
employed income must grow at a rate ecual to 1 £ p £ 1p,
which indicates both the required rate and the maximum allow-
able rate without inflation.

Bruton argues that the characteristic sequence of
technological progress is, first, major changes in technique,
which innovations are sporadic and require capital deepening,
but once in use there follows a constant flow of routine
innovations that are of the capital-saving variety. These
latter provide the necessary counteracting force to a rising
rate of interest and diminishing returns, thus producing a
constant capital-output ratio. Turning attention to the

underdeveloped countries he contends that since their output
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is low relative to that of advanced countries, their chief
objective is to increase the capacity output of their econ-
omies as rapidly as possible. This means capital must be as
productive as possible, or the capital-output ratio as low as
possible. But the shortage of capital relative to labour
means low productivity per worker and hence low real per
capita income. The requirement is clearly capital deepening
and a substantial raising of the technological level. Thus,
it is dictated that the underdeveloped country must go through
an initial period that runs counter to the dictates of the
relative factor supply situation. Imported technology through
the process of borrowing is likely to be of this capital
deepening sort, for capital-saving innovations are organiza-
tional and must be generated later from within based on
experience. Because capital supply is limited the emerging
economy cannot transform its production wholesale, so that

the major innovations are likely to replace labour with
capital and intensify the problem of underutilization of
labour, Evidently the problem is that 1 £ p £ 1p> s/k with

the situation becoming secularly more severe,
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Interdependent Growth Models

Instructive as the consideration of growth models

unquestionably is, all the systems reviewed so far in this
chapter contain a fundamental weakness that places them in
violent conflict with the central theme of this book. The
customary approach in model building, because of the neces-
sity of employing simplifying assumptions, is to revert to
the traditional fiction of the closed economy, My basic theme
is that economic growth must be discussed in the context of
the world economy, for international interdependence is of
paramount and increasing significance in shaping the destiny
of individual economies. Accordingly, I have placed constant
emphasis on the need for studying economic growth within the
wider environmment of the world economy. Obviously, it is my
conviction that any really useful growth model should :then
be constructed for open economies in a form that gives full
recognition to the essential interdependence of national
economies through some form of growth repercussion factor.
This requirement is particularly significant because growth
models are intended to represent the dynamic working of the
economic system over the long-run when the growth repercus-
sion factor would have a cumulative influence.

The contribution of Simon Kuznets probably stands above

that of any student of economic growth in the special area
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of investigating comparative economic growth. In pursuing
this problem in depth he has quite naturally become troubled
by the gaps in our knowledge and the weaknesses in our lines
of enquiry. In an excellent paper expressing his dissatis-
faction and making recommendations for future study he lays
particular stress on transnational factors and the inter-
action of growth complexes among nations.45 The importance
of international interaction is a recurrent theme but his
persuasions on this usually neglected question is well repre-
sented by the following quotation:

Given the co~existence of different nations and the
possibility of contact among them, there are bound
to be relations of co-operation and conflict, peace-
ful exchange of goods and acts of dominance and
exploitative aggression, and, above all, knowledge
and imitation, attraction and repulsion. The combi-
nation of differences in the natural and historical
endowments of nations with a community of human
wants and sharing of a potentially common technolo-
gy means a whole set of flows among nations, of
relations of dependence. Thus, to some extent the
treatment of nation-states &s independent units is

a fiction - tolerable only in so far as the ties

of inter-dependence are reasonably limited relative
to the internal structure and pattern of each nation.

Corresponding to a given complex of nations with
their diverse characteristics, and the given state

of the arts of international intercourse, there

will be 2 structure of inter-actions among nations --
ranging from the peaceful flow of goods, capital,

and people, to aggression, overt or potential,

But this structure of international relations 1s

b5 Si{mon Kuznets, "On Comparative Study of Economic
Structure and Growth of Nations", a paper in the National

Bureau of Economic Research Report, op. cit.
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continuously affected by economic growth. This
latter, in so far as it stems from a complex of
transnational factors and is essentially the

spread of a major innovation in a world of separate
entities called nation-states, must emerge simul-
taneously and generally in all parts of the world;
or it must originate first in some one part of it --
usually the latter, since the diversity of the

world at any given time means that only some part

is far readier for an epochal innovation than others.
If the latter alternative is true, the impact of
economic growth on various nations is necessarily
unequal: and the resulting changes in the relative
position sets up changes in relations among them --
which usually end up in the transmission of impact
of growth el sewhere, either positively or adversely.
It may thus lead to imitation on the part of some,
which, if successful, brings the next follower

group of nations to the fore; or domination of
others by the nation that forged ahead in economic
growth., Whatever patterns of international relations
existed before would be affected by the unequal
impact of growth; and one can srgue that the whole
complex of international relations can best be viewed
not only as typing the various nations at any given
time into a structure of cooperation and competition,
but even more as a mechanism of transmission of

the unequal impact of economic growth, modified

by some autonomous changes in the technology of com-
munication across space and national boundaries.l

Although growth models and the theory associated with

them have generally been formulated in the artificially nar-

row context of the closed economy the literature is not

completely devoid of recognition of the need for the more

comprehensive model. Harrod himself gives brief attention

to the changes introduced into the system if foreign trade

is taken into account.*?7 The fundamental equation then

46 Ivbid., pp. H - 8-10.

47 R, F. Harrod, Towards a Dynamic Economics, op. cit,

pp. 101-115,
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becomes GC =8 - Db,
where b is the balance of trade expressed e&s a frection of
income. Also,
GyCp =8 = b.

From which he concludes, regretfully because of its mercan-
tilistic implications, that for a country in which Gy is
tending to exceed Gp and there is by consequence a ghronic
tendency to depression, a positive value of b may be henefi-
cial, because it tends to reduce the value of Gy and might
bring it into better relation to Gp. In other words, a coun-
try where savings are high relative to the opportunities for
investment end potentiallities for further growth domestically
will be helped by the opportunities for investment abroad.
wWhiech proposition definitely indicates that the maintenance
of income and stabllity mey be achleved by contributing to
the growth feasibility of capital scarce countries sabroad.

The first and still the most thorough attempt to
internationalize the model was made by Harry G. Johnson ,48
His presentation 1s an sxtremely simple model using the
traditional snelytical device of a two country international
economy, the Harrod-Domar assumptions of a constant propen-

sity to save, a constant capital coefficient, and adds the

48 Harry G. Johnson, “Equilibrium Growth in en Inter-
national Economy®, Canadian Journal of Economics and foliti-

cal 3cience, November, 1953.
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sssumption of a constant price level. Working from the basic
H-D system the shift to an open economy introduces the in-
fluence that imports as well es savings constitute leakages
from effective demand, while exports as well as investment may
fill the demand gap. Then the basic equation becomes:

(s A m)¥y = Iy £ X,
with the suffix t meaning in each case current rate. And
also:

re = e(s £ m - Xt)
* Y

in which, ry, 18 the current rate of growth, and, a, is the
output-capital ratio, which equation may be rewrltten as:
ry = a(s - bg),
with bg being the country's current export surplus expressed
as a fraction of its production. Explicitly reelizing that
anslysis in these terms is possibly misleading because of
the treatment of several of the key varlables of the system
as constant, he quite properly concludes that the results
are sugcestive. Differentiating the last equation with res-
pect to t, and solving the Implicit differential equation in
Y, and then manipulating the results he obteins verification
of the initial equilibrium rate of growth.
As he phrases the meaning of this equation:
In short, the equilibrium rate of growth rises, is
constant, or falls over time according to whether

the rate of growth of ex orts 1s less then, equal
to, or greater than the country's initial equilibrium

growth rate.
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The economic meaning of this result (bearing in mind

the extrems simplicity of the model) is that if a

country's equilibrium growth rate is higher than

the rate of growth of demand for its exports, it

must grow at an increasing rate if effective demand

is to keep pace with caracity to produce. If 1its

equilibrium growth rate is lower than the rate of

growth of demand for its exports, it must grow at a

decreasing rate if effective demend is not to outrun

capacity to produce. Only if its equilibrium growth

rate is equel to the rate of growth of demand for

its exports will 1t be able to maintain equilibrium

between effective demand end ceracity by growing at

a constant rate.l9

Johnson proceeds to relex some of the riglid assump-

tions that usually prevall in multiplier theory and which are
implicit in the basic equations. iHe drops the assumption
that investment utilizes only domestically produced goods,
that import goods are sbsorbed in consumption only and not
used in production, and that trade surpluses are financed in
2 way giving rise to no Internationel interest payments. From
our point of view, his next approach to broadening the terms
of analysis 1s even more significant. He elaborates the
system to tske account of the required rate of growth in the
rest of the world, shifting away from the one country aprreach,
and explicitly giving recognition to the fect that the foreign
repercussion factor is always at work so that the require-
ments of equilibrium growth in the components of the world

sconomy are interdependent. With these changes the system

49 1bid., p. LBO.
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becomes more complex and the equationa more elaborate, and
also 1t becomes increasingly difficult to draw simple conclu-
sions from the results., une does succeed in demonstrating the
interdependence of equilibrium growth rates between countries
and the greater variety of destabilizing influences resulting.
Reverting to Bruton's analysis, wio was specifically
concerned with the applicability of growth models to under-
developed countries, some interesting supplementary notions
are explored.%? e introduces foreign trade into the model
ag the foreign account counterpart of savings. Writing M for
all debit items on surrent acecount and X for all credit items,
and the ratio of (M - X) to income ae b, he recasts the growth

oquation as:

from this he concludes that 1f b is negative the percentage
rate of growth required to utilize all the increasing domes-
tic capacity 1s less than it would be in tne absence of
trade. Also, if b is positive, then the allowable rate of
growth is higher than 1t would be in the absence of trade,
To investigate the time path of the relationship of imports
and exports, he refers to the Kindleberger stage of develop-

ment sequence.51 If countries followed this msequence the

50 pruton, op. cit., pp. 330-336.
51 See Table IX, p. 198.
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forelgh trade sector would tend to make the attainment of a
higher allowable rate of growth possible when this 1s the
desired situation, and then to make the required rate lower
when this is desirable, which is when deflation threatens.
Hence, the allowable rate of growth of underdeveloped coun-
tries is increased, and the required rate of growth of the
nature economies 1s decreased.

The Bruton discussion then turns to the ratios M/Y
and X/Y and their behaviour through time. It 1s not neces-
sary to follow his analysis in detall, but his conclusions
that M/Y shows a secular decline for advanced countries but
tends to increase for developling countries deserve mention.
This being so, it indicates that the availability of
forelgn exchange imposes & ceiling on the rate of growth of
income. While capital imports alleviate the situation it
appears that they would be permanently necessary. A much
more detailed treatment of the sun-.ested problems of the
relationships between money, income and trade, supporting
the Bruton conclusion on the growth restrictive effects of
the supply of forelgn exchange, i1s glven in a lengthy and
interesting paper by Folak.52

Continuing with this point of the relatlonship of

supplies of foreign exchange as a major factor in the

52 3, 3. Polak , Monetar Anelysis of Income Forma-
tion end Payments Problems, IMF Staff Papers, November, 1957,

pp‘ l"SOn
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international interaction of the forces of both economic
growth snd economic instability, it is appropriaete to sum-
marize the trensmittel effects by a quotation from Letiche.

The record of the Great Dserression too strongly
confirms theoretical expectations, for the cyolical
factors discussed above were intensified by excep~
tionally abnormal institutional conditions. The
rise lIn the United States domestic investment, par-
ticulsrly during the inflationery spurt before the
depression tended to generate a ratec of growth in
income and sn excess of planned saving over planned
investment. The disparity between the growth in
physical capacity to produce and the growth of cur-
rent demand and output became acute. As returns on
domestic capital declined, the excess of planned
saving not only falled to bs invested abroad, but
the flow of capltal was reversed from & net outflow
to a net inflow. The growth process was interrupted;
excess capaclity, unemployment, and inventorles grew
apace. Abnormally perverse monetary policles slong
with inflexible cost-price structures aggravated the
deflation. Production became more and more excessive
relative to expenditure, and pressures to expand
exports and to reduce imports became terribly strong.
It was the American economy that primarily generated
the ensuing dollar shortags.®3

I am not prepared to offer an elegant mathematical
model thet will bulld on this work that has ealready been done
and demonstrate more oconvincingly the interdependence of
sountry growth rates witiin the warld economy over the long
run., The central 1ssue cen be adequately fllustrated by an

extremely simplo model. DBased on experience and reasonable

projections it may be anticipated that the Industrialized

53 J. M. Letiche, Balance of rayments and ._conomic
Growth, op. e¢it., p. 305.
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eountries will show a growth in income of probably 35 per
cent over the next ten years. Assuming constant M/Y and X/Y
they would develop an increase in import demand of 35 per
cent and an increese in export capacity of 35 per cent. For
the underdeveloped regions a reasonable projection of income
growth for the same ten year period might be 25 per cent.
Again assuming for these areas constant M/Y, because of the
restraining influence of exchange scarcity, and constant X/Y,
because of ineviteble domestic inflation and rising homs
demand , they would also develcp an increese in import demand
of 25 per cent and an increase in export capacity of 25 per
cent. Additionally, I am assuming that the distributional
pattern of trade cannot be and will not be markedly changed
over this decade, so that advanced countries will look to
underdeveloped regions as both markets and sources of supply
for 35 per cent more goods than at the outset. However, due
to the slower rate of growth of the undcrdeveloped regions
these countries will only respond with 25 per cent increase
in two-way trade. A potantlal rise of trade between the
advanced and the underdeveloped regions of 10 per cent will
then be frustrated. Thus, the growth lag would reflect on
the advanced countries by denying them the desired incresse
in supply of primary produce and by failure to dlspose of =
satisfactory rise in exports. Inevitably this must cause a

repercussion on the growth rate and attained income level of
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the more rapidly expanding countries.

In coneluding this brief exploration of interdependent
growth models let us revert to the contribution of !althus
to the theory of economic growth. He recognized snd empha-
siged the interaction of sectors of the economy.SK Although
directing his attention to sectors of a single economy, in
the first instance, he argued that the failure of one main
sector to expand acts as a drag on the growth of the rest of
the economy. Malthus saw that balenced growth was neces:zary
to have continuous aggregate growth. This 1s exactly the
point that I have attempted to develop for the world sconomy.
Higgins realizes the international implicetions of this
issue, without stressing its importance, in his comments on
J. 8. Mill's stagnation thesis.55 He quotes Mill who reasoned
that a mature country efter an extended period of expansion,
high investment and high income, would experisnce decreasing
returns on capital as the stock of capitel enlarged untll
the margin of profit almost disappeared and economic growth
would virtually cease. Higgins does not dispute thils
ressoning but points out that England escaped this result
due to the economic growth elsewhere in the world permitting

external economies for British industry, increasing demand

Sl Higgins, op. cit., pp. 104~105.

55 1bid., pp. 96-99.
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in foreign markets for the rising output, and investment
opportunities abroad whereby profit rates for British caplital
were maintained and the danger of planned saving exceeding
planned investment avoided. Thus England continued to enjoy
economic growth, but it was because of the economic growth

taking place elsewhere in the world sconomy.



PART IIX

THE ECONOMICS OF FRUSTRATION



CHAPTER 1

POLITICAL AND SOCIAL IMPLICATIONS OF GROWTH LAGS

It 1s time to shift the emphasis from the economic
aspeets of the problems of growth to the social essentials.
The perplexities and frustrations created by the admixture
of social and economic obstaeles to growth demonstrably pro-
duce political tensions of explosive proportions that rever-
berate beyond national boundaries to embroil the major sta-
tes of ths world. For these reasons the problems of growth
in all parts of the world economy have become urgent intere
national responsibilities. The peace of the world, the pre-
servation of freedom and the cultures that are the pride of
the Western world sre all at risk if we fall to accept our
international responsibilities toward the underdeveloped
areas of the world in thelr struggle for emergence.

A common fashion of classifying countries to repre-
sent thelr level of progress attained is to designate each
as at some steage from infancy to advanced maturity., This
spproech was used earlier in this text with parsicular re-
gard to the degree of economic advancement. In the present
decade such a descriptive grouping 1s especially epproprisate
in a political sense, considering the world-wide collapse

of colonialism and the burgeoning of national pride and
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mbitions menifest tn the prolific crop of new, independent
states and the awakening from passive stagnation of many
others. Sueh a menner of classifying countries according to
social , eeonomic and political age or maturity should help
the peoples in the advanced countries to understand better
the problems of these seemingly brash young states and young
esonomies. In modern soccietles we have become concerned
with juvenile delinquency and wayward adolescence as major
soseial problems of our times. In moments of calmer sophis-
tication these problem children are shown some tolerance and
understanding, for their 1lls and the turmoil they create are
attributed to the psychological pressures of troubled back-
grounds and an underprivileged youth. The problems of these
restless underdevesloped countries sasre the same sort.

The lessons of the irresponsible lengths to which
rebelliocusness can be carried by immature states in excessive
demonstrations of indepsndence cammot escape us after expe-
rience of events in Egypt, Indonesia, Cuba, the Congo, Alge-
ria, sand other storm centres in Africa. These are troubled
states undergoing the emotional upheaval of adolescencse,
driven by boiling resentm nt against their elders and foster
parents, whom they accuse of having deprived them of their
rightful due in earlier yeers. Wisdom dictates that the
mature and prosperous states should understand the psychology

of these emerging nations, deal with them sympathetically,
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give them guidance with a minimum of interference, and offer
them svery possible help in the way of cooperation and oppor-
tunities that they may fulfill their restless ambitions for
a richer existence., If we fall them the system of the world
esonomy, whish I hope surlier chapters have established,is
the only hope for maximization of the possiblilities of peacs,
prosperity and progress, is gravely threatened by political
and economic fragmentsation. The disconnected parts would
then be parts in sonstant friotion impeding mutual gains and
dissipating the snergies and production of the member states
of the world in warlike ,and defensive ehannels at the cost

of economic and sultural progress.

.7+ It is quite clear that the problems of sconomic
growth must be ‘dealt with in a vastly wider context than ex-
pending predustion and incoms achieved through the magic for-
mula of inereasing industrialization and ever pising rates
of investment. The newly emerging regions and the advanced
sountries alike are prone to think in these narrow terms and
reduce the question of cooperation for progress to a mesasure
of the scale of financisl assistsnce that may be provided
and the rate &t whieh it may be sabsorbed. Even if the essence
of growth comld be resolved to this specific single problem,
there are deeper roots that must be established before the
foertilivation of investment can produce its expected higher
output "’ The.'economic speeialist is generally incapable of
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the broader vision needed to give proper emphasis to these
more fundamental preconditions and continuing conditions for
economic progress. I have little doubt that a priest I have
met, an educator who has spent several years in industrially
blossoming but still underdeveloped Brazil, is looking closer
at the roots that must be nourished when he insists that
sducation is the key vproblem of underdeveloped countries.

For him, the main resource of any country, the real determi-
nant of efficiency of production, is the people, the human
factor. ithout education, widespread and carried to pro-
gressvely higher levels, there can be no social, political

or economic progress or stability. International cooperation
for progress might appropriately emphasize education in aid
programmes, and in the end achieve more toward ensuring the
economic emergence of the underdeveloped countries at much
lower money cost than simply paying the bill for stumbling
investment directed toward the great goal of industrializa-
tion, all too often mis-timed and misguided with inevitably
disappointing results.

In the body of this book the main theme of the economic
review of the problems of differential growth rates wes that
a higher rate of world economic rogress would be attained
if the glaring gap in the rate of regional growth could be
narrowed, while progressive widening of the gap would impede

the process of secular expansion by multiplying and magnify-
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ing the instability elements. Even recognizing the fright-
ening implications of the dictum that instability is the
enemy of economic progress, cognizance must now be taken of
the even more terrifying manifestations of instability of a
non-economic nature that threaten not only to check the
course of future progress but to destroy part or all of what
has been attained.

Undoubtedly, to some degree, the course of civiliza-
tion, the path of social evolution, is in the making in every
generation of human history. It may be simply that the
problems and events of one's own age seem infinitely more
vivid and significant than those recorded in the history of
the past, yet the challenge of our times surely is a cres-
cendo in the turbulent symphony of human history. Psace,
harmony, progress, and prosperity may prevail; or unrest,
conflict, retreat and the jeopardy of human well-being may
triumph. Through trade, war, and science, the remote parts
of the earth have been welded into a common society within
which goods, fdeas and ambitions become readily exchanged
and shared. History proves that as this process unites
remote provinces, towns and hinterland, into national econ-
omies or societies, that hierarchies become threatened &nd
progressively dissolved by the evolutionary process of
social revolution without violence, or challenged and liqui-

dated by angry, unrestrained uprisings. National economic
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growth has invariably been accompanied by an egalitarian
movement that would not tolerate excessive differentials in
the levels of privilege and reward for one geographical re-
gion against another or one social class against others,
Where real progress has taken place within national bounda-
ries a levelling process has been inevitable, giving renewed
strength and impetus to secular growth for the greater well
being of all, Now that a world society has virtually evolved
within the framework of a world economy a parallel develop-
ment is inevitable. This is the real challenge of our times;
to move forward in common, harmonious progress, with a
levelling-up of the poor and backward territories and peoples
for the eventual well-being of all; or in a narrow context

of time and consequences, to attempt to live tenuously within
the world economy and world society, falsely hoping to
exploit positions of national privilege for ever greater
comparative prosperity, while soothing the angry passions of
the undernrivileged to withstand the mounting violence of
their claims.

The process of economic development in underdeveloped
countries has not been closely studied in all its ramifi-
cations in this work, but there is ample supplementary lite-
rature discussing the many barriers, implications and conse-
quences in terms of social and sociological forms. It would

be too lengthy and complex an undertaking at this point to
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review the many-featured impediments and responses to econ-
omic growth rooted in social forms and traditions, varied
religious contexts, rigid but unstable political settings
and ingtitutional frameworks, yet some recognition must be
given to the troublesome and unpredictable consequences of
sociological inertia disturbed. The peoples of -traditionmal
societies have in increasing measure been enticed and forced
out of the lethargy of subsistence existence on a local or
regional basis without yet achieving significant communica-
tion with a broader economic society. Even against their
traditional prejudices and resistance, hardened in the cake
of custom, they have been stirred to want more and take
action to attain iv. Their pitiful, or perhaps enviable,
contentment is being increasingly taken from them and it can
never be regained. Feeling newly insecure and restless,
with their desires stirred by alluring, but seemingly un-
attainable, hopes, they are ready to be guided to new and
more fruitful ways of life. If tempted but unsatisfied, de-
prived but uncompensated, they are ready to rebel against
the fates to claim the expscted fruits. If economic develop-
ment can be demonstrated to mean to these unsophisticated
peoples a rewarding experience in which the compensations
exceed the sacrifices, and in which the pace of achievement
does not fall behind the rate of increase of wants, it will
probably be embraced by them, gradually but firmly, and they
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will build progress for themselves and contribute to it for
the world economy. Yet, if the gap between what they have
and others have constantly widens, now that their awareness
of the wider world has been kindled,their reaction will not
be satiafaction in the betterment that they gained but resent-
ment at the comparative worsening of their position. This
will breed discontent and revulsion from such an unfeir sys-
tem. Jealousy is the mother of hate, and resentment will
grow against the privileged cnes who, although they may not
have caused, are so unfeeling as to tolerate asuch groass and
growing inequality.

The critical aspect of this problem of disparity in
rates of economic growth is not the aspiration that inequality
can ever be banished from the earth so that everyone in every
nation may be lifted to the fullest enjoyment of God's rich
gifts through the ingenuity and justice of man, but that there
is a tolerable degree of inequality and when the margin of
tolerance is exceeded it 1is in the nature of man to rebel.

The earlier econemic analysis of the problem demonstrated

that a narrowing of the gap weuld enhance the proapects for
international economic welfare and stimulate continued growth
with an increasing harmony of national interests. As the

gap grows to the intolerable limit, particularly as awareness
of the attainable in living standards is realized by the back-
ward peoples, then a disharmony of interests intrudes creating
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instability conditions that threaten not only future progress
but the very foundations of what has already been achieved.

It requires no distortion of the interpretation of
history to represent, in the Toynbee sense, that this process
of national resentment, disharmony and conflict, leading to
social and political revolution and then withdrawal from
the outward challenge to a position of isolation, to gain
independent strength according to revised standards, has
taken place frequently snough. In our age there are the
striking and threatening instances of Russia and China. The
vassal states of these giants of Communism cannot be classed
as additional instances because they are captive provinces
not acting through genuine social volition. The continued
existence, undeniable strength, and apparent achievements
of these professants of a new gospel of progress, in sharp
conflict with and challenging our own, makes it imperative
for the democratic world to soclve this problem of unequal
rates of groewth before the limits of tolerable disparity are
exceeded for more countries, driving them in rebellious
desperation into this alien camp.

Egonomics inevitably drifts inte the tangled wed
of politics - power politics and the contest between vio-
lently opposed political philosophies - once disillusioned
or misguided countries turn away from the Western world to

embrace the ever ready mentorship of Russia. Communism is
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no friendly rivsal to democratic capitalism, it is the ulti-
mate challenge, the final destroyer. Co-exlastence iz a
fading myth. The fate of the world economy, of the treasures
of freedom, aro at stake. Let us fall these newly emerging
ecountries in their requests for help end deny their hopes for
greater economic equality in the futurs, snd they will one
by one turn away from us to accépt Sommuniam's eager embreace.
Learned Latin Americans, who sre no dectrinalre Communists
but are the responsible and dedicated leaders of their coun-
tries, calmly and soberly wern us that they must have gene-
rous finenclal ald, and 1f the United States and Europe fail
them they will look elsewhere. We have been warned. If we
have not a sufficlent sonse of international purpose to
supply the underdeveloped countries with essentlel finaneial
ald and, no lese, the spiritusl essential, in the broadest
meaning of the word, we 3hall have failed them and defeated
ourselves.

A highlight of this eontest, thet could be the deter-
mining test in cesting the form of the future course of the
process of social and economlc evolution in the world, 1is
the vast experiment in development undertalten by India. This
18 an outstanding test case in the study of economic develop-
ment, not only becauss progress there is so essentlal, the
problems so immense, and the potentielities for success so

great, but because it has been undertaken as a conscious
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ecompetition with & comparably situated society, China, facing
similar problems but seeking to solve them through an oppo-
sed philosophy. 1India is the showcase for the democratic,
free economy aystem in the eyes of all nations of Asia, and
probably throughout Africa and the Middle East. If India cen
plen for a rate of development that equals or betters that
achieved in Communiat Chine, command the required effort on
the part of 1ts own peoples, muster and sppropriately allo-
cate the necessary resources of capital, effielent labour,
materials and power, enlist the technical and financial aild
of the free-world in recognition of the international poll-
tical and economie significance of its objectives, it will
be & triumph for modern cepitelistic soclety that will for-
tify our civilization and help keep the paths of the future
clear for continued progress in the world economy. Judging
by the impressive rate of ecomnomic growth achieved by Russle
over the past thirty-five ysars and the indicated auccess
being won by China, to acoomplish these results, Indls must
at least close the gap between itself and the advanced coun-
tries in terms of the rate of growth of net national income,
even i1f the population dilemma precludes closing the growth
gap in terms of comparative per capita income for a time,
Much has already been demanded of tine Western World
by India to support the great experiment, and even more will

be needed in the future. India was conspicuously cesught in
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the vicious cirele of poverty. Low incoms has meant low
savings, in turn this has meant a low investment rate which
can only result in low productivity and consequently low in-
come. To breech the circle India hes hed to look ebroad for
investment funds and these have besn forthecoming from the
International Bank for Reconstruction and Development, Colombo
Plen asslstance, blocked sterling reserves, other substantial
credits from Germany, United Kingdom, the United States and
also Russia, in addition to supplier credits from numerous
other countries selling industrisl end transportation equip-
ment to Indlia, and supplemented by short term ald from the
International Monetary Fund. India itself had removed the
immediate soclal obatacles to development, so that the need
and the will for change and progress do exist. Beslides
finencial assistance, Indle has relied on forelgn technical
aid for health and education as well as for industrial pro-
duction. This sort of technical guldance and assistance in
training workers and dealing with problems wlll become of
increasing importance as the momentum of development picks
up. Reasonably enlightened self-interest slone dictates

that it would be costly folly to refuse help of any reasonable
type or scale. Nelther this plea, nor the Indian intention,
is based on the thought that the world needs India's success
so much that Indla can demand help at will and shift 1its
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problems into the lap of others. Outsiders cennot make
the development process succeed without the sincere will
and endeavour of these poorer people themselves. Success
rests in local effort, but the feasibility of success does

depend on adequate, understending, foreign assistance.



CHAPTER 2

ECONOMIC FHUSTRATION IN THE WOKLD ECONOMY

the urgent need 1s upon us to solve the riddle of
economic growth. Soon we must acquire the perception to
penetrate to the vital core of its nature and cease merely
toying with its overt cnaracteristiecs. This book, like all
others to date, cannot pretend to have done more than explore
and reflect upon some of those characteristics. One feels
that the barrier to truth and full understanding is only a
filmy veil of mystery, but it is enough to confuse our
thinking, to frustrate our earnest attempts to manage econ-
omic growth for the maximum soclal good, and to prevent clear
sighted policies for the fulfilment of our aims. Unless we
do formulate that comprehensive theory of economic growth
which fully explains the dynamics of the economic process of
production and of the process of distribution in the broadest
sense of consumption, savings and investment, we cannot hope
to control our economic destiny., Failure, or prolonged post-
ponement of success, In thls task means the inability to
translate our economic ambitions and bright expectations into
tangible and manageable reality. The frustrated economist
in moments of honest, human despair is tempted to complaln

that "1t is all so complicated". Such a despaliring bleat
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must be rejected with contempt, as must also the posturing
pretensions of the hal f-knowing pundit, for the challenging
problem can nefther be evaded nor dissipated by mesmerism.
The goal of understanding must be attalned even if it re-
Quires desecrating the venerable dootrines of traditional
sconomics, againat which Galbraith has recently lifted his
rebellious voice.l

The first major truth that must be faced is that
economic growth is not automatie. It is not something that
the clever peoples of the world enjoy by divine right of
superior emdowment. Axiomatically, backwardness is not the
inescapable curse of inferior peoples from whieh there is no
redemption. In the emerging countries the policy makeras and
Planners have become obsessed with the magic curative powers
of industrialization as the formula for progress and prospe-
rity. Deplorably, they turn a blind eye to the dangers of
inflation and balanece of payments crises in their sublime
faith that instability is a minor atlment of ehildhood which
will disappear with advancing maturity. This unsophiati-
cated faith in the automatic, self-adjusting process of
soonomie development or growth regrettably is not something

that is outgrown. Prevalling doctrine 1in the advanced

1 john Kenueth Galbraith, The Affluent Society,
Boston, 1958, Houghton Mifflin Co.; another semi-lconoclast
is Gunnar Myrdal, An International iconomy, New York, 1966,
Harper & Brothers.
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eountries is that a high level of investment is suffieient
guarantee of continuing growth. Increasingly, a certain
awareness is spreading that the rate of investment is not
sufiicient in itself, Considerable attention is being given
to the fact that there must be within the required high
total rate of investment a fair percentage of autonomous
investment to act as a stimulating force, Without this
dynamic impulse serious problems of economic stagnation,
excess productive capacity, lagging consumption and under-
utlilized savings can occur, If the dynamic force of progress
is lost, the whole process of economic growth must falter,
In the year 1960, the North American economies of
the United States and Canada revealed worrisome signs of
economic lethargy that could reasonably be attributed to
& sort of fatty complalsance resulting from a false sense
of confidence in the process of automatic growth, it is
somshow generally accepted that without any special effort
or conscious design we can expect to enjoy the blessings
of ever increasing material well-being. <ihe new art of
'growthmansnip' has become popularlzed by politicians and
many serious economists, This seems to be a strange sort
numoers cult devoted to the selection of large, convenient=-
ly rounded percentages, bid to higher and higher scales by
the competing factions, The most popular figure is then
enshrined as the chosen rate of economic growth that may
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confidently be expected to perpstuste itself in sndless pro-
Jection. No serious attention is paid by anyone to how these
attractive numbers may be translated into effective growth
rates.

Part of the inspiration for this game iz the happy
delusion that anything the iiussians can do we can do better.
#¥e have actually come to believe that faith in our economiec
momentum 1s the mainspring of future progress. Equally
astonlishing is the conviction tnat it is terribly important
that America must maintain a growth rate that cannot be
matched by Russia, This notion has its foundations in the
persuasion that economic strength 1s the main line of defence
in war. No one seems willing to tolerate the intriguing
poesibility that greater economic equality between the
great powers could do much to ease competitive jealousy and
resulting tensions and thereby lessen the dangers of war.

A truly prosperous Kussia would inevitably become & more
contended country where some of America's dlsease of fatty
complaisance would meke 1ts appearance and soften the harsh
edges of communism. [or 1t cannot be denied that communism
is a creed of malcontents.

Along with this sublime faith in sutomstic growth 1s
a comforting belief in the progressive disappearance of
instablility in the economic system., We have contrived to

delude ourselves that ingenicus build-ln stabilizers coupled
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with an increasing ecapacity to manage the economy efficient-
1y, yet without recourse to the despised device of economic
planning, will ensure that the economy will move relatively
smoothly on an upward slopping trend line with only mild
disturbances., The major businesas eycle is dead, 1t is sald,
and the minor cyele is dying down. Little hoed is now paid
to the dangers of deflation, because of this deep faith in
continuous growth and in our ability to prevent serious
depressions, Conslderable attention 1= still given to the
nroblem of inflatlion, because rising expectations may at
intervals cause too rapid expansion and the acramble for
higher wages and highsr orofits may genserate an explesive
price effect, Inflation is held In awesome respect and
more or less econtained with inadequate inatruments of con-
trol, while remarkably little regard 1s paid the fact that
monetary management which arrests inflation also very
effectively arrests economie growth. The philosophy of
economic management is based on the notion that the only
unconquered elements of instabllity in the system are the
mild disturbances of periodic adjustment to excessive for-
ward spurts of growth which breed sowe temporery inventory
excesses and seattered excess capacity.

An economy so organized and run, on an economic phi-
losophy founded on complaceney instead of conscious under-

standing of the operation of the system, can too easily
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become prey to the economics of frustration., If the dyna~
mics of growth and the destabilising influences sre regarded
as automstic end self-adjusting, and faith is placed 1n
tools of eontrol that are inadequate, no positive economic
poliey will ever be formulated, Then, too easily, temporary
dislocations and periodic adverse trends can beeome secular
in nature. This need not result in the ultimate break-down
of the aystem, to fulfil the dire judgements of the oppo~
nents of the system, but it could lead to a prolonged period
of limping stagnation, such as most of Europe experienced
in the inter-war period. Such a distressing and disillu-
sioning lezson would be a painful way to learn that growth
projections based only on faith in the self-perpetuating
nature of prosperity can be blithe self deceit. + am not
intending to don the mantle of Cassandra, only to warn
against the dangers of the economics of frustration. To
forecast eontinuing economies growth and balance of the
economy with no certaln knowledge of how these ends may be
ashieved, and no plan of action to materisllze the goals,
is a delusion we cannot afford. Yhe only escape 1s to gain
a complete understanding of the processes of economic grewth
and, based on this understanding, arrive at positive poli-
cies to sustain the dynamics of the systenm.

The acceptance of traditional half-wisdoms that

impede the search for complete truth, and the willingness
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to bow to superfieislly convineing but basically false doo-
trines, have long plagued practitioners of economics and
their diseiples. It 1s teachings of these types and the
unfortunate but intransigent policies based on them that I
label the economics of frustration. There are many long
honoured doctrines of this sort that have in the paat rooted
themselves in popular economic theory and checked the pro-
gress of deeper knowledge and the adveance to a richer econo-
mic life. Striking instances of the economics of frustra-
tion are such misbegotten doctrines as mercantilism, the
wage-fund theory, Marx on distributive shares, traditional
eontractionist fiscal policies, bdeggar-my-neighbour foreign
trade practices, the over-production variation of the sta-
gnation thesis, and most trade labour union philosophies.
The common principle behind all these doctrines is a philoe
sophy of limitation that predicates that the sum total of
economic gains and welfare is limited, so that any indivi-
dual, social group, or national esconomy, can only inereass
i1¢ts shere at the expense of others., This limitation thesis
translated into subjective terms warns that if othera make
gains these can only be at tne expense of me, or my elass,
or my country.

It 18 unthinkable that such notiona can prevail in
the teeth of the ample evidence that through economic pro=-

gress the rich get richer but the poor do not get poorer
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because of it. Economic progress means rising productivity
and increasing total income, which allows a larger share for
all. Effective full employment policies in the post-war
period have at least temporarily destroyed the false founda«
tions of the over-production stagnation thesis and the
limited employment opportunity fiction, although this latter
fear still lingers in doubts and protests against automa-
tion.

The danger for world progress is that a sort of
prosperity fund theory is more or less accepted by meany,
even though not expressly so defined, The general nature of
these prosperity fund fears is that if the underdeveloped
countries do succesd in accelerating the rate of thelr
economic growth that 1t must be at the expense of the advan-
ced countries. Partly through pride, meny will not concede
that the poorer countries cen advance faster, because this
would mean that the richer countries would be progressing
more slowly, which in turn is taken to msan slower than
would otherwise have been possible, indicating that the
acoelerated growth of the pcorer must surely be at the
expense of the richer. To prove the validity of such a pro-
position 1t i1s pointed out that industrialization in the
backward countrlies destroys export markets for the advanced
{industrial countries. FPernhaps even worse 1s the demonstra-

ted possibility that with thelr rising production of a
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wide variety of goods based on cheap labour these goods may
enter as our imports to steal domestic markets, leading to
what is claimed to be obvious damage to domestic industry.
Similarly, it is argued that capital exported to these under-
developed countries can only be at the expense of both in-
vestment and consumption in the advanced country. This 1s
popularly called taxing oneself for the foreigner, sacri-
fielng present living standards by foregoing possible con-
sumption and future by the reduction in possible capltal
stock. These are the teachnings of the economles of frustra-
tion,

The message of this book is exactly the obverse of
these teachings. 1t is the central contention of this text
that the failure of the lagging sectors of the world economy
t0 experience a rapid acceleration 1in growth rates, which
will ultimately lead to some closing of the gap between them
and the advaneced countries, will inevitably have & lag reper-
ecussion on the entire world economy. Thus, by frustrating
the growth of these emerglng economies the potential future
growth of the industrialized world will equally be frus-
trated in some measure.

{he prosperity fund theory itself deserves closer
examination. That 1t is so prevalent in public and political
eircles is hardly to be wondered at when we reflect how

slowly the idea of splendid isclation in its rather diffe-
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rent forms in England and in the Unlted States began to
sieken and enter & lingering death struggle. In the United
Kingdom the age old faith in the advantages of eschewing
involvement with continental Europe has persisted unto this
dey when only now the realiyation is dawning that tne United
Kingdom needs tne continent more than the continent needs
the United Kingdom. The creed of non-commitment was pre-
served, in face of the repeated compromise of the principle
by post-war association in NATO, in OExC, in BPU, and other
lesser ways, when the rear guard action of rejecting the
8teel and Coal Community was teken. The strength of tae
European feonomie Community 1s too obvious to deny and at
last the old faith is shattered and isolation is belng re-
cognized as a false 1idol, the creature of the economics of
frustration.

Across the Atlentic the grand delusion of isclation
was based on the conviction that the United States of America
was unity enough and strength enough for here was the proxi-
mate reality of ample self-su:ficlienoy. To consort with
poor relations in the world could only lead to a charitable
support of the aging and faltering ecoromies of murope and
the younger but perennially dependent countries elsewhere in
the warld, The isoletion of the United States was mercan-
tilistic in 1ts way, for loathesome was the thougnt that a
strong creditor nation had any obligation to export capltal.
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Only the shooking lessons of two wars finally forced the poli-
tical leaders to understand the principles of enlightened
self-interest, to realize that a continuing surplus in the
balance of payments and an ever growing hoard of sterilized
gold would strangle the rest of the world's trade and pros-
perity, which in turn would frustrate tane trade and employment
opportunities in the United States itself. The lessons of
mutual dependence nave been learned tnese past two years in

an even more alarming way, for the United States has deve-
loped 1ts own balance of payments problems which have given
rise to a determined exvort drive, The vital importance of
the external sector is gaining recognition in the United
States in many ways. The Paley Report, reinforced by later
studies, drove home the lesson that declining self-sufficlency
would make isolation increasingly impossible., The Increasing
vigour of the Russian economic strength added a new dimen-
sion to the political threat of thls rival for world leades
ship. The dramatic vitality of the European states, now
welded together in the Common Market, or wsuropean Fconomic
Community, which have flourished while North America lan-
guished, has stripped away the self satl sfaction of the con=-
viction that the Urited States 18 the dynamic centre of the
world economy. These events have profited the American
economy even if they have hurt national pride, for no longer

does it follow that when tihe United States economy sncezes
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the world economy collapses with a high fever. Fortunately,
the stimulated growth rate elsewhere in the world economy,
based on a dynamic that is more than a pale reflection of
American prosperity, has bullt into the world economic system
greater stabllity, which helps the United States itself to
contain the duration and severity of its own recessions,

The greatest possible dsterrent to economic instabil-
ity 1s widespread economic strength. In the world economy,
surely the policy prescription must be that all nations,
rieh and poor, embrace with increasing loyalty the ideal of
& harmonious world economy and work towards it without vaeil-
lating at every priek of national pride, suspected infringe-
ment of national soverelgnty, or apparent chance for narrow,
selfish gainas, Long range pocliey objesctives must not be
contravened for short run motives which spring from the phi-
losophy of the economics of frustration. In pursuit of the
laryer aims of internationalism the members of the world
community of nation: must enter frankly and cooperatively
into the forums of the United Nations and associated inter-
national orgenizations, thaet the cbjective of stablility and
growing prosperity on & broadening and deepening baze may be
realized.

Juzt as such concepts as the iron law of wages gave
way, and later the marginal productlivity theory of wage deter-

mination was modified by the twin foreee of countervailing
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power and the logical claims of scoisl justice, which broke
down the inevitability of great and growing individual
income inequality to make room for new welfare concepts and
& new balance of distributive shares, so are new sets of
international standards of welfare and justice promising to
break down the world acquiescence in extreme national econ-
omic inequality. In extension of this parallel, it is
known that lessening personal income inequality led to a
more vigourous, ambitlious and productive labour force, sti-
mulated by increasing opportunity to improve skills and
education and make an increasingly dynamic contribution to
soclety and economic growth. So, too, may the underprivi-
ledged nationr contribute incressinrly to the advance of
the world economy and world society once they have shed the
restraint to their initliative of perpetual poverty. The
restlessness of discontent, the groping but insistent
struggle for improvemoent, the gambling conviction that
there 1s so much to gain and so little to lose, are price-
less, compulsive assets of the newly developing economies.
The dynamic, driving sense of purpo:e is strong in such
socleties and this spirit of sometimes reckless ambition
can potentially produce achievements at a more rapid rate
even than in more mature countries where the attalnments of
the past are in themselves emple and tatl sfying, making

the status quo something to be treasured and protected.
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Even as the momentum of economie, soclal, political, nay
sven cultural progress has been carried forward in thc pact
century by the impetuous strivings of the self-confident,
eager peoples of the United States, so in the future nay
the rescue from smug complacency and virtual stagnation of
the world economy rest in the hands of the dynamic young

states now writing for themselves and the world an exciting

new history.
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APPENDIX I

ABSTRACT OF

Unequal Growth in the World Economy:

Its Repercussions on Growth and 8tebility in an

Interdependent World Ecouomyl

In an interdependent world economy the rate of economic growth of
the parts is dependent on the rate of growth of the entire world economy.
The rate of growth of the world economy mey be paced by the growth rate
of the sdvanced centre, being the mature, industrialized economies, but
in the longer run the dynamic growth impulse rests in the under-
developed periphery. The resson for this ultimate dependence on the
nevly developing economies is found in the retarduation effects communi-
cated through the internetional repercussion faetor, which become
operative as a result of unequal growth in the world economy.

To study this problem effectively it was necessary to utilize
all the available techniques of analysis so far applied to the question
of economic growth. These include the incomplete and imperfect theory
of economic growth that has gradually evolved, the tools of model build-
ing, the historic approach, and the empirical method. The inadequecy of
the general theory becomes increasingly apparent as growth problems are
analysed.

Before any satisfectory theory can be developed the economist

must brouden his horizons to encompess the many disciplines of the

1 PhD. Thesis presented by Donald Clarke Teylor, in 1961, to the
Faculty of Bocial, Bconomie and Political Sciences of the University of
Ottawa, 1x - 368 pages.
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social sciences, and then formulate a comprehensive philosophy of social
evolution. The perspective required has been labelled humantics, by
vhich is meant the nature of social science in its entirety and the
affairs of humanity.

Preparatory to dealing with the problem of unequal growth it wes
necessary to review the state of economic development achieved and the
comperative growth rates of member states of the world economy. Growth
rates demand understanding of growth forces, and to this end a survey of
the nov extensive literasture was underteken. Separate attention was
given to the population problem. To complete this baekground explora-
tion, forecasts and projections of growth rautes were enalysed.

An empirical approach was first adopted to study the central
problem of internstional retardation effects. The economic history of
seversl representative countries was surveyed in a condensed sccount.
Next, the theoretical concept of intermational retardation effects was
developed, first in relation to the transmiseion of income effects in the
interdependent world economy, and subsequently in terms of balance of
payments interrelationships, when the approach used was « study of the
stages of economic progress.

These explorations demonstrated the importence of stability as &
fundamental determinent, in many ramifications, of the rezl rate of
economic growth. Attention was given specifically to the impect of
instability, as well es to the true meening of instability, in the world
economy. The initial approsch used was the traditionsl fiction of the

closed economy, then consideration of the broader reality of the inter-

nationnl economy, and ﬁnélly the world economy.



APPENDIX I 3

In oxder not to neglect any tools of analysis, the nature of
mathemetical growth models and their lessons were studied. Once again,
it was necessary to proceed by stages of diminishing simplicity to
arrive at the best availeble in fully internationalized, dynamic models,
vhich alone would »id in dezling with the problem. A finel, simple, non-
mathemetical model demonstrates the central theme of the thesis.

In Part I1I, the conclusions of the study were examined in the
context of the world economy, in the full sense of an integrated socisl
and political complex. The folly of the economics of frustration, which
is the path of introverted economic dogm: that inevitably hecomes self-
defeating, is exposed to the harsh glare of good sense in terms of
economic growth.

In all, it is clearly seen that a large and growing income gnp
betveen the developed and the underdeveloped areuas presages economic as

vell as political trouble for the industrialized countries.



