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BLOCK 1 ECONOMIC GROWTH 

 
In block 1 we had familiarized you with the structure of the Indian economy. Apart from 

discussing the basic concepts of growth and development, including various theories we 

had also discussed the relevance of growth and development in country‘s overall 

economic environment. 

 

This block has three units. 

 

Unit 1 presents the introduction to economic growth and development. First we discussed 

short term stabilization and long term growth followed by various theories of economic 

growth. Next areas of discussion were development economics and theories of 

development economics. Effects of growth and factors affecting economic growth have 

been discussed in later sections. 

 

Unit 2 deals with models of economic growth. It throws light on neoclassical models of 

economic growth; Harrod-Domar model; exogenous growth model; Meade‘s approach; 

Joan Robinson equilibrium growth model and Endogenous growth theory. 

 

Unit 3 spells out the Cambridge criticism, its causes, implications and results. The unit 

also discusses the technological progress and its role in development of nations. 
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UNIT 1 

 

INTRODUCTION TO ECONOMIC GROWTH AND 

DEVELOPMENT 

 
Objectives 

 
After studying this unit, you should be able to understand and appreciate: 

 

 The concept of economic growth 

 Relevance of various theories of economic growth 

 Understand the approach to development economics and related theories 

 Various consequences of economic growth  

 The factors affecting economic growth 

 

Structure 

 

1.1 Introduction 

1.2 Short term stabilization and long term growth  

1.3 Various theories of economic growth 

1.4 Development economics 

1.5 Theories of development economics 

1.6 Effects of growth 

1.7 Factors affecting economic growth 

1.8 Summary 

1.9 Further readings 

 

1.1 INTRODUCTION 

Economic growth is an increase in activity in an economy. It is often measured as the rate 

of change of gross domestic product (GDP). Economic growth refers only to the quantity 

of goods and services produced; it says nothing about the way in which they are 

produced. Economic development, a related term, refers to change in the way goods and 

services are produced; positive economic development involves the introduction of more 

efficient or "productive" technologies or forms of social organisation. 

Economic growth can either be positive or negative. Negative growth can also be referred 

to by saying that the economy is shrinking. Negative growth is associated with economic 

recession and economic depression. 

Gross national product (GNP) is sometimes used as an alternative measure to gross 

domestic product. In order to compare multiple countries, the statistics may be quoted in 

a single currency, based on either prevailing exchange rates or purchasing power parity. 

Then, in order to compare countries of different population sizes, the per capita figure is 

http://en.wikipedia.org/wiki/Gross_domestic_product
http://en.wikipedia.org/wiki/Economic_development
http://en.wikipedia.org/wiki/Productivity
http://en.wikipedia.org/w/index.php?title=Techniology&action=edit&redlink=1
http://en.wikipedia.org/wiki/Recession
http://en.wikipedia.org/wiki/Gross_national_product
http://en.wikipedia.org/wiki/Exchange_rates
http://en.wikipedia.org/wiki/Purchasing_power_parity
http://en.wikipedia.org/wiki/Per_capita


 6 

quoted. To compensate for changes in the value of money (inflation or deflation) the 

GDP or GNP is usually given in "real" or inflation adjusted, terms rather than the actual 

money figure compiled in a given year, which is called the nominal or current figure. 

GDP per capita is not the same thing as earnings per worker since GDP measures only 

monetary transactions for all final goods and services in country without regard to who 

receives that money. 

1.2 SHORT-TERM STABILIZATION AND LONG-TERM GROWTH 

Economists draw a distinction between short-term economic stabilization and long-term 

economic growth. The topic of economic growth is primarily concerned with the long 

run. 

The short-run variation of economic growth is termed the business cycle. 

The long-run path of economic growth is one of the central questions of economics; in 

spite of the problems of measurement, an increase in GDP of a country is generally taken 

as an increase in the standard of living of its inhabitants. Over long periods of time, even 

small rates of annual growth can have large effects through compounding (see 

exponential growth). A growth rate of 2.5% per annum will lead to a doubling of GDP 

within 28 years, whilst a growth rate of 8% per annum (experienced by some Four Asian 

Tigers) will lead to a doubling of GDP within 9 years. This exponential characteristic can 

exacerbate differences across nations. 

In the early 20th century, it became the policy of most nations to encourage growth of 

this kind. To do this required enacting policies, and being able to measure the results of 

those policies. This gave rise to the importance of econometrics, or the field of creating 

measurements for underlying conditions. Terms such as "unemployment rate", "Gross 

Domestic Product" and "rate of inflation" are part of the measuring of the changes in an 

economy. 

1.3 VARIOUS THEORIES OF ECONOMIC GROWTH 

Origins of the concept 

In 1377, the Arabian economic thinker Ibn Khaldun provided one of the earliest 

descriptions of economic growth in his famous Muqaddimah (known as Prolegomena in 

the Western world): 

"When civilization [population] increases, the available labor again increases. In turn, luxury 

again increases in correspondence with the increasing profit, and the customs and needs of luxury 

increase. Crafts are created to obtain luxury products. The value realized from them increases, 

and, as a result, profits are again multiplied in the town. Production there is thriving even more 

than before. And so it goes with the second and third increase. All the additional labor serves 

luxury and wealth, in contrast to the original labor that served the necessity of life." 

http://en.wikipedia.org/wiki/Inflation
http://en.wikipedia.org/wiki/Real_vs._nominal_in_economics
http://en.wikipedia.org/wiki/Business_cycle
http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/Exponential_growth
http://en.wikipedia.org/wiki/Four_Asian_Tigers
http://en.wikipedia.org/wiki/Four_Asian_Tigers
http://en.wikipedia.org/wiki/Econometrics
http://en.wikipedia.org/wiki/Gross_Domestic_Product
http://en.wikipedia.org/wiki/Gross_Domestic_Product
http://en.wikipedia.org/wiki/Islamic_economics_in_the_world
http://en.wikipedia.org/wiki/Ibn_Khaldun
http://en.wikipedia.org/wiki/Muqaddimah
http://en.wikipedia.org/wiki/Western_world
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In the early modern period, some people in Western European nations developed the idea 

that economies could "grow", that is, produce a greater economic surplus which could be 

expended on something other than mere subsistence. This surplus could then be used for 

consumption, warfare, or civic and religious projects. The previous view was that only 

increasing either population or tax rates could generate more surplus money for the 

Crown or country. 

Now it is generally recognized that economic growth also corresponds to a process of 

continual rapid replacement and reorganization of human activities facilitated by 

investment motivated to maximize returns. This exponential evolution of our self-

organized life-support and cultural systems is remarkably creative and flexible, but highly 

unpredictable in many ways. As there are difficulties in modeling complex self-

organizing systems, various efforts to model the long term evolution of economies have 

produced mixed results. 

During much of the "Mercantilist" period, growth was seen as involving an increase in 

the total amount of specie, that is circulating medium such as silver and gold, under the 

control of the state. This "Bullionist" theory led to policies to force trade through a 

particular state, the acquisition of colonies to supply cheaper raw materials which could 

then be manufactured and sold. 

Later, such trade policies were justified instead simply in terms of promoting domestic 

trade and industry. The post-Bullionist insight that it was the increasing capability of 

manufacturing which led to policies in the 1700s to encourage manufacturing in itself, 

and the formula of importing raw materials and exporting finished goods. Under this 

system high tariffs were erected to allow manufacturers to establish "factories". Local 

markets would then pay the fixed costs of capital growth, and then allow them to export 

abroad, undercutting the prices of manufactured goods elsewhere. Once competition from 

abroad was removed, prices could then be increased to recoup the costs of establishing 

the business. 

Under this theory of growth, one policy attempted to foster growth was to grant 

monopolies, which would give an incentive for an individual to exploit a market or 

resource, confident that he would make all of the profits when all other extra-national 

competitors were driven out of business. The "Dutch East India company" and the 

"British East India company" were examples of such state-granted trade monopolies. 

In this period the view was that growth was gained through "advantageous" trade in 

which specie would flow in to the country, but to trade with other nations on equal terms 

was disadvantageous. It should be stressed that Mercantilism was not simply a matter of 

restricting trade. Within a country, it often meant breaking down trade barriers, building 

new roads, and abolishing local toll booths, all of which expanded markets. This 

corresponded to the centralization of power in the hands of the Crown (or "Absolutism"). 

This process helped produce the modern nation-state in Western Europe. 

http://en.wikipedia.org/wiki/Early_modern_period
http://en.wikipedia.org/wiki/Western_Europe
http://en.wikipedia.org/wiki/Exponential_growth
http://en.wikipedia.org/wiki/Mercantilism
http://en.wikipedia.org/wiki/Bullionism
http://en.wikipedia.org/wiki/Factory
http://en.wikipedia.org/wiki/Dutch_East_India_Company
http://en.wikipedia.org/wiki/British_East_India_Company
http://en.wikipedia.org/wiki/Monopoly
http://en.wikipedia.org/wiki/Political_absolutism
http://en.wikipedia.org/wiki/Nation-state
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Internationally, Mercantilism led to a contradiction: growth was gained through trade, but 

to trade with other nations on equal terms was disadvantageous. 

1.3.1 Classical growth theory 

The modern conception of economic growth began with the critique of Mercantilism, 

especially by the physiocrats and with the Scottish Enlightenment thinkers such as David 

Hume and Adam Smith, and the foundation of the discipline of modern political 

economy. The theory of the physiocrats was that productive capacity, itself, allowed for 

growth, and the improving and increasing capital to allow that capacity was "the wealth 

of nations". Whereas they stressed the importance of agriculture and saw urban industry 

as "sterile", Smith extended the notion that manufacturing was central to the entire 

economy. 

David Ricardo argued that trade was a benefit to a country, because if one could buy a 

good more cheaply from abroad, it meant that there was more profitable work to be done 

here. This theory of "comparative advantage" would be the central basis for arguments in 

favor of free trade as an essential component of growth. 

1.3.2 Creative destruction and economic growth 

Many economists view entrepreneurship as having a major influence on a society's rate of 

technological progress and thus economic growth.  Joseph Schumpeter was a key figure 

in understanding the influence of entrepreneurs on technological progress. In 

Schumpeter's Capitalism, Socialism and Democracy, published in 1942, an entrepreneur 

is a person who is willing and able to convert a new idea or invention into a successful 

innovation. Entrepreneurship forces "creative destruction" across markets and industries, 

simultaneously creating new products and business models. In this way, creative 

destruction is largely responsible for the dynamism of industries and long-run economic 

growth. Former Federal Reserve chairman Alan Greenspan has described the influence of 

creative destruction on economic growth as follows: "Capitalism expands wealth 

primarily through creative destruction—the process by which the cash flow from 

obsolescent, low-return capital is invested in high-return, cutting-edge technologies." 

1.3.3 The neo-classical growth model 

The notion of growth as increased stocks of capital goods (means of production) was 

codified as the Solow-Swan Growth Model, which involved a series of equations which 

showed the relationship between labor-time, capital goods, output, and investment. 

According to this view, the role of technological change became crucial, even more 

important than the accumulation of capital. This model, developed by Robert Solow and 

Trevor Swan in the 1950s, was the first attempt to model long-run growth analytically. 

This model assumes that countries use their resources efficiently and that there are 

diminishing returns to capital and labor increases. From these two premises, the neo-

classical model makes three important predictions. First, increasing capital relative to 

labor creates economic growth, since people can be more productive given more capital. 

http://en.wikipedia.org/wiki/Physiocrats
http://en.wikipedia.org/wiki/Scottish_Enlightenment
http://en.wikipedia.org/wiki/David_Hume
http://en.wikipedia.org/wiki/David_Hume
http://en.wikipedia.org/wiki/Adam_Smith
http://en.wikipedia.org/wiki/Political_economy
http://en.wikipedia.org/wiki/Political_economy
http://en.wikipedia.org/wiki/David_Ricardo
http://en.wikipedia.org/wiki/Comparative_advantage
http://en.wikipedia.org/wiki/Free_trade
http://en.wikipedia.org/wiki/Entrepreneurship
http://en.wikipedia.org/wiki/Joseph_Schumpeter
http://en.wikipedia.org/wiki/Entrepreneur
http://en.wikipedia.org/wiki/Capitalism,_Socialism_and_Democracy
http://en.wikipedia.org/wiki/Invention
http://en.wikipedia.org/wiki/Innovation
http://en.wikipedia.org/wiki/Creative_destruction
http://en.wikipedia.org/wiki/Business_model
http://en.wikipedia.org/wiki/Federal_Reserve_System
http://en.wikipedia.org/wiki/Alan_Greenspan
http://en.wikipedia.org/wiki/Means_of_production
http://en.wikipedia.org/wiki/Exogenous_growth_model
http://en.wikipedia.org/wiki/Technological_change
http://en.wikipedia.org/wiki/Capital_accumulation
http://en.wikipedia.org/wiki/Robert_Solow
http://en.wikipedia.org/wiki/Trevor_Swan
http://en.wikipedia.org/wiki/Efficiency_(economics)
http://en.wikipedia.org/wiki/Diminishing_returns
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Second, poor countries with less capital per person will grow faster because each 

investment in capital will produce a higher return than rich countries with ample capital. 

Third, because of diminishing returns to capital, economies will eventually reach a point 

at which no new increase in capital will create economic growth. This point is called a 

"steady state". 

The model also notes that countries can overcome this steady state and continue growing 

by inventing new technology. In the long run, output per capita depends on the rate of 

saving, but the rate of output growth should be equal for any saving rate. In this model, 

the process by which countries continue growing despite the diminishing returns is 

"exogenous" and represents the creation of new technology that allows production with 

fewer resources. Technology improves, the steady state level of capital increases, and the 

country invests and grows. The data does not support some of this model's predictions, in 

particular that all countries grow at the same rate in the long run or that poorer countries 

should grow faster until they reach their steady state. Also, the data suggests the world 

has slowly increased its rate of growth. 

However modern economic research shows that this model of economic growth is not 

supported by the evidence. Calculations made by Solow claimed that the majority of 

economic growth was due to technological progress rather than inputs of capital and 

labor. Recent economic research has, however, found the calculations made to support 

this claim to be invalid as they do not take into account changes in both investment and 

labor inputs. 

Dale Jorgenson, of Harvard University, President of the American Economic Association 

in 2000, concludes that: ‗Griliches and I showed that changes in the quality of capital and 

labor inputs and the quality of investment goods explained most of the Solow residual. 

We estimated that capital and labor inputs accounted for 85 percent of growth during the 

period 1945–1965, while only 15 percent could be attributed to productivity growth… 

This has precipitated the sudden obsolescence of earlier productivity research employing 

the conventions of Kuznets and Solow.‘ 

John Ross has analyzed the long term correlation between the level of investment in the 

economy, rising from 5-7% of GDP at the time of the Industrial Revolution in England, 

to 25% of GDP in the post-war German ‗economic miracle‘, to over 35% of GDP in the 

world‘s most rapidly growing contemporary economies of India and China. 

Taking the G7 economies and the largest non-G7 economies Jorgenson and Vu conclude 

in considering: ‗the growth of world output between input growth and productivity… 

input growth greatly predominated… Productivity growth accounted for only one-fifth of 

the total during 1989-1995, while input growth accounted for almost four-fifths. 

Similarly, input growth accounted for more than 70 percent of growth after 1995, while 

productivity accounted for less than 30 percent.‘ 

http://en.wikipedia.org/wiki/Steady_state_(macroeconomics)


 10 

Regarding differences in output per capita Jorgenson and Vu conclude: ‗differences in 

per capita output levels are primarily explained by differences in per capital input, rather 

than variations in productivity.‘ 

1.3.4 New growth theory 

Growth theory advanced again with the theories of economist Paul Romer in the late 

1980s and early 1990s. Other important new growth theorists include Robert E. Lucas 

and Robert J. Barro. 

Unsatisfied with Solow's explanation, economists worked to "endogenize" technology in 

the 1980s. They developed the endogenous growth theory that includes a mathematical 

explanation of technological advancement. This model also incorporated a new concept 

of human capital, the skills and knowledge that make workers productive. Unlike 

physical capital, human capital has increasing rates of return. Therefore, overall there are 

constant returns to capital, and economies never reach a steady state. Growth does not 

slow as capital accumulates, but the rate of growth depends on the types of capital a 

country invests in. Research done in this area has focused on what increases human 

capital (e.g. education) or technological change (e.g. innovation). Recent empirical 

analyses suggest that differences in cognitive skills, related to schooling and other 

factors, can largely explain variations in growth rates across countries. 

1.3.5 Other theories 

Theories of economic growth, the mechanisms that let it take place and its main 

determinants abound. One popular theory in the 70's for example was that of the "Big 

Push" which suggested that countries needed to jump from one stage of development to 

another through a virtuous cycle in which large investments in infrastructure and 

education coupled to private investment would move the economy to a more productive 

stage, breaking free from economic paradigms appropriate to a lower productivity stage.  

Analysis of recent economies' success shows a close correlation between growth and 

climate. It is possible that there is absolutely no actual mechanism between the two, and 

the relation may be spurious. In early human history, economic as well as cultural 

development was concentrated in warmer parts of the world, like Egypt. 

According to Acemoglu, Johnson and Robinson, the positive correlation between high 

income and cold climate is a by-product of history. Former colonies have inherited 

corrupt governments and geo-political boundaries (set by the colonizers) that are not 

properly placed regarding the geographical locations of different ethnic groups; this 

creates internal disputes and conflicts. Also, these authors contend that the egalitarian 

societies that emerged in colonies without solid native populations, and which could be 

exploited by individual farmers led to better property rights and incentives for long-term 

investment than those where native population was large, and together with the tropical 

climate, colonizers were led to plunder and ruin, and to create exploitative institutions, a 

situation which did not foster growth or private property rights. Colonies in temperate 

http://en.wikipedia.org/wiki/Paul_Romer
http://en.wikipedia.org/wiki/Robert_Lucas,_Jr.
http://en.wikipedia.org/wiki/Robert_Barro
http://en.wikipedia.org/wiki/Endogenous_growth_theory
http://en.wikipedia.org/wiki/Human_capital
http://en.wikipedia.org/wiki/Physical_capital
http://en.wikipedia.org/wiki/Human_capital
http://en.wikipedia.org/wiki/Human_capital
http://en.wikipedia.org/wiki/Human_capital
http://en.wikipedia.org/wiki/Big_Push_Model
http://en.wikipedia.org/wiki/Big_Push_Model
http://en.wikipedia.org/wiki/Spurious_relationship
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climate zones as Australia and USA did not inherit exploitative governments since 

Europeans were able to inhabit these territories and set up governments that mirrored 

those in Europe. It is important to note that Sachs, among others, do not believe this to be 

the case. 

1.4 DEVELOPMENT ECONOMICS 

The latter half of the 20th century, with its global economy of a few very wealthy nations 

and many very poor nations, led to the study of how the transition from subsistence and 

resource-based economies to production and consumption based-economies occurred. 

This led to the field of development economics, including the work of Nobel laureates 

Amartya Sen and Joseph Stiglitz.However this model of economic development does not 

meet the demands of subaltern populations and has been severely criticized by later 

theorists. PROTAP. 

In fact development economics is a branch of economics which deals with economic 

aspects of the development process in low-income countries. Its focus is not only on 

methods of promoting economic growth and structural change but also on improving the 

potential for the mass of the population, for example, through health and education and 

workplace conditions, whether through public or private channels. Thus, development 

economics involves the creation of theories and methods that aid in the determination of 

types of policies and practices and can be implemented at either the domestic or 

international level. This may involve restructuring market incentives or using 

mathematical methods like inter-temporal optimization for project analysis, or it may 

involve a mixture of quantitative and qualitative methods. Unlike in many other fields of 

economics, approaches in development economics may incorporate social and political 

factors to devise particular plans. Different approaches may consider the factors that 

contribute to economic convergence or non-convergence across households, regions, and 

countries. 

1.5 THEORIES OF DEVELOPMENT ECONOMICS 

The origins of modern development economics are often traced to the need for, and likely 

problems with the industrialization of eastern Europe in the aftermath of World War II. 

The key authors are Paul Rosenstein-Rodan, Kurt Mandelbaum and Ragnar Nurkse. Only 

after the war did economists turn their concerns towards Asia, Africa and Latin America. 

At the heart of these studies, by authors such as Simon Kuznets and W. Arthur Lewis was 

an analysis of not only economic growth but also structural transformation. 

1.5.1 Linear-stages-of-growth model 

An early theory of development economics, the linear-stages-of-growth model was first 

formulated in the 1950s by W. W. Rostow in The Stages of Growth: A Non-Communist 

Manifesto. This theory modifies Marx's stages theory of development and focuses on the 

accelerated accumulation of capital, through the utilization of both domestic and 

international savings as a means of spurring investment, as the primary means of 

http://en.wikipedia.org/wiki/Development_economics
http://en.wikipedia.org/wiki/Nobel_laureates
http://en.wikipedia.org/wiki/Amartya_Sen
http://en.wikipedia.org/wiki/Joseph_Stiglitz
http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/Developing_countries
http://en.wikipedia.org/wiki/Economic_growth
http://en.wikipedia.org/wiki/Structural_change
http://en.wikipedia.org/wiki/Optimization_(mathematics)
http://en.wikipedia.org/wiki/Catch-up_effect
http://en.wikipedia.org/wiki/Paul_Rosenstein-Rodan
http://en.wikipedia.org/wiki/Kurt_Mandelbaum
http://en.wikipedia.org/wiki/Ragnar_Nurkse
http://en.wikipedia.org/wiki/Simon_Kuznets
http://en.wikipedia.org/wiki/Arthur_Lewis_(economist)
http://en.wikipedia.org/wiki/Walt_Whitman_Rostow
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promoting economic growth and, thus, development. The linear-stages-of-growth model 

posits that there are a series of five consecutive stages of development which all countries 

must go through during the process of development. These stages are ―the traditional 

society, the pre-conditions for take-off, the take-off, the drive to maturity, and the age of 

high mass-consumption‖ Simple versions of the Harrod-Domar Model provide a 

mathematical illustration of the argument that improved capital investment leads to 

greater economic growth.  

Such theories have been criticized for not recognizing that, while necessary, capital 

accumulation is not a sufficient condition for development. That is to say that this early 

and simplistic theory failed to account for political, social and institutional obstacles to 

development. Furthermore, this theory was developed in the early years of the Cold War 

and was largely derived from the successes of the Marshall Plan. This has led to the 

major criticism that the theory assumes that the conditions found in developing countries 

are the same as those found in post-WWII Europe. 

1.5.2 Structural-change theory 

Structural-change theory deals with policies focused on changing the economic structures 

of developing countries from being composed primarily of subsistence agricultural 

practices to being a ―more modern, more urbanized, and more industrially diverse 

manufacturing and service economy.‖ There are two major forms of structural-change 

theory; W. Lewis‘ two-sector surplus model, which views agrarian societies as consisting 

of large amounts of surplus labor which can be utilized to spur the development of an 

urbanized industrial sector, and Hollis Chenery‘s patterns of development approach, 

which is the empirical analysis of the ―sequential process through which the economic, 

industrial and institutional structure of an underdeveloped economy is transformed over 

time to permit new industries to replace traditional agriculture as the engine of economic 

growth.‖  

Structural-change approaches to development economics have faced criticism for their 

emphasis on urban development at the expense of rural development which can lead to a 

substantial rise in inequality between internal regions of a country. The two-sector 

surplus model, which was developed in the 1950s, has been further criticized for its 

underlying assumption that predominantly agrarian societies suffer from a surplus of 

labor. Actual empirical studies have shown that such labor surpluses are only seasonal 

and drawing such labor to urban areas can result in a collapse of the agricultural sector. 

The patterns of development approach has been criticized for lacking a theoretical 

framework. 

1.5.3 International dependence theory 

International dependence theories gained prominence in the 1970s as a reaction to the 

failure of earlier theories to lead to widespread successes in international development. 

Unlike earlier theories, international dependence theories have their origins in developing 

countries and view obstacles to development as being primarily external in nature, rather 

http://en.wikipedia.org/wiki/Harrod-Domar_Model
http://en.wikipedia.org/wiki/Cold_War
http://en.wikipedia.org/wiki/Marshall_Plan
http://en.wikipedia.org/wiki/Dependency_theory
http://en.wikipedia.org/wiki/International_development
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than internal. These theories view developing countries as being economically and 

politically dependent on more powerful, developed countries which have an interest in 

maintaining their dominant position. There are three different, major formulations of 

international dependence theory; neocolonial dependence theory, the false-paradigm 

model and the dualistic-dependence model. The first formulation of international 

dependence theory, neocolonial dependence theory has its origins in Marxism and views 

the failure of many developing nations to undergo successful development as being the 

result of the historical development of the international capitalist system.  

1.5.4 Neoclassical theory 

First gaining prominence with the rise of several conservative governments in the West 

during the 1980s, neoclassical theories represent a radical shift away from International 

Dependence Theories. Neoclassical theories argue that governments should not intervene 

in the economy; in other words, these theories are claiming that an unobstructed free 

market is the best means of inducing rapid and successful development. Competitive free 

markets unrestrained by excessive government regulation are seen as being able to 

naturally ensure that the allocation of resources occurs with the greatest efficiency 

possible and the economic growth is raised and stabilized. 

It is important to note that there are several different approaches within the realm of 

neoclassical theory, each with subtle, but important, differences in their views regarding 

the extent to which the market should be left unregulated. These different takes on 

neoclassical theory are the free market approach, public-choice theory, and the market-

friendly approach. Of the three, both the free-market approach and public-choice theory 

contend that the market should be totally free, meaning that any intervention by the 

government is necessarily bad. Public-choice theory is arguably the more radical of the 

two with its view, closely associated with libertarianism, that governments themselves 

are rarely good and therefore should be as minimal as possible. 

The market-friendly approach, unlike the other two, is a more recent development and is 

often associated with the World Bank. This approach still advocates free markets but 

recognizes that there are many imperfections in the markets of many developing nations 

and thus argues that some government intervention is an effective means of fixing such 

imperfections 

Growth indicator controversy 

Per capita Gross Domestic Product (GDP per head) is used by many developmental 

economists as an approximation of general national well-being. However, these measures 

are criticized as not measuring economic growth well enough, especially in countries 

where there is much economic activity that is not part of measured financial transactions 

(such as housekeeping and self-homebuilding), or where funding is not available for 

accurate measurements to be made publicly available for other economists to use in their 

studies (including private and institutional fraud, in some countries). Even though per-

capita GDP as measured can make economic well-being appear smaller than it really is in 

http://en.wikipedia.org/wiki/Marxism
http://en.wikipedia.org/wiki/West
http://en.wikipedia.org/wiki/Free_markets
http://en.wikipedia.org/wiki/Free_markets
http://en.wikipedia.org/wiki/Libertarianism
http://en.wikipedia.org/wiki/World_Bank


 14 

some developing countries, the discrepancy could be still bigger in a developed country 

where people may perform outside of financial transactions an even higher-value service 

than housekeeping or homebuilding as gifts or in their own households, such as 

counseling, lifestyle coaching, a more valuable home décor service, and time 

management. Even free choice can be considered to add value to lifestyles without 

necessarily increasing the financial transaction amounts. More recent theories of Human 

Development have begun to see beyond purely financial measures of development, for 

example with measures such as medical care available, education, equality, and political 

freedom. One measure used is the Genuine Progress Indicator, which relates strongly to 

theories of distributive justice. Actual knowledge about what creates growth is largely 

unproven; however recent advances in econometrics and more accurate measurements in 

many countries is creating new knowledge by compensating for the effects of variables to 

determine probable causes out of merely correlational statistics. 

1.6 EFFECTS OF GROWTH 

Economic growth has undeniable effects on the living conditions of the peoples of the 

earth. However, whether these effects are on balance positive or negative is currently 

open to debate. 

1.6.1 Positive effects 

Economist Xavier Sala-i-Martin argues that global income inequality is diminishing, and 

the World Bank argues that the rapid reduction in global poverty is in large part due to 

economic growth. The decline in poverty has been the slowest where growth 

performance has been the worst (ie. in Africa). 

Happiness increases with a higher GDP/capita, at least up to a level of $15,000 per 

person. 

Many earlier predictions of resource depletion, such as Thomas Malthus (1798) 

predictions about approaching famines in Europe, The Population Bomb (1968), Limits 

to Growth (1972),  and the Simon-Ehrlich wager (1980)  have proven false, one reason 

being that advancements in technology and science have continually allowed previously 

unavailable resources to be utilized more economically. The book The Improving State of 

the World argues that the state of humanity is rapidly improving. 

Those more optimistic about the environmental impacts of growth believe that, although 

localized environmental effects may occur, large scale ecological effects are minor. The 

argument as stated by economists such as Julian Lincoln Simon states that if these global-

scale ecological effects exist, human ingenuity will find ways of adapting to them 

Economists theorize that economies are driven by new technology and ongoing 

improvements in efficiency — for instance, we have faster computers today than a year 

ago, but not necessarily computers requiring more natural resources to build. Also, 

physical limits may be very large if considering all the minerals in the planet Earth or all 
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possible resources from space colonization, such as solar power satellites, asteroid 

mining, or a Dyson sphere. The book Mining the Sky: Untold Riches from the Asteroids, 

Comets, and Planets is one example of such arguments. However, depletion and 

declining production from old resources can sometimes occur before new resources are 

ready to replace them. This is, in part, the logical basis of the Peak Oil theory. Although 

individual oil wells and mines for other nonrenewable resources are often depleted, the 

availability of these resources has generally risen and their prices have dropped over the 

long-run. 

1.6.2 Negative effects 

Five major critical arguments raised against economic growth include: 

1. Growth has negative effects on the quality of life such as crime, prisons, or 

pollution.  

2. Many aspects of economic growth that affect the quality of life, such as the 

environment are not traded or accounted in the market. See Externality.  

3. Growth encourages the creation of artificial needs: Industry cause consumers to 

develop new tastes, and preferences for growth to occur. Consequently, "wants 

are created, and consumers have become the servants, instead of the masters, of 

the economy."   

4. Resources: The 2007 United Nations GEO-4 report warns that we are living far 

beyond our means. The human population is now larger and that the amount of 

resources it consumes takes up a lot of those resources available. Humanity‘s 

environmental demand is purported to be 21.9 hectares per person while the 

Earth‘s biological capacity is purported to be 15.7 ha/person. This report supports 

the basic arguments and observations made by Thomas Malthus in the early 

1800s, that is, economic growth depletes non-renewable resources rapidly.  

5. Distribution of income: The gap between the poorest and richest countries in the 

world has been growing.. Although mean and median wealth has increased 

globally, it adds to the inequality of wealth. See Economic inequality.  

Some critics argue that a narrow view of economic growth, combined with globalization, 

is creating a scenario where we could see a systemic collapse of our planet's natural 

resources. Other critics draw on archaeology to cite examples of cultures they claim have 

disappeared because they grew beyond the ability of their ecosystems to support them. 

Concerns about possible negative effects of growth on the environment and society led 

some to advocate lower levels of growth, from which comes the ideas of uneconomic 

growth and de-growth, and Green parties which argue that economies are part of a global 

society and a global ecology and cannot outstrip their natural growth without damaging 

them. 

The Austrian School argues that the concept of "growth" or the creation and acquisition 

of more goods and services is dependent upon the relative desires of the individual. 

Someone may prefer having more leisure time to acquiring more goods and services, but 

this fulfillment of desires would have a negative effect on GDP increase. Also, they claim 
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that the notion of growth implies the need for a "central planner" within an economy. To 

Austrian economists, such an ideal is antithetical to the concept of a free market 

economy, which best satisfies the wants of consumers. As such, Austrian economists 

believe that the individual should determine how much "growth" s/he desires. 

Canadian scientist, David Suzuki stated in the 1990s that ecologies can only sustain 

typically about 1.5-3% new growth per year, and thus any requirement for greater returns 

from agriculture or forestry will necessarily cannibalize the natural capital of soil or 

forest Some think this argument can be applied even to more developed economies. 

1.6.3 Growth 'to a point' 

The two theories can be reconciled if it is recognised that growth improves the quality of 

life to a point, after which it doesn't improve the quality of life, but rather obstructs 

sustainable living. Historically, sustained growth has reached its limits (and turned to 

catastrophic decline) when perturbations to the environmental system last long enough to 

destabilize the bases of a culture.  

1.7 FACTORS AFFECTING ECONOMIC GROWTH 
 

Keynesian Approaches 

 

1. Savings and Investment 

 
There are some economic facts of life that underpin all macroeconomic explanations 

of growth. Perhaps the most important is that in order for capital goods to be accumulated 

to produce greater quantities of consumer goods in the future, consumer goods have to be 

given up in the present. For example, if workers are building a textile factory they cannot 

simultaneously be making textiles. These will only appear in the future as a result of the 

sacrifices of the present. 

Increases in the amount of capital goods are called investment. For growth to occur the 

level of investment has to be greater than the amount of depreciation, i.e. the amount by 

which machines wear out or become obsolete during the year. The higher the level of 

investment above depreciation the greater the potential output of the economy in the 

future. Unfortunately, the resources to enable investment have to come from somewhere. 

The only way that workers can be freed from making cars to build car factories is by an 

increase in savings by households. i.e. by the postponement of any decision to buy goods 

today in favor of future consumption. Look now at the investment figures for your six 

case study countries and think about the differences between them, particularly those 

between Asian and Latin American countries. Notice also the very marked regional 

differences in investment and savings rates. 

The analysis above gives the traditional PPF model of economic growth. In the diagram 

below, a country starting with high levels of current consumption will have few resources 

available for investment. Its PPF will increase only slowly, if at all. A country succeeding 
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in restricting consumption today will have an expanded PPF in the future, and can move 

to a point of higher consumption. 

 

 
Figure 1 

 

 

In the diagram two countries starting with the same PPF, achieve two very different 

growth paths. The first country, by consuming less and therefore saving more, has a high 

degree of investment and moves from A to B. The second country consumes more  

initially, at C, but this allows a much smaller expansion of the PPF, resulting in less of 

both consumption and investment in the future at D. This analysis suggests that a high 

rate of savings is a necessary condition for a high rate of growth in GDP. Government 

policy may have to make savings compulsory, or provide effective incentives for people 

to postpone consumption e.g. increased taxes. 

 

Governments may also feel the need to do the investment themselves, having enforced 

savings through taxation. An alternative is to borrow the necessary funds from other 

governments or from official aid agencies, paying back the interest from future growth.  

 

Another important variable implicit in the diagram is the effectiveness of capital goods in 

producing consumer goods. Clearly, some new car factories are more productive than 

others . a lot depends on the technology employed and the human capital of the workers. 

The analysis therefore suggests that a growth orientated government should also target 

research and development and the education and skills of its workers. The analysis above 

is an informal representation of the Harrod-Domar model. This model has been extremely 

influential in development economics.  
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Evaluation of the model: 

 
An increased level of savings is not a sufficient condition for growth. For a start, the 

savings funds have to find their way to people who are willing to take the risk of 

investing. Provided they get the funds at reasonable rates of interest they then have to be 

able to make informed choices about the kind of investment needed e.g. what consumer 

tastes in the future are likely to be.  

 

There are also problems coordinating investment projects. Often firms will only invest if 

other firms are also investing, e.g. providing intermediate goods, infrastructure support or 

external economies of scale. Indeed, the two-good PPF model illustrated in the diagram 

may be rather misleading because it leaves out of the picture the extent to which the 

various sectors of the economy are in tune with each other. The extent to which the 

savings rate can be influenced by government policy may be very limited. The trouble is 

that the savings rate cannot really be taken as independent of the level of GDP. To some 

extent people‘s willingness to save depends on their income. with people generally less 

inclined to save when their incomes are low. For example, in developed countries it is 

usual for people to borrow money when starting employment and only to start saving 

when their salaries are higher later on in their careers. 

 

The situation is much more acute for people below the poverty line in developing 

countries. The prospect of future growth in GDP may act as a disincentive to do the 

savings necessary for that growth. What makes sense for the economy as a whole may 

not appear to be at all sensible for the individuals making the decisions. 

A further major problem with the arguments of the Harrod-Domar model is its 

assumption that increases in capital automatically expands the PPF. Unfortunately, extra 

capital for a given quantity of labor can only bring a certain amount of growth. At some 

point the economy will run into diminishing returns, i.e. a shortage of labor. This 

suggests that the level of savings is much less important than the rate of technological 

change. 

 

Some countries have compulsory savings laws e.g. Singapore. But perhaps this works 

only if the economy is already growing fast enough to provide the economic and political 

basis on which to sustain compulsory savings. There is also a need for potential savers to 

trust the financial system. e.g. that there will be a low inflationary environment and that 

institutions are safe places to deposit money. 

 

2 Government-Financed Investments 

 
It may be the case that governments are not well enough informed to make investment 

decisions which reflects market circumstances. However, some kinds of investment are 

subject to market failure and government provision may therefore be necessary. For 

example, the provision of infrastructure is difficult to achieve in a free market. it has too 

much of a public good aspect to be provided effectively by private companies. There are 

also obvious positive externalities associated with an efficient, well maintained, and 

reliable infrastructure. 
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Market-Based Approaches 

 

3. Macroeconomic Stability 

 
General macroeconomic conditions are very important in terms of the general climate 

under which investment decisions are made. So economic growth will depend to some 

extent upon the stability of the economy e.g. fiscal balance, and reasonably predictable 

levels of inflation. Macroeconomic stability reduces the risks of investment and might 

therefore be seen as a necessary condition for growth. Fiscal balance ensures that there is 

less risk of inflation, because there will be less risk of governments printing money. This 

may also stabilize the exchange rate and allow interest rates to be set at a reasonably low 

level - so further encouraging investment. 

 

Stability is also an important factor in the amount of foreign direct investment a country 

may be able to attract. For developing countries this may be the only realistic source of 

investment funds. 

 

4. Trade Liberalization, Capital Mobility and Exchange Rate Policy 

 
The abolition of trade restrictions (tariffs and quotas) is often seen as a necessary 

condition for growth. The idea is to widen markets and thus allow economies of scale in 

exporting industries. It is often argued that exchange rates need to be adjusted downwards 

at the same time, to ensure that potential exporters can compete on world markets. To 

encourage direct foreign investment restrictions on international capital flows may need 

to be reduced. 

 

These policies have often been introduced to satisfy the conditions of IMF loans. This is 

discussed in more detail under structural adjustment policies. However, such policies are 

extremely controversial. Free trade did not seem to be a necessary condition for European 

growth. Certainly, exposure to foreign competition may increase the productivity of 

companies that survive but the side-effects for what are likely to be some of the poorest 

people in developing countries are likely to be severe. 

 

Activity 1 

 

1. What do you understand by term ‗Economic growth‘? 

2. Discuss in detail various theories of economic growth. 

3. What the term ‗development economics‘ stands for? Discuss in brief various 

theories of development economics. 

4. Explain different positive and negative effects of economic growth. 
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5. Write a brief note on factors affecting economic growth in developing country 

like India. To what extent can a government influence the rate of growth of a 

developing country? 

 

 

1.8 SUMMARY 
 

Economic growth is considered as a positive change in the level of production of goods 

and services by a country over a certain period of time. Nominal growth is defined as 

economic growth including inflation, while real growth is nominal growth minus 

inflation. Economic growth is usually brought about by technological innovation and 

positive external forces. Followed by introduction, various theories of economic growth 

were discussed. Further the important aspect of economic growth is development 

economics was explained along with related theories and approaches. Certain positive 

and negative consequences of economic growth have also been discussed in brief. Finally 

implications of global warming were introduced in a brief manner. 
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UNIT 2 

 

MODELS OF ECONOMIC GROWTH 
  
Objectives 

 
After studying this unit, you should be able to understand: 

 

 Concepts of theories of economic growth 

 The relevance of neoclassical model of economic growth  

 The contributions of Harrod-Domar in evolving the growth model 

 Exogenous approach or solow swan model. 

 The economic growth model of Meade.  

 Joan Robinson equilibrium growth model 

 The approaches to endogenous growth theory 

  

Structure 

 
2.1 Introduction 

2.2 Neoclassical models of economic growth  

2.3 Harrod-Domar model 

2.4 Exogenous growth model 

2.5 Meade‘s approach 

2.6 Joan Robinson equilibrium growth model 

2.7 Endogenous growth theory 

2.8 Summary 

2.9 Further readings 

 

2.1 INTRODUCTION 

What causes economic output to increase? One way that output can increase is if there is 

an expansion in the inputs used to produce it. There are five kinds of capital. Human-

produced capital is called manufactured capital to distinguish it from the other kinds of 

capital. Land and natural resources are natural capital, and all the skills and knowledge 

possessed by humans are also a kind of capital – human capital. We also note the 

importance of social and financial capital, which both refer to institutional arrangements 

that make production possible.  

Economists sometimes think about output as being generated according to a "production 

function," which is a mathematical relation between various inputs and the level of 

output. In the most general sense we might say that the output of an economy should be 

expressed as a function of flows from all the different types of capital that make 

production possible. The inputs to the production function are commonly referred to as 

factors of production. In the production functions most commonly used by economists, 
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the factors that are emphasized are manufactured capital and labor. Sometimes, but not 

always, natural resources also are included.  

One very influential, and more specific, model of economic growth was developed by 

economist Robert Solow in 1957. In his model, he assumed that an economy-wide 

production function can be written in the simple form:  

Y = A K
0.3

 L
0.7

  

where Y is aggregate output, A is a number based on the current state of technology as 

described below, K is a quantitative measure of the size of the stock of manufactured 

capital, and L the quantity of labor used during the period of time. K and L are the only 

factors of production explicitly included in the model. Both capital and labor are needed 

for the production of output, with the exponents in the equation reflecting their relative 

contributions.  

A is called total factor productivity, and includes all contributions to total production not 

already reflected in levels of K and L. Often, ―total factor productivity‖ has been 

interpreted as reflecting the way in which technological innovation allows capital and 

labor to be used in more effective and valuable ways. For example, the development of 

computer word-processing greatly increased efficiency compared to the use of 

typewriters. Typewriters, which seem antique to us today, were themselves a huge 

productive advance over clerical work using pen and paper. This process of improved 

technological methods has resulted in an increase in labor productivity – more output can 

now be produced with fewer labor-hours.  

After some mathematical manipulations, the production function above can be converted 

to an equation for the growth rate of output per worker as a function of ―total factor 

productivity‖ and the growth rate of manufactured capital per worker:  

growth rate of output per worker = growth rate of total factor productivity + 

0.3 (growth rate of manufactured capital per worker)  

For example, if ―total factor productivity‖ grows at 1% per year and capital per worker 

grows at 2% per year, this equation says that output per worker will grow at 1.6% per 

year (1% + (0.3)2% = 1.6%). This became known as the ―growth accounting‖ equation.  

Note that output per worker is what is commonly referred to as ―labor productivity‖. 

While labor productivity and GDP per capita are not quite equivalent (some people in the 

population do not work, for example), they are obviously closely related. Thus, this 

model implies that the way to raise income per capita—to achieve economic growth—is 

to increase the amount of capital that each person works with (the second term) and 

improve technology (the first term).  

The use of the Solow growth model served to highlight some important factors in 

economic growth. In particular, the model led to much discussion of the role of savings in 
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providing the basis for growing levels of manufactured capital per worker. Technological 

change also received attention, since this was thought to be the main driver behind 

growth in the value of "A." For many years, economists tended to treat growth as 

primarily a matter of encouraging savings, investment, and the creation and 

dissemination of technology.  

In more recent years, other economists have suggested that perhaps this model has 

directed too much attention to savings and technology. Some have argued that other 

factors such as good institutions that support markets, innovations in the organization of 

work, or access to global markets should be thought of as equally important in promoting 

economic growth. It is not helpful, they suggest, folding all issues of social, human, 

financial and natural capital into just one, rather vague, "A" term. In this unit we are 

going to discuss various growth models in detail. 

2.2 NEOCLASSICAL MODELS OF ECONOMIC GROWTH 

In the Harrod-Domar growth model, steady-state growth was unstable. In the popular 

term of the day, it was a "knife-edge" in the sense that any deviation from that path would 

result in a further move away from that path. However, Robert M. Solow (1956), Trevor 

Swan (1956) and, a bit later, James E. Meade (1961) contested this conclusion. They 

claimed that the capital-output ratio of the Harrod-Domar model should not be regarded 

as exogenous. In fact, they proposed a growth model where the capital-output ratio, v, 

was precisely the adjusting variable that would lead a system back to its steady-state 

growth path, i.e. that v would move to bring s/v into equality with the natural rate of 

growth (n). The resulting model has become famously known as the "Solow-Swan" or 

simply the "Neoclassical" growth model.  

A brief word or two on historical precedence is warranted. James Tobin (1955) 

introduced a growth model similar to Solow-Swan which also included money (and thus 

a predecessor of the monetary growth theory). However, Tobin did not solve explicitly 

for the stability of the steady-state. Also, it is become increasingly common to credit Jan 

Tinbergen (1942) as presenting effectively the same model as Solow-Swan, including 

even empirical estimates of the relevant coefficients. Finally, Harold Pilvin (1953), 

before Solow, had argued that the Harrodian knife-edge problem could be resolved if a 

flexible capital-output ratio were introduced, but he did not formulate the concept of a 

steady-state. Harrod's (1953) response to Pilvin is quite instructive in stressing that 

flexible technology does not, in fact, resolve the Harrodian knife-edge as he originally 

conceived it. But more on this later. 

2.3 HARROD - DOMAR MODEL 

The Harrod-Domar model is used in development economics to explain an economy's 

growth rate in terms of the level of saving and productivity of capital. It suggests that 

there is no natural reason for an economy to have balanced growth. The model was 

developed independently by Sir Roy F. Harrod in 1939 and Evsey Domar in 1946. The 

Harrod-Domar model was the precursor to the exogenous growth model. 
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A study of the Harrod-Domar model helps people to understand the growth rate of the 

economy in terms of the productivity of capital and the savings level. The Harrod-Domar 

model says that savings arrange for the funds that are borrowed for the purposes of 

investment. The model also says that there is no natural reason for balanced growth in the 

economy.  

 

According to the Harrod-Domar growth model, the growth rate of an economy is 

depended on two factors - the savings ratio and the savings level and capital-output ratio 

of the economy. Let us take an example to explain the model. If the capital equipment 

worth $8 is responsible for producting each $1 of annual output, then capital-output ratio 

is 8 to 1. 

 

According to the model there are three concepts of growth: 

 Warranted growth  

 Natural growth  

 Actual growth  

 

The natural rate of growth refers to the rate of expansion of a labor force, as a larger labor 

force implies higher aggregate output. Warranted growth refers to the output growth rate. 

Actual growth gives the actual change of the aggregate output.  

 

The Harrod-Domar model tries to address two problems that have the possibility of 

occurring in the economy. The first problem deals with the relationship between the 

natural growth rate and actual growth rate. The natural growth rate is determined by the 

factors like culture, birth rate or general tastes while the propensity to consume or save 

affects the actual growth rate. The problem is that, given population growth, it is not 

certain that the economy will achieve enough output growth to support total employment.  

 

The Harrod-Domar model also addresses the problem of the relationship between 

warranted and actual growth. When it is expected that there will be growth in output, 

investments also need to be increased. But problems occur when the actual growth fails 

to meet the expectations of the warranted growth. 

Mathematical formalism 

Let Y represent output, which equals income, and let K equal the capital stock. S is total 

saving, s is the savings rate, and I is investment. δ stands for the rate of depreciation of 

the capital stock. The Harrod-Domar model makes the following a priori assumptions: 

 1: Output is a function of capital stock 

 

2: The marginal product of capital is constant; the production 

function exhibits constant returns to scale. This implies capital's 

marginal and average products are equal. 

 3: Capital is necessary for output. 
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4: The product of the savings rate and output equals saving, which 

equals investment 

 
5: The change in the capital stock equals investment less the 

depreciation of the capital stock 

 

Derivation of output growth rate: 

 
 

 
 

 
 

 
 

 
 

 
 

 

 

An alternative (and, perhaps, simpler) derivation is as follows, with dots (for example, ) 

denoting percentage growth rates. 

First, assumptions (1)-(3) imply that output and capital are linearly related (for readers 

with an economics background, this proportionality implies a capital-elasticity of output 

equal to unity). These assumptions thus generate equal growth rates between the two 

variables. That is, 

.  

Since the marginal product of capital, c, is a constant, we have 

.  
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Next, with assumptions (4) and (5), we can find capital's growth rate as, 

 

 

In summation, the savings rate times the marginal product of capital minus the 

depreciation rate equals the output growth rate. Increasing the savings rate, increasing the 

marginal product of capital, or decreasing the depreciation rate will increase the growth 

rate of output; these are the means to achieve growth in the Harrod-Domar model. 

Although the Harrod-Domar model was initially created to help analyse the business 

cycle, it was later adapted to explain economic growth. Its implications were that growth 

depends on the quantity of labour and capital; more investment leads to capital 

accumulation, which generates economic growth. The model also had implications for 

less economically developed countries; labour is in plentiful supply in these countries but 

physical capital is not, slowing economic progress. LDCs do not have sufficient average 

incomes to enable high rates of saving, and therefore accumulation of the capital stock 

through investment is low. 

The model implies that economic growth depends on policies to increase investment, by 

increasing saving, and using that investment more efficiently through technological 

advances. 

The model concludes that an economy does not find full employment and stable growth 

rates naturally, similar to the Keynesian beliefs. 

Criticisms of the model 

The main criticism of the model is the level of assumption, one being that there is no 

reason for growth to be sufficient to maintain full employment; this is based on the belief 

that the relative price of labor and capital is fixed, and that they are used in equal 

proportions. The model explains economic boom and bust by the assumption that 

investors are only influenced by output (known as the accelerator principle); this is now 

widely believed to be false. 

In terms of development, critics claim that the model sees economic growth and 

development as the same; in reality, economic growth is only a subset of development. 

Another criticism is that the model implies poor countries should borrow to finance 

investment in capital to trigger economic growth; however, history has shown that this 

often causes repayment problems later. 

 

 

http://en.wikipedia.org/wiki/Business_cycle
http://en.wikipedia.org/wiki/Business_cycle
http://en.wikipedia.org/wiki/Least_developed_countries
http://en.wikipedia.org/wiki/Keynesian
http://en.wikipedia.org/wiki/Price
http://en.wikipedia.org/wiki/Boom_and_bust
http://en.wikipedia.org/wiki/Investor
http://en.wikipedia.org/wiki/Accelerator_principle
http://en.wikipedia.org/wiki/Economic_development
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2.4 EXOGENOUS GROWTH MODEL (SOLOW-SWAN GROWTH 

MODEL) 

The Exogenous growth model, also known as the Neo-classical growth model or Solow-

Swan growth model is a term used to sum up the contributions of various authors to a 

model of long-run economic growth within the framework of neoclassical economics 

Development of the model 

The Neo-classical model was an extension to the 1946 Harrod-Domar model that 

included a new term, productivity growth. The most important contribution was probably 

the work done by Robert Solow; in 1956, Solow and T.W. Swan developed a relatively 

simple growth model which fit available data on US economic growth with some success. 

Solow received the 1987 Nobel Prize in Economics for his work on the model. 

Solow also was the first to develop a growth model with different vintages of capital. The 

idea behind Solow's vintage capital growth model is that new capital is more valuable 

than old (vintage) capital because capital is produced based on known technology and 

because technology is improving. Both Paul Romer and Robert Lucas, Jr. subsequently 

developed alternatives to Solow's neo-classical growth model.Today, economists use 

Solow's sources-of-growth accounting to estimate the separate effects on economic 

growth of technological change, capital, and labor. 

Extension to the Harrod-Domar model 

Solow extended the Harrod-Domar model by: 

 Adding labor as a factor of production;  

 Requiring diminishing returns to labor and capital separately, and constant returns 

to scale for both factors combined;  

 Introducing a time-varying technology variable distinct from capital and labor.  

The capital-output and capital-labor ratios are not fixed as they are in the Harrod-Domar 

model. These refinements allow increasing capital intensity to be distinguished from 

technological progress. 

Short run implications 

 Policy measures like tax cuts or investment subsidies can affect the steady state 

level of output but not the long-run growth rate.  

 Growth is affected only in the short-run as the economy converges to the new 

steady state output level.  

 The rate of growth as the economy converges to the steady state is determined by 

the rate of capital accumulation.  

http://en.wikipedia.org/wiki/Economic_model
http://en.wikipedia.org/wiki/Economic_growth
http://en.wikipedia.org/wiki/Neoclassical_economics
http://en.wikipedia.org/wiki/Harrod-Domar_model
http://en.wikipedia.org/wiki/Productivity
http://en.wikipedia.org/wiki/Robert_Solow
http://en.wikipedia.org/wiki/Trevor_Swan
http://en.wikipedia.org/wiki/United_States
http://en.wikipedia.org/wiki/Bank_of_Sweden_Prize_in_Economic_Sciences_in_Memory_of_Alfred_Nobel
http://en.wikipedia.org/wiki/Paul_Romer
http://en.wikipedia.org/wiki/Robert_Lucas,_Jr.
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 Capital accumulation is in turn determined by the savings rate (the proportion of 

output used to create more capital rather than being consumed) and the rate of 

capital depreciation.  

Long run implications 

In neoclassical growth models, the long-run rate of growth is exogenously determined - 

in other words, it is determined outside of the model. A common prediction of these 

models is that an economy will always converge towards a steady state rate of growth, 

which depends only on the rate of technological progress and the rate of labor force 

growth. 

A country with a higher saving rate will experience faster growth, e.g. Singapore had a 

40% saving rate in the period 1960 to 1996 and annual GDP growth of 5-6%, compared 

with Kenya in the same time period which had a 15% saving rate and annual GDP growth 

of just 1%. This relationship was anticipated in the earlier models, and is retained in the 

Solow model; however, in the very long-run capital accumulation appears to be less 

significant than technological innovation in the Solow model. 

Assumptions 

The key assumption of the neoclassical growth model is that capital is subject to 

diminishing returns. Given a fixed stock of labor, the impact on output of the last unit of 

capital accumulated will always be less than the one before. Assuming for simplicity no 

technological progress or labor force growth, diminishing returns implies that at some 

point the amount of new capital produced is only just enough to make up for the amount 

of existing capital lost due to depreciation
. 
At this point, because of the assumptions of no 

technological progress or labor force growth, the economy ceases to grow. 

Assuming non-zero rates of labor growth complicates matters somewhat, but the basic 

logic still applies - in the short-run the rate of growth slows as diminishing returns take 

effect and the economy converges to a constant "steady-state" rate of growth (that is, no 

economic growth per-capita). 

Including non-zero technological progress is very similar to the assumption of non-zero 

workforce growth, in terms of "effective labor": a new steady state is reached with 

constant output per worker-hour required for a unit of output. However, in this case, per-

capita output is growing at the rate of technological progress in the "steady-state" (that is, 

the rate of productivity growth). 

Variations in productivity's effects 

Within the Solow growth model, the Solow residual or total factor productivity is an 

often used measure of technological progress. The model can be reformulated in slightly 

different ways using different productivity assumptions, or different measurement 

metrics: 
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 Average Labor Productivity (ALP) is economic output per labor hour.  

 Multifactor productivity (MFP) is output divided by a weighted average of capital 

and labor inputs. The weights used are usually based on the aggregate input shares 

either factor earns. This ratio is often quoted as: 33% return to capital and 66% 

return to labor (in Western nations), but Robert J. Gordon says the weight to labor 

is more commonly assumed to be 75%.  

In a growing economy, capital is accumulated faster than people are born, so the 

denominator in the growth function under the MFP calculation is growing faster than in 

the ALP calculation. Hence, MFP growth is almost always lower than ALP growth and 

growth. (Therefore, measuring in ALP terms increases the apparent capital deepening 

effect.) 

Technically, MFP is measured by the "Solow residual", not ALP.. 

Empirical evidence 

A key prediction of neoclassical growth models is that the income levels of poor 

countries will tend to catch up with or converge towards the income levels of rich 

countries as long as they have similar characteristics - like for instance saving rates. Since 

the 1950s, the opposite empirical result has been observed on average. If the average 

growth rate of countries since, say, 1960 is plotted against initial GDP per capita (i.e. 

GDP per capita in 1960), one observes a positive relationship. In other words, the 

developed world appears to have grown at a faster rate than the developing world, the 

opposite of what is expected according to a prediction of convergence.
 
However, a few 

formerly poor countries, notably Japan, do appear to have converged with rich countries, 

and in the case of Japan actually exceeded other countries' productivity, some theorize 

that this is what has caused Japan's poor growth recently - convergent growth rates are 

still expected, even after convergence has occurred; leading to over-optimistic 

investment, and actual recession. 

The evidence is stronger for convergence within countries. For instance the per-capita 

income levels of the southern states of the United States have tended to converge to the 

levels in the Northern states. These observations have led to the adoption of the 

conditional convergence concept. Whether convergence occurs or not depends on the 

characteristics of the country or region in question, such as: 

 Institutional arrangements  

 Free markets internally, and trade policy with other countries.  

 Education policy  

Evidence for conditional convergence comes from multivariate, cross-country 

regressions. 
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If productivity were associated with high technology then the introduction of information 

technology should have led to noticeable productivity acceleration over the past twenty 

years; but it has not 

Econometric analysis on Singapore and the other "East Asian Tigers" has produced the 

surprising result that although output per worker has been rising, almost none of their 

rapid growth had been due to rising per-capita productivity (they have a low "Solow 

residual"). 

Criticisms of the model 

Empirical evidence offers mixed support for the model. Limitations of the model include 

its failure to take account of entrepreneurship (which may be catalyst behind economic 

growth) and strength of institutions (which facilitate economic growth). In addition, it 

does not explain how or why technological progress occurs. This failing has led to the 

development of endogenous growth theory, which endogenizes technological progress 

and/or knowledge accumulation. 

Some critics
 

suggest that Schumpeter‘s 1939 Theory of Business Cycles, modern 

Institutionalism and Austrian economics offer an even better prospect of explaining how 

long run economic growth occur than the later Lucas/Romer models. 

Graphical representation of the model 

 
 

http://en.wikipedia.org/wiki/File:Solow_growth_model1.png
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Figure 1 

The model starts with a neoclassical production function Y/L = F(K/L), rearranged to y = 

f(k), which is the orange curve on the graph. From the production function; output per 

worker is a function of capital per worker. The production function assumes diminishing 

returns to capital in this model, as denoted by the slope of the production function. 

n = population growth rate 

d = depreciation 

k = capital per worker 

y = output/income per worker 

L = labor force 

s = saving rate 

Capital per worker change is determined by three variables: 

 Investment (saving) per worker  

 Population growth, increasing population decreases the level of capital per 

worker.  

 Depreciation - capital stock declines as it depreciates.  

When sy > (n+d)k, in other words, when the savings rate is greater than the population 

growth rate plus the depreciation rate, when the green line is above the black line on the 

graph, then capital (k) per worker is increasing, this is known as capital deepening. 

Where capital is increasing at a rate only enough to keep pace with population increase 

and depreciation it is known as capital widening. 

The curves intersect at point A, the "steady state". At the steady state, output per worker 

is constant. However total output is growing at the rate of n, the rate of population 

growth. 

The optimal savings rate is called the golden rule savings rate and is derived below. In a 

typical Cobb-Douglas production function the golden rule savings rate is alpha. 

Left of point A, point k1 for example, the saving per worker is greater than the amount 

needed to maintain a steady level of capital, so capital per worker increases. There is 

capital deepening from y1 to y0, and thus output per worker increases. 

Right of point A where sy < (n+d)k, point y2 for example, capital per worker is falling, as 

investment is not enough to combat population growth and depreciation. Therefore output 

per worker falls from y2 to y0. 
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The model and changes in the saving rate 

 

Figure 2 

The graph is very similar to the above; however, it now has a second savings function 

s1y, the blue curve. It demonstrates that an increase in the saving rate shifts the function 

up. Saving per worker is now greater than population growth plus depreciation, so capital 

accumulation increases, shifting the steady state from point A to B. As can be seen on the 

graph, output per worker correspondingly moves from y0 to y1. Initially the economy 

expands faster, but eventually goes back to the steady state rate of growth which equals n. 

There is now permanently higher capital and productivity per worker, but economic 

growth is the same as before the savings increase. 

http://en.wikipedia.org/wiki/File:Solow_growth_model2.png
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The model and changes in population 

 

Figure3 

This graph is again very similar to the first one, however, the population growth rate has 

now increased from n to n1, and this introduces a new capital widening line (n1 + d) 

Mathematical framework 

The Solow growth model can be described by the interaction of five basic 

macroeconomic equations: 

 Macro-production function  

 GDP equation  

 Savings function  

 Change in capital  

 Change in workforce  

Macro-production function 

 

This is a Cobb-Douglas function where Y represents the total production in an economy. 

A represents multifactor productivity (often generalized as technology), K is capital and 

L is labor. 

http://en.wikipedia.org/wiki/File:Solow_growth_model3.png
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An important relation in the macro-production function: 

 

Which is the macro-production function divided by L to give total production per capita y 

and the capital intensity k 

Savings function 

 

This function depicts savings, I as a portion s of the total production Y. 

Change in capital 

 

The is the rate of depreciation. 

Change in workforce 

 

gL is the growth function for L. 

The model's solution 

First we'll need to define some growth functions. 

1. Growth in capital  

2. Growth in the GDP  

3. Growth function for capital intensity  

Solution assuming no multifactor productivity growth 

This simplification makes the solution's derivation more comprehensible, as it allows the 

following calculations: 

 



 35 

When there is no growth in A then we can assume the following based on the first 

calculation: 

 

Moving on: 

Divide the fraction by L and you will see that  

 

By subtracting gL from gK we end up with: 

 

If k is known in the year t then this formula can be used to calculate k in any given year. 

In the first segment on the right side of the equation we see that and 

 

Deriving the Steady-state equation: 

where k = K / L and k denotes capital per worker. 

Differentiating we obtain: 

which is 

we know that 

is the population growth rate over time denoted by n. 

Furthermore we know that 

 

where is the depreciation rate of capital. 
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Hence we obtain: 

 

which is the fundamental Solow equation. The same can be done if technological 

progress is included. 

In the steady state the change in dk must be 0. 

 

The steady state consumption will then be: 

 

A Simple Explanation 

Consider a simple case Cobb-Douglas production function: 

, 

where Y is level output, K level of capital, N level of employment (given, fixed), and 0 

< α < 1 is relative capital intensity (given, fixed). Net capital accumulation per capita in 

period t is given by: 

, 

where s is the savings rate, and δ the depreciation rate. The economy reaches a steady 

state level of output and capital when net capital accumulation per capita is zero. That is, 

, 

the amount of total investment (left side) is equal to the amount of capital depreciation 

(right side) in any given period. From the production function we know that output per 

capita is given by: 

, 

which implies that the steady state levels of capital and output, denoted by asterisks, are: 
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, 

and 

. 

for given values of s,δ, and α. 

Now consider output as a Cobb-Douglas function of capital and effective labor AN: 

, 

where increases in technology A positively affect output Y by improving the efficiency 

of labor N. If technology grows at a constant positive rate of gA, and labor at gN, then 

their product AN grows at a rate approximately equal to gA + gN. Consequently, the 

steady state level of output per unit of effective labor (derived from the original steady 

state condition) 

 

is actually declining since output Y is by definition growing at zero in the steady state 

(left side numerator), whereas (in the denominator) effective labor is growing at gA + gN 

> 0. Therefore, in order to offset this additional source of per unit erosion in steady state 

output, the steady state condition must be modified to read: 

 

total investment (left side) must equal the amount of growth in effective labor in addition 

to the amount of capital depreciation. This modification implies that the steady state level 

of output per unit of effective labor is 

. 

Similarly, the steady state level of capital per unit of effecitve labor is 

. 
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Note: Although per unit growth is zero, the absolute levels of output Y 
*
 and capital K 

*
 

in the steady state are still growing at a constant positive rate gA + gN > 0. This result is 

sometimes referred to as balanced growth. Also note that neither the savings rate s, the 

depreciation rate δ, nor the relative intensity of capital α affects the rate of growth of 

output in the steady state, although it does still contribute to the initial level of output and 

capital at the start of a period of balanced growth. 

The golden rule savings rate s 
*
 maximizes the steady state level of aggregate 

consumption C 
*
 per unit of effective labor, as defined by the national income (GDP) 

identity: 

. 

Assuming that the steady state level of investment I 
*
 equals sY 

*
 , the golden rule 

savings rate solves the unconstrained maximization problem 

. 

Since 

, 

this implies 

, 

setting equal to zero and simplifying, 

, 

Finally, 

. 

Note: This implies that aggregate consumption per unit of effective labor in the steady 

state is maximized when the savings rate is exactly equal to the relative intensity of 

capital in the production function. 
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2.5 MEADE‟S APPROACH  

J.E. Meade (1961) points out, if prices rise relative to wages, then the real wage 

decreases. By substitution between capital and labor, there will be a change in the capital-

output ratio (v). Therefore, for Kaldorian adjustment to be applied, there is an implicit 

dependence on a constant capital-output ratio. However, a constant v necessarily means 

that we cannot be in long-run equilibrium since technique would otherwise be entirely 

flexible. One can perhaps regard at it as a vintage model, but here prices would have to 

change faster than wages.  

The greatest difficulty in this model, nevertheless, remains the adjustment towards the 

steady-state path. How do profits adjust so that one will achieve the steady-state savings 

rate? According to Kaldor, prices respond to relative money wage rates as a consequence 

of demand. Assume, for instance, that given an excess demand for goods, prices will 

increase but not wages. As a consequence there is a shift in distribution such that there 

will be an increase in the profit share. Since profits increase, this implies there will be a 

substantial growth in savings.  

However, as J.E. Meade (1961, 1963, 1966) points out, if prices rise relative to wages, 

then the real wage decreases. By substitution between capital and labor, there will be a 

change in the capital-output ratio (v). Therefore, for Kaldorian adjustment to be applied, 

there is an implicit dependence on a constant capital-output ratio. However, a constant 

K/Y necessarily means that we cannot be in long-run equilibrium since technique would 

otherwise be entirely flexible.  

But a more general criticism can be made. We can note that given a stock of capital, labor 

and output, if prices move faster than wages, then profits will increase whereas if wages 

move faster than prices, then profits will fall - without changing techniques. The variety 

of consequences of this has led several economists, such as Meade (1961) and, later, Nell 

(1982), to argue that at least for a long-run model, Kaldor's theory has a rather poor price-

adjustment mechanism. "Mr. Kaldor's theory of distribution is more appropriate for the 

explanation of short-run inflation than of long-run growth." (Meade, 1961: x).  

2.6 JOAN ROBINSON EQUILIBRIUM GROWTH MODEL 

Joan Robinson (1962) recommended a modification so as to understand the properties of 

this model better. We have not really discussed what determines investment: we simply 

posited a full employment relationship, i.e. I/Y = gv, so as to obtain Kaldor's steady-state. 

But surely, in a Keynesian world, an independent investment function should remain 

independent! Robinson (1962) posited a relationship I/Y = f(P/Y) or g = f(r), where 

investment decisions by firms were functions of (expected) profit. She argued that this 

was a concave function, based on Kalecki's (1937) principle of increasing risk: 

investment is positively related to expected profit, but at a decreasing rate - as every extra 

unit of investment means greater debt and thus greater risk to the firm.  

http://homepage.newschool.edu/het/profiles/meade.htm
http://homepage.newschool.edu/het/profiles/meade.htm
http://homepage.newschool.edu/het/profiles/meade.htm
http://homepage.newschool.edu/het/profiles/nell.htm
http://homepage.newschool.edu/het/profiles/kalecki.htm
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However, we know from the Kaldor relationship, P/Y = (1/s)I/Y or r = g/s, that profits are 

themselves generated by investment. Thus, Robinson's question can be asked: when is it 

true that the profits generated by the investment in the Kaldor relationship will 

themselves generate investment decisions that, in turn, generate the original profits? 

Alternatively, what is there that guarantees that the profits generated by the Kaldor 

relationship will themselves generate the amount of investment needed to sustain them? 

This is a question of stability.  

 

Figure 4 

Robinson's (1962: p.48) diagram above of the concave Kalecki function and the linear 

increasing risk function is reproduced below. Assuming all is well, then we should have 

two equilibria where rs = g = f(r). Consider the rightmost equilibrium first. To the right of 

that equilibrium, Robinson posited that the economy was generating less profits than 

planned and thus investment plans will be shelved, inducing deaccumulation of capital 

and hence reducing growth. To the immediate left of it, the economy is generating more 

profits than planned, and thus firms will revise their expectations upwards and invest 

more, thereby increasing accumulation and growth. Hence, the right equilibrium is stable. 

A similar exercise will show that the left equilibrium is, for the same reasons, unstable.  

Robinson (1962) went on to enrich her analysis by introducing labor growth and to 

consider the implications of including unemployment and inflation and the method of 

adjustment explicitly in the model. She discusses the various types of growth situations 

that could be encountered - Golden Rule and otherwise.  

Another extension was provided by Luigi Pasinetti (1962). It is unlikely that workers do 

not save, as we have assumed. Originally, Kaldor (1955) proposed that workers did save 

out of wages, but less than capitalists - in which case, profits would be more sensitive to 

the investment decision than we have allowed. However, Pasinetti (1962) called this "a 

logical slip". If workers can save, we should conceive of two different "types" of capital 

http://homepage.newschool.edu/het/profiles/luigi.htm
http://homepage.newschool.edu/het/profiles/kaldor.htm
http://homepage.newschool.edu/het/profiles/luigi.htm
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falling under different ownership: "workers' capital" and "capitalists' capital". Let us call 

the former K' and the latter K. Thus total savings are S = sP + s'(P' + W), workers save 

out of both profits and wages.  

It is necessary that workers be paid a rate of interest on their capital just in the same 

manner as capitalists receive a rate of profit on theirs. By competition and arbitrage, 

Pasinetti argued that the rate of profit/interest for both capitalist and workers on their 

capital is equalized. Or:  

P/K = P'/K' = r  

where P' is workers' profits. For savings, let S be capitalist savings and S' worker savings 

out of profits. Therefore, for steady state growth:  

S/K = S'/K' = g  

In the long-run, for steady-state, it must be that the rate of accumulation must be equal for 

both capitalists and workers, i.e.  

P/S = P'/S'  

otherwise, if the rate of wealth accumulation is faster for either of the classes, then there 

will be a change in distribution and, as a result, a change in the composition of aggregate 

demand. In long-run equilibrium, aggregate demand must be stable therefore this is a 

necessary assumption.  

However, as a consequence of this assumption, we can note that:  

P/sP = P'/s'(W + P')  

where s and s' are the marginal propensity to save of capitalists and workers. Note again 

that workers also save out of wages, W, as well as profits, P', whereas capitalists only 

receive and save out of profits. Cross-multiplying:  

s'(W + P') = sP'  

Now, if investment (I) is equal to total savings which means that:  

I = s'(W + P') + sP  

then using our previous relationship:  

I = sP' + sP = s(P + P')  

Let us call total profits P* = P + P', then I = sP* or:  
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P* = (1/s)I  

So it must be that:  

r = (P*/K) = (1/s)I/K = g  

i.e., for long run Golden Rule steady-state growth, only the capitalist's propensity to save 

needs to be considered - workers' saving propensities can be dropped by the wayside. 

Thus, even with worker savings, the "Cambridge rule" is iron-clad. Only capitalists' 

savings propensity matters. As Pasinetti notes:  

But there were important assumptions in the model yet undiscussed. Pasinetti posits one 

of his conditions to guarantee existence to be:  

s > I/Y > s'  

so that profits cannot take "a null or negative share of wages" . This, in essence, defines 

the mechanism for adjustment. If distribution can be somehow organized such that there 

will be a "correct" level of profits to give us the savings necessary to be in equilibrium: 

i.e. make I/K = s/v. The first question that must be asked here is not only whether you can 

calculate for a given investment level what the profit level will be but whether there will 

be pressures that might bring this into equilibrium. Within certain limits, Kaldor argues, 

variations can take place such that P/Y is a function of the change in the I/Y ratio. 

According to Kaldor, prices respond to relative money wage rates as a consequence of 

demand. Assume, for instance, that given an excess demand for goods, prices will 

increase but not wages. As a consequence there is a shift in distribution such that there 

will be an increase in the profit share. Since profits increase, this implies there will be a 

substantial growth in savings.  

2.7 ENDOGENOUS GROWTH THEORY  

In economics, endogenous growth theory or new growth theory was developed in the 

1980s as a response to criticism of the neo-classical growth model. 

In neo-classical growth models, the long-run rate of growth is exogenously determined 

by either assuming a savings rate (the Harrod-Domar model) or a rate of technical 

progress (Solow model). However, the savings rate and rate of technological progress 

remain unexplained. 

Endogenous growth theory tries to overcome this shortcoming by building 

macroeconomic models out of microeconomic foundations. Households are assumed to 

maximize utility subject to budget constraints while firms maximize profits. Crucial 

importance is usually given to the production of new technologies and human capital. 

The engine for growth can be as simple as a constant return to scale production function 

(the AK model) or more complicated set ups with spillover effects, increasing numbers of 

goods, increasing qualities, etc. 

http://en.wikipedia.org/wiki/Harrod-Domar_model
http://en.wikipedia.org/wiki/Solow_model
http://en.wikipedia.org/w/index.php?title=Microeconomic_foundations&action=edit&redlink=1
http://en.wikipedia.org/wiki/Human_capital
http://en.wikipedia.org/w/index.php?title=AK_model&action=edit&redlink=1
http://en.wikipedia.org/wiki/Knowledge_spillover
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Endogenous growth theory demonstrates that policy measures can have an impact on the 

long-run growth rate of an economy. For example, subsidies on research and 

development or education increase the growth rate in some endogenous growth models 

by increasing the incentive to innovate. 

Often endogenous growth theory assumes constant marginal product of capital at the 

aggregate level, or at least that the limit of the marginal product of capital does not tend 

towards zero. This does not imply that larger firms will be more productive than small 

ones, because at the firm level the marginal product of capital is still diminishing. 

Therefore, it is possible to construct endogenous growth models with perfect competition. 

However, in many endogenous growth models the assumption of perfect competition is 

relaxed, and some degree of monopoly power is thought to exist. Generally monopoly 

power in these models comes from the holding of patents. These are models with two 

sectors, producers of final output and an R&D sector. The R&D sector develops ideas 

that they are granted a monopoly power. R&D firms are assumed to be able to make 

monopoly profits selling ideas to production firms, but the free entry condition means 

that these profits are dissipated on R&D spending. 

Implications 

The main implication of recent growth theory is that policies which embrace openness, 

competition, change and innovation will promote growth. Conversely, policies which 

have the effect of restricting or slowing change by protecting or favouring particular 

industries or firms are likely over time to slow growth to the disadvantage of the 

community. Peter Howitt notes that "Sustained economic growth is everywhere and 

always a process of continual transformation. The sort of economic progress that has 

been enjoyed by the richest nations since the Industrial Revolution would not have been 

possible if people had not undergone wrenching changes. Economies that cease to 

transform themselves are destined to fall off the path of economic growth. The countries 

that most deserve the title of ―developing‖ are not the poorest countries of the world, but 

the richest. (They) need to engage in the never-ending process of economic development 

if they are to enjoy continued prosperity." (Conclusion, "Growth and development: a 

Schumpeterian perspective", 2006). 

Critics 

One of the main failings of endogenous growth theories is the collective failure to explain 

conditional convergence reported in the empirical literature.
[citation needed]

 Another frequent 

critique concerns the cornerstone assumption of diminishing returns to capital. Some 

contend
[3]

 that new growth theory has proven no more successful than exogenous growth 

theory in explaining the income divergence between the developing and developed 

worlds (despite usually being more complex). 
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Activity 2 

1. Differentiate between Harrod-Domar model and Solow Swan model of economic 

growth. 

2. What are the assumptions in neoclassical model of economic growth? 

3. Compare Meade‘s and Joan Robinson‘s equilibrium growth model. 

4. Explain how exogenous growth models are different from endogenous growth 

models? 

 

2.8 SUMMARY 
 

In this unit we have discussed a number of models for economic growth.The neoclassical 

growth model is a macro model in which the long-run growth rate of output per worker is 

determined by an exogenous rate of technological progress. Domar model is used in 

development economics to explain an economy's growth rate in terms of the level of 

saving and productivity of capital. Solow-Swan growth model is a term used to sum up 

the contributions of various authors to a model of long-run economic growth within the 

framework of neoclassical economics. Similarly contribution of mrs Joan Robinson also 

have explained in depth. Finally the endogeneos growth theory was discussed along with 

its implications and criticisms. 
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UNIT 3 

 THECAMBRIDGE CRITICISM AND TECHNOLOGICAL 

PROGRESS 

 

Objectives 

After completing this unit, you should be able to: 

 Understand the debate of Cambridge Capital Controversy 

 Know the basic assumptions and questions in Cambridge Criticism 

 Become aware of the concept of technological progress embodied. 

 Determine the neutral technical progress. 

Structure 

3.1 Introduction 

3.2 The Cambridge Criticism 

3.3 The technological progress embodied 

3.4 Adding the technological progress 

3.5 Disembodied or neutral technological progress  

3.6 Summary  

3.7 Further readings 

 

3.1 INTRODUCTION 
 

Cambridge capital controversies refer to the debate between British and American 

economists concerning the neoclassical approach to economics. They were based at 

Cambridge University (England) and the Massachusetts Institute of Technology 

(Cambridge, USA), respectively. 

The Modern School, particularly influenced by Alfred Marshall (1842-1924) and headed 

by the English economists Arthur Cecil Pigou (1877-1959) and John Maynard Keynes 

(1882-1946), refuted the microeconomic ideas of neo-classical economics; especially as 

seen in the work of the Americans Paul Samuelson (1915- ) and Robert Solow (1924- ). 

Emphasizing the macroeconomic approach, the English denied (among other things) the 

existence of a functional relationship between the rate of profit and the capital intensity of 

an economy, and demonstrated the possibility of capital re-switching. (That is, if it is 

possible when the rate of return falls for firms to switch to more capital intensive 
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methods of production (thus increasing the rate of investment), it is also possible that 

under certain circumstances the rate of return will reach such a level that firm switch 

from more to less capial intensive methods of production.) 

The Modern School also questioned the existence of an aggregate production function 

and the determination of savings and interest levels. Another area to be covered in this 

unit is technological progress which is considered as the application of scientific and 

engineering knowledge as a means of multiplying our manpower, conserving and 

extending the use of our natural resources, and making it paye This definition includes 

the multiplication of manpower as the means, perhaps, of meeting the Russian manpower 

situation, and of conserving and extending the use of our natural resources, inasmuch as 

we are gradually becoming a .havenot" nation. We add on .making it pay." If we work in 

the reverse, we are not progressing; we are retrogressing.  

 

3.2 THE CAMBRIDGE CRITICISM 

The Cambridge capital controversy or Cambridge criticism was a 1960s debate in 

economics concerning the nature and role of capital goods (or means of production). The 

name arises because of the location of those most involved in the controversy: the debate 

was largely between economists such as Joan Robinson and Piero Sraffa at the University 

of Cambridge in England and economists such as Paul Samuelson and Robert Solow at 

the Massachusetts Institute of Technology, in Cambridge, Massachusetts. The two 

schools are often labeled "neo-Ricardian" (or "Sraffian") and neoclassical, respectively. 

Six issues were raised. First, what determines the distributive shares? Second, could 

propensities to consume wages and profits differ in a neoclassical model? Third, how is 

the equality of savings and investment established? Fourth, does the neoclassical model 

have an investment function? Fifth, will the neoclassical one-good parable do, or is it 

necessary to deal with heterogeneous capital? Sixth, if necessary, could the neoclassical 

model be generalized to do so in a meaningful and an operational way? 

Most of the debate is esoteric and mathematical, but some main elements can be 

explained in relatively simple terms and as part of the 'aggregation problem' of 

neoclassical economics. The resolution of the debate, particularly how broad its 

implications are, is not agreed upon by economists. 

Aggregation of "capital" 

A core proposition in neoclassical economics, especially textbook neoclassical 

economics, is that the income earned by each "factor of production" (essentially, labor 

and "capital") is equal to its marginal product. Thus, the wage is alleged to be equal to the 

marginal product of labor, and the rate of profit or rate of interest equal to the marginal 

product of capital. A second core proposition is that a change in the price of a factor of 

production—say, a fall in the rate of profit -- will lead to more of that factor being used in 

production. A fall in this price means that more will be used since the law of diminishing 

returns implies that greater use of this input will imply a lower marginal product, all else 

equal. 
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Piero Sraffa, who originated the Cambridge controversy, pointed out that there was an 

inherent measurement problem in applying this model of income distribution to capital. 

Capitalist income is the rate of profit multiplied by the amount of capital, but the 

measurement of the "amount of capital" involves adding up quite incompatible physical 

objects—adding trucks to lasers, for example. That is, just as one cannot add 

heterogeneous "apples and oranges," we cannot simply add up simple units of "capital" 

(as a child might add up "pieces of fruit"). 

Neoclassical economists assumed that there was no real problem here — just add up the 

money value of all these different capital items to get an aggregate amount of capital. But 

Sraffa (and Joan Robinson before him) pointed out that this financial measurement of the 

amount of capital depended partly on the rate of profit. There was thus a circularity in the 

argument. 

The traditional way to aggregate is to multiply the amount of each type of capital goods 

by its price and then to add up these multiples. A problem with this method arises from 

variations in the ratio of labor to the value of capital goods used in production across 

sectors. At different income distributions, prices would have to differ if the competitive 

market assumption of equal rates of profits in all sectors is to hold. For example, suppose 

a higher rate of profits and lower wage were to prevail than at the initial situation. The 

prices of capital goods used in the less capital-intensive sectors would seem to need to 

rise with respect to the prices of capital goods used in more capital-intensive sectors, 

thereby ensuring the rate of profits remains identical across sectors. But additional 

complications arise from the varying capital intensities in the sectors producing capital 

goods. At any rate, the price of a capital good, or of any arbitrary given set of capital 

goods, cannot be expected to remain constant across variations in the rate of profits. 

In general, this says that physical capital is heterogeneous and cannot be added up the 

way that financial capital can. For the latter, all units are measured in money terms and 

can thus be easily summed. 

Sraffa suggested a technique (stemming in part from Marxian economics) by which a 

measure of the amount of capital could be produced: by reducing all machines to dated 

labor. A machine produced in the year 2000 can then be treated as the labor and 

commodity inputs used to produce it in 1999 (multiplied by the rate of profit); and the 

commodity inputs in 1999 can be further reduced to the labor inputs that made them in 

1998 plus the commodity inputs (multiplied by the rate of profit again); and so on until 

the non-labor component was reduced to a negligible (but non-zero) amount. Then you 

could add up the dated labor value of a truck to the dated labor value of a laser. 

However, Sraffa then pointed out that this accurate measuring technique still involved the 

rate of profit: the amount of capital depended on the rate of profit. This reversed the 

direction of causality that neoclassical economics assumed between the rate of profit and 

the amount of capital. According to neoclassical production theory, an increase in the 

amount of capital employed should cause a fall in the rate of profit (following 

diminishing returns). Sraffa instead showed that a change in the rate of profit would 
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change the measured amount of capital, and in highly nonlinear ways: an increase in the 

rate of profit might initially increase the perceived value of the truck more than the laser, 

but then reverse the effect at still higher rates of profit. See "Reswitching" below. The 

analysis further implies that a more intensive use of a factor of production, including 

other factors than capital, may be associated with a higher, not lower price, of that factor. 

According to the Cambridge, England, critics, this analysis is thus a serious challenge, 

particularly in factor markets, to the neoclassical vision of prices as scarcity indices and 

the principle of substitution they claim underlies the neoclassical theory of supply and 

demand. 

Aggregate production function 

In neoclassical economics, a production function is often assumed, for example, 

q = A ƒ(K, L), 

where q is output, A is the technology factor, K is the sum of the value of capital goods, 

and L is the labor input. The price of the homogeneous output is taken as the numéraire, 

so that the value of each capital good is taken as homogeneous with output. Different 

types of labor are assumed reduced to a common unit, usually unskilled labor. Both 

inputs have a positive impact on output, with diminishing marginal returns. In some more 

complicated general equilibrium models, labor and capital are assumed to be 

heterogeneous and measured in physical units. In most versions of neoclassical growth 

theory (for example, in the Solow growth model), however, the function is assumed to 

apply to the entire economy. Then, the neoclassical theory of the distribution of income 

sketched above is assumed to apply: under perfect competition, the rate of return on 

capital goods (r) equals the marginal product of capital goods, while the wage rate (w) 

equals the marginal product of labor. The equation of the rate of return on capital goods 

with the marginal product of capital is true under the simplifying assumption that there 

exists only one good, other than labor, and that this good can be used both as the 

consumption and capital good. However, if K is understood to be the value of capital 

goods, whether heterogeneous or homogeneous (but different from the consumption 

good), a problem arises. 

The problem can be understood by thinking about an increase in the r, the return on 

capital, (corresponding to a fall in w, the wage rate, given that initial levels of capital and 

technology stay constant). This causes a change in the distribution of income, thus a 

change in the prices of different capital goods, and finally a change in the value of K (as 

discussed above). So the rate of return on K (i.e., r) is not independent of the measure of 

K, as assumed in the neoclassical model of growth and distribution. Causation goes both 

ways, from K to r and from r to K. This problem is sometimes seen to be analogous to the 

Sonnenshein-Mantel-Debreu results (e.g., by Mas-Colell 1989) in general equilibrium 

theory, which show that representative agent models can be theoretically unjustified, 

except under restrictive conditions (see Kirman, 1992 for an explanation of the 
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Sonnenshein-Mantel-Debreu results as an aggregation problem). Note that this says that 

it's not simply K that is subject to aggregation problems: so is L. 

Some see these technical criticisms of marginal productivity theory as connected to wider 

arguments with ideological implications. For example, some members of the Marxian 

school argue that even if the means of production "earned" a return based on their 

marginal product, that does not imply that their "owners" (i.e., the capitalists) produced 

the marginal product and should be rewarded. Indeed, the rate of profit is not a price, and 

it isn't clear that it is determined in a market. In particular, it, at best, only partially 

reflects the scarcity of the means of production relative to their demand. While the prices 

of different types of means of production are indeed prices, the rate of profit can be seen 

as reflecting the social and economic power that owning the means of production gives 

this minority to exploit the majority of workers and to receive profit. In neoclassical 

economics, on the other hand, the equilibrium rate of profit is determined by technology, 

endowments of natural resources, and tastes (including intertemporal preferences on the 

part of investors and savers), regardless of whether capital is homogeneous or not. These 

ideological issues seem to have driven much of the rhetoric about this controversy. 

Reswitching 

Reswitching is a situation in which a technique of production is cost-minimizing at low 

and high rates of profits, but another technique is cost-minimizing at intermediate rates. 

Reswitching implies capital reversing, an association between high interest rates (or rates 

of profit) and more capital-intensive techniques. Thus, reswitching implies the rejection 

of a simple (monotonic) non-increasing relationship between capital intensity and either 

the rate of profit or the rate of interest. As rates fall, for example, profit-seeking 

businesses can switch from using one set of techniques (A) to another (B) and then back 

to A. This problem arises for either a macroeconomic or a microeconomic production 

process and so goes beyond the aggregation problems discussed above. 

In a 1966 article, the famous neoclassical economist Paul A. Samuelson summarizes the 

reswitching debate: 

"The phenomenon of switching back at a very low interest rate to a set of 

techniques that had seemed viable only at a very high interest rate involves more 

than esoteric difficulties. It shows that the simple tale told by Jevons, Böhm-

Bawerk, Wicksell and other neoclassical writers — alleging that, as the interest 

rate falls in consequence of abstention from present consumption in favor of 

future, technology must become in some sense more 'roundabout,' more 

'mechanized' and 'more productive' — cannot be universally valid." ("A Summing 

Up," Quarterly Journal of Economics vol. 80, 1966, p. 568.) 

Samuelson gives an example involving both the Sraffian concept of new products made 

with labor using dead or "dated labor" (rather than machines having an independent role) 

and the "Austrian" concept of "roundaboutness" — supposedly a physical measure of 

capital intensity. Instead of simply taking a neoclassical production function for granted, 
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Samuelson follows the Sraffian tradition of constructing a production function from 

positing alternative methods to produce a product. The posited methods exhibit different 

mixes of inputs. Samuelson shows how profit maximizing (cost minimizing) indicates the 

best way of producing the output, given an externally specified wage or interest rate. 

Samuelson's earlier proposition that heterogeneous capital could be treated as a single 

capital good, homogeneous with the consumption good, through a "surrogate production 

function" turned out to be mistaken. 

In Samuelson's example, there are two techniques, A and B, that use labor at different 

times (–1, –2, and –3) to produce output of 1 unit at the later time 0. 

Two production techniques 

time period input or output technique A technique B 

–3 

labor input 

0 2 

–2 7 0 

–1 0 6 

0 output 1 1 

Then, using this example (and further discussion), Samuelson demonstrates that it is 

impossible to define the relative "roundaboutness" of the two techniques as in this 

example, contrary to Austrian assertions. He shows that at an interest rate above 100 

percent technique A will be used by a profit-maximizing business; between 50 and 100 

percent, technique B will be used; while at an interest rate below 50 percent, technique A 

will be used again. The interest-rate numbers are extreme, but this phenomenon of 

reswitching can be shown to occur in other examples using more moderate interest rates. 

The second table shows three possible interest rates and the resulting accumulated total 

labor costs for the two techniques. Since the benefits of each of the two processes is the 

same, we can simply compare costs. The costs in time 0 are calculated in the standard 

economic way, assuming that each unit of labor costs $w to hire: 

cost = (1 + i)w×L–1 + (1 + i)
2
*w×L–2 + (1 + i)

3
*w×L–3 

where L–n is the amount of labor input in time n previous to time 0. 

Reswitching 

interest rate technique A technique B 

150% $43.75 $46.25 

75% $21.44 $21.22 

0% $7.00 $8.00 
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The results in bold-face indicate which technique is less expensive, showing reswitching. 

There is no simple (monotonic) relationship between the interest rate and the "capital 

intensity" or roundaboutness of production, either at the macro- or the microeconomic 

level of aggregation. 

Cambridge Views 

Here are some of the Cambridge critics' views: 

"Capital reversing renders meaningless the neoclassical concepts of input substitution and 

capital scarcity or labor scarcity. It puts in jeopardy the neoclassical theory of capital and 

the notion of input demand curves, both at the economy and industry levels. It also puts 

in jeopardy the neoclassical theories of output and employment determination, as well as 

Wicksellian monetary theories, since they are all deprived of stability. The consequences 

for neoclassical analysis are thus quite devastating. It is usually asserted that only 

aggregate neoclassical theory of the textbook variety — and hence macroeconomic 

theory, based on aggregate production functions — is affected by capital reversing. It has 

been pointed out, however, that when neoclassical general equilibrium models are 

extended to long-run equilibria, stability proofs require the exclusion of capital reversing 

(Schefold 1997). In that sense, all neoclassical production models would be affected by 

capital reversing." (Lavoie 2000) 

"These findings destroy, for example, the general validity of Heckscher-Ohlin-Samuelson 

international trade theory (as authors such as Sergio Parrinello, Stanley Metcalfe, Ian 

Steedman, and Lynn Mainwaring have demonstrated), of the Hicksian neutrality of 

technical progress concept (as Steedman has shown), of neoclassical tax incidence theory 

(as Steedman and Metcalfe have shown), and of the Pigouvian taxation theory applied in 

environmental economics (as Gehrke and Lager have shown)." (Gehrke and Lager 2000) 

Neoclassical views 

The neoclassical economist Christopher Bliss comments: 

"...what one might call the existential aspect of capital theory has not attracted much 

interest in the past 25 years. A small band of ‗true believers‘ has kept up the assault on 

capital theory orthodoxy until today, and from their company comes at least one of my 

co-editers. I shall call that loosely connected school the Anglo-Italian theorists. No 

simple name is ideal, but the one I have chosen indicates at least that the influences of 

Piero Sraffa and Joan Robinson, in particular, are of central importance. Even in that 

case, there is a flavour of necrophilia in the air. If one asks the question: what new idea 

has come out of Anglo-Italian thinking in the past 20 years?, one creates an embarrassing 

social situation. This is because it is not clear that anything new has come out of the old, 

bitter debates. Meanwhile mainstream theorizing has taken different directions. Interest 

has shifted from general equilibrium style (high-dimension) models to simple, mainly 

one-good models. Ramsey-style dynamic-optimization models have largely displaced the 
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fixed-saving coefficient approach. The many consumers that Stiglitz implanted into 

neoclassical growth modelling did not flourish there. Instead the representative agent is 

usually now the model's driver. Finally, the exogenous technical progress of Harrod, and 

most writers on growth from whatever school in the 1960s and later, has been joined by 

numerous models which make technical progress endogenous in one of the several 

possible ways... ...Can the old concerns about capital be taken out, dusted down and 

addressed to contemporary models? If that could be done, one would hope that its 

contribution could be more constructive than the mutually assured destruction approach 

that marred some of the 1960s debates. It is evident that richer models yield richer 

possibilities. They do not do that in proportion when optimization drives model solutions. 

However, we know that many-agent models can have multiple equilibria when all agents 

optimize. There may be fruitful paths forward in that direction. Old contributions should 

best be left buried when they involve using capital as a stick to beat marginal theory. All 

optima imply marginal conditions in some form. These conditions are part of an overall 

solution. Neither they nor the quantities involved in them are prior to the overall solution. 

It reflects badly on economists and their keenness of intellect that this was not always 

obvious to everyone." (Bliss 2005) 

Part of the problem here is the high level of abstraction and idealization that occurs in the 

economic model-building on topics such as capital and economic growth. The original 

neoclassical models of aggregate growth presented by Robert Solow and Trevor Swan 

were simple mathematical creatures, with simple results and uncomplicated implied 

predictions about the real, empirical, world. The followers of Robinson and Sraffa then 

showed that more sophisticated and complicated mathematical models implied that for 

the Solow-Swan model to say anything about the world, crucial unrealistic assumptions 

(that Solow and Swan had ignored) must be true. 

To choose an example that did not get much attention in the debate (because it was 

shared by both sides), the Solow-Swan model assumes a continuously-attained 

equilibrium with 'full employment' of all resources. The fact that the critique was also 

stated entirely using exactly the same kind of unrealistic assumptions meant that it was 

very difficult to do anything but 'criticize' Solow and Swan. That is, Sraffian models were 

explicitly divorced from empirical reality. And, as is very common in serious debates, it 

was much easier to destroy neoclassical theory than to develop a full-scale alternative 

that can help us understand the world. 

In short, the progress produced by the Cambridge Controversy was from the unrealistic 

reliance on unstated or unknown assumptions to a clear consciousness about the need to 

make such assumptions. But this left the Sraffians in a situation where the unreal 

assumptions prevented most empirical applications, along with further developments of 

the theory. (Thus, Bliss asks: "what new idea has come out of Anglo-Italian thinking in 

the past 20 years?") 

Most practically-minded neoclassical economists reacted to this problem by simply 

clinging to the simple model that they had inherited from Solow and Swan. Even though 

Sraffa, Robinson, and others had undermined its foundations, the Solow-Swan growth 
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http://en.wikipedia.org/wiki/Trevor_Swan
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model is still a centerpiece of neoclassical macroeconomics and growth theory textbooks, 

while forming a basis for the so-called "new growth theory." More theoretically-minded 

neoclassicals such as Bliss (quoted above) have generally accepted the "Anglo-Italian" 

critique on the mathematical level and have moved on, applying the 'more general' 

political-economic vision of neoclassical economics to new questions. 

Conclusion 

Since Samuelson had been one of the main defenders of the idea that heterogeneous 

capital could be treated as a single capital good, his article conclusively showed that 

results from simplified models with one capital good do not necessarily hold in more 

general models. Most experts agree that the one capital good version neoclassical 

production function is simplistic but, as in all models, the simplistic version is often 

useful, particularly in empirical work. For this reason, the one capital good model 

continues to be used by researchers, especially in macroeconomics and growth theory. 

Samuelson himself has occasionally used multi-sectoral models of the Leontief-Sraffian 

tradition. 

Most mainstream economists continue to use models with aggregate production 

functions, especially in macroeconomics and growth theory. (See, for example, new 

classical economics.) Generally, they justify their use of such simplistic models with an 

instrumentalist methodology and an appeal about the needs for simplicity in empirical 

work. But often they just ignore the controversy: 

"It is important, for the record, to recognize that key participants in the debate openly 

admitted their mistakes. Samuelson's seventh edition of Economics was purged of errors. 

Levhari and Samuelson published a paper which began, 'We wish to make it clear for the 

record that the nonreswitching theorem associated with us is definitely false. We are 

grateful to Dr. Pasinetti...' (Levhari and Samuelson 1966). Leland Yeager and I jointly 

published a note acknowledging his earlier error and attempting to resolve the conflict 

between our theoretical perspectives. (Burmeister and Yeager, 1978). However, the 

damage had been done, and Cambridge, UK, 'declared victory': Levhari was wrong, 

Samuelson was wrong, Solow was wrong, MIT was wrong and therefore neoclassical 

economics was wrong. As a result there are some groups of economists who have 

abandoned neoclassical economics for their own refinements of classical economics. In 

the United States, on the other hand, mainstream economics goes on as if the controversy 

had never occurred. Macroeconomics textbooks discuss 'capital' as if it were a well-

defined concept — which it is not, except in a very special one-capital-good world (or 

under other unrealistically restrictive conditions). The problems of heterogeneous capital 

goods have also been ignored in the 'rational expectations revolution' and in virtually all 

econometric work." (Burmeister 2000) 

Some theorists, such as Christopher Bliss, Edwin Burmeister, and Frank Hahn, responded 

to the controversy by arguing that rigorous neoclassical theory is most appropriately set 

forth in terms of microeconomics and intertemporal general equilibrium models. The 

critics, such as Pierangelo Garegnani, Fabio Petri, and Bertram Schefold, argue that such 
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models are not empirically applicable and that, in any case, the capital-theoretical 

problems reappear in such models in a different form. The abstract nature of such models 

has made it more difficult to clearly reveal such problems in as clear a form as they 

appear in long-period models. 

3.3 THE TECHNOLOGICAL PROGRESS EMBODIED 
 

Before going ahead, it will be appropriate first to define the term ‗technological 

progresses. What is technological progress? Perhaps the best concept of this subject is 

given in your curriculum book: "Technological progress: A study of scientific and 

technological resources in their relationships to the mobilization of the national economy 

and to the maximum development of the Nation‘s economic war potential. Included are 

studies of the nature and conditions of research and development; organization, 

operation, and interrelationships of governmental, industrial, educational, and private 

agencies concerned with research and development; the relation of joint planning in 

research and development to joint logistic, strategic, and national policy planning; 

representative programs and special projects such as atomic energy; and the logistical 

problems arising from developments in new weapons and weapons systems .,, To be 

more specific, the  following is a definition of "technological progress": Technological 

progress may be defined as the improvement of man, s control over his natural 

environment through the application and utilization of scientific and engineering 

knowledge in any of the practical arts and sciences. 

A property of the Solow-Swan growth model which is a bit disturbing is the fact that, at 

steady-state, all ratios -- the capital-labor ratio, output per person and consumption per 

person -- remain constant. This is a bit of a disappointment for it implies that standards of 

living do not improve in steady-state growth. This is not only despiriting, it is also 

empirically dubious: it contradicts at least two of the "stylized facts" of industrialized 

economies laid out in Kaldor (1961) -- namely, that the capital-labor and output-labor 

ratios have been rising over time and that the real wage has been rising.  

Of course, just because industrialized countries, and others besides, have experienced 

ever-increasing per capita consumption and output over the past three centuries does not, 

by itself, "contradict" the Solow-Swan model. After all, out of steady-state, we can easily 

have changing ratios. So, one possible explanation for the "stylized facts" that is 

consistent with the Solow-Swan model is simply that industrialized nations are still in the 

process of adjusting and just have not reached their steady-state equilibrium yet. And 

why not? It is not unreasonable to assume that adjustment to steady state might take a 

very long time (cf. Sato, 1963; Atkinson, 1969).  

But economists are a rather impatient sort. They like to believe that economies tend to be 

at or around their steady-states most of the time (a noble exception is Meade (1961)). As 

a consequence, in order to reconcile the Solow-Swan model with the stylized facts, it is 

tempting to argue that there has been some sort of "technical progress" in the interim that 

keeps pushing the steady-state ratios outwards.  

http://homepage.newschool.edu/het/profiles/kaldor.htm
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Technical improvements embodied in the capital stock. Net or replacement investment 

can increase the amount of embodied technical progress as in both cases the equipment 

available and chosen for purchase will usually employ the latest technology The most 

important technological advances are nowadays embodied in the new capital goods: In 

order for a firm to take advantage of the most up-to date information and communication 

technology devices, it is indispensable to acquire the most recent generations of 

computers and telecommunication tools compatible with these devices. The traditional 

neoclassical growth model is not aimed at capturing the implications of such a trend since 

it is based on the assumption that technological progress is disembodied, namely 

independent of capital accumulation. 

 

3.4 ADDING TECHNICAL PROGRESS 

Recall that when we write our production function as Y = F(K, L), we are expressing 

output as a function of capital, labor and the production function's form itself, F(·). If 

output is growing, then this can be due to labor growth (changes in L), capital growth 

(changes in K) and productivity growth/technical progress (changes in F(·)). We have 

thus far ignored this last component. It is now time to consider it.Technical progress 

swings the production function outwards. In a sense, all we need to do is simply add 

"time" into the production function so that: 

Y = F(K, L, t). or, in intensive form: y =  (k, t) 

The impact of technical progress on steady-state growth is depicted in Figure 1, where 

the production function  (·, t) swings outwards from  (·, 1) to  (·, 2) to  (·, 3) and so 

on, taking the steady-state capital ratio with it from k1* to k2* and then k3* respectively.. 

So, at t =1,  (·, 1) rules, so that beginning at k0, the capital-labor ratio will rise, 

approaching the steady-state ratio k1*. When technical progress happens at t = 2, then the 

production function swings to  (·, 2), so the capital-labor ratio will continue increasing, 

this time towards k2*. At t =3, the third production function  (·, 3) comes into force and 

thus k rises towards k3*, etc. So, if technical progress is happens repeatedly over time, the 

capital-labor ratio will never actually settle down. It will continue to rise, implying all the 

while that that the growth rates of level variables (i.e. capital, output, etc.) are higher than 

the growth of population for a rather long period of time.  
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Figure 1 - Technical Progress 

Before proceeding, the first thing that must be decided is whether this is a "punctuated" 

or "smooth" movement. Is technical progress a "sudden" thing that happens only 

intermittently (i.e. we swing the production function out brusquely and drastically and 

then let it rest), or is it something that is happening all the time (and so we swing the 

production function outwards slowly and steadily, without pause). Joseph Schumpeter 

(1912) certainly favored the exciting "punctuated" form of technical progress, but modern 

growth theorists have adhered almost exclusively to its boring, "smooth" version. In other 

words, most economists believe that (·, t) varies continuously and smoothly with t. 

The simple method of modeling production by merely adding time to the production 

function may not be very informative as it reveals very little about the nature and 

character of technical progress. Now, as discussed elsewhere, there are various types of 

"technical progress" in a production function. The one we shall consider here is Harrod-

neutral or labor-augmenting technical progress. In fact, as Hirofumi Uzawa (1961) 

demonstrated, Harrod-neutral technical progress is the only type of technical progress 

consistent with a stable steady-state ratio k*. This is because, as we prove elsewhere, 

only Harrod-neutral technical progress keeps the capital-output ratio, v, constant over 

time.  

Formally, the easiest way to incorporate smooth Harrod-neutral technical progress is to 

add an "augmenting" factor to labor, explicitly: 

Y = F(K, A(t)·L) 

where A(t) is a shift factor which depends on time, where A > 0 and dA/dt > 0.  
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To simplify our exposition, we can actually think of A(t)·L as the amount of effective 

labor (i.e. labor units L multiplied by the technical shift factor A(t)). So, output grows 

due not only to increases in capital and labor units (K and L), but also by increasing the 

"effectiveness" of each labor unit (A). This is the simplest way of adding Harrod-neutral 

technical progress into our production function. Notice also what the real rate of return on 

capital and labor become: as Y = F(K, A(t)·L) then the rate of return on capital remains r 

= FK, but the real wage is now w = A(t)·( F/ (A(t)·L)] = A·FAL.  

Modifying the Solow-Swan model to account for smooth Harrod-neutral technical 

progress is a simple matter of converting the system into "per effective labor unit" terms, 

i.e. whenever L was present in the previous model, replace it now with effective labor, 

A(t)·L (henceforth shortened to AL). So, for instance, the new production function, 

divided by AL becomes: 

Y/AL = F(K/AL, 1) so, in intensive form: y
e
 =  (k

e
) 

where y
e
 and k

e
 are the output-effective labor ratio and capital-effective labor ratio 

respectively. Notice that as F(K, AL) = AL· (k
e
), then by marginal productivity pricing, 

the rate of return on capital is:  

r = FK =  (AL· (k
e
))/ K  

But as  (k
e
) =  (K/AL), then  (AL· (k

e
))/ K = AL·  (k

e
)·( k

e
/K), and since  k

e
/ 

K = 1/AL, then  (AL· (k
e
))/ K =   (k

e
), i.e. r =   (k

e
) 

the slope of the intensive production function in per effective units terms is still the 

marginal product of capital. What about the real wage? Well, continuing to let the 

marginal productivity theory rule, then notice that: 

w =  (F(K, AL)/dL  

=  (AL· (k
e
)) /dL  

= A· (k
e
) + AL·  (k

e
)·( k

e
/dL) 

as dk
e
/dL = -AK/(AL)

2
 = -K/AL

2
 = -k

e
/L then: w = A· (k

e
) - AL·  (k

e
)·k

e
/L  

or simply: w = A[ (k
e
) -   (k

e
)·k

e
] 

The macroeconomic equilibrium condition I = sY, becomes: 

I/AL = s(Y/AL) or:  i
e
 = sy

e
 = s (k

e
) 

where i
e
 is the investment-effective labor ratio.  
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Now, suppose the physical labor units, L, grow at the population growth rate n (i.e. gL = 

n) and labor-augmenting technical shift factor A grows at the rate  (i.e. gA =  ), then 

effective labor grows at rate  + n, i.e.: 

gAL = gA + gL =  + n 

Now, for steady-state growth, capital must grow at the same rate as effective labor grows, 

i.e. for k
e
 to be constant, then in steady state gK =  + n, or: 

I
r
 = dK/dt = ( +n)K 

is the required investment level. Dividing through by AL: i
re

 = ( +n)k
e 
where i

re
 is the 

required rate of investment per unit of effective labor.  

The resulting fundamental differential equation is: dk
e
/dt = i

e
 - i

re 
or: dk

e
/dt = s (k

e
) - 

(n+ )k
e 

which is virtually identical with the one we had before. The resulting diagram (Figure 2) 

will also be the same as the conventional one. The significant difference is that now the 

growth of the technical shift parameter,  , is included into the required investment line 

and all ratios are expressed in terms of effective labor units. 

Consequently, at steady state, dk
e
/dt = 0, and we can define a steady-state capital-

effective labor ratio k
e
* which is constant and stable. All level terms -- output, Y, 

consumption, C, and capital, K -- grow at the rate n+ . 

 

Figure 2 - Growth with Harrod-Neutral Technical Progress 
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If the end-result is virtually identical to before, what is the gain in adding Harrod-neutral 

technical progress? This should be obvious. While all the steady-state ratios -- output per 

effective capita, y
e
*, consumption per effective capita, c

e
*, and capital per effective 

capita, k
e
* -- are constant, this is not informative of the welfare of the economy. It is 

people -- and not effective people -- that receive the income and consume. In other words, 

to assess the welfare of the economy, we want to look at output and consumption per 

physical labor unit.  

Now, the physical population L is only growing at the rate n, but output and consumption 

are growing at rate n +  . Consequently, output per person, y = Y/L, and consumption 

per person, c = C/L, are not constant; they are growing at the steady rate  , the rate of 

technical progress. Thus, although steady-state growth has effective ratios constant, 

actual ratios are increasing: actual people are getting richer and richer and consuming 

more and more even when the economy is experiencing steady-state growth.  

3.5 DISEMBODIED OR NEUTRAL TECHNOLOGICAL PROGRESS 
 

Harrod and Hicks neutral technical progress  
according to Technical progress which increases the efficiency of labour, so that the 

labour force in efficiency units increases faster than the number of workers available. 

Technical progress of this form is thus labour-saving. It is contrasted with Hicks-neutral 

technical progress, where the efficiency of all factors increases in the same proportion. 

A Hicks-neutral technical change is a change in the production function of a business or 

industry which satifies certain economic neutrality conditions. The concept of Hicks 

neutrality was first put forth in 1932 by John Hicks in his book The Theory of Wages. A 

change is considered to be Hicks neutral if the change does not affect the balance of labor 

and capital in the products production function. More formally, given the Solow model 

production function Y = A * F(K,L), a hicks neutral change is one which only changes 

A.Technological change (TC) in fact is a term that is used to describe the overall process 

of invention, innovation and diffusion of technology or processes. The term is redundant 

with technological development, technological achievement, and technological progress. 

In essence TC is the invention of a technology (or a process), the continuous process of 

improving a technology (in which it often becomes cheaper) and its diffusion throughout 

industry or society. It its earlier days Technological change was illustrated with the 

'Linear Model of Innovation', which has now been largely discarded to be replaced with a 

model of technological change that involves innovation at all stages of research, 

development, diffusion and use. 

 
 

Figure 3 Original model of three phases of the process of Technological Change 
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Neutral technological change influences the behaviour of technological change in 

models. A technological innovation is Hicks neutral (following John Hicks (1932)) if the 

ratio of capital's marginal product to labour's marginal product is unchanged for a given 

capital to labour ratio. A technological innovation is Harrod neutral (following Hicks) if 

the technology is labour-augmenting (i.e. helps labor); it is Solow neutral if the 

technology is capital-augmenting (i.e. helps capital). 

Activity 3 

1. Discuss in depth the Cambridge capital controversy. Compare the views of neo 

ricardian and neoclassical economists over the controversy. 

2. What is the relevance of aggregation of capital in context of Cambridge debate? 

3. Give a brief note on technological progress. 

3.6 SUMMARY 

The Cambridge Capital Controversy was a major theoretical controversy arising out of 

the work of Piero Sraffa. The Cambridge capital controversy was a 1960s debate in 

economics concerning the nature and role of capital goods. The debate was largely 

between economists such as Joan Robinson and Piero Sraffa at the University of 

Cambridge in England and economists such as Paul Samuelson and Robert Solow at the 

Massachusetts Institute of Technology, in Cambridge, Massachusetts. The two schools 

are often labeled "neo-Ricardian" (or "Sraffian") and neoclassical, respectively. 

Further the concept of Technological progress is explained as a central element of 

economic growth that enables more output to be produced from unchanged quantities of 

labor and capital in the production process. Biased technological progress is commonly 

classified as labor saving or capital saving. Inventions that do not save relatively more of 

either input are described as unbiased or neutral technological progress.  

There are three rival definitions of unbiased technological progress, proposed, 

respectively, by John R. Hicks (1932), Roy Harrod (1942), and Robert Solow (1969). 
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BLOCK 2 THEORIES AND APPROACHES TO 

DEVELOPMENT 
 

In previous block you have recalled some basic concepts of growth of the nations. The 

aim of this is to present certain theories and approaches to development which is an 

important area of concern for decision makers in the area of economics. 

 

First unit deals the classical theories of development including Adam Smith on wealth of 

nations; Ricardo‘s theory of value; Robert Malthus contributions to economic 

development; approaches of James mill and theory of social change. 

 

Unit 2 discusses propositions to capitalistic economy. It focuses on Karl Marx and 

development of capitalistic economy along with surplus value and the rate of profit. 

Other areas of discussion were immutable laws of capitalistic development; crisis in 

capitalism; Schumpeter and capitalistic development; the role of credit, profit and 

degeneration and structural analysis of development. 

 

Unit 3 presents to you the partial theories of growth and development. Vicious circle of 

poverty was discussed followed by Circular causation and unlimited supply of labor. 

Balanced and unbalanced growth has been explained and critical minimum effort thesis 

was discussed in detail along with low income equilibrium trap. Finally the concept of 

dualism has been presented along with its different forms. 
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UNIT 1 

CLASSICAL THEORIES OF DEVELOPMENT 

Objectives 

After studying this unit you should be able to: 

 Define the approach to classical theories of development 

 Understand Adam Smith theory of wealth of nations 

 Know the Ricardian theory of value 

 Explain the contributions of Robert Malthus to development. 

 Analyze the approach of James Mill. 

 Have the knowledge of theory of social change 

Structure 

 
1.1 Introduction 

1.2 Adam Smith on wealth of nations 

1.3 Ricardo‘s theory of value 

1.4 Robert Malthus contributions to economic development 

1.5 Approaches of James mill 

1.6 Theory of social change 

1.7 Summary 

1.8 Further readings 

 

  

 

1.1 INTRODUCTION 

Classical theories of development are widely regarded as the first modern school of 

economic thought. It is associated with the idea that free markets can regulate 

themselves.
 
Its major developers include Adam Smith, David Ricardo, Thomas Malthus 

and John Stuart Mill. Sometimes the definition of classical economics is expanded to 

include William Petty, Johann Heinrich von Thünen. 

Adam Smith's The Wealth of Nations in 1776 is usually considered to mark the beginning 

of classical economics. The school was active into the mid 19th century and was 

followed by neoclassical economics in Britain beginning around 1870. 

They produced their "magnificent dynamics" during a period in which capitalism was 

emerging from a past feudal society and in which the industrial revolution was leading to 

vast changes in society. These changes also raised the question of how a society could be 

organized around a system in which every individual sought his or her own (monetary) 

gain. 
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Classical economists and their immediate predecessor reoriented economics away from 

an analysis of the ruler's personal interests to broader national interests. Physiocrat 

Francois Quesnay and Adam Smith, for example, identified the wealth of a nation with 

the yearly national income, instead of the king's treasury. Smith saw this income as 

produced by labor, land, and capital equipment. With property rights to land and capital 

by individuals, the national income is divided up between laborers, landlords, and 

capitalists in the form of wages, rent, and interest or profits.In this unit we will discuss 

the important classical theories of development. 

1.2 ADAM SMITH  ON WEALTH OF NATIONS 

An Inquiry into the Nature and Causes of the Wealth of Nations is the magnum opus of 

the Scottish economist Adam Smith. It is a clearly written account of economics at the 

dawn of the Industrial Revolution, as well as a rhetorical piece written for the generally 

educated individual of the 18th century - advocating a free market economy as more 

productive and more beneficial to society. He was Professor of Moral Philosophy at the 

University of Glasgow. There is an ethical tone to his arguments that is not always shared 

by those who seemingly subscribe to his free market philosophy. 

The work is credited as a watershed in history and economics due to its comprehensive, 

largely accurate characterization of economic mechanisms that survive in modern 

economics; and also for its effective use of rhetorical technique, including structuring the 

work to contrast real world examples of free and fettered markets. 

In 1759 Adam Smith, then a thirty-six year old Professor of Moral Philosophy at lasgow 

University, published his Theory of Moral Sentiments. This work attracted the attention 

of the guardians of the immensely wealthy Duke of Buccleuch towards retaining its 

author as a tutor to the youthful Duke whilst on a protracted, and hopefully educational, 

"Grand Tour" of continental Europe.  

 

Whilst acting as tutor from 1763 Smith found some of the time spent in the French 

provinces hard to fill and seems to have begun his masterpiece An Inquiry into the Nature 

and Causes of the Wealth of Nations, as a way of taking up otherwise idle hours in the  

summer of 1764. Overall however he derived much personal philosophical benefit from 

these months of journeying on the continent. In Paris he met amongst others, the 

Physiocrat" economic theorist (and court Physician) Quesnay and the French Ministers, 

Turgot and Necker.  

 

French economic policy in these times was conducted in accordance with the 

Mercantilism" that had held sway in the economic thinking of Europe for some three 

centuries. Mercantilism expected that governmental control would be exercised over 

industry and trade in accordance with the theory that national strength (i.e. the Royal 

states treasury) is increased by a preponderance of exports over imports.  

 

By nature, then, as now, France was fitted to be a great agricultural country, a great 

producer and exporter of corn and wine; but her legislators for several generations had 
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endeavoured to counteract the apparently natural bias of French economic life towards 

agriculture, and had tried to make her an exporter of manufactured goods.  

 

Like most legislators in those times, they had been prodigiously impressed by the 

ambitious position which the maritime powers, as they were then called (the 

comparatively little powers of England and Holland), were able to take in the politics of 

Europe. They saw that this influence came from wealth, that this wealth was made in 

trade and manufacture, and therefore they determined that France should not be 

behindhand, but should have as much trade and manufacture as possible. Accordingly, 

they imposed prohibitive or deterring duties on the importation of foreign manufacturers; 

they gave bounties to the corresponding home manufactures.  

 

Smith found that the French Physiocrats delighted in attempting to prove that the whole 

Mercantilist structure of the French laws upon industry was utterly wrong; that the 

prohibitions ought not to be imposed on the import of foreign manufacturers; that 

bounties ought not to be given to native ones; that the exportation of corn ought to be 

free; that the whole country ought to be a fiscal unit; that there should be no duty between 

any province; and so on in other cases. Smith found much that he admired in the 

Physiocrats outlook but he did not share it completely. Amongst other things the 

Physiocrats saw land as the primary source of wealth (one seed sown might produce 

twenty at harvest!) rather than manufacturing.  

 

On the completion of his duties as tutor Smith then returned, after some further months 

spent in London, to Scotland where he stayed quietly with his mother at his native town 

of Kirkcaldy and occupied himself in study and writing. It was to be in 1776, that Adam 

Smith finally saw his "Wealth of Nations" through the press.  

 

Adam Smith's "Wealth of Nations" is regarded as having been the first great work of 

Political Economy. It is in some ways an enhancement of his "Theory of Moral 

Sentiments" in that it focuses on the problems of how people express their self-interest 

and their morality. Adam Smith attempted to trace the immediate expression of human 

activity and to suggest how this would change society.  

It opens with a most dramatic recommendation of the adoption of practices which saw 

work being performed as a number of tasks that were each alloted, as specialisations, to 

individual workers. Smith suggested that a pin factory that had adopted such a "division 

of labour" might produce tens of thousands of pins a day whereas a pin factory in which 

each worker attempted to produce pins, from start to finish, by performing all the tasks 

associated with pin production would produce very few pins.  

 

In an outline that seems to prefigure Karl Marx' "materialist conception of history" that 

appears later in his "Wealth of Nations" Smith suggests that society has moved through a 

number of phases - men once lived by hunting, then developed nomadic systems of 

agriculture, then settled farming under the sway of local feudal manor houses, and then 

emerged a system of commercial interdependence. Smith suggested that in each of these 

phases society had developed institutions appropriate to that phase. This development in 

society and its institutions being at all times prompted by interplays of self-interest and 
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morality.  

 

According to Smith the institutions most appropriate to a period of commercial 

interdependence would provide for the governing authority to pursue a laissez faire (let 

alone) policy in relation to the economy. Smith justified this by arguing that people, 

through applying their talents and assets where they contributed to the production of the 

things potential buyers wanted, sought to earn monies. Under laissez faire systems 

individuals, acting in their own self-interest as economic agents, would tend to dedicate 

themselves to those economic activities that brought them the greatest reward in terms of 

income be it in the form wages, rent, or profit. Smith showed that by giving themselves to 

such highly rewarding economic activities in their own self interest people would also be 

maximising the economic well-being of society.  

 

Smith saw people as economic agents being as it were guided by an "invisible hand" (a 

term first used in his Theory of Moral Sentiments). High prices (in terms of a "natural" 

price related to the costs of production) of any good or service would automatically 

induce people to engage in its production. Increased production would lead to a greater 

supply and lower prices. People as buyers would get more of what they wanted more 

cheaply. People as producers would tend to be earning enhanced wages as a result of 

producing the formerly high priced good or service. A reversal of the argument would see 

"low" priced items falling away in terms of their production.  

 

Smith saw in the division of labor and the extension of markets almost limitless 

possibilities for society to expand its wealth through manufacture and trade. Wealth 

consists of the goods which all the people of society consume; note all - this is a 

democratic, and hence radical, philosophy of wealth. Gone is the notion of gold, 

treasures, kingly hoards; gone the prerogatives of merchants or farmers or working 

guilds. We are in the modern world where the flow of goods and services consumed by 

everyone constitutes the ultimate aim and end of economic life.  

 

Although Economics has moved on in many was from the outlook and policies endorsed 

in the Wealth of Nations that epoch-making publication remains as perhaps the most 

famous economics book of all time. Governments in search of a strengthening of their 

states through economic policy, and many individuals in search of personal gain, have all 

drawn lessons from its pages. Powerful movements that led to the emergence of Modern 

Capitalism were substantially based on Smith's work and hence he deserves to be 

regarded as one of the most dramatically influential philosophers or philosophic writers 

of modern times. 

The invisible hand 

 
―By preferring the support of domestic to that of foreign industry, he intends only 

his own security; and by directing that industry in such a manner as its produce 

may be of the greatest value, he intends only his own gain, and he is in this, as in 

many other cases, led by an invisible hand to promote an end which was no part of 

his intention.‖  
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A phrase often quoted and alluded to, it conveys the unintentional consequences 

stemming from individuals' pursuit of their own wants and needs. As author Douglas 

Rushkoff points out, "Smith assumes people would be biased against international trade, 

naturally preferring the security offered by sourcing goods locally-and that his readers 

would agree with him on this point. Like the founders of America, who would've differed 

on almost everything else but this, Smith saw economics as characterized by small, 

scaled, local economies working in interaction with one another and guided by the 

enlightened self-interest of individuals. This was not a reaction to "leftist" regulations on 

corporate power, but against the unfair practices of early transnational corporations, 

which were operating on a level completely removed from the real affairs of people and 

the proper stewardship of resources." Rushkoff further argues that, "While celebrated 

today by corporate libertarians as philosophical justification for free-trade policies, the 

book was meant as an attack on the scale and effects of chartered monopoly. By arguing - 

now famously - that "self-interest" might promote a more just society, he was speaking in 

the context of an economy already heavily tilted against individual human agency." (Life 

inc., 34) 

The Wealth of Nations was first published on March 9, 1776, during the Age of 

Enlightenment. It influenced not only authors and economists, but governments and 

organizations. For example, Alexander Hamilton was influenced in part by The Wealth of 

Nations to write his Report on Manufactures, in which he argued against many of Smith's 

policies. Interestingly, Hamilton based much of this report on the ideas of Jean-Baptiste 

Colbert, and it was, in part, to Colbert's ideas that Smith wished to respond with The 

Wealth of Nations. 

Many other authors were influenced by the book and used it as a starting point in their 

own work, including Jean-Baptiste Say, David Ricardo, Thomas Malthus and, later, Karl 

Marx and Ludwig von Mises. The Russian national poet Aleksandr Pushkin refers to The 

Wealth of Nations in his 1833 verse-novel Eugene Onegin. 

Irrespective of historical influence, however, The Wealth of Nations represented a clear 

leap forward in the field of economics, similar to Sir Isaac Newton's Principia 

Mathematica for physics or Antoine Lavoisier's Traité Élémentaire de Chimie for 

chemistry. 

1.3 RICARDO‟S THEORY OF VALUE 

Modern discussion of the validity of the economic system of David Ricardo has centred 

about the theory of value. On the one hand, Jevons's classic attack has been maintained 

with undiminished vigor by a group of critics among whom the Austrian representatives 

loom up most conspicuously. On the other hand, Professor Marshall has broken a mighty 

lance for the essential correctness of the Ricardian theory, and has inspired, in this as in 

other directions, a distinct reappreciation. 

There are three clearly defined phases in Ricardo's treatment of value, corresponding here 

as throughout to the influences which shaped his mental history as an economist. The 
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first began with his acquaintance with systematic economic writing and extended through 

the bullion controversy, and might be described as a consistent exposition of Adam 

Smith's original concept of value. The second phase was incident to the corn-law 

discussions and to the debated policies associated therewith, and found expression in the 

chapter on value in the first edition of the Principles of Political Economy and Taxation. 

Its keynote was theoretical warrant for the propositions that higher wages did not 

necessarily mean higher prices, and that a fall in wages was compatible with a rise in 

prices. The third phase consisted, in the main, of spirited controversy with friends and 

critics as to the adequacy of labor as a measure of value, and was still in progress at the 

time of Ricardo's death. 

In inception, Ricardo's theory of value probably dated back to early critical reading of the 

Wealth of Nations. It took definite shape in correction of Adam Smith's exposition, and 

further analyses proceeded for a decade strictly within these lines. An acute student of the 

Ricardian economics has said that "we are indebted to the Bullion controversy for the 

Ricardian theory of value.‖ But this can be true only in the most general sense. The 

subject had become fairly clear in Ricardo's mind long before 1809; and the effect of 

subsequent currency controversies -- such as that growing out of Bosanquet's assertion 

that years of scarcity and high taxation, and not excessive circulation, were responsible 

for the rise in prices-was,. at most, clearer definition and further application of a theory of 

value and price then already well in mind rather than independent formulation of a new 

theory. 

Ricardo's concept of value, in its first or Smithian phase, was on the verge of change in 

1815. Moreover, in An Essay on the Influence of a Low Price of Corn on the Profits of 

Stock, published in that year, the theory of value figured far less as a novel or basic 

doctrine, requiring explicit assertion or detailed exposition, than as a restatement of a 

familiar principle cited merely to establish the proposition that with the progress of 

wealth the landlord might be expected to benefit not only "by obtaining an increased 

quantity of the produce of the land, but also by the increased exchangeable value of that 

quantity." 

But even from this more or less indirect and partial exposition it is not difficult to 

reconstruct the theory of value which we may conceive as attained by Ricardo in critical 

study of the Wealth of Nations, and as asserted by him thereafter in argument and 

correspondence until the economic controversies of 1813-17 gave an effective impulse in 

another direction.  

The second phase of Ricardo's treatment of value is directly traceable to the corn-law 

controversies of 1813-17 and to active discussions thereafter with Malthus, McCulloch, 

Say, and Torrens as to correlated economic policies. The initial chapter "On Value" in the 

first edition (1817) of the Principles was thus designed less as an independent exposition 

than as theoretical warrant for certain practical propositions advanced and defended by 

Ricardo from about 1813 on. Thus (a) Ricardo believed, in opposition to Malthus, that 

lower profits could only result, in the long run, from higher wages; (b) he asserted that 

McCulloch's proposal to scale down the interest on the national debt was neither just nor 
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equitable; and (c) he refused all credence to the popular fear that the free importation of 

corn would be followed by a further disastrous fall in general prices. 

It was to give re-enforcement to such definite propositions that Ricardo developed and 

extended his original concept of value. The prime features of his modified exposition 

were disagreement with the doctrine that every rise in wages must necessarily be 

transferred to the price of commodities, and, second, demonstration of the converse 

dictum, that higher wages were actually compatible with lower prices. 

Ricardo's Principles of Political Economy and Taxation was published in the spring of 

1817. We have seen that the treatment of value therein contained was designed less as an 

independent exposition than as a warrant for the proposition that higher wages do not 

necessarily mean higher prices. But just as in the case of Malthus's first statement ―the 

principle of population," it was less the conclusion than the argument which was assailed. 

Ricardo found himself called upon not to establish any such novel proposition as that 

prices sometimes fell as wages rose, :but more fundamentally to vindicate "embodied 

labour" as the soundest theoretical and the best practical measure of value. 

This controversy, which constitutes the third phase of Ricardo's theory of value, appears 

to have begun with the appearance of McCulloch's highly laudatory notice of Ricardo's 

book in the Edinburgh Review for June, 1818. Six months earlier McCulloch, writing in 

the Scotsman, had defended certain of Ricardo's doctrines from a violent attack in the 

British Review. But the ampler space of the quarterly first enabled him to present "an 

accurate exposition of the nature, as well of those general principles which Mr. Ricardo 

has been the first to ascertain, as of those which he has adopted from late writers, and 

combined with the others into one harmonious, consistent, and beautiful system." 

Disproportionate in plan, marred by occasional inaccuracy and artificial simplicity, the 

review was nevertheless characterized by all of the intelligibleness and definiteness of 

McCulloch's expository writing. It is still to be read with profit by the troubled student of 

the Ricardian economics, while for the period in which and the circles for whom it was 

written it was nothing short of a boon. Ricardo's gratification was pronounced. "My own 

doctrines" -- he wrote in acknowledgment to McCulloch -- "appear doubly convincing as 

explained by your able pen, and I have already heard in this retreat [Gatcomb Park] that 

those who could not understand me, most clearly comprehended you."Even James Mill 

regarded it as "a masterly essay on the science, [and one that] will very much assist to 

disseminate correct views on a very intricate part of it." 

It is thus possible to speak with propriety of the "development" of Ricardo's theory of 

value. Far from being the rigid and definitive exposition which his critics have 

represented, the concept was distinctly a doctrinal growth, reflecting in its course the 

characteristic phases of Ricardo's mental history. It is true that the central feature of the 

theory underwent evolution rather than radical change; but in point of approach, in 

relative emphasis, and in manner of statement the differences are so conspicuous that, 

taken in themselves, they perplex and bewilder even the most earnest student, and only 
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when interpreted in the light of the successive conditions and influences which affected 

Ricardo's scientific life do they become clear and intelligible. 

1.4 ROBERT MALTHUS CONTRIBUTIONS TO ECONOMIC 

DEVELOPMENT 

The Reverend Thomas Robert Malthus FRS (13 February 1766 – 23 December 1834),
[1]

 

was a British scholar, influential in political economy and demography.
[2][3]

 Malthus 

popularised the economic theory of rent. 

Malthus has become widely known for his analysis whereby societal improvements result 

in population growth which, he states, sooner or later gets checked by famine and 

widespread mortality. He wrote in the context of the popular view, in 18th century 

Europe that saw society as improving and in principle as perfectible. William Godwin 

and the Marquis de Condorcet, for example, believed in the possibility of almost limitless 

improvement of society. So, in a more complex way, did Jean-Jacques Rousseau, whose 

notions centered on the goodness of man and the liberty of citizens bound only by the 

social contract, a form of popular sovereignty. 

Malthus saw such ideas of endless progress towards a utopian society as vitiated because 

of the dangers of population growth: "The power of population is indefinitely greater than 

the power in the earth to produce subsistence for man". As an Anglican clergyman, 

Malthus saw this situation as divinely imposed to teach virtuous behaviour. Believing 

that one could not change human nature, and that egalitarian societies were prone to over-

population
. 
Malthus wrote in dramatic terms: "epidemics, pestilence and plague advance 

in terrific array, and sweep off their thousands and ten thousands. Should success be still 

incomplete, gigantic famine stalks in the rear, and with one mighty blow, levels the 

population with the food of the world". 

Malthus placed the longer-term stability of the economy above short-term expediency. 

He criticised the Poor Laws, and (alone among important contemporary economists) 

supported the Corn Laws, which introduced a system of taxes on British imports of 

wheat. He thought these measures would encourage domestic production, and so promote 

long-term benefit. 

Malthus became hugely influential, and controversial, in economic, political, social and 

scientific thought. Many of those whom subsequent centuries sometimes term 

"evolutionary biologists" also read him,
[11]

 notably Charles Darwin and Alfred Russel 

Wallace, for each of whom Malthusianism became an intellectual stepping-stone to the 

idea of natural selection. Malthus remains a writer of great significance, and debate 

continues as to whether his direst expectations will come about. 
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The Principle of Population 

Between 1798 and 1826 Malthus published six editions of his famous treatise, An Essay 

on the Principle of Population, updating each edition to incorporate new material, to 

address criticism, and to convey changes in his own perspectives on the subject. He wrote 

the original text in reaction to the optimism of his father and his father's associates, 

(notably Rousseau) regarding the future improvement of society. Malthus also 

constructed his case as a specific response to writings of William Godwin (1756–1836) 

and of the Marquis de Condorcet (1743–1794). 

Malthus regarded ideals of future improvement in the lot of humanity with scepticism, 

considering that throughout history a segment of every human population seemed 

relegated to poverty. He explained this phenomenon by pointing out that population 

growth generally preceded expansion of the population's resources, in particular the 

primary resource of food. 

Malthus argued that as wages increase within an economy, the birth-rate increases while 

the death-rate decreases. He reasoned that high incomes allowed people to have sufficient 

means to raise their children, thus resulting in greater desire to have more children, which 

increases the population. In addition, high incomes also allowed people to afford proper 

medication to fight off potentially harmful diseases, thus decreasing the death-rate. As a 

result, wage-increases caused population to grow as the birth-rate increases and the 

death-rate decreases. He further argued that as the supply of labor increases with the 

increased population-growth at a constant labor demand, the wages earned would 

decrease eventually to subsistence, where the birth-rate equals the death-rate, resulting in 

no growth in population 

1.5 APPROACHES OF JAMES MILL 
 

James Mill (1773-1836) is perhaps best known as the father and educator of John Stuart 

Mill. He deserves to be remembered for much more, however. Not only was he an 

influential popularizer of the ideas of his friend, David Ricardo, but also, as appears from 

the excerpt here presented, an important economist in his own right. What has come 

down to us as Say‘s Law may, perhaps with equal propriety, be called Mill‘s Law. In a 

letter to Mill, dated July 27, 1820, Ricardo refers to the doctrine that a general 

overproduction is impossible and that capital can never increase too rapidly, as ―Say‘s 

and your doctrine of accumulation.‖ (Works of David Ricardo, Edited by P. Sraffa, Vol. 

VIII, Cambridge, 1962, p. 212.)  

 

John Stuart Mill, in his discussion of the doctrine, states: ―It is but justice to two eminent 

names to call attention to the fact, that the merit of having placed this most important 

point in its true light belongs principally, on the Continent, to the judicious J. B. Say, and 

in this country to Mr. [James] Mill; who besides the conclusive exposition which he gave 

of the subject in his Elements of Political Economy) had set forth the correct doctrine 

with great force and clearness in an early pamphlet, called forth by a temporary 

controversy, and entitled Commerce Defended; the first of his writings which attained 
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any celebrity, and which he prized more as having been his first introduction to the 

friendship of David Ricardo. 

 

 A highly favorable opinion of his works was shared by Mises and Hazlitt, both of whom 

personally expressed it to the Editor. Indeed, Hazlitt planned to include it in a new, 

enlarged edition of his Critics of Keynesian Economics. One word of caution must be 

said. Commerce Defended was published in 1808, in reply to various articles by William 

Cobbett which had appeared in a publication of the day called the Political Register, and 

to a pamphlet by William Spence, entitled Britain Independent of Commerce. The only 

changes made to the text are to break up some of Mill‘s extremely long paragraphs and to 

modernize the spelling. Despite the modernization of spelling, some phrases may sound 

quaint to modern ears. That the arguments of Mill are now one hundred and ninetyeight 

years old is true; but it does not follow that they are therefore false. One of the things the 

attentive reader will be shocked to discover as he proceeds, is that the doctrines which 

Mill attacks, and which, therefore, are older than his own, are precisely those which are 

today considered modern! If the reader ignores the occasional archaic expression, he may 

come to regard Mill as a revolutionary critic of contemporary economics. 
 

James Mill divides the members of a civilized society into four classes: The class of 

landowners - The class of cultivators - The class of manufacturers - And the unproductive 

class. ―As the whole revenue of a country,‖ he says,* ―is derived from its land; and as the 

class of land-proprietors are the recipients of this revenue, it is evident that from this class 

must be drawn the revenues of the two other classes of society; the manufacturing and 

unproductive class. It is a condition, then, essential,‖ he adds, ―to the creation of national 

wealth that the class of land-proprietors expends the greater part of the revenue which 

they derive from the soil. So long as they perform this duty, everything goes on in its 

proper train. With the funds which the manufacturing and the unproductive classes 

appropriate to themselves from the expenditure of the class of landowners, they are 

enabled to purchase the food which the farmer offers to them. The farmer being enabled 

to dispose of his produce acquires the funds necessary for the payment of his rent, etc.  

 

Let us make the supposition that fifty of our great landowners, each deriving twenty 

thousand pounds a year from his estates, which they have been accustomed to spend, 

were to be convinced by the arguments of Dr. Adam Smith, that the practice of arsimony 

is the most effectual way of accumulating national riches, and should save the £1,000,000 

which their revenue amounted to. Is it not self-evident that the members of the 

manufacturing and unproductive classes, who had been accustomed to receive this sum, 

would have their power of consuming diminished? The farmer consequently could not 

sell so much of his produce, nor at so good a price as before. It is clear then that 

expenditure, not parsimony, is the province of the class of land proprietors; and that it is 

upon the due performance of this duty by the class in question, that the production of 

national wealth depends.  

 

And not only does the production of national wealth depend upon the expenditure of the 

class of land-proprietors, but for the due increase of this wealth, and for the constantly 

progressive maintenance of the prosperity of the community, it is absolutely requisite that 

this class should go on progressively increasing its expenditure. It will follow, as a 
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consequence, that in countries constituted as this and those composing the rest of Europe 

are, the increase of luxury is absolutely essential to their well-being. It is impossible 

exactly to define what are luxuries and what necessaries; yet a slight consideration will 

show that a very great proportion of our manufactures 

cannot be included under the latter title. Every one knows that a few hundreds a year are 

sufficient to procure all the necessaries and comforts of life: in what then can the sums 

above this amount, which are spent by the numbers in this country who have their  

£10,000 and £20,000 a year, be expended, but in luxuries? And as from this consideration 

it is plain that the population of the manufacturing class, at present occupied in providing 

necessaries, is fully equal to fabricate all that are wanted of this description, it follows 

that the additional population of this class can only be employed in the manufacture 

of new luxuries.‖ 

 He also states that the national debt has been advantageous because the government has 

thus spent what the land-proprietors would otherwise have saved. When his language is 

put into accurate terms it means this; the land-proprietors have every year endeavored 

to increase to a certain amount that part of the annual produce which is destined for the 

business of reproduction, whereby they would have increased the annual produce, and the 

permanent riches of the country; but government has every year, or at least at every short 

interval of years, taken the property which the people would thus have employed in  

augmenting the riches of the country, and has devoted it to mere dead consumption, 

Whence the increase of production has been prevented. 

 

1.6 THEORY OF SOCIAL CHANGE 

Theory of social change attempts to explain qualitative changes in the structure and 

framework of society that help the society to better realize its aims and objectives. 

Development can be broadly defined in a manner applicable to all societies‘ at all 

historical periods as an upward ascending movement featuring greater levels of energy, 

efficiency, quality, productivity, complexity, comprehension, creativity, mastery, 

enjoyment and accomplishment. Development is a process of social change, not merely a 

set of policies and programs instituted for some specific results. This process has been 

going on since the dawn of history. But during the last five centuries it has picked up in 

speed and intensity, and during the last five decades has witnessed a marked surge in 

acceleration. 

The basic mechanism driving social change is increasing awareness leading to better 

organization. Life evolves by consciousness and consciousness in turn progresses by 

organization. When society senses new and better opportunities for progress it 

accordingly develops new forms of organization to exploit these new openings 

successfully. The new forms of organization are better able to harness the available social 

energies and skills and resources to use the opportunities to get the intended results. 

Development is governed by many factors that influence the results of developmental 

efforts. There must be a motive that drives the social change and essential preconditions 
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for that change to occur. The motive must be powerful enough to overcome obstructions 

that impede that change from occurring. Development also needs resources such as 

capital and technology and the availability of supporting infrastructures. 

PROCESS OF EMERGENCE OF NEW ACTIVITIES IN SOCIETY 

Subconscious vs. conscious development 

The normal tendency of human development is to proceed from experience to 

comprehension. As society develops it accumulates the experience of countless pioneers 

down the centuries and takes the essence of that experience as the formula for success 

and accomplishment. The fact that experience precedes knowledge can be taken to mean 

that development is a subconscious process that gets carried out first while the knowledge 

becomes conscious later on only. We use the term subconscious to refer to those 

activities that people do without knowing what the end results will be or where their 

actions will lead them. That is the acts are carried out without a knowledge of the 

conditions required for their success. 

Role of pioneering individuals 

The gathering subconscious knowledge of the society matures and breaks out on the 

surface in the form of new ideas espoused by pioneers who also take new initiatives to 

give expression to those ideas. Those initiatives may call for the formation of new 

strategies and new organizations which may be resisted by conservative elements in 

society. If the initiatives of the pioneers succeed, then it encourages imitation and slow 

propagation among the rest of the community. Later on growing success leads to the 

assimilation of the new practice by the society and in the course of time it becomes 

regularized and institutionalized. This process can be viewed in three distinct phases of 

social preparedness, initiative of pioneers and assimilation by the society. 

The pioneer as such plays an important role in the development process since it is 

through that person that the subconscious knowledge becomes conscious. The awakening 

comes to the lone receptive individual first and it becomes that person's responsibility to 

spread the awakening to the rest of the society. Although pioneers appear as lone 

individuals in reality they act as conscious representatives of the society as a whole, and 

therefore their role should be viewed in that light. 

Imitation of the pioneer 

Though a pioneer comes up with innovative ideas very often the initial response to a 

pioneer is one of indifference, ridicule or even one of outright hostility. If the pioneer 

persists and succeeds in an initiative, that person's efforts may eventually get the 

endorsement of the public. That endorsement tempts others to imitate the pioneer. If they 

also have success, then news spreads and brings about a wider acceptance. Conscious 

efforts to lend organizational support to the new initiative help in institutionalizing the 

new innovation. 



 76 

Organization of new activities 

Organization is the human capacity to harness all available information, knowledge, 

resources, technology, infrastructure and human skills to exploit new opportunities and to 

face challenges and hurdles that come in the way of progress. Development comes 

through improvements in the human capacity for organization. In other words, 

development comes through emergence of better organizations that enhance society's 

capacity to make use of opportunities and face challenges. 

The development of organizations may come through the formulation of new laws and 

regulations or through new systems. Each new progress that society achieves comes with 

a corresponding new organization that emerges on the scene. The increasing international 

trade that European countries undertook in the 16th and 17th centuries demanded 

corresponding development of the banking industry, as well as commercial laws and civil 

arbitration facilities. New types of business ventures were needed to attract the 

tremendous amounts of capital needed to finance the expanding trade. As a result a new 

business entity came into use—the joint-stock company, which limited the liability of 

investors to the extent of their personal investment without endangering their other 

properties. 

Each new developmental advance that society makes is accompanied by new or more 

suitable organizations that facilitate that advance. On many occasions the existing 

inadequate organization is forced to change itself to be in tune with the new development. 

Many countries have introduced scores of new reforms and procedures such as the 

release of business directories, franchising, lease purchase, courier service, credit rating, 

collection agencies, industrial estates, free trade zones and credit cards, etc. On top of all 

these, a diverse range of Internet services have also been added. Each of these new 

facilities vastly improves the effective usage of available social energies for productive 

purposes. The importance of these facilities for speeding up development is clearly 

illustrated when they are absent. When Eastern European countries wanted to make the 

transition to market-type economies, they were seriously hampered in their efforts to 

make that transition due to the absence of these supportive systems and facilities. 

Organization matures into institution 

At a particular stage the organization matures into an institution that becomes part and 

parcel of the society. Beyond this point it does not need laws and agencies to foster its 

growth or ensure its continued presence. The transformation of an organization into an 

institution signifies the total acceptance by the society of that new organization. The 

income tax office is an example of an organization that is actively maintained by the 

enactment of laws and the formation of an office for procuring taxes. Without the active 

support of the government this organization will simply disappear in the course of a few 

years as it does not enjoy active public support. On the other hand, the institution of 

marriage enjoys universal acceptance and would persist in society even if government 

regulations demanding registration of marriage and age restrictions were withdrawn. The 
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institution of marriage is sustained by the weight of tradition and not by government 

agencies and legal enactments. 

Cultural transmission by the family 

Families play a major role in the propagation of new activities once they win the support 

of the society. A family is a miniature version of the larger society and as such the 

acceptance by the larger entity will find its reflection in the smaller entity also. It is the 

family that educates the younger generation and transmits to them such social values as 

self-restraint, responsibility and the skills and occupational training of fathers. Though 

children do not follow their fathers' footsteps as much as they did in the past, parents do 

in a big way mould their children's attitudes and thoughts regarding their careers and 

future occupations. When families take up the propagation of a new activity, it is a sure 

sign that the new activity has become an integral part of the society. 

Education 

One of the most powerful means of propagating and sustaining new developments is the 

system of education available in a society. Education is the means for organized 

transmission of society's collective knowledge to each next generation by the previous 

generation. It equips each new generation to face the opportunities and challenges of the 

future with the knowledge gathered from the past. It shows the young generation the 

opportunities that lie ahead for them and thereby raises their aspiration to achieve more. 

The information imparted by education raises the level of expectations of youth as well as 

their aspirations for higher income. It also equips them with the mental capacity to devise 

ways and means to improve productivity and enhance living standards. 

Society can be conceived as a complex fabric consisting of interrelated activities, systems 

and organizations. Development occurs when this complex fabric improves its own 

organization. That organizational improvement can take place simultaneously in several 

dimensions. 

 Quantitative expansion in the volume of social activities 

 Qualitative expansion in the content of all those elements that make up the social 

fabric. 

 Geographic extension of the social fabric to bring more of the population under 

the cover of that fabric. 

 Integration of existing and new organizations so that the social fabric functions 

more efficiently. 

Such organizational innovations occur all the time as a continuous process. New 

organizations emerge whenever a new developmental stage is reached and old 

organizations get modified to suit the new developmental requirements. The impact of 

these new organizations may be so powerful as to lead the people to believe that these 

new organizations are powerful in their own right. Actually it is society that throws up 

the new organizations required to achieve its objectives. 
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The direction that the developmental process takes is very much influenced by the 

awareness of the population as to what are the opportunities available in the society. 

Increasing awareness leads to greater aspiration which in turn releases greater energy that 

helps bring about greater accomplishment. 

Resources 

Since the time of the English economist Thomas Malthus, it has been thought that the 

capacity for development is severely limited due to the inherent limitation in the 

availability of natural resources. Resources can be divided into four major categories: 

physical, social, mental and human resources. Land, water, mineral and oil, etc. constitute 

physical resources. Social resources consist of society's capacity to manage and direct 

complex systems and activities. Knowledge, information and technology are mental 

resources. The energy, skill and capacities of people constitute human resources. 

The science of economics is very much concerned with scarcity of resources. Though 

physical resources are limited in their availability, the same cannot be said about social, 

mental and human resources which arguably are not subject to any inherent limits. Even 

if these appear to be limited at present, there is no fixity about the limitation and these 

resources can and will continue to expand over time and that expansion can be 

accelerated by be expanded if appropriate strategies. In recent decades the rate of growth 

of has accelerated dramatically. 

The role of physical resources tend to diminish as society moves to higher levels in the 

scale of development. Correspondingly the role of non-material resources keeps 

increasing as development advances. One of the most important non-material resources is 

information, which has become a key in-put in modern times. Information is a non-

material resource that does not get exhausted by distribution or sharing. Greater access to 

information helps increase the pace of its development. Ready access to information 

about economic factors helps investors to immediately transfer capital to those sectors 

and areas where it will fetch a higher return. The greater input of non-material resources 

helps explain the rising productivity of societies in spite of a limited physical resource 

base. 

The application of higher non-material inputs also raises the productivity of physical 

inputs. Modern technology has helped increase the proven sources of oil by 50% in 

recent years and at the same time reduced the cost of search operations by 75%. 

Moreover, technology has shown that it is possible to reduce the amount of physical 

inputs in a wide range of activities. Scientific agricultural methods demonstrated that soil 

productivity could be raised by application of synthetic fertilizers. Dutch farm scientists 

have demonstrated that a minimal water consumption of 1.4 liters is enough to raise a 

kilogram of vegetables compared to the thousand liters that traditional irrigation methods 

normally require. Henry Ford's assembly line techniques brought down the man-hours of 

labor required to deliver a car from 783 minutes to 93 minutes. These examples show that 

the greater input of higher non-material resources can raise the productivity of physical 

resources and thereby extend their limits. 
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Role of technological development 

When the mind engages in pure creative thinking it comes up with new thoughts and 

ideas. When it applies itself to society it can come up with new organizations. When it 

turns its attention to the study of nature it discovers the laws and mechanisms by which 

nature operates. When it applies itself to technology it comes up with new discoveries 

and practical inventions that boost productivity. Technical creativity has had an erratic 

course through history, with some intense periods of creative output followed by some 

dull and inactive periods. However the period since 1700 has been marked by an intense 

burst of technological creativity that is multiplying human capacities exponentially. 

Though many reasons can be cited for the accelerating pace of technological inventions, 

one major cause is the role played by mental creativity in an increasing atmosphere of 

freedom. Political freedom and liberation from religious dogma had a powerful impact on 

creative thinking during the period of the Age of Enlightenment. Dogmas and 

superstitions had an incredibly restrictive effect on the scope for mental creativity. For 

example, when the astronomer Copernicus proposed a heliocentric view of the world, it 

was rejected
 
because it did not conform to established religious doctrine. When Galileo 

perfected a telescope for viewing the planets, his invention was condemned by 

churchmen as an instrument of the devil as it seemed to be so unusual and hence fit to be 

deemed heretic. Such obscurantist fetters on freedom of thought were shattered only with 

the coming of the Enlightenment. From then on the spirit of experimentation began to 

thrive afterwards. 

Though technological inventions have markedly increased the pace of development, the 

tendency to view developmental accomplishments as mainly powered by technology is a 

partial view that misses the bigger picture. Technological innovation was spurred by the 

general advance in the social organization of knowledge. In the Middle Ages efforts at 

scientific creativity were few and relatively and isolated for one another, mainly because 

there were no effective arrangements for the preservation and dissemination of 

knowledge. Since there was no organized protection for patent rights, scientists and 

inventors were very secretive about their activities and operations. The establishment of 

scientific associations and the publication of scientific journals spuured the exchange of 

knowledge among scientists and created a written record that could be examined by 

posterity. 

The development of technology is dependent on the presence of other types of social 

organizations. Nobel laureate economist Arthur Lewis observed that the mechanization of 

factory production in England which became known as the Industrial Revolution was a 

direct result of the reorganization of English agriculture. The enclosure of common lands 

in England generated surplus income for the farmers. That extra income generated 

additional raw materials for industrial processing along with greater demand for 

industrial products which was difficult to meet by traditional manufacturing processes. 

The opening of sea trade gave an added boost in demand for industrial production for 

export. Factory production increased many times when production was reorganized using 

steam energy combined with moving assembly lines, specialization and division of labor. 
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Thus, technological development was both a result of and a contributing factor to the 

overall development of society. 

Individual scientific inventions do not simply spring out of the blue. They build on past 

accomplishments in an incremental manner and give a conscious form to the 

subconscious knowledge that society gathers over time. As pioneers are more conscious 

than the surrounding community, their inventions normally meet with initial resistance, 

which recedes over time as their inventions gain wider acceptance. If opposition is 

stronger than the pioneer, then the introduction of an invention gets delayed. In medieval 

times when guilds exercised tight control over their members, progress in medical 

invention was slow mainly because physicians were secretive about their remedies. When 

Denis Papin demonstrated his invention of a steam engine, German naval authorities 

refused to accept it fearing it would lead to increased unemployment. John Kay, who 

developed a flying shuttle textile loom, was subject to physical intimidation by English 

weavers who feared the loss of their jobs. He had to flee to France where his invention 

was more favorably received. The widespread use of computers and application of 

biotechnology raises similar resistance among the public today. Whether the public 

receive an invention readily or resist depends on their awareness and willingness to 

entertain rapid change. Regardless of the response, technological inventions occurs as 

part of overall social development and not as an isolated field of activity. 

Activity 1 

1. Discuss Adam Smith concept of wealth of nations. How the theory relates to 

economic development of nations. 

2. Explain Robert Malthus contributions to classical theories of development. 

3. Write a brief note on studies of David Ricardo taking illustrations from today‘s 

economic scenario. 

4. Discuss the process of social change. What are the contributions of technological 

development in social change theory?  

1.7 SUMMARY 
 

In this unit we have discussed different theories of economic development. Classical 

theories of development were started with introducing the theory called ‗The Wealth of 

Nations‘ developed by Adam Smith which is an influential statement of the case for 

laissez-faire, the thesis that government should not attempt to control or direct economic 

activity. Ricardo's most famous work is his theory of value that has been discussed in 

detail. Further various theories evolved by Malthus, James Mill, were also explained 

followed by the theory of social change. 
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UNIT 2 

PROPOSITIONS TO CAPITALISTIC ECONOMY 

Objectives 

After studying this unit you should be able to: 

 Understand the approach of Karl Marx to capitalistic development. 

 Know the concepts of surplus value and the rate of profit 

 Appreciate the concept and strategies pertaining immutable laws to capitalistic 

development 

 Be aware about the approach of crisis in capitalism 

 Have the understanding about Schumpeter‘s approach to capitalistic economy 

 Probe into the role of credit, profit and degeneration 

 Analyze the economic development with technique of structural analysis 

Structure 

2.1 Introduction 

2.2 Karl Marx and development of capitalistic economy 

2.3 Surplus value and the rate of profit 

2.4 Immutable laws of capitalistic development 

2.5 Crisis in capitalism 

2.6 Schumpeter and capitalistic development 

2.7 The role of credit, profit and degeneration 

2.8 Structural analysis of development 

2.9 Summary 

2.10 Further readings 

 

2.1 INTRODUCTION 

Capitalism typically refers to an economic and social system in which the means of 

production (also known as capital) are privately controlled; labor and goods are traded in 

a free market; and profits are regularly reinvested or invested in new technologies and 

industries. The extent to which different markets are free, as well as rules determining 

what may and may not be private property, is often a matter of politics and policy; 

consequently, many states have what are termed "mixed economies." 

Capitalist economic practices incrementally became institutionalized in England between 

the 16th and 19th centuries, although some features of capitalist organization existed in 

the ancient world, and early aspects of merchant capitalism flourished during the Late 

Middle Ages. Capitalism has been dominant in the Western world since the end of 

feudalism. Capitalism gradually spread throughout Europe, and in the 19th and 20th 

centuries, it provided the main means of industrialization throughout much of the world. 
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The basic characteristics of such types of economic system are as follows:  

 

 More private participation in the field of economic activities;  

 Free environment to compete in the economy;  

 Individuals and firms act for profit motive;  

 High freedom for choice to the consumers;  

 Government acts as a police state.  

 

 

2.2 KARL MARX AND DEVELOPMENT OF CAPITALIST   

ECONOMY 
 

Karl Heinrich Marx (May 5, 1818 – March 14, 1883) was a German
 
 philosopher, 

political economist, historian, political theorist, sociologist, communist and 

revolutionary, whose ideas are credited as the foundation of modern communism. Marx 

summarized his approach in the first line of the first chapter of The Communist 

Manifesto, published in 1848: ―The history of all hitherto existing society is the history of 

class struggles.‖ 

Marx argued that capitalism, like previous socioeconomic systems, will inevitably 

produce internal tensions which will lead to its destruction. Just as capitalism replaced 

feudalism, he believed socialism will, in its turn, replace capitalism, and lead to a 

stateless, classless society called pure communism. This would emerge after a transitional 

period called the "dictatorship of the proletariat": a period sometimes referred to as the 

"workers state" or "workers' democracy‖. 

See, for example, Marx's comments in section one of The Communist Manifesto on 

feudalism, capitalism, and the role internal social contradictions play in the historical 

process: "We see then: the means of production and of exchange, on whose foundation 

the bourgeoisie built itself up, were generated in feudal society. At a certain stage in the 

development of these means of production and of exchange, the conditions under which 

feudal society produced and exchanged...the feudal relations of property became no 

longer compatible with the already developed productive forces; they became so many 

fetters. They had to be burst asunder; they were burst asunder. Into their place stepped 

free competition, accompanied by a social and political constitution adapted in it, and the 

economic and political sway of the bourgeois class. A similar movement is going on 

before our own eyes.... The productive forces at the disposal of society no longer tend to 

further the development of the conditions of bourgeois property; on the contrary, they 

have become too powerful for these conditions, by which they are fettered, and so soon 

as they overcome these fetters, they bring disorder into the whole of bourgeois society, 

endanger the existence of bourgeois property." Marx, K. & Engels, F. (1848),The 

Communist Manifesto 
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On the one hand, Marx argued for a systemic understanding of socio-economic change. 

He argued that the structural contradictions within capitalism necessitate its end, giving 

way to communism: 

The development of Modern Industry, therefore, cuts from under its feet the very 

foundation on which the bourgeoisie produces and appropriates products. What the 

bourgeoisie, therefore, produces, above all, are its own grave-diggers. Its fall and the 

victory of the proletariat are equally inevitable. 

… (The Communist Manifesto) 

On the other hand, Marx argued that socio-economic change occurred through organized 

revolutionary action. He argued that capitalism will end through the organized actions of 

an international working class, led by a Communist Party: "Communism is for us not a 

state of affairs which is to be established, an ideal to which reality [will] have to adjust 

itself. We call communism the real movement which abolishes the present state of things. 

The conditions of this movement result from the premises now in existence." (from The 

German Ideology) 

While Marx remained a relatively obscure figure in his own lifetime, his ideas began to 

exert a major influence on workers' movements shortly after his death. This influence 

gained added impetus with the victory of the Marxist Bolsheviks in the Russian October 

Revolution in 1917, and few parts of the world remained significantly untouched by 

Marxian ideas in the course of the twentieth century. 

Philosophically, Marx was a materialist and several of those whom he influenced were 

nihilists. His analysis of history describes socialism as a phase of history that has already 

occurred in many parts of the world. 

Marx argued that the alienation of human work (and resulting commodity fetishism) 

functions precisely as the defining feature of capitalism. Prior to capitalism, markets 

existed in Europe where producers and merchants bought and sold commodities. 

According to Marx, a capitalist mode of production developed in Europe when labor 

itself became a commodity—when peasants became free to sell their own labor-power, 

and needed to do so because they no longer possessed their own land. People sell their 

labor-power when they accept compensation in return for whatever work they do in a 

given period of time (in other words, they do not sell the product of their labor, but their 

capacity to work). In return for selling their labor-power they receive money, which 

allows them to survive. Those who must sell their labor-power are "proletarians". The 

person who buys the labor power, generally someone who does own the land and 

technology to produce, is a "capitalist" or "bourgeois". The proletarians inevitably 

outnumber the capitalists. 

Marx distinguished industrial capitalists from merchant capitalists. Merchants buy goods 

in one market and sell them in another. Since the laws of supply and demand operate 

within given markets, a difference often exists between the price of a commodity in one 
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market and another. Merchants, then, practice arbitrage, and hope to capture the 

difference between these two markets. According to Marx, capitalists, on the other hand, 

take advantage of the difference between the labor market and the market for whatever 

commodity the capitalist can produce. Marx observed that in practically every successful 

industry input unit-costs are lower than output unit-prices. Marx called the difference 

"surplus value" and argued that this surplus value had its source in surplus labour, the 

difference between what it costs to keep workers alive and what they can produce. 

Capitalism can stimulate considerable growth because the capitalist can, and has an 

incentive to, reinvest profits in new technologies and capital equipment. Marx considered 

the capitalist class to be the most revolutionary in history, because it constantly improved 

the means of production. But Marx argued that capitalism was prone to periodic crises. 

He suggested that over time, capitalists would invest more and more in new technologies, 

and less and less in labor. Since Marx believed that surplus value appropriated from labor 

is the source of profits, he concluded that the rate of profit would fall even as the 

economy grew. When the rate of profit falls below a certain point, the result would be a 

recession or depression in which certain sectors of the economy would collapse. Marx 

thought that during such an economic crisis the price of labor would also fall, and 

eventually make possible the investment in new technologies and the growth of new 

sectors of the economy. 

Marx believed that increasingly severe crises would punctuate this cycle of growth, 

collapse, and more growth. Moreover, he believed that in the long-term this process 

would necessarily enrich and empower the capitalist class and impoverish the proletariat. 

He believed that if the proletariat were to seize the means of production, they would 

encourage social relations that would benefit everyone equally, and a system of 

production less vulnerable to periodic crises. He theorized that between capitalism and 

the establishment of a socialist system, a dictatorship of the proletariat - a period where 

the working class holds political power and forcibly socializes the means of production - 

would exist. As he wrote in his "Critique of the Gotha Program", "between capitalist and 

communist society there lies the period of the revolutionary transformation of the one 

into the other. Corresponding to this is also a political transition period in which the state 

can be nothing but the revolutionary dictatorship of the proletariat."
 
While he allowed for 

the possibility of peaceful transition in some countries with strong democratic 

institutional structures (such as Britain, the US and the Netherlands), he suggested that in 

other countries with strong centralized state-oriented traditions, like France and Germany, 

the "lever of our revolution must be force." 

2.3 SURPLUS VALUE AND THE RATE OF PROFIT 

Business profits are derived from the fact that the worker is only paid for a fraction of his 

working day, more or less as follows below: 

Let‘s describe the process for producing a widget that costs $1,000 to produce but sells 

for $1,200, rendering the capitalist a profit if $200 per widget. At the start of the widget 

production process, the capitalist has a sum of money, $1,000 available to him to 
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facilitate production of the widget. That money is expended to procure the material 

factors of production, capital and raw materials. Let‘s say $800 is expended for such 

―dead labour‖ commodities. 

Now the capitalist employs a worker who will work for him for eight hours to produce 

the widget but who reproduces the value of his labour in, let‘s say four hours. The 

capitalist pays the worker $25 per hour, or $200 for the worker‘s eight hours of work. 

Now we have accounted for the full $1,000 of money capital (as stated above) which is 

being put to work in our production process. Our capitalist has spent $800 for dead labour 

and $200 for living labour (living labour that actually adds $400 of value each working 

day). 

Now let‘s say that the commodity produced in this process, the widget, sells not for 

$1,000 but for $1,200, which accounts for an extra $200 profit, above and beyond the 

original $1,000 money outlay by the capitalist. This $200 represents pay for the four 

hours of the day after the worker has already reproduced the value of his own labour and 

is now working only for the capitalist, rendering surplus value to the capitalist just as 

surely as if he were his slave or serf for those last four hours of the day. If it were not so, 

and no surplus value was pumped out of the worker in the widget production process, the 

capitalist would not be in a position to earn a profit on his widget enterprise. 

I think when you look at the above situation you see an immediate problem. Business 

firms differ greatly in their degree of labour intensiveness. $1,000 spend on one product 

may result in $800 (80 percent) being spent on living labour in one production process, 

but the same $1,000 spent on a more ―capital intensive‖ commodity may result in only 

$50 being spent on living labour (5 percent). Therefore, if as Marxists say, that surplus 

value is always extracted at the point in the economy where living labour is set in motion, 

it would seem that those points in the economy where living labour is most lavishly 

employed (the most labour intensive industries) would also be the points of the greatest 

extraction of surplus value, of profit, true? 

Now our every day experience contradicts this because it is obvious that the rate of profit 

tends to settle to a specific and uniform ―rate of return‖ across every branch of capital, 

regardless of whether each branch is more or less labour intensive. Profits are expressed 

as a percentage rate of return (say 10 percent) and that percentage is calculated by 

dividing the annual profit by the amount of capital in use (notwithstanding whether more 

or less or even no ―living‖ labour is used in the production process). 

Indeed, it is possible to imagine a production process so capital intensive that NO living 

labour whatsoever is needed—a completely automated process—such as an automatic 

carwash that has no service attendant at all (and let‘s ignore the need for repairs and 

maintenance for simplicity‘s sake by saying that these expenses are covered by a separate 

―service charge‖ added to the price of each car wash). In that case we would need to 

assume that any profit made by such an enterprise could only come from taking the 

surplus value away from other sections of capital. Indeed, this is exactly what Marxists 

do say about rent, because they can see that money must be expended for the use of land, 
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but land, unlike capital, cannot be said to contain any ―dead labour‖ whatsoever, 

therefore the Marxist explains the payment of rent as a deduction from the surplus value 

in those firms that actually employ living labour, and which therefore directly ―pump‖ 

this surplus value from the worker. 

Now Marxists claim that the only point where surplus value can be pumped from the 

proletariat is at the point where living labour is employed. However, the actual 

―appearance‖ of the extracted surplus value—or the point in the economy where surplus 

value first makes its appearance in a financial form—seems to depend on the amount of 

capital employed in the firm, without regard to the amount of living labour employed. 

2.4 IMMUTABLE LAWS OF CAPITALISTS DEVELOPMENT 

This is the world these pure capitalist, laissez-faire folks, have created - the one that's 

now lying in ashes at President-elect Barrack Obama's feet. And, because we are a moral 

people living in democracy, it is also lying at our feet - to fix. 

So let's start with a re-thinking our fundamental economic philosophy: capitalism. In 

order to run effectively over time, democracies need robust economic systems. Such 

systems rest on a kind of economic social contract ratified (usually informally, even 

instinctively) between those governed and those governing. Viewed in broadest terms, 

this economic engine's purpose is to produce outcomes in terms of wealth (and the 

quality of life that wealth provides) that those governed perceive to be both fair, dynamic, 

growth-oriented, and open to participation by all. 

Such a viable system can thrive only in a social/political environment that can actually 

yield a compromise agreement, forged by functioning political forces. And so, 

accordingly, it would seem that any system that is skewed too much in favor of one set of 

ideological principles (or one or a few interest groups) will and should fail or, at least, 

have only very limited success.  

So, against this vision, where do we stand nationally (and globally) right now? Do we 

have a system based on a truly democratic "ideology"? We don't. But the recent election 

has given us, a vision of one. According to this vision, participation and benefit-sharing 

are as much a right of the poor and the middle-class as they are of the top ten percent of 

the economic "goose pile". 

As already implied, free market capitalists (so called "pure capitalists" - though many 

would say there is nothing pure about them) are the authors of the present national and 

global economy. And while some may think that "their names are legion," the prime 

movers are really a rather small group of individuals (right wing "intellectual elites"), 

third and fourth generation descendants of earlier day laissez-faire true believers. What is 

"legion" are the millions who have followed them into the present dark night behind 

banners emblazoned with "fair trade," "free trade," "unfettered marketplace," de-

regulation and other standards promising the common man that all God's children can 

become as rich as Boone Pickens if they simply "let the market work."  
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This blighted vision maintains that economic parity among all peoples is not possible. 

Equity is not attainable. "The poor you will always have with you," is their favorite 

biblical injunction. So, what we've got right now (unless you belong to a Third World 

nation doomed to be held in economic hostage by the mega economic powers) is not an 

unforeseen glitch or anomaly. It is predictable and, while perhaps regrettable, it is to be 

expected in this utterly "free market" environment. WE have this current economic, 

financial, fiscal , social debacle staring us in the face because it was designed and built 

exclusively by capitalists for purely capitalist purposes and these guys are essentially not 

democrats as our forefathers and mothers were. They are oligarchs. They have replaced 

an economic system "of, for and by" the people with a greed-driven, jungle environment 

that offers only voluntary charity from the winners as a palliative for the losers. 

But, of course, these folks had a lot of help from many of us complacent, often willingly 

ignorant, "maybe-I-can-get-me-a-little-of-this-bonanza" docile citizens of democratic 

nations.  

In a democracy, alas, it is "we" who must own both success and failure (allowing, of 

course, for either some grace or good luck along the way). It is, therefore, "we" who will 

ultimately direct ourselves out of this terrible mire that threatens to suck the world l 

deeper and deeper into the muck of its grasp. President-elect Obama, without addressing 

the situation head on yet, seems to understand all this and, without pointing fingers and 

condemning anyone, is calling back a more humane level of social, economic, political 

consciousness from which to re-build the nation. 

Some of the immutable laws public should keep in mind are: 

 

1. Economic systems are built, not on arcane economic formulae or esoteric hypotheses 

or to fulfill some immutable laws of the universe. Economic systems are built to serve 

people: individuals, families, communities, towns, cities, states, countries, the world. 

"Business" is only one factor in economics. Government is only one factor. The 

individual is only one factor. Society, the same. The marks of a sound economy are: 

equilibrium, fairness, steady growth, progress, reasonable (though not full) equity in the 

distribution of goods and wealth, etc. 

 

2. Fairness cannot be left to the "good will" of those with philanthropic instincts. An 

economic system must have "fairness" as one of its principal goals. So a real political 

leader must be able to respect business' needs and support an environment that allows for 

the "business instinct" to function. But he or she cannot, for instance, perceive "good 

times" simply to be the condition defined by rising stock markets, "booming business", 

robust sales of durable goods, and sky-rocketing capital gains - for the few. You can have 

all of those things and NOT have a healthy economy in human terms. This is what, sadly, 

has been happening for years. 
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3. To have any economy subject wholly to or principally in the hands of business people 

and/or even economists themselves is disastrous. A business person, to be successful, 

must be single-mindedly "minding his/her business." We can't expect General Motors to 

provide social services to its people without pressure. It is NOT always the case that 

"what's good for GM is good for the nation."  

 

4. Presidents have everything to do with developing an environment of genuine economic 

health. It is the leader of a nation who does the juggling, the persuading, the cajoling, the 

threatening sometimes, the critiquing all the time that ultimately keeps things in balance. 

If we want economic good health, we want a president who does not confuse sound 

economics with "good business." A good economy doesn't want a purist (in 

financial/business terms) at the helm. That only leads to the kind of disaster we have in 

front of us. We don't need a "socialist" either - one who perceives business and finance as 

"enemies of the people." 

The last 30 years. have seen the U.S. move toward the development of an economic 

system made by, with, and for the good of business only. It's obvious; after all that's what 

TRICKLE DOWN means in the now-well-worn phrase, "trickle down economics." 

Trickle down economics cannot by definition be good economics. Its purview is too 

narrow and its premises are undemocratic. A good test of this can be given by asking 

ourselves: are our "dollar votes" more significant than our "ballot box votes." When that 

becomes the case there is trouble. These two should at least be in balance. 

So what can the "average citizen" do? It's really quite simple and on November 4th we 

seemed to have made the first step by voting for the presidential candidate who has a 

wide horizon and who can inspire and motivate "we, the people" to see that wider 

horizon. At the same time, we are also a wounded nation right now. Many, many people 

feel (and with good reason) that they, along with their entire country have been wronged. 

They want things made right. So, we will also need, as citizens, to be willing to support 

an administration that corrects the wrongs and names the wrong-doers.  

The recent election indicates above everything else that most American voters no longer 

trust the supply-siders and deregulators; we will not seek our salvation based only on the 

calculus of the marketplace. We do not trust, on the basis of sad experience, the singular 

perspective of the "business community" or Wall Street, or ideologically narrow 

politicians who have only their own, donation-driven special interests in mind. This 

election is only a first step, one that has created the potential for a better future. We have, 

by strong mandate, chosen differently. So now we can face a more definite future, one 

filled with promise - but only if citizens will answer the call and re-engage in their 

government and their communities. Each of us must, see to it that those who govern us 

act demonstrably in our best interests. By doing so, we can show the world how to build a 

genuine economy not of, for, and by "capitalists" but one which is more all-embracing, 

one that is of, by, and for all the people - as our founders intended. 
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2.5 CRISIS IN CAPITALISM 

In economics, crisis is a term in Marxist theory, referring to the sharp transition to a 

recession. See for example 1994 economic crisis in Mexico, Argentine economic crisis 

(1999-2002), South American economic crisis of 2002, Economic crisis of Cameroon. A 

financial crisis may be a banking crisis or currency crisis. It is used as part of Marxist 

political economy, usually in the specific formulation of the crisis of capitalism. It refers 

to a period in which the normal reproduction of an economic process over time suffers 

from a temporary breakdown. This crisis period encourages intensified class conflict or 

societal change — or the revival of a more normal accumulation process. 

Many or most observers of Karl Marx's theoretical work argue that Marx himself did not 

come to a final conclusion about the nature of crises under capitalism. Instead, his many 

works (published and unpublished) suggested several different theories, none of them 

free from controversy. In his mature work his theory of crisis is framed as a Law of 

Tendency for the Rate of Profit to Fall combined with a discussion of various counter 

tendencies, which may slow or modify it‘s impact. A key characteristic of these theories 

is that none of them are natural or accidental in origin but instead arise from the nature of 

capitalism as a society. In Marx's words, "The real barrier of capitalist production is 

capital itself. 

These theories include: 

 The tendency of the rate of profit to fall. The accumulation of capital involves a 

general tendency for the degree of capital intensity, i.e., the "organic composition 

of capital" of production to rise. All else constant, this leads to a fall in the rate of 

profit, which leads to a slow-down of capitalism and perhaps a crisis. 

 Underconsumption. If the capitalists win the class struggle to push wages down 

and labor effort up, raising the rate of surplus value, then a capitalist economy 

faces regular problems of inadequate consumer demand and thus inadequate 

aggregate demand. 

 Full employment profit squeeze. Capital accumulation can pull up the demand for 

labor power, raising wages. If wages rise "too high," it hurts the rate of profit, 

causing a recession. 

In theory at least, these different views may not contradict each other and may instead be 

complementary parts of a synthetic crisis theory. 

Crisis theory 

Crisis theory has been the subject of much debate within the history of the Marxist 

critique of political economy. Its few perceptive exponents faired very badly during the 

vagaries of Stalinist orthodoxy. It is concerned with explaining the business cycle, 

recession and crises in capitalism, drawing particularly on Karl Marx's achievement in 
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articulating the Law of the Tendency for the Rate of Profit to Fall arising out of the 

consequences of value relations. 

Roman Rosdolsky noted in his examination of the development of the theory from the 

Grundrisse to Capital that … ―Marx concludes by saying that the law of the tendency of 

the rate of profit to fall is ‗in every respect the most important law of modern political 

economy … despite its simplicity, it has never been grasped and even less, consciously 

articulated … It is from the historical standpoint the most important law.‘ 

Marx believed he had provided a comprehensive account of the inner dynamics of 

capitalist social organization. According to those who understand him, he offered a 

complete crisis theory, Marx demonstrated that the particular form social investment 

takes under capitalism, c:v (constant capital : variable capital), works initially to 

accelerate, but latterly to strangle the long-wave development of mankind's means of 

production proportional to our labour power, M:L. Given that the advancement of M:L is 

the foundation of all material progress and thus social progress for Marx, proving that 

capitalism retards M:L is all the proof Marx needed that capitalism was becoming 

obsolete. The alternative to replacing capitalism would be for its ever-present crisis to 

drag humanity back to barbarism, destroying the gains that capitalism itself had created. 

Marx's precise workings-out, with their reliance on a customized version of the dialectic 

method salvaged from Hegel, resist summarization. However, the important sections 

come in Capital Volume 3, particularly in Part 3 - The Law of the Tendency of the Rate 

of Profit to Fall. A seminal attempt was made to re-present aspects of the working out of 

the theory in a mathematical form in the work of Henryk Grossman. Central to the 

argument is the claim that, within a given business cycle, the accumulation of surplus 

from year to year leads to a kind of top-heaviness, in which a relatively fixed number of 

workers have to add profit to an ever-larger lump of investment capital. This observation 

leads to what is known as Marx's law of the tendency of the rate of profit to fall. Unless 

certain countermeasures are available to be taken, the exponential growth of capital out-

paces the growth in labor productivity, so the profits of economic activity have to be 

shared out more thinly among capitals, i.e., at a lower profit rate. When countermeasures 

are unavailable or exhausted, the system requires the destruction of capital values in order 

to return to profitability. 

Influence 

The place of crisis theory within Marx's theory is central and recurs throughout his 

writings and correspondence. This is one of the abiding and most revolutionary aspects of 

Marx's work. Alongside Lenin‘s complementary study of the barbarous dynamic of 

capitalism, this theory underpins marxists‘ understanding of the enduring necessity for 

systemic change. Its contested treatment is therefore unsurprising, and as Roman 

Rosdolsky explains … ―The assertion that Marx did not propose a ‗breakdown theory‘ is 

primarily attributable to the revisionist interpretation of Marx before and after the First 

World War. Rosa Luxemburg and Henryk Grossman both rendered inestimable 

theoretical services by insisting, as against the revisionists, on the breakdown theory.‖ 
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More recently David Yaffe 1972,1978 and Tony Allen et al 1978,1981 in using the 

theory to explain the conditions of the 1970‘s and 80‘s re-introduced the theory to a new 

generation and gained new readers for Grossman's presentation of Marx's crisis theory. 

Paul Mattick's Economic Crisis and Crisis Theory published by Merlin Press in 1981 is 

an accessible introduction and discussion derived from Grossman's work. François 

Chesnais's [1984] chapter Marx's Crisis Theory Today in Christopher Freeman ed. 

Design, Innovation and Long Cycles in Economic Development Frances Pinter, London, 

discussed the continuing relevance of the theory. 

2.6 SCHUMPETER AND CAPITALISTIC DEVELOPMENT 
 

Joseph Schumpeter (1883- 1950) was an Austrian economist who migrated to the United 

States in the 1930s. He made various contributions to economics, notably his History of 

Economic Analysis. Capitalism, Socialism and Democracy was first published during 

World War II, in 1942. It applies his expertise as an economist to the great political issues 

of the day: after the depression of the 1930s the future of Capitalism was in question; the 

war was in defence of democracy; America's ally and rival, the Soviet Union, claimed to 

be a socialist state. 

Schumpeter and capitalism's demise 

Schumpeter's most popular book in English is probably Capitalism, Socialism and 

Democracy. This book opens with a treatment of Karl Marx. While he is sympathetic to 

Marx's theory that capitalism will collapse and will be replaced by socialism, Schumpeter 

concludes that this will not come about in the way Marx predicted. To describe it he 

borrowed the phrase "creative destruction," and made it famous by using it to describe a 

process in which the old ways of doing things are endogenously destroyed and replaced 

by new ways. 

Schumpeter's theory is that the success of capitalism will lead to a form of corporatism 

and a fostering of values hostile to capitalism, especially among intellectuals. The 

intellectual and social climate needed to allow entrepreneurship to thrive will not exist in 

advanced capitalism; it will be replaced by socialism in some form. There will not be a 

revolution, but merely a trend in parliaments to elect social democratic parties of one 

stripe or another. He argued that capitalism's collapse from within will come about as 

democratic majorities vote for the creation of a welfare state and place restrictions upon 

entrepreneurship that will burden and destroy the capitalist structure. Schumpeter 

emphasizes throughout this book that he is analyzing trends, not engaging in political 

advocacy. In his vision, the intellectual class will play an important role in capitalism's 

demise.  

The term "intellectuals" denotes a class of persons in a position to develop critiques of 

societal matters for which they are not directly responsible and able to stand up for the 

interests of strata to which they themselves do not belong. One of the great advantages of 

capitalism, he argues, is that as compared with pre-capitalist periods, when education was 

a privilege of the few, more and more people acquire (higher) education. The availability 
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of fulfilling work is however limited and this, coupled with the experience of 

unemployment, produces discontent. The intellectual class is then able to organise protest 

and develop critical ideas. 

In Schumpeter's view, socialism will ensure that the production of goods and services is 

directed towards meeting the authentic needs of people and will overcome some innate 

tendencies of capitalism such as conjecture fluctuation, unemployment and waning 

acceptance of the system. 

In 'Marx the Economist' Schumpeter criticises the labour theory of value from the 

standpoint of modern economic theory (see my earlier lecture on the marginalist theory). 

The criticism boils down to this: the labour theory does not account for values in 

exchange except on special and unrealistic assumptions; if those assumptions are made, 

then the propositions of the labour theory follow from the modern theory, which can thus 

explain all the labour theory can explain; and the modern theory can explain things the 

labour theory cannot explain. See Capitalism, Socialism and Democracy, pp. 24-9. 

Schumpeter also discusses various other aspects of Marx's theory and draws up a list of 

merits and defects. 'Adherence to an analytical apparatus that had always been inadequate 

and was in Marx's own day rapidly becoming obsolete, a long list of conclusions that do 

not follow or are downright wrong; mistakes which if corrected change essential 

inferences, sometimes into their opposites - all of this can be rightfully charged against 

Marx'. But 'Through all that is faulty or even unscientific in his analysis runs a 

fundamental idea that is neither - the idea of a theory... of the economic process... 

producing at every instant that state which will of itself determine the next one' (ibid, p. 

43). (Schumpeter says that Marx was the first to try to do this. This is a surprising claim, 

that cannot be true except in some restricted sense. Comte and Mill wanted sociology to 

establish laws of the succession of states of society, and economists engaged in this 

project as early as Adam Smith.) 

Schumpeter goes on to argue that Marx is, in a way, right after all: Capitalism will be 

transformed into socialism. But the transformation will not take place in the way Marx 

envisages. There will be no economic crisis. Instead there will be a growing crisis of 

legitimacy, due to the progress of rationalisation. (Note that legitimacy and 

rationalisation are key concepts for Weber, whose influence is probably at work on 

Schumpeter.) Capitalist societies will become socialistic because intellectuals will 

persistently advocate change in a socialistic direction.  

Its strength 

As a preliminary, perhaps to make his conclusion seem more interestingly paradoxical, 

Schumpeter emphasises the great strength of capitalism. It appeals to, and reinforces, 'a 

schema of motives that is unsurpassed in simplicity and force. The promises of wealth 

and the threats of destitution that it holds out, it redeems with ruthless promptitude... 

These promises are strong enough to attract the large majority of supernormal brains and 

to identify success with business success... They are addressed to ability, energy and 

supernormal capacity for work; but if there were a way of measuring either that ability in 

general or the personal achievement that goes into any particular success, the premiums 
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actually paid out would probably not be found proportional to either. Spectacular prizes 

much greater than would have been necessary to call forth the particular effort are thrown 

to a small minority of winners, thus propelling much more efficaciously than a more 

equal and more "just" distribution would, the activity of that large majority of 

businessmen who receive in return a very modest compensation or nothing or less than 

nothing, and yet do their utmost because they have the big prizes before their eyes and 

overrate their chances of doing equally well... both business success and business failure 

are ideally precise. Neither can be talked away.' (ibid., pp. 73-4). (Comment: if this is true 

then in their old age most participants in the system will have the uneasy suspicion that 

their live may have been wasted.)  

Schumpeter defends certain modern developments that have reduced the competitiveness 

of the capitalist economy. The neo-classical economists' analyses of the efficient 

allocation of resources in an equilibrium state are not of much practical interest, since 

conditions change so rapidly that the system never settles into equilibrium. The capitalist 

economy is swept by a 'perennial gale of creative destruction' (p. 84), a gale of 

innovation. 'A system - any system, economic or other - that at every given point of time 

fully utilizes its possibilities to the best advantage may yet in the long run be inferior to a 

system that does so at no given point of time, because the latter's failure to do so may be 

a condition for the level or speed of long-run performance' (ibid., p. 83). Monopolistic or 

oligopolistic practices or regulation may (may) contribute to long-run performance by 

encouraging innovation and other investment; unless the innovator believes that it will be 

possible to monopolize the advantage of innovation for a time, innovation will seem too 

risky. Compare patents, which encourage invention by promising inventors a temporary 

monopoly. 'Restrictions of this type are, in the conditions of the perennial gale, incidents, 

often unavoidable incidents, of a long-run process of expansion which they protect rather 

than impede' (p. 88). 'Largest-scale plans could in many cases not materialize at all if it 

were not known from the outset that competition will be discouraged' (p. 89). 'Perfectly 

free entry into a new field may make it impossible to enter it at all. The introduction of 

new methods of production and new commodities is hardly conceivable with perfect - 

and perfectly prompt - competition from the start' (p. 104-5). However, 'our argument 

does not cover all cases of restrictive or regulating strategy, many of which no doubt have 

that injurious effect on the long-run development of output which is uncritically 

attributed to all of them... Rational... regulation by public authority turns out to be an 

extremely delicate problem' (p. 91). Schumpeter has much else to say to those who 

believe that to deregulate and privatise, establish level playing fields etc., so as to foster 

maximum competition in the market place is the way to achieve economic efficiency.  

Its decomposition 

But despite its strength Capitalism will be replaced by some form of Socialism. 

He begins with a discussion strongly reminiscent of Weber of the connections between 

rationalism and capitalism: (1) Capitalism was produced by the urge to rationalize 

economic activity; (2) its success reinforces rationalism, and gives it a bent in certain 

directions - rationality comes to mean thinking for yourself, seeking individual self-

interest, quantification, calculation, empirical science, positivism; (3) the spread of 
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rationality in such a sense undermines traditional values and institutions, and eventually 

(4) undermines bourgeois values and institutions, i.e. undermines the legitimacy of 

capitalism itself.  

As the development of capitalism proceeds the entrepreneur becomes obsolescent. (What 

Schumpeter says here is reminiscent of Weber on the 'routinisation of charisma'.) The 

modern giant corporation has corporate planning and research and development sections 

in which the firm's bureaucracy does what entrepreneurs did. 'Innovation itself is being 

reduced to routine' Schumpeter argues that 'this affects the position of the entire 

bourgeois stratum' even though the typical bourgeois is not an entrepreneur.  

The development of capitalism eventually destroys the remnants of the feudal ruling class 

which it needs to carry on the functions of government, and especially to provide 

government functions with glamour and prestige. (Cf. Walter Bagehot, The English 

Constitution, ch. 2, 'The Monarchy'.) 'Without protection by some non-bourgeois group 

[in Weber's terms a status group], the bourgeoisie is politically helpless and unable not 

only to lead its nation but even to take care of its particular class interest' (p. 138). 

Destroying non-bourgeois strata was a matter 'of removing partners of the capitalist 

stratum, symbiosis with whom was an essential element of the capitalist schema... We 

might well wonder whether it is quite correct to look upon capitalism as a social form sui 

generis or, in fact, as anything else but the last stage of the decomposition of what we 

have called feudalism. On the whole, I am inclined to believe that its peculiarities suffice 

to make a type, and to accept that symbiosis of classes which owe their existence to 

different epochs and processes as the rule rather than as an exception. 

Further, the progress of capitalism reduces the importance of the small producer and 

trader, and thereby erodes the meaning of 'property' and 'free contract', since property 

belonging to a giant corporation and contracts entered into with such a corporation do not 

have the same concreteness of meaning. 'This evaporation of what we may term the 

material substance of property - its visible and touchable reality - affects no only the 

attitude of holders but also that of the workmen and of the public in general.  

2.7 THE ROLE OF CREDIT, PROFIT AND DEGENERATION 
 

Schumpeter believed that the only way for a country‘s economy to grow and expand is 

through economic development. That is the innovation of new combinations of factors of 

productions. (For example: New production techniques and new materials). These new 

developments are from the creative minds of entrepreneurs. Schumpeter believed that the 

role of Banks are that facilitators of spare credits (savings from consumers for instance) 

for entrepreneurs to carry out their social roles as innovators. Banks are the mediators or 

―middlemen‖ between those who have the ideas to create new combinations and those 

who have the resources.  

 

Mishkin‘s role of banks is one of the creator and provider for deposits. They play an 

important role in the creation of money supply. This is a view of economic growth 

through money creation, where the banks provide the facilities for loans, mortgages, etc. 
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Banks are less willing to provide credit for new and untried ventures, as they are deemed 

risky. Government regulations and agencies also shy away from them as they want to 

protect the integrity of the financial system and not risk a breakdown.  

Schumpeter‘s role of banks plays an equal role with the entrepreneurs in the growth of 

the economy. They are more like an equal partner and not the only reason. The banks 

have a more dynamic role here, as they have to be willing to be daring and have the 

foresight to provide credits to those individuals with potential from those who do not. 

Mushkin‘s roles of banks are the primary reason for the growth of the economy, as they 

have an important role in the creation of money supply. However it is a passive role, as 

the individuals who need the credits have to come to them.  

 

Schumpeter‘s characterizations of the role of banks in the economy are very different 

because both authors focus on different roles that financial intermediaries have. However, 

both characterizations are not exclusive. Rather, they are complementary because Miskin 

focuses more on the efficiency of information between borrowers and lenders. On the 

other hand, Schumpeter focuses on distribution, combination of production and the 

interaction between financial intermediaries and innovators in a dynamic economy.  

Less structural than Schumpeter. Mishkin mainly describes the effects of asymmetric 

information, which are a consequence of a market economy but not a fundamental 

characteristic of the factors of production. On the other hand, Schumpeter describes how 

banks play an important role on innovation and redistribution of the factors of production. 

Moreover, he explains how credit promotes development.  

 

For Mishkin, banks minimize the problems of adverse selection and moral hazard and 

transaction costs because these institutions are very specialized, which means that they 

manage information better. Moreover, they have economies of scale, which reduce 

transaction costs. This characterization is more useful in developed economies where 

information is essential in order to have stable financial markets.  

Schumpeter‘s characterization is more insightful because it relates the role of banks with 

the basis of the economy, the factors of production. Schumpeter‘s explanation of how 

redistribution of credit to more efficient combinations of production leads to development 

is a very powerful theoretic tool to support that banks can be more than intermediaries. 

For Schumpeter, banks play the fundamental role of redistribution because to a certain 

extent they can create money without any real capital. This heterodox theory states that 

money creation not only leads to inflation, but to a better distribution of credit directed to 

more efficient ―innovators‖. As a result, money creation leads to development.  

I think both authors explain the main roles of Banks. However, Schumpeter‘s insight 

gives us a more fundamental idea of how banks may affect the structure of the economy 

and how they can lead the economy to development. 

State capitalism 

State capitalism, for Marxists and heterodox economists is a way to describe a society 

wherein the productive forces are owned and run by the state in a capitalist way, even if 

such a state calls itself socialist. Within Marxist literature, state capitalism is usually 

defined in this sense: as a social system combining capitalism — the wage system of 

http://en.wikipedia.org/wiki/Marxism
http://en.wikipedia.org/wiki/Heterodox_economics
http://en.wikipedia.org/wiki/Productive_forces
http://en.wikipedia.org/wiki/Socialist
http://en.wikipedia.org/wiki/Wage
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producing and appropriating surplus value — with ownership or control by a state 

apparatus. By that definition, a state capitalist country is one where the government 

controls the economy and essentially acts like a single giant corporation. There are 

various theories and critiques of state capitalism, some of which have been around since 

the October Revolution or even before. The common themes among them are to identify 

that the workers do not meaningfully control the means of production and that 

commodity relations and production for profit still occur within state capitalism. 

This term is also used by some advocates of laissez-faire capitalism to mean a private 

capitalist economy under state control, often meaning a privately-owned economy that is 

under economic planning. In the 1930s, Italian Fascist leader Benito Mussolini claimed 

that Italian Fascism's economic system of corporatism could be seen either as a form of 

state capitalism or as state socialism, as he claimed that both were essentially the same. 

This term was often used to describe the controlled economies of the great powers in the 

First World War. In more modern sense, state capitalism is a term that is used (sometimes 

interchangeably with state monopoly capitalism) to describe a system where the state is 

intervening in the markets to protect and advance interests of Big Business. This practice 

is in sharp contrast with the ideals of both free market and laissez-faire capitalism. 

2.7.1 DEGENERATION OF CAPITALISTIC ECONOMY 

Four things are attempted in degeneration process. First, several of the factors that set the 

stage for the degeneration is reviewed, in a simple but hopefully not simplistic way. 

Second, the actual crisis is concisely described, from its early stages in the sub-prime 

mortgage market, through to its spread throughout the U.S. (and ultimately the global) 

financial system, culminating in several high profile bank failures. Third, some more 

difficult questions are briefly addressed, including the relation between financial crises 

and macroeconomic crises, and the distinction between a ‘structural‘ crisis and a 

‘systemic‘ one. These three parts are intended to offer readers a rudimentary analysis of 

what is going on in the financial system today, with an emphasis on developments in the 

U.S. (For other perspectives, see the Suggested Readings, at the end.) Finally, a 

perspective is offered on how radicals should approach the question of short-term ‗policy 

responses,‘ as well as the more fundamental question of how to forge an egalitarian and 

democratic ―participatory‖ alternative to the capitalist system itself. 

 

I: SETTING THE STAGE FOR DISASTER 

 

Low Interest Rates: In response to the 2001 recession, especially after 11 September 

2001, the U.S. Federal Reserve kept interest rates at unprecedentedly low levels, 

encouraging borrowers (businesses and consumers, including home buyers) to take on 

more debt. The strategy – sometimes called ―privatized Keynesianism‖ – was to use 

household debt to play the demand-fueling role that had once been played by public 

sector deficit-spending in the Keynesian era (from the 1930s to the 1970s). From the late 

1990s to 2007, the ratio of household debt to GDP in the U.S.A. went from just over 60% 

to almost 100%, with households taking on an additional $3 trillion of debt.  
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http://en.wikipedia.org/wiki/Laissez-faire
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Rising Housing Prices: In the 10-year period preceding the crisis, from 1996 to 2006, the 

average resale price of U.S. homes almost tripled. This ―bubble‖ (or speculation-driven 

price rise) in the housing market turned residential real estate into a magnet for 

speculative financial investment, which continually drove prices up, further inflating the 

bubble.  

 

Lax Lending (and Refinancing) Standards: In the context of steadily and rapidly rising 

home values, mortgage lending began to seem like an increasingly safe bet for lenders, 

since the money loaned to home buyers was being used to purchase assets (namely, 

houses and condos) of ever-increasing value. They could be sold at any time, at a profit, 

so the risk of default seemed low. As a result of this perception of safety, and spurred on 

by greed and competition for a piece of the action among financial institutions, lending 

standards were lowered. A new market in ―sub-prime‖ loans, that is, loans offered to low-

income borrowers, and borrowers with questionable credit histories, emerged to draw 

more buyers into the housing bubble economy. Often, these loans were ―predatory‖ in 

nature, in the sense that they lured gullible borrowers in with initially low introductory 

rates, which could be ―re-set‖ at as much as twice the initial rate of interest a few years 

into the loan period. As long as house prices were rising, even these sub-prime loans 

seemed like a safe (or at least attractive) way to enlarge a financial institution‘s share of 

the riches being generated by the housing boom.  

 

Securitization of Mortgages: The ever-expanding pool of mortgages initiated in the 

context of the housing bubble did not stay on the books of the original lending 

institutions. Rather, they were packaged together and sold to speculators in the 

―secondary mortgage market‖ as transferable financial assets (―securities‖), whose new 

owners took over any risk posed by the prospect of defaulting borrowers. This is a crucial 

part of the story, because these ―mortgage-backed securities‖ created a tight connection 

between the fate of the housing bubble and the health of financial markets. It was this 

connection that could lead the bursting of the housing bubble to have profound effects on 

the entire financial system.  

 

Opacity of Financial Instruments: Moreover, these mortgage-backed securities – 

precisely because they were designed to be sold to speculators, not kept on the books of 

the lending institutions – tended to be opaque, in the sense that those buying them could 

never be quite sure how risky their financial investment was. A breakdown in the system 

of assigning credit ratings to these securities made the problem even worse.  

Over-leveraging: Another crucial stage-setting element was the widespread practice of 

―leveraging‖ by speculators. This is the habit of using (among other things) asset-backed 

securities as collateral for borrowing further money, to be used in turn to speculate on 

still more financial assets. If the assets used as collateral prove to be worth far less than 

previously thought, the owners of these assets have to ―de-leverage,‖ by selling assets to 

raise the cash needed to service their debts. 

 

II: THE ONSET OF FINANCIAL CRISIS 

 

Falling House Prices: The U.S. housing bubble, which began around 1996, peaked in  
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2006. Prices then began to fall sharply. In itself, this was a problem not only for the 

financial sector, but also for the ―real‖ (productive as opposed to financial) economy 

which had come to rely heavily on housing to boost GDP growth. However, the financial 

sector was especially heavily reliant on rising housing prices, because the sub-prime 

mortgage market (and the secondary market for mortgage-backed securities) was 

premised on the assumption that house values were rising, which was in turn supposed to 

ensure that the danger of defaults was minimal. 

 

Defaults in ‗Sub-prime‘ Mortgage Market: As home prices fell, the value of the assets 

(homes) purchased by ―sub-prime‖ borrowers fell in relation to the debt burden they 

carried. Increasingly unable to keep up with payments (especially on the predatory 

―adjustable rate‖ loans), and with diminishing prospects of refinancing their mortgages, 

given that (contrary to expectations) their homes had proved not to be worth more than 

their original purchase prices, many sub-prime borrowers began to default on their debts. 

In mid-2008, 2.75% of all U.S. home loans were in foreclosure. This was the highest rate 

of foreclosure ever recorded by the Mortgage Bankers‘ Association (which began 

collecting data in 1979).  

 

Deflation of Mortgage-Backed Securities: As the rate of mortgage defaults rose, the 

market for mortgage-backed securities (whose value is determined, ultimately, by the 

income stream created by actual mortgage payments) responded to the fact that these 

assets were less valuable than their purchasers had thought. Accordingly, as the demand 

for these assets (securities) declined, prices – which had been artificially high because of 

rampant speculation – declined sharply. 

 

Contagion: For a time, it seemed to many as though the collapse of the market for 

securities backed by sub-prime mortgages could be contained. But the interlocking 

system of financial asset markets is so complex – so that, for example, risks associated 

with some financial products are themselves bought and sold in ―derivatives‖ markets – 

that it was both, objectively, hard to contain the damage to only one category of financial 

instruments, and, subjectively, impossible to be confident that anyone quite understood 

exactly how a collapse in one part of the financial system might produce unforeseen 

―ricochet‖ effects in other parts of the system. The contagion spread, therefore, partly 

because of its actual impact on the balance sheets of financial institutions, and partly 

because the opacity of the scale of the problem severely undercut the confidence of 

financial speculators in their own capacity to distinguish between safe and unsafe 

financial investments.  

 

Investment Bank Insolvencies and the De-leveraging Spiral: At bottom, the financial 

crisis is a crisis of the balance sheets of financial institutions. That is to say, banks and 

other financial firms have found themselves with too little capital, relative to the size of 

their debt. They are ―over-leveraged.‖ To stay afloat, they have to raise money by 

shedding financial assets. But the market for such assets is now so weak that they can 

only sell them at discount prices, which – by lowering the value of financial assets further 

– makes the problem even worse. It is a downward spiral of ―de-leveraging,‖ a vicious 

circle of selling because assets are worth too little, and thereby further deflating asset 
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prices, requiring even more selling, at ever-lower prices, and so on. So severe have the 

problems been at this balance-sheet level that some of the hugest, most powerful 

investment banks and other financial firms have been plunged into insolvency, either 

collapsing outright (as in Lehman Brothers and Bear Stearns) or being bailed out or 

nationalized by governments who deem them to be ―too big to fail‖ (as in AIG, Fannie 

Mae and Freddie Mac). 

 

III: FROM FINANCIAL CRISIS TO ECONOMIC CRISIS 

 

The Relation between Speculation on Financial Asset Prices and the Financing of Real 

Investment: In theory, financial markets simply transfer ownership claims to income 

streams in the real economy from the sellers to the buyers of an asset (such as a 

mortgage-backed security). If it really were as simple as that, such transfers would not 

affect the actual value of the assets that change hands (which is determined by the income 

stream itself, over time). However, real world financial markets, especially in recent 

decades, are sites of massive, highly speculative casino-style betting on the future value 

of the assets being bought and sold. So prices of such assets can rise and fall 

dramatically, sometimes quite suddenly, without it necessarily having a noticeable impact 

on the real economy (for example, without causing any industrial firms to go bankrupt, 

and without impacting unemployment rates or causing inflation). But we can think of the 

financial system as having two very different functions: first, to facilitate speculative 

gambling on the future prices of financial instruments (like mortgage-backed securities); 

and second, to make credit (i.e., loans) available for firms planning to purchase 

investment goods (or finance operations generally) and for consumers hoping to make 

major purchases (car loans, students loans, credit card debt, mortgages, and so on). The 

first of these functions is surprisingly limited in its impact on the wider economy. In 

principle, a collapse of the market for speculative financial products is of no particular 

importance to the real economy of industrial and other non-financial firms, consumers 

and labour-force participants. 

 

 Financial speculators do make purchases, of course, but it is likely that a bad year for 

Wall Street speculators would mainly affect the demand for high-end luxury 

consumption, and not much else. What makes a financial crisis troubling for the fate of 

the real economy is that second function of financial markets: extending credit to firms 

and consumers. If a collapse of financial asset prices, due to panic among speculators, 

affects the balance sheets of financial institutions, so that they have to rein in their 

lending to firms and consumers, the financial woes of Wall Street transform into 

something with much wider implications: a ―credit crunch,‖ or shortage of credit.  

Insolvency and the Credit Crunch: In the U.S. and parts of Europe (but much less so in 

Canada, as of now), there are signs that the speculative collapse in financial asset prices 

is transforming into a credit crunch affecting the real economy. It is notable, though, that 

these signs are still limited. We have not seen credit shortages leading to major layoffs, or 

a dramatic rise in unemployment, at least not yet. (Layoffs in the automobile sector may 

be partly related to credit issues, but not wholly.) And we have not seen large non-

financial firms facing bankruptcy – again, at least not yet. But there have been new 

difficulties obtaining short term loans, even for highly trusted corporations and banks. 
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And this seems to be because financial institutions are compelled by bad balance sheets 

to ―de-leverage,‖ or sell off financial assets, in order to raise money. In any case, it seems 

highly, highly unlikely (and few if any commentators would dissent from this judgment), 

that it is possible for very long to avoid a significant credit crunch (and resulting 

―recession‖) in the coming months in the U.S. and globally (including in Canada). There 

seem to be only two questions: first, how long will it take for the credit crunch to make 

itself felt in the real economy in a big way, and second, how severe will its impact be 

(especially in light of the uncertain effects of the ―bailout‖ attempt by the U.S. Treasury 

and the policy response more generally).  

 

Conjunctural, Structural, or Systemic Crisis?: In order to put the present crisis into 

perspective, it is necessary to address the question of what kind of ―crisis‖ is underway. 

There are three different ways in which capitalism can be ―in crisis.‖ First, and least 

serious, is the conjunctural crisis. In a conjunctural crisis, there is a convergence of 

various short term contingencies, which jointly create problems for the system which 

curtail growth, or lead to declines in GDP, as well as rising unemployment and 

pronounced industrial overcapacity. Conjunctural crises are often called ―recessions.‖ 

More rare, and much more serious, are structural crises. In a structural crisis, a certain 

way of organizing capitalist production has reached a kind of impasse, so that only 

fundamental economic (and sometimes political) restructuring can restore the economy to 

profitability and growth. 

 

One example: the Great Depression of the 1930s, in which only a Keynesian restructuring 

process (which took years to carry out) could bring capitalism out of its structural crisis. 

Another: the ―Stagflation‖ (stagnation/inflation) crisis of the mid-1970s, which only a 

process of neo-liberal restructuring could bring to an end. Structural crises are certainly 

serious. But they are not, in and of themselves, fundamentally threatening to the capitalist 

system. By contrast, a systemic crisis occurs when the system itself runs out of options: it 

confronts problems that cannot be resolved within the framework of the system itself. A 

systemic crisis poses the question of what comes next, after capitalism. So, the question 

for us to ask today is: are we witnessing the unfolding of a systemic crisis of capitalism? 

It is clear that we have gone beyond a mere conjunctural crisis. That is, it is clear that 

nothing less than a serious restructuring of contemporary capitalism could possibly be 

sufficient to address the system‘s current problems. 

 

 The whole trajectory of modern capitalism which, since the dawn of the neo-liberal era 

at the end of the 1970s, has been bound up with a process of financialization and 

ballooning levels of private debt, has clearly reached an impasse. That diagnosis would 

suggest that at least a structural crisis is underway. But, what distinguishes a structural 

from a systemic crisis is that in a structural crisis the system has options for restructuring 

itself to restore profitability and growth. Does contemporary capitalism have such 

options? If the answer is no, than we can say that a systemic crisis is underway. However, 

it is impossible to say with any certainty that this is the case. To be sure, there is no 

program waiting in the wings for a restructuring agenda to be put into effect as a way of 

rescuing the system from its current predicament. The ruling class is presently at a loss 

about what to do. Throwing borrowed money at the problem, in order to socialize the 
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losses from worthless or at least over-priced financial assets purchased by Wall Street 

speculators, as in the U.S. government‘s Paulson Plan, is the best idea they can come up 

with right now. And although it may postpone, or even avert, a total collapse of the 

financial system, it certainly offers little hope of sparking a real and lasting recovery. But 

that doesn‘t preclude the possibility that, over the course of the next few years, as a 

protracted structural crisis unfolds, there may yet emerge a pro-capitalist political project 

for a post-neoliberal package of structural reforms, to be imposed on workers with the 

backing of states. 

 

IV: A ROLE FOR RADICALS 

 

Weakness of the Radical Left: A new pro-capitalist restructuring agenda, to reorganize 

capitalism on a post-neoliberal basis, may or may not emerge in the next few years. But 

this much is clear: whatever the troubles of capitalism right now, the weaknesses of 

today‘s anti-capitalist Left are even greater. What existed in the 1930s and, to a lesser 

extent, in the 1970s, but no longer exists in the North Atlantic countries today, is a 

powerful current of anti-capitalist radicalism, able to seize the opportunity of an off-

balance ruling class in order to put forward a viable radical alternative. In the absence of 

such an alternative, it seems highly unlikely that the system itself could be replaced in the 

short- to medium-range future. We have to face this reality in a sober way, even as we try 

to move beyond the limits of the contemporary Left, and build a new Left capable of 

actually winning in its struggle against capitalism.  

The Need to Have Something to Say: Because radical politics in North America (in 

contrast to, say, Latin America) remains, for the time being, a marginal political force, it 

would be deluded for us to expect that our proposals would stand any chance of being 

implemented in response to the present crisis. We might, then, be tempted to think that 

there is no need for us to offer proposals about what to do about the financial crisis. This, 

however, would be a fatal mistake for the radical Left. As radical activists, we need to 

have something to say about all this, even if we know perfectly well that we will not get 

our way. The point is not to pretend that our view might actually be implemented; rather, 

the point is to show that radical politics speak to today‘s concerns, in a way that points to 

a different approach to politics and public policy, and ultimately toward a different kind 

of society. What kinds of things should we be saying? Evidently, there are two questions 

that have to be addressed: first, what policy response do we favor in the short term, to 

deal with what‘s happening now?; second, what alternatives do we propose over the long 

term, to really address the roots of the present crisis in a failed system of profit-

motivated, greed-fueled capitalist production? 

 

A Radical Policy Response: In principle, radicals should be suspicious of ―policy‖ 

debates. By their very nature, these debates take for granted precisely those institutional 

constraints of present-day society that we regard as most problematic: the capitalist 

economy and the capitalist state. And yet, if we have nothing to say about policy debates, 

above all during times of crisis, we ourselves will be viewed with suspicion and disdain. 

So we have to have a point of view on the proper policy response to the present financial 

crisis. And yet, whatever policies we propose ought to be transitional in nature: pointing 

toward a path that leads beyond the limits of the capitalist system. In the present context, 
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that means advocating a short-term policy approach based on embarking on the transition 

from a for-profit banking system focused on enriching financial speculators to a 

democratized and not-for-profit financial system in which most lending is undertaken by 

credit unions (non-profit financial co-operatives) or by public sector lending agencies, 

subject to participatory priority-setting. Rather than a taxpayer-funded ―bailout‖ of banks, 

what is needed is transitional nationalization of insolvent banks, so that they can be 

converted into not-for-profit credit unions operated democratically and in the public 

interest. As Canadian Autoworkers union (CAW) economist Jim Stanford has pointed out 

recently, ―bread-and-butter lending (to home-buyers, consumers, and real businesses) 

is…something we all depend on, but can‘t trust the private market to reliably supply. 

Developing public or non-profit vehicles to perform this function (including publicly-

owned banks, credit unions, building and mutual societies, and other non-profit vehicles) 

is thus a credible and timely demand.‖ 

 

A Post-Capitalist Alternative: Ultimately, what radicals have to offer is three things: an 

analysis of what‘s wrong with our society, a vision for an egalitarian and democratic 

alternative to it, and the beginnings of a strategy for getting us from here to there. So, 

while we have to address questions about policy responses to the financial crisis, our real 

focus is quite properly on something else: working toward the realization of a long-term 

vision for how to address problems of this kind at their roots. The roots of the current 

crisis, like so many of the social problems that plague humanity today, lie in the greed-

driven, competitive system of capitalist production. Our vision of a radically democratic 

and egalitarian post-capitalist participatory economy, founded upon political and 

economic democracy, and social and environmental justice, grows more relevant with 

each passing phase of this crisis. This is a contribution that is unique to radicals, because 

if we don‘t play this role, no one else can or will. The LPPS publication, What is 

Participatory Economics? Written by Michael Albert, author or co-author of several 

books on the subject, takes up the question of what a post-capitalist alternative could look 

like. What is rather more obvious is what it will not look like: It will not be a system in 

which the greed and irresponsibility of financial speculators end up posing a grave threat 

to the livelihoods and economic security of billions of poor and working-class people 

around the world. The effort to put a stop, once and for all, to an economy like that is 

surely a worthy project. And that is our project: the project for a post-capitalist 

participatory society 

 

 

2.8 STRUCTURAL ANALYSIS OF DEVELOPMENT 

Development is governed by many factors that influence the results of developmental 

efforts. There must be a motive that drives the social change and essential preconditions 

for that change to occur. The motive must be powerful enough to overcome obstructions 

that impede that change from occurring. Development also needs resources such as 

capital and technology and the availability of supporting infrastructures. 

Development is the result of society's capacity to organize human energies and 

productive resources in order to meet the challenges and opportunities that life presents 
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society with all the times. Society passes through well-defined stages in the course of its 

development. They are nomadic hunting and gathering, rural agrarian, urban, 

commercial, industrial and post-industrial societies. Pioneers introduce new ideas, 

practices and habits etc which are resisted in the beginning by the conservative element in 

society. At a later stage the innovations are accepted, imitated, organized and made use of 

by other members of the community. The organizational improvements introduced to 

support the innovations can take place simultaneously at four different levels—physical, 

social, mental and psychological. Moreover four different types of resources are involved 

in promoting development. Of these four, physical resources are the most visible but the 

least capable of expansion. The productivity of resources increases enormously as the 

quality of organization and level of knowledge inputs rise. 

Further, the development of nations can be turned out in quantitative terms in order to 

perform the structural analysis. A detailed evaluation intended to assure that, for any 

structure, the deformations will be sufficiently below allowable values that structural 

failure will not occur. The deformations may be elastic (fully recoverable) or inelastic 

(permanent). They may be small, with an associated structural failure that is cosmetic; for 

example, the deflection of a beam supporting a ceiling may cause cracking of the plaster. 

They may be large, with an associated structural failure that is catastrophic; for example, 

the buckling of a column or the fracture of a tension member causes complete collapse of 

the structure. 

 

Structural analysis may be performed by tests on the actual structure, on a physical model 

of the structure to some scale, or through the use of a mathematical model. Tests on an 

actual structure are performed in those cases where many similar structures will be 

produced, for example, automobile frames, or where the cost of a test is justified by the 

importance and difficulty of the project, for example, a lunar lander. Physical models are 

sometimes used where subassemblages of major structures are to be investigated. The 

vast majority of analyses, however, are on mathematical models, particularly in the field 

of structural engineering which is concerned with large structures such as bridges, 

buildings, and dams. See Bridge, Buildings, Dam, Structure (engineering) 

 

The advent of the digital computer made it possible to create mathematical models of 

great sophistication, and almost all complex structures are now so analyzed. Programs of 

such generality have been written as to permit the analysis of any structure. These 

programs permit the model of the structure to be two- or three-dimensional, elastic or 

inelastic, and determine the response to forces that are static or dynamic. Most of the 

programs utilize the stiffness method, in which the stiffnesses of the individual elements 

are assembled into a stiffness matrix for the entire structure, and analysis is performed in 

which all behavior is assumed to be linearly elastic. See Digital computer, Elasticity 

The structural engineer's function continues to require training and experience in 

conceptualizing the structure, choosing the appropriate model, estimating the loads that 

will be of importance, coding the information for the program, and interpreting the 

results. The analyst usually enters the process after the conceptualization. Most structures 

consist of assemblies of members connected at joints. While all real members transmit 

axial, torsional, and bending actions, the majority of buildings and bridges are analyzed 

http://encyclopedia2.thefreedictionary.com/Bridge
http://encyclopedia2.thefreedictionary.com/Buildings
http://encyclopedia2.thefreedictionary.com/Dam
http://encyclopedia2.thefreedictionary.com/Structure
http://encyclopedia2.thefreedictionary.com/Digital+computer
http://encyclopedia2.thefreedictionary.com/Elasticity
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as trusses, beams, and frames with either axial or bending forces predominant. See Beam, 

Engineering design, Stress and strain, Structural design, Truss 

Whether the model selected is detailed or simplified, one extremely important part of the 

analysis consists of the estimate of the loads to be resisted. For bridges and buildings, the 

primary vertical loads are gravity loads. These include the weight of the structure itself, 

and such appurtenances as will be permanent in nature. These are referred to as dead 

loads. The loads to be carried, the live loads, may consist of concentrated loads (heavy 

objects occupying little space, for example, a printing press), or loads distributed over 

relatively large areas (such as floor and deck coverings). Horizontal loads on buildings 

are produced by wind and by the inertia forces created during earthquakes. In seismic 

analysis, computers are used to simulate the dynamic characteristics of the structure. The 

accelerations actually measured during earthquakes are then used to determine the 

response of the structure. Structural analysis of development help in finding out the 

strengths and weaknesses of development patterns in economies which in turn help in 

recovering the flaws in prevailing systems. 

 

Activity 2 

1. Discuss the contributions of Karl Marx in the area of capitalistic economy. 

2. What are the various steps involved in degeneration process? How the theory of 

crisis is related to degeneration of capitalistic economy? 

3. Explain Schumpeter approach to capitalistic development. 

4. Write brief notes on the following: 

 Surplus value 

 Rate of profit 

 Crisis in Capitalism. 

2.9 SUMMARY 
 

The chapter started with the introduction to capitalistic economy and moves discussing 

Karl Marx approach to Capitalistic economy. According to him capitalism is the system 

which will inevitably produce internal tensions which will lead to its destruction. 

Followed by this the concepts of surplus value and rate of profit were discussed. certain 

immutable laws that public should always consider about capitalism was the next area of 

discussion. Further the approach of Schumpeter which states that that the success of 

capitalism will lead to a form of corporatism and a fostering of values hostile to 

capitalism, especially among intellectuals. Crisis in capitalism and the role of Credit, 

Profit and degeneration were the other topics that had been discussed in detail. 

 

 

 

 

 

 

http://encyclopedia2.thefreedictionary.com/Beam
http://encyclopedia2.thefreedictionary.com/Engineering+design
http://encyclopedia2.thefreedictionary.com/Stress+and+strain
http://encyclopedia2.thefreedictionary.com/Structural+design
http://encyclopedia2.thefreedictionary.com/Truss
http://en.wikipedia.org/wiki/Corporatism
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UNIT 3 

PARTIAL THEORIES OF GROWTH AND 

DEVELOPMENT 

Objectives 

After studying this unit you should be able to: 

 Define the vicious circle of poverty. 

 Understand the approach of circular causation 

 Analyze the unlimited supply of labor in closed and open economy 

 Have the knowledge balanced and unbalanced growth 

 Appreciate the concept of critical minimum effort thesis and low income 

equilibrium trap. 

 Know the concept of Dualism along with related forms of technical, behavioral 

and social Dualism. 

Structure 

 
3.1 Introduction 

3.2 Vicious circle of poverty 

3.3 Circular causation 

3.4 Unlimited supply of labor 

3.5 Balanced and unbalanced growth  

3.6 Critical minimum effort thesis 

3.7 Low income equilibrium trap 

3.8 Dualism 

3.9 Summary 

3.10 Further readings 

 

3.1 INTRODUCTION  

In the early modern period, some people in Western European nations developed the idea 

that economies could "grow", that is, produce a greater economic surplus which could be 

expended on something other than mere subsistence. This surplus could then be used for 

consumption, warfare, or civic and religious projects. The previous view was that only 

increasing either population or tax rates could generate more surplus money for the 

Crown or country. 

Now it is generally recognized that economic growth also corresponds to a process of 

continual rapid replacement and reorganization of human activities facilitated by 

investment motivated to maximize returns. This exponential evolution of our self-

organized life-support and cultural systems is remarkably creative and flexible, but highly 
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unpredictable in many ways. As there are difficulties in modeling complex self-

organizing systems, various efforts to model the long term evolution of economies have 

produced mixed results. 

Further theories of development imply a change in the way goods and services are 

produced, not merely an increase in production achieved using the old methods of 

production on a wider scale. Economic growth implies only an increase in quantitative 

output; it may or may not involve development. Economic growth is often measured by 

rate of change of gross domestic product (e.g., percent GDP increase per year.) Gross 

domestic product is the aggregate value-added by the economic activity within a 

country's borders. In this unit we are going to some related approaches to partial theories 

of growth and development. 

 

3.2 VICIOUS CIRCLE OF POVERTY  

 
Poverty is the lack of essential needs to live that is the lack of proper shelter, clothing and 

food. Poverty is living on a day to day basis with the uncertainty of what the future can 

bring. Poverty is not being able to provide good education to children. Poverty is the lack 

of freedom of expression. Poverty occurs when the income of any family or country is 

less than the level of consumption. The root of poverty is money. Lack of money can lead 

to people doing many bad actions and in turn result in bad consequences which end up 

impoverishing more people.  

 

In a sentence, we can summarise it as: Poverty gives rise to crime and crime impoverish 

people! Think about poverty, and one of the things that come to your mind is 

Unemployment…people having no job…thus families starving for they have no food. 

And here is specifically where politicians tend to exploit us and do some finger pointing 

at their rivals stating that the latter are responsible. Unfortunately this part is very tricky: 

There is no magic to get unemployed people a job, even if jobs were available, you have 

to have the qualified people! And qualified people are not obtained overnight; it takes 

time, months of training and even years. 

 

And now unemployed people need to live, they need food, they need shelter, and they 

need clothing. Where do you think these will be obtained from, space? In a crude 

language, it will be ―kill or die‖. Killing here refers to committing crimes, like robberies, 

while die will mean starving yourself and your family as well. 

But unfortunately, that‘s not the end of the story my dear friends; these poverty-

compelled ‗criminals‘ often end up in jail serving for lengthy sentences while their family 

suffers even more with the loss of a potential bread-winner. If these families have kids, 

guess what they will be doing to survive…crimes of course! Like most readings we come 

across on the issue of poverty, I am almost certain that you are expecting me to spit 

something like ―Education is the key‖! and you will be wrong this time, unfortunately. 

education is an important aspect to tackle in the fight against poverty but the real enemy 

is out there: Politicians and Businessmen! Do you really believe that poverty cannot be 

eradicated if everybody in this world wishes so? It can!!! But, there are people out there 
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who are thinking…and they think: ―what do I gain if there is no poor people?‖, ―Is it not 

more profitable to have poor people?‖. 

 

It is common knowledge that politicians are prime users (or rather exploiters) of poor 

people; just go to the talk shows of famous politicians during election period and listen 

how they artistically use the poor for their own benefit. 

And businessmen, with all the millions of dollars given to the poor, why do I say they 

need poverty? As a matter of fact, these donations are not done because they are happy to 

do so; it‘s simply a way for tax deduction! Next time you see Bill Gotes funding 

charities, know that his company had to pay the money anyway. 

There are both internal and external factors which affect a country‘s development. One 

internal factor affecting a country‘s development is its economy. By economic factors 

one usually means factors that are essential for production, for example labour, land 

resources and capital. In the model "The vicious circle of poverty" the link between lack 

of capital and underdevelopment is emphasised. The theory of the vicious circle of 

poverty can be used both at the national and individual levels, but we will concentrate on 

the individual level in this report. We think that by studying poverty on the individual 

level one can more concretely see what causes poverty. On the individual level, the 

vicious circle of poverty starts with the statement that a poor person (A) cannot pay for an 

adequate supply of food, and (B) thus is physically weak (C) and cannot work efficiently 

(D), and unable to earn much money (E), and thus is poor (A). The circle starts all over 

again with a situation where the person does not have money to get nutritious food (B). 

This process goes on and on.  

 

 
Figure 1: The vicious circle of poverty - Individual level. 

(source; Barke & O´Hare, 1991, page 43.)  
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There have been some criticism raised against this model which state that the circle is 

inadequate as a total explanation of poverty and underdevelopment. The model does not 

explain why the person is poor or what is the cause of their poverty. Another thing is that 

the model does not consider the difference between LDC‘s, it assumes that all countries 

are on the same level of poverty. Social conditions are not taken into account either, the 

model implies that these societies are static and unchanging. The vicious circle of poverty 

does not tell you anything about how an individual or a country can break out of the 

circle.  

 

3.3 CIRCULAR CAUSATION 
 

Myrdal opposes the strategy of development poles because social systems and economic 

processes do not develop towards equilibrium but, on the contrary, factors tend to 

cumulate to positive or negative cycles. Under laissez faire' conditions in developing 

countries, there is a tendency towards a negative cumulation. In principle, Myrdal's 

theory is a negation of the monocausal explanation of problems of developing countries 

by economic factors alone. Rather, in a comprehensive way, all social relations have to 

be incorporated. At national level—different stages of development between regions—as 

well as international level— trade between industrialized and developing countries—

differences tend to increase because of the spread effects in the more developed areas and 

modern sectors and backwash effects in backward areas and traditional sectors. For 

instance, industrial import goods are in competition with traditional crafts; terms of trade 

deteriorate; capital is being transferred, etc. The direction of processes depends on the 

initial situation and the factors causing the change. Under the conditions in developing 

countries, increased regional dualism often is a consequence of such processes of circular 

causation. 

Circular and cumulative causation (CCC) has been a critical principle of political 

economy for over a hundred years. While the roots of the concept go back further  

Thorstein Veblen (1857-1929) utilized the concept in his examination of the evolution of 

institutions. Gunnar Myrdal (1898-1987) scrutinized the conditions of African Americans 

and Asian underdevelopment through the lens of CCC; influenced as he was by Knut 

Wicksell (1851-1926) (Myrdal 1939).  

Comparison of Myrdal and Kaldor on CCC 

Myrdalian and Kaldorian CCC traditions have significant commonalities as well as 

important differences. They have three main things in common. The first is the principle 

of circular causation, where the variables are interrelated, and the general manner of 

interaction between variables is complex and manifold. Circular causation is a multi-

causal approach where the core variables and their linkages are delineated. CCC eschews 

single factor theories. Both Myrdalian and Kaldorian CCC examine circular relationships, 

where the interdependencies between factors are relatively strong, and where variables 

interlink in the determination of major processes. 
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The second similarity is cumulative causation, where the variables tend to operate as 

positive feedback processes, magnifying and multiplying the combined impact of the 

interactions through historical time. The coefficients of interaction between variables will 

play some role here, as will the extent of any negative feedback (drawback) effects 

working in the opposite direction. These cumulative interactions are crucial to Myrdalian 

and Kaldorian empirical studies of money, growth, demand, development and ethnicity. 

Both forms of CCC examine cumulative dynamics, where the feedback within and 

between variables often tend to have a multiplier or amplified impact on the overall 

outcomes. 

The third similarity relates to traverse, path dependence, and hysteresis that move the 

system through time in a typically non-equilibrium fashion. Both approaches to CCC 

recognize the importance of history and time, as well as space and geography, since 

changes to the social and political economy condition the path of evolution and 

transformation; and there are regional differences to growth and development as well. 

The acquisition of knowledge, technical skills and economies of scale/scope affect the 

path of growth and development in complex and multifarious ways. Both theories explain 

real world processes that impact nations and regions, and which help explain differences 

in the outcomes between regions and areas. 

The fourth similarity is that cumulative processes often have endogenous contradictions 

embedded in their dynamics. This aspect has been under-emphasized in the literature, yet 

it is very important since it means that cumulative changes may sow the seeds of their 

own demise. When David Gordon (1991), for instance, criticized Kaldor's theory for 

having too much cumulation and not enough contradiction, he was cognizant of the 

problem but underplayed the degree that Kaldor himself recognized the problem (e.g., see 

Kaldor 1966). Setterfield (2001) has set the record straight for Kaldor, since, for instance, 

regimes of accumulation often have norms and mores that become locked-in, even when 

industrial change is required (see also Argyrous 2001 and Toner 2001). For Myrdal, on 

the other hand, the contradictions are more obvious, since cumulation occurs more 

specifically in tandem with uneven development; and counteracting forces can often be 

strong (though themselves cumulative, perhaps in a different direction). 

These are strong similarities; core ones. Indeed, they are the foundation for linking the 

traditions. However, the differences are also important, since they allow the traditions to 

examine marginally different (but complementary) problems. There are three main 

differences between the models, differences of emphasis rather than quality. The first is 

that Myrdalian CCC concentrates on the social economy and development through 

interdisciplinary analysis; whereas Kaldorian CCC centers on more technical demand-

supply issues linked to economies of scale and growth. Although Myrdal started out 

applying CCC to money and macroeconomics (Myrdal [1939] 1965), his most famous 

two-volume application was to the under-privileged situation of African Americans in the 

United States (Myrdal 1944), along with his three-volume work on Asian 

underdevelopment (Myrdal 1968). Myrdal influenced others to apply the theory to issues 

such as the provision of public and social services in rural and remote areas (Fagence 

1980), the socio-political crisis in Poland in the 1980s (Tarkowski 1988), and uneven 
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development at the regional level (Higgins and Savoie 1995). Myrdal's holistic vision is 

consistent with an interdisciplinary method for the social sciences, broadening the field of 

inquiry to social, political and economic relationships. 

 

3.4 UNLIMITED SUPPLY OF LABOR 

 
Interest in prices and in income distribution survived into the neo-classical era, but labour 

ceased to be unlimited in supply, and the formal model of economic analysis was no 

longer expected to explain the expansion of the system through time. These changes of 

assumption and of interest served well enough in the European parts of the world, where 

labour was indeed limited in supply, and where for the next half century it looked as if 

economic expansion could indeed be assumed to be automatic. On the other hand over 

the greater part of Asia labour is unlimited in supply, and economic expansion certainly 

cannot be taken for granted. Asia's problems, however, attracted very few economists 

during the neo-classical era (even the Asian economists themselves absorbed the 

assumptions and preoccupations of European economics) and hardly any progress has 

been made for nearly a century with the kind of economics which would throw light upon 

the problems. of countries with surplus populations. 

 

When Kevnes's GeneralTheory appeared, it was thought at first that this was the .book 

which would illuminate the problems of countries with surplus labour, since it assumed in 

unlimited supply of labour at the current price, and also, in its final pages, made a few 

remarks on secular economic expansion. Further reflection, however, revealed that 

Keynes's book assumed not only that labour is unlimited in supply, but also, and more 

fundamentally, that land and capital are unlimited in supply-more fundamentally both in 

the short run sense that once the monetary tap is turned the real limit to expansion is not 

physical resources but the limited supply of labour, and also in the long run sense that 

secular expansion is embarrassed not by a shortage but by a superfluity of saving. Given 

the Keynesian remedies the neoclassical system comes into its own again. Hence, from 

the point of view of countries with surplus labour, Keynesianism is only a footnote to 

neoclassicism-albeit a long, important and fascinating footnote. The student of such 

economies has therefore to work right back to the classical economists before he finds an 

analytical framework into which he can relevantly fit his problems. 

 

I. THE CLOSED ECONOMY. 

 

We have to begin by elaborating the assumption of an unlimited supply of labour, and by 

establishing that it is a useful assumption. We are not arguing, let it be repeated; that this 

assumption should be made for all areas of the world. It is obviously not true of the 

United Kingdom, or of North West Europe. It is not true either of some of the countries 

usually now lumped together as under-developed; for example there is an acute shortage 

of male labour in some parts of Africa and of Latin America. On the other hand it is 

obviously relevant assumption for the economies of Egypt, of India, or of Jamaica. Our 

present task is not to supersede neo-classical economics, but merely to elaborate a 
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different framework for those countries which the neo-classical (and Keynesian) 

assumptions do not fit. In the first place, an unlimited supply of labour may be said to 

exist in those countries where population is so large relatively to capital and natural 

resources, that there are large sectors of the economy where the marginal productivity of 

labour is negligible, zero, or even negative. Several writers have drawn attention to the 

existence of such ―disguised‖ unemployment in the agricultural sector, demonstrating in 

each case that the family holding is so small that if some members of the family obtained 

other employment the remaining members could cultivate the holding just as well (of 

course they would have to work harder: the argument includes the proposition that they 

would be willing to work harder in these circumstances). The phenomenon is not, 

however, by any means confined to the countryside. Another large sector to which it 

applies is the whole range of casual jobs-the workers on the docks, the young men who 

rush forward asking to carry your bag as you appear, the jobbing gardener, and the like. 

These occupations usually have a multiple of the number they need, each of them earning 

very small sums from occasional employment ; frequently their number could be halved 

without reducing output in this sector. Petty retail trading is also exactly of this type; it is 

enormously expanded in overpopulated economies; each trader makes only a few sales ; 

markets are crowded with stalls, and if the number of stalls were greatly reduced the 

consumers would be no whit worse off-they might even be better off, since retail margins 

might fall. Twenty years ago one could not write these sentences without having to stop 

and explain why in these circumstances, the casual labourers do not bid their earnings 

down to zero, or why the farmers' product is not similarly all eaten up in rent, but these 

propositions present no terrors to contemporary economists. 

 

II. THE OPEN ECONOMY. 

 

When capital accumulation catches up with the labour supply, wages begin to rise above 

the subsistence level, and the capitalist surplus is adversely affected. However, if there is 

still surplus labour in other countries, the capitalists can avoid this in one of two ways, by 

encouraging immigration or by exporting their capital to countries where there is still 

abundant labour at a subsistence wage. We must examine each of these in turn.  Let us 

first clear out of the way the effects of the immigration of skilled workers, since our main 

concern is with an abundant immigration of unskilled workers released by the subsistence 

sectors of other countries. 

 

 It is theoretically possible that the immigration of skilled workers may reduce the 

demand for the services of native unskilled workers, but this is most unlikely. More 

probably it will make possible new investments and industries which 

were not possible before, and will thus increase the demand for all kinds of labour, 

relatively to its supply. We must also get out of the way relatively small immigrations. If 

100,000 Puerto Ricans immigrate to the United States every year, the effect on U.S. 

wages is negligible. U.S. wages are not pulled down to the Puerto Rican level; it is Puerto 

Rican wages which are then pulled up to the U.S. level. Mass immigration is quite a 

different kettle of fish. If there were free immigration from India and China to the U.S.A., 

the wage level of the U.S.A. would certainly be pulled down towards the Indian and 

Chinese levels. In fact in a competitive model the U.S. wage could exceed the Asian 
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wage only by an amount covering migration costs plus the ―cliff‖ to which we have 

already referred. The result is the same whether one assumes increasing or diminishing 

returns to labour. Wages are constant at subsistence level plus. All the benefit of 

increasing returns goes into the capitalist surplus. This is one of the reasons why, in every 

country where the wage level is relatively high, the trade unions are bitterly hostile to 

immigration, except of people in special categories, and take steps to have it restricted. 

The result is that real wages are higher than they would otherwise be, while profits, 

capital resources, and total output are smaller than they would otherwise be.  The export 

of capital is therefore a much easier way out for the capitalists, since trade unions are 

quick to restrict immigration, but much slower in bringing the export of capital under 

control. 

 

3.5 BALANCED AND UNBALANCED GROWTH 

 

3.5.1 Balanced growth 

 
In macroeconomics, balanced growth refers to classes of equilibrium growth paths, while 

in development economics the term refers to a particular development strategy. These 

two uses of the term are clearly distinct, and each will be discussed in turn. 

 

The concept of a balanced growth path is a central element of macroeconomics. It refers 

to equilibrium in which major aggregates, usually but not exclusively output and the 

capital stock grow at the same rate over time, and the real interest rate is constant. Most 

textbook growth models are constructed in a way that delivers this outcome. This is 

partly motivated by theoretical convenience, but also by historical observation. The 

conventional wisdom is that real interest rates and the capital-output ratio are surprisingly 

stable over long spans of time, at least in developed countries. 

 

Balanced growth is not an inevitable property of growth models. It was not until the 

publication of classic papers by Solow (1956) and Swan (1956) that economists saw how 

a balanced growth path might arise from relatively appealing assumptions. The key 

insight is that a stable equilibrium path requires the possibility of substitution between 

capital and labour. The Solow-Swan model has subsequently underpinned much 

empirical work on economic growth, and has also influenced short-run macroeconomics. 

 

The existence of a balanced growth path requires strong assumptions. The usual 

derivation assumes that aggregate output can be written as a function of the total inputs of 

capital and labour, with diminishing returns to each input and constant returns to scale 

overall. In addition to the conditions needed for aggregation, either the production 

function should be Cobb-Douglas, or technical progress should be restricted to the 

labour-augmenting type. In other words, when technology advances, it should be ―as if‖ 

the economy had more labour than before, and not ―as if‖ it had more capital. Because 

these assumptions are strong, any use of balanced growth to rationalize the data tends to 

create new puzzles. For example, why should technical progress be exclusively labour-

augmenting, as stability of real interest rates would require? Acemoglu (2003) has 

examined this question using an incentives-based model of technical change, but in 
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general, balanced growth seems a less than inevitable outcome of a real-world growth 

process. The picture is even more complicated when there are multiple sectors, whether 

differentiated as capital and consumer goods, or as different types of final goods. As 

might be expected, where multiple sectors are present, the conditions needed for balanced 

growth become even stricter.  

 

Greenwood et al. (1997) and Kongsamut et al. (2001) are two useful references on multi-

sector growth models. None of this is to deny that balanced growth is a useful concept. 

The idea plays an important role in teaching and research in macroeconomics because of 

its simplicity and explanatory power. As with all organizing frameworks, however, it is a 

good idea to be aware of its limitations, and the possibilities that lie outside it. In 

macroeconomics, balanced growth is usually associated with constant returns to scale.  

 

For most development economists, the term is more strongly associated with increasing 

returns, and a debate that began with Rosenstein-Rodan (1943). He argued that the post-

war industrialization of Eastern and South-Eastern Europe would require coordinated 

investments across several industries. The idea is that expansion 

of different sectors is complementary, because an increase in the output of one sector 

increases the size of the market for others. A sector that expands on its own may make a 

loss, but if many sectors expand at once, they can each make a profit. This tends to imply 

the need for coordinated expansion, or a ―Big Push‖, and potentially justifies a role for 

state intervention or development planning. Another influential contribution by Nurkse 

(1953) made similar points, giving more emphasis to the links between market size and 

the incentives to accumulate capital. 

 

3.5.2 The unbalanced growth 

 
Unbalanced growth is a situation in which the various sectors of a given economy are not 

growing at a rate similar to one another. Specific sectors of the economy will be growing 

at a rapid rate, while other sectors are either stagnant or experiencing a significantly 

reduced rate of growth. When economic growth patterns such as unbalanced growth 

appear, the phenomenon usually indicates that major shifts in the overall economy are 

about to take place.  

There are a number of different theories about what produces unbalanced growth. Some 

opinions are based on an imbalance between imports and exports connected with the 

economy of the country. This understanding involves production that once took place 

within the country has now moved to another nation. While the goods are still available, 

they are now imported rather than produced domestically. The result is the elimination of 

jobs within a given industry, a rise in unemployment, and a reduction in disposable 

income. While imports rise, other economic segments of the consumer market fall. This 

creates an unbalanced growth overall. 

Depending on the conditions surrounding unbalanced growth, the country may or may 

not have the resources to bring the overall growth back into some sort of balance. For 

example, the country may no longer have the production facilities to manufacture goods 

that are now imported regularly. Even if the facilities exist, the average production cost 
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per unit may render the domestic goods unable to compete with the low cost associated 

with imported goods.  

Industry can sometimes make adjustments that will help restore a degree of balance to 

unbalanced growth patterns within an economy. This may include finding ways to cut 

production costs as a means of lowering prices and stimulating consumer purchases in 

depressed markets. While theorists disagree on what can be done about unbalanced 

growth, many do agree there is no one magic formula that will apply in all situations. 

This means that each incident of unbalanced growth must be addressed individually, the 

origins determined and appropriate steps taken to correct the situation. 

 

Contrary to the theory of balanced growth, in Hirschman's opinion, the real bottleneck is 

not the shortage of capital, but lack of entrepreneurial abilities. Potential entrepreneurs 

are hindered in their decision-making by institutional factors: either group considerations 

play a -great role and hinder the potential entrepreneur, or entrepreneurs aim at personal 

gains at the cost of others and are thus equally detrimental to development. In view of the 

lack of entrepreneurial abilities there is a need for a mechanism of incentive and pressure 

which will automatically result in the required decisions. According to Hirschman, not a 

balanced growth should be aimed at, but rather existing imbalances— whose symptoms 

are profit and losses—must be maintained. Investments should not be spread evenly but 

concentrated in such projects in which they cause additional investments because of their 

backward and forward linkages without being too demanding on entrepreneurial abilities. 

Manufacturing industries and import substitutions are relevant examples. These first 

investments initiate further investments which are made by less qualified entrepreneurs. 

Thus, the strategy overcomes the bottleneck of entrepreneurial ability. The theory gives 

no hints as to how the attitude of entrepreneurs and their institutional influence will be 

changed in time. 

 

Point to ponder is that being one of the strongest nations in the world USA did not show 

streamlined growth at the time of Bush as the president of USA. The fiscal house left by 

the Bush Administration is in shambles. His last year yielded a one trillion dollar deficit 

which produced nothing. With the deficit running 3 billion dollars a day he still managed 

to lose 3.6 million jobs. Even without this loss Bush still had the worst job creation 

record since Hoover. Obviously nothing in Bush‘s economic plan has worked. Thus it 

would seem to be imperative to reverse the Bush spending increases and tax cuts either 

before or concurrently with new spending plans. 

 

The required steps would be to rescind all of the Bush tax cuts even those ―middle class‖ 

cuts immediately. Reverse the efforts at privatization now costing 400 billion per year. 

Dramatically reduce the one trillion going for defense, Wars, CIA, black ops, Homeland 

Insecurity etc. There has never been a better time to employ fiscal conservatism than now 

in regards to the Republican inspired fiscal fiasco. Everything Bush must go! 

Republicans want budget cuts, give them a truckload. 
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3.6 CRITICAL MINIMUM EFFORT THESIS 
 

The central idea of Lieibenstein‘s thesis is that in order to attain sustained secular growth, 

it is essential that the initial stimulant to development be of a certain critical minimum 

size. According to Leibenstein economic backwardness is characterized by a set of 

interrelated factors which have a certain degree of stability at their small equilibrium 

values.  

 

The actual values are different from the equilibrium values, because the economy is 

always being subjected to stimulants or shocks. The stimulants have a tendency to raise 

per capita incomes above the equilibrium level. But in backward economies, long term 

economic development does not take place because the magnitude of stimulants is too 

small. In other words, efforts to escape from economic backwardness are they 

spontaneous or forced, are below the critical minimum needed for sustained growth. 

For small values of the stimulant, the generated income depressing factors are, in the long 

run, more significant than the induced income raising forces, but the reverse is the case 

with high values of the stimulant. Population growth may be cited asw an example of this 

phenomenon. A small increase in capital through raising incomes will stimulate more 

than an equivalent increase in population, and a proportional decline in per capita 

income.  

 

There is of course, a biologically determined maximum rate of population growth 

between 3 and 4 per cent. As such, persistent capital accumulation above a certain 

minimum rate would eventually permit development. The need for a minimum effort 

arises to overcome internal and external diseconomies of scale, to overcome income 

depressing obstacles which may be generated by the stimulants to growth, and to generate 

sufficient momentum in the system, so that the factors that stimulate growth continue to 

plat their part.  

 

Leibenstein‘s thesis is more realistic than Rosenstein Rodan‘s Big push theory. Giving a 

big push to the programmme of industrialization all at once is not practicable in 

underdeveloped countries, while the critical minimum effort can be properly timed and 

broken up into series of smaller efforts to put the economy on the path of sustained 

development. This theory is also consistent with the concept of decentralized democratic 

planning, to which India, and most developing countries are wedded, therefore, this 

paradigm provides good clues as to the quantum of investment that is absolutely essential 

to make a programme take off. 

 

3.7 LOW INCOME EQUILIBRIUM TRAP 
 

The concept of low income equilibrium trap can be understood easily under the following 

heads: 
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Endogenous Growth  

 
The model assumes that as per capita income rises, the rate of growth of GDP also rises. 

This is because a greater part of income is saved and thus the rate of capital formation 

increases. Higher per capita income also implies greater human capital and a more 

receptivity to technological advance. Many of these ideas are embodied in the 

endogenous growth literature. 

 

Demographic Transitions 

It is assumed that up to a certain threshold level of per capita income, households will 

respond to improved living conditions by having more children (due to earlier marriage 

and healthier mothers). Also higher per capita incomes mean better nutrition and medical 

care for children thus reducing the death rate. But beyond a certain level of per capita 

income, Y/P(2), children become an economic burden and fertility falls. At the same 

time, it becomes difficult to reduce already low mortality rates. The result is a falling 

population growth rate. 

Multiple Equilibria 

The growth rate of per capita GDP can be found by subtracting the growth rate of 

population from the growth rate of GDP. Hence, per capita income remains the same 

(there is an equilibrium) when the growth rate of GDP is equal to the growth rate of the 

population. In this model equilibrium occurs at two different levels of per capita GDP, at 

a low level , Y/P(1), and at a high level, Y/P(2). Both are equilibria; but only Y/P(1) is 

dynamically stable. 

Low Level Equilibrium Trap 

Let us suppose we are initially at a low-level equilibrium, Y/P(1). If through the 

discovery of new land or a technological advance, per capita income temporarily 

increases to Y/P(x), the result will be both an increase in the growth rate of GDP and an 

increase in the growth rate of the population. But the growth rate of population will 

exceed the growth rate of GDP and GDP per capita will fall until it reaches its old 

equilibrium level. That is called "The Low-Level Equilibrium Trap". 

Takeoff Into Self-Sustaining Growth  

If the external force applied to per capita income pushes it to Y/P(z), the growth rate of 

GDP will exceed the growth rate of population. This will set off a period of self-

sustaining growth in GDP per capita as the gap between the growth rate of GDP and the 

growth rate of population gets ever wider. This is often referred to as a "takeoff" just as 

an airplane takes off. 
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Role of Population Policy 

Population policies, such as increasing the awareness and acceptability of family 

planning, rising the legal age of marriage or increasing the status of women, can shift 

downward the population growth rate curve making it easier to escape the "Low-level 

Equilibrium Trap" and reach the "Takeoff" level of per capita income. 

3.8 DUALISM  
 

Dualism denotes a state of two parts. The word's origin is the Latin duo, "two" . The term 

'dualism' was originally coined to denote co-eternal binary opposition, a meaning that is 

preserved in metaphysical and philosophical duality discourse but has been diluted in 

general usage. 

Dualism theories assume a split of economic and social structures of different sectors so 

that they differ in organization, level of development, and goal structures. Usually, the 

concept of economic dualism (BOEKE 1) differentiates between two sectors of economy: 

the traditional subsistence sector consists of small-scale agriculture, handicraft and petty 

trade, has a high degree of labour intensity but low capital intensity and little division of 

labour; the modern sector of capital-intensive industry and plantation agriculture 

produces for the world market with a capital-intensive mode of production with a high 

division of labour.  

 

The two sectors have little relation and interdependence and develop each according to its 

own pattern. The modern sector can be considered an economic enclave of industrial 

countries, and its multipli-cator and growth effects will benefit the industrial countries 

but have little effect on the internal market. 

 

Economic, technological, and regional dualism are often the consequence of a social 

dualism, the absence of relationships between people of different race, religion, and 

language, which, in many cases, is a legacy of colonialism. 

 

Development in dualism concepts is the suppression of the traditional sector by 

concentrating on and expanding the modern sector. In time, it is assumed that the trickle 

down effects will reduce and abolish dualism. In this line of thinking, the main problem 

is capital formation because its degree determines the scope and speed of expansion of 

the modern sector. In general, agriculture has to provide the resources, labour as well as 

capital, for expanding the modern sector. In details, the strategies vary. Some authors, 

like LEWIS (14) and FEI/RANIS (5), assumed that a reduction of the labour force in 

agriculture, because of the widespread disguised unemployment, would not reduce 

agricultural production. The productive employment of these labourers in the modern 

sector would increase the total production of the economy and hence priority of 

investment in industry is necessary. Concentration on the modern sector led to an 

increasing regional disparity, rural urban migration, urban unemployment, a decrease in 

agricultural production, and hindrance in industrial development because of a lack of 

purchasing power in the rural areas. The anticipated trickle-down effects hardly ever 

happened. In praxis, development plans following this line of thinking led to failures like 
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the early Indian development planning. Therefore, other authors, like JORGENSON (10), 

LELE (12), and MELLOR (17), emphasize the important role of agriculture at the 

beginning of development, i.e., preceding or parallel to industrial devel-,, opment in order 

to provide enough internal resources for the development process. 

 

3.8.1 Technical Dualism 

 
Over the past two decades major structural changes have affected the economic growth of 

developed economies. For one, a cluster of radically new technologies centred around 

information and communication technologies, have emerged. Other notable changes 

include the (far ranging) internationalization of markets, financial capital and production 

processes ; and the transformation in work in general and the structure of the labour force 

in particular. The effects of such major changes are often considered transitory or 

resulting from uncertainty and risk-adverse reactions that will disappear in time through 

experience and learning. Technological change, which has a broad systemic dimension 

and involves the reorganization of many tasks and activities, appears to display a strong 

skill bias (see Howell and Wolff (1992), Berman, Bound and Griliches (1994), Card, 

Kramarz and Lemieux (1995), Machin (1996), Nickell (1996)). Again, there may be 

numerous reasons for such a skill-bias. It is not always directly linked to the nature of the 

specific technological change but can be due to some concurrent phenomenons. 

Systematically opting for higher skilled workers can be a way for firms to face 

uncertainty. In recent years innovators are increasingly prepared to pay for with higher 

skill level workers as the costs associated with the tangible part of new investments (i.e 

machinery) are less costly than in the past.  

 

Furthermore, the trade effect (the development of trade with low wage countries), 

although difficult to seperate from the technological change effect, also contributes to 

some skill bias by further specializing developed economies into production activities 

that require more skilled labour and/or advanced technologies. 

Almost everywhere one turns these days, one finds signs of this "metaphysical economy," 

the sparkling mirror image of Marx's insistence on the ultimately material basis of wealth 

and value. The pleroma returns as the world's financial markets, where money ascends 

into angelic orbit, magically multiplying itself in a weightless casino of light pulses and 

symbolic manipulations. While corporations, cabals, and networks of trade and dataflow 

now overlay the territorial and social borders of nations, some thinkers believe that the 

information economy actually transcends, rather than simply extending, the previous 

material economies of industry and agriculture. As the technology futurist George Gilder 

put it, "The central event of the twentieth century is the overthrow of matter...The powers 

of mind is everywhere ascendant over the brute force of things." This technological 

dualism is perhaps most starkly reflected in the world economy's myopic and cavalier 

relationship toward the biosphere itself, the material matrix of trees, water, wetlands, and 

toxins within which our bodies remain inextricably embedded.  
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3.8.2 Behavioral Dualism 

 

Skinner's Science and Human Behavior is in part an attempt to solve psychology's 

problem with mind-body dualism by revising our everyday mentalistic conceptual 

scheme. In the case of descriptive mentalism (the use of mentalistic terms to describe 

behavior), Skinner offers behavioral "translations." In contrast, Skinner rejects 

explanatory mentalism (the use of mental concepts to explain behavior) and suggests how 

to replace it with a behaviorist explanatory framework. For experiential mentalism, 

Skinner presents a theory of verbal behavior that integrates the use of mentalistic 

language in first-person reports of phenomenal experience into a scientific framework. 
 

Dualism is an ancient concept and deeply rooted in Greek thought. The Greeks held that a 

man's soul was of an entirely different essence than his body. Furthermore, they held that 

these dual entities had no interaction with one another. Indeed, the Greeks saw them as 

alien to one another, the body being the prison house of the soul. Thus dualism means 

much more than a mere numerical designation. It implies the dichotomy of soul and 

body, an absolute split. 

Rene Descartes (1596-1650) marks the beginning of modern psychology. He was a 

remarkable individual: primarily a philosopher, he was also a scientist, physiologist, and 

a mathematician. 

He believed in an independent nonmaterial soul inhabiting and finding expression in a 

mechanically operated body. The reality of the body needed no proof, the reality of the 

soul did. Descartes used his famous aphorism as proof: cogito ergo sum, "I reflect, 

therefore I am." It is a neat form of proof and seems unanswerable. We cannot doubt the 

existence of our own self, because we cannot doubt it unless there is a self to do the 

doubting. 

It is interesting that the idea did not originate with Descartes, though it is usually credited 

to him. Some twelve hundred years before Descartes, Augustine in his City of God 

(11.26) wrote: 

Without any delusive representation of images and phantasms, I am most certain that I 

am, and that I know and delight in this. In respect of these truths, I am not afraid of the 

arguments of the Academicians, who say, "What if you are deceived?" For if I am 

deceived, I am. For he who is not, cannot be deceived; and if I am deceived, by this same 

token I am. 

Descartes was concerned about how the nonmaterial could interact with the material and 

how the "extended" substance of body could house the "unextended" spirit called soul. 

Re resolved the problem of the incompatibility of the two entities by his dualism; that is 

to say, by giving the problem a name. 
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He held that the two components which constitute man had an independent origin and are 

of a fundamentally different nature. The body could be divided up by the removal of a leg 

or an arm, but the soul was indivisible. The soul occupied the whole body in all its parts, 

but the reduction of the body in any way did not reduce the soul. The body was 

procreated, the soul was created. Though the two realities were of an entirely different 

nature, they could react upon each other, the soul on the body and the body on the soul. 

How this reaction takes place is a mystery nevertheless; only Descartes spelled it 

differently--dualism. 

Descartes' Interactionism 

Descartes held that the brain (along with the rest of the body) was purely mechanistic in 

its principle of operation. This is true when body is considered without soul--as he 

proposed was always the case in the animal world where soul is lacking. Thus animals 

are pure automatons. This mechanistic view of the body, including the brain, was not 

questionable if soul is not made any essential part of its operation. So Descartes was free 

to proceed with his physics of physiology. 

But what then is the nature of the soul? His answer is simple: the sense perceptions and 

physical passions of men are dependent upon the body, but awareness of them lies in the 

soul. The important thing then is to inquire how the soul becomes aware (i.e., conscious 

and self-conscious) and how it succeeds in acting upon the body. Its awareness is due to 

the action of the body upon it, but how does it in turn act upon the body when it exercises 

will? 

The point of interaction, according to Descartes, was at the site of the pineal gland, the 

only place he thought that is not duplicate as all other brain structures were thought to be. 

The soul was not, however, to be viewed as somehow shut up in the pineal gland. The 

gland is merely the point of interaction, not the seat of the soul in any fuller sense. 

The body is extended matter: the soul is unextended spirit. When, however, the extended 

is acted upon by the unextended, some definite point of interaction is required and it is to 

be found in the pineal gland. Yet the "soul is united to all parts of the body conjointly." 

The whole body is the soul's proper housing so long as the body remains intact. When a 

member of the body--an arm or a leg, for example--is cut off, there is no loss of part of 

the soul as a consequence because the soul is unitary and indivisible. It then occupies 

what is left of the body. 

So without attempting to resolve all the problems, he simply stated that there is a dualism 

of mind and body, and their interaction is clearly real. The brain is the major locus for the 

mind or consciousness of the soul, yet mind or consciousness is distributed throughout 

the whole body. The point of interaction between the two is the pineal gland. 

Descartes lent his authority to the long-held view that the mind is associated in a 

particular way with the brain, but he made mind and brain separate entities, dependent 



 123 

upon each other only as a fountain pen and ink are interdependent. The pen will not write 

without the ink and the ink carries no message without the pen. 

Descartes "substantialized" consciousness as unextended reality, something that can exist 

in the body but does not occupy space. Mind was real, yet entirely separate from matter 

and therefore from brain. Interactionism is his form of dualism. One extended and the 

other unextended, they nevertheless interact, and this interaction occurs at a specific site, 

the pineal gland. The theory cannot be disproved so long as there are mental phenomena 

whose neural correlates remain unknown. That there are mental phenomena cannot be 

doubted for reasons which are logically compulsive and were adopted (though not 

invented) by Descartes; they cannot be doubted because the very act of doubting them 

establishes their reality. The reality of conscious existence is confirmed each time it is 

denied. 

Matter and mind he construed as created substance, each constituting a radically different 

and independent form of reality. Their interaction does not stem, he held, from a common 

origin. His inability to satisfy even his most ardent admirers on the nature of their 

interaction resulted in some of them adopting a view which came to be known as 

occasionalism, according to which each apparent interaction of mind and body was the 

result of direct divine intervention. 

In the end, the Cartesian mechanistic view exempted only two phenomena from its all-

embracing sweep, God and the soul of man. All else, all animal life below man and man 

himself save only for his soul, was encompassed in the universal chain of mechanistic 

causality. The concept was a grand one and ultimately proved too appealing to permit the 

one exception to be any hindrance to its application everywhere else. The soul was first 

ignored, then virtually denied, or made a mere outgrowth of the machine that was the 

body and the brain. In a lecture on Thomistic psychology given at the University of 

Ottawa in 1957, Professor R. H. Shevenell summed up Descartes' influence by saying: 

With Descartes, psychology lost its soul and found its mind: with British Empiricists, 

soul lost its mind and found its consciousness: with Watson and the Behaviorists, soul 

lost its consciousness and found is reflexes. 

Descartes marked a turning point for the study of man, especially for the study of the 

mind/body relationship. 

Most of the important thinkers who followed Descartes rejected interactionism. It was not 

a testable hypothesis. Above all, it introduced the supernatural into the picture and thus 

removed the concept from the scientific laboratory into the theological seminary. 

Critics of his ideas objected that if soul and body were substances of entirely different 

natures, interaction between them was in fact impossible. This Descartes protested 

against, but he never satisfied his critics. Nor did occasionalism fare any better because 

interaction between mind and brain was now simply reduced to miracle, and miracles are 
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not the domain of experimental science with its prime emphasis upon repeatability and 

quantification. It seemed the problem was insoluble and needed a new approach. 

What emerged was a determination to reduce everything to physics and chemistry, or 

perhaps more precisely to physics and mathematics (though there are chemists who do 

not look kindly upon viewing their science as a branch of physics). But it must have 

encouraged Claude Bernard's approach to the body as a machine, and the success which 

attended this approach advanced our understanding of the body so remarkably that it 

became heresy to speak of dualism in the Cartesian sense. 

But slowly, as the evidence has accumulated, it appears that the monistic view is showing 

signs of insufficiency and a new dualism is in the making. 

3.8.3 Social Dualism 

Although sociology is defined as the science of societies, it cannot, in reality, deal with 

the human groups that are the immediate object of its investigation without eventually 

touching on the individual who is the basic element of which these groups are composed. 

For society can exist only if it penetrates the consciousness of individuals and fashions it 

in "its image and resemblance." We can say, therefore, with assurance and without being 

excessively dogmatic, that a great number of our mental states, including some of the 

most important ones, are of social origin. In this case, then, it is the whole that, in a large 

measure, produces the part; consequently, it is impossible to attempt to explain the whole 

without explaining the part--without explaining, at least, the part as a result of the whole. 

The supreme product of collective activity is that ensemble of intellectual and moral 

goods that we call civilization; it is for this reason that Auguste Comte referred to 

sociology as the science of civilization. However, it is civilization that has made man 

what he is; it is what distinguishes him from the animal: man is man only because he is 

civilized. To look for the causes and conditions upon which civilization depends is, 

therefore, to seek out also the causes and conditions of what is most specifically human in 

man. And so sociology, which draws on psychology and could not do without it, brings to 

it, in a just return, a contribution that, equals and surpasses in importance the services that 

it receives from it. It is only by historical analysis that we can discover what makes up 

man, since it is only in the course of history that he is formed. 

 

The work that we recently published, The Elementary Forms of the Religious Life, offers 

an example of this general truth. In attempting to study religious phenomena from the 

sociological point of view, we came to envisage a way of explaining scientifically one of 

the most characteristic peculiarities of our nature. Since the critics who have discussed 

the book up to the present have not--to our great surprise--perceived the principle upon 

which this explanation rests, it seemed to us that a brief outline of it would be of some 

interest to the readers of Scientia. 

 

The peculiarity referred to is the constitutional duality of human nature. In every age, 

man has been intensely aware of this duality. He has, in fact, everywhere conceived of 

himself as being formed of two radically heterogeneous beings: the body and the soul. 
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Even when the soul is represented in a material form, its substance is not thought of as 

being of the same nature as the body. It is said that it is more ethereal, more subtle, more 

plastic, that it does not affect the senses as do the other objects to which they react, that it 

is not subject to the same laws as these objects, and so on. And not only are these two 

beings substantially different, they are in a large measure independent of each other, and 

are often even in conflict. For centuries it was believed that after this life the soul could 

escape from the body and lead an autonomous existence far from it. This independence 

was made manifest at the time of death when the body dissolved and disappeared and the 

soul survived and continued to follow, under new conditions and for varying lengths of 

time, the path of its own destiny. It can even be said that although the body and the soul 

are closely associated, they do not belong to the same world. The body is an integral part 

of the material universe, as it is made known to us by sensory experience; the abode of 

the soul is elsewhere, and the soul tends ceaselessly to return to it. This abode is the 

world of the sacred. Therefore, the soul is invested with a dignity that has always been 

denied the body, which is considered essentially profane, and it inspires those feelings 

that are everywhere reserved for that which is divine. It is made of the same substance as 

are the sacred beings: it differs from them only in degree. 

A belief that is as universal and permanent as this cannot be purely illusory. There must 

be something in man that gives rise to this feeling that his nature is dual, a feeling that 

men in all known civilizations have experienced. Psychological analysis has, in fact, 

confirmed the existence of this duality: it finds it at the very heart of our inner life. 

 

Our intelligence, like our activity, presents two very different forms: on the one hand, are 

sensations 3 and sensory tendencies; on the other, conceptual thought and moral activity. 

Each of these two parts of ourselves represents a separate pole of our being, and these 

two poles are not only distinct from one another but are opposed to one another. Our 

sensory appetites are necessarily egoistic: they have our individuality and it alone as their 

object. When we satisfy our hunger, our thirst, and so on, without bringing any other 

tendency into play, it is ourselves, and ourselves alone, that we satisfy. 4 [Conceptual 

thought] and moral activity are, on the contrary, distinguished by the fact that the rules of 

conduct to which they conform can be universalized. Therefore, by definition, they 

pursue impersonal ends. Morality 

 

DURKHEIM, THE DUALISM OF HUMAN NATURE AND ITS SOCIAL 

CONDITIONS 

 

begins with disinterest, with attachment to something other than ourselves. 5 A sensation 

of color or sound is closely dependent on my individual organism, and I cannot detach 

the sensation from my organism. In addition, it is impossible for me to make my 

awareness pass over into someone else. I can, of course, invite another person to face the 

same object and expose himself to its effect, but the perception that he will have of it will 

be his own work and will be proper to him, as mine is proper to me. Concepts, on the 

contrary, are always common to a plurality of men. They are constituted by means of 

words, and neither the vocabulary nor the grammar of a language is the work or product 

of one particular person. They are rather the result of a collective elaboration, and they 

express the anonymous collectivity that employs them. The ideas of man or animal are 



 126 

not personal and are not restricted to me; I share them, to a large degree, with all the men 

who belong to the same social group that I do. Because they are held in common, 

concepts are the supreme instrument of all intellectual exchange. By means of them 

minds communicate. Doubtless, when one thinks through the concepts that he receives 

from the community, he individualizes them and marks them with his personal imprint, 

but there is nothing personal that is not susceptible to this type of individualization.  

 

These two aspects of our psychic life are, therefore, opposed to each other as are the 

personal and the impersonal. There is in us a being that represents everything in relation 

to itself and from its own point of view; in everything that it does, this being has no other 

object but itself. There is another being in us, however, which knows things sub specie 

aeternitis, as if it were participating in some thought other than its own, and which, in its 

acts, tends to accomplish ends that surpass its own. The old formula homo duplex is 

therefore verified by the facts. Far from being simple, our inner life has something that is 

like a double center of gravity. On the one hand is our individuality--and, more 

particularly, our body in which it is based; on the other is everything in us that expresses 

something other than ourselves. 

 

Not only are these two groups of states of consciousness different in their origins and 

their properties, but there is a true antagonism between them. They mutually contradict 

and deny each other. We cannot pursue moral ends without causing a split within 

ourselves, without offending the instincts and the penchants that are the most deeply 

rooted in our bodies. There is no moral act that does not imply a sacrifice, for, as Kant 

has shown, the law of duty cannot be obeyed without humiliating our individual, or, as he 

calls it, our "empirical" sensitivity. We can accept this sacrifice without resistance and 

even with enthusiasm, but even when it is accomplished in a surge of joy, the sacrifice is 

no less real. The pain that the ascetic seeks is pain nonetheless, and this antinomy is so 

deep and so radical that it can never be completely resolved. How can we belong entirely 

to ourselves, and entirely to others at one and the same time? The ego cannot be 

something completely other than itself, for, if it were, it would vanish--this is what 

happens in ecstasy. In order to think, we must be, we must have an individuality. On the 

other hand, however, the ego cannot be entirely and exclusively itself, for, if it were, it 

would be emptied of all content. If we must be in order to think, then we must have 

something to think about. To what would consciousness be reduced if it expressed 

nothing but the body and its states? We cannot live without representing to ourselves the 

world around us and the objects of every sort which fill it. And because we represent it to 

ourselves, it enters into us and becomes part of us. Consequently, we value the world and 

are attached to it just as we are to ourselves. Something else in us besides ourselves 

stimulates us to act. It is an error to believe that it is easy to live as egoists. Absolute 

egoism, like absolute altruism, is an ideal limit which can never be attained in reality. 

Both are states that we can approach indefinitely without ever realizing them completely. 

It is no different in the sphere of our knowledge.  

 

We understand only when we think in concepts. But sensory reality is not made to enter 

the framework of our concepts spontaneously and by itself. It resists, and, in order to 

make it conform, we have to do some violence to it, we have to submit it to all sorts of 
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laborious operations that alter it so that the mind can assimilate it. However, we never 

completely succeed in triumphing over its resistance. Our concepts never succeed in 

mastering our sensations and in translating them completely into intelligible terms. They 

take on a conceptual form only by losing that which is most concrete in them, that which 

causes them to speak to our sensory being and to involve it in action; and, in so doing, 

they become something fixed and dead. Therefore, we cannot understand things without 

partially renouncing a feeling for their life, and we cannot feel that life without 

renouncing the understanding of it. Doubtless, we sometimes dream of a science that 

would adequately express all of reality; but this is an ideal that we can only approach 

ceaselessly, not one that is possible for us to attain. 

 

This inner contradiction is one of the characteristics of our nature. According to Pascal's 

formula, man is both "angel and beast" and not exclusively one or the other. The result is 

that we are never completely in accord with ourselves for we cannot follow one of our 

two natures without causing the other to suffer. Our joys can never be pure; there is 

always some pain mixed with them; for we cannot simultaneously satisfy the two beings 

that are within us. It is this disagreement, this perpetual division against ourselves, that 

produces both our grandeur and our misery: our misery because we are thus condemned 

to live in suffering; and our grandeur because it is this division that distinguishes us from 

all other beings. The animal proceeds to his pleasure in a single and exclusive movement; 

man alone is normally obliged to make a place for suffering in his life. 

 

Thus the traditional antithesis of the body and soul is not a vain mythological concept 

that is without foundation in reality. It is true that we are double, that we are the 

realization of an antinomy. In connection with this truth, however, a question arises that 

philosophy and even positive psychology cannot avoid: Where do this duality and this 

antinomy come from? How is it that each of us is, to quote another of Pascal's phrases, a 

"monster of contradictions" that can never completely satisfy itself? And, certainly, if this 

odd condition is one of the distinctive traits of humanity, the science of man must try to 

account for it. 

 

Activity 3 

1. Discuss in depth the vicious circle of poverty. How the population in the country 

affect the vicious circle? 

2. Give the reasons for unlimited supply of labour in closed and open economy. 

3. Distinguish between technical and social dualism approaches. What do you 

understand by behavioral dualism? 

4. Write brief notes on the following 

 Circular causation 

 Unbalanced growth  

 Critical minimum effort thesis 

 Low income equilibrium trap 

 

 

 

 



 128 

3.9 SUMMARY 

In this unit we attempted to explain some of the concepts related to partial theories of 

growth and development. The vicious circle of poverty was discussed followed by the 

approach of circular causation according to which factors tend to cumulate to positive or 

negative cycles. . The next area dealt was unlimited supply of labor in open and closed 

economy. Balanced growth was described as equilibrium in which major aggregates, 

usually but not exclusively output and the capital stock grow at the same rate over time, 

and the real interest rate is constant. Unbalanced growth on the other hand defined as a 

situation in which the various sectors of a given economy are not growing at a rate 

similar to one another. After the deep discussion on critical minimum effort thesis and 

low income equilibrium trap the concept of dualism in its important forms namely – the 

technical dualism; behavioral dualism and social dualism had been discussed in detail. 
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BLOCK 3 ECONOMIC GROWTHS IN 

DEVELOPING NATIONS 
 

Economic growth of developing nations is perceived to be dependent on agriculture. 

Recent changes in economic environment of these nations have proved the relevance of 

industrialization as an important driver of growth. This unit presents to you the patterns 

of agriculture, industrialization and overall view to macroeconomic environment of 

developing nations.  

 

Unit 1 throws light on agriculture and recent developments in this sector. The unit 

focuses on efficiency and productivity in agriculture and new technology and sustainable 

agriculture. Further globalization and agricultural growth have been discussed with 

industrialization in developing nations. Terms of trade between agriculture and industry 

are other areas of concern of this unit. 

 

Unit 2 deals with international patterns of trade. International trade has been discussed as 

the engine of growth. Labor market functioning in developing nations; static and dynamic 

gains from trade; Singer Prebisch thesis and Mydral approach; export led growth and 

dual gap analysis have also been discussed in detail. 

 

Unit 3 focuses on macroeconomic environment of developing nations including prior 

savings, inflation, and external resources. MNC activities in developing nations and 

World Bank policies are also explained to give readers a broad outlook. 
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UNIT 1 

THE ROLE OF AGRICULTURE AND 

INDUSTRIALISATION IN ECONOMIC DEVELOPMENT 

 

Objectives 

After completing this unit, you should be able to: 

 Understand the concepts of productivity and efficiency in context of agriculture 

 Become aware of the role of new technology in sustaining agriculture growth 

 Understand the relevance of globalization in agricultural development 

 Know the trends and patterns of industrialization in different developed and 

developing nations. 

 Appreciate the terms of trade between agriculture and industry 

Structure 

1.1 Introduction  

1.2 Efficiency and productivity in agriculture 

1.3 New Technology and sustainable agriculture 

1.4 Globalization and agricultural growth 

1.5 Industrialization and developing nations 

1.6 Terms of trade between agriculture and industry 

1.7 Summary 

1.8 Further readings 

 

1.1 INTRODUCTION 
 

Changes in the global environment have led some to question whether the conventional 

wisdom on the role of agriculture and industrialization in economic development is still 

relevant to economies around the world. For the past thirty-five years, there has been 

much written on the general relationship between the agricultural sector and the 

nonagricultural sector as growth and development occur in developing countries. Much 

of this writing has focused on the role of agriculture in economic development, on what 

linkages there might be between the two sectors in general, or how these linkages work 

within a specific country (Johnston and Mellor, Mellor, Southworth).  

 

The Indian economy was inward-looking and protected from internal and external 

competition. In the absence of competition, firms did not develop the technological 

capability needed for penetrating the global market. Because of this, Indian firms were 

inefficient, did not seek access to foreign technology, and did not develop the capability 

for integrating with the global economy, even though India has excellent technological 



 133 

infrastructure and R&D institutions. Foreign direct investment was very low, and imports 

of capital goods were strictly controlled. Indian industry thus had a very low share in 

emerging areas where world trade was growing rapidly. The liberalization and 

globalization processes initiated in 1991 are facilitating many changes. Consequently, in 

developing countries, the government has to devise policies which induce the building-up 

of technological capability. In this unit we will discuss the role of agriculture and 

industrialization in economic development with special reference to developing nations 

like India. 

 

1.2 EFFICIENCY AND PRODUCTIVITY IN AGRICULTURE 
 

Productivity growth is considered necessary to produce higher quality goods in a more 

efficient manner, which results in lower costs to consumers, and also to raise per capita 

incomes over time. In the agricultural sector, productivity traditionally has been 

considered important to the development process, allowing countries to produce more 

food at lower cost, improve nutrition and welfare, and release resources to other sectors. 

 

Agricultural efficiency is measured by productivity and both are measured as the ratio of 

agricultural outputs to agricultural inputs. While individual products are usually 

measured by weight, their varying densities make measuring overall agricultural output 

difficult. Therefore, output is usually measured as the market value of final output, which 

excludes intermediate products such as corn feed used in the meat industry. This output 

value may be compared to many different types of inputs such as labour and land (yield). 

These are called partial measures of productivity. Agricultural productivity may also be 

measured by what is termed total factor productivity (TFP). This method of calculating 

agricultural productivity compares an index of agricultural inputs to an index of outputs. 

This measure of agricultural productivity was established to remedy the shortcomings of 

the partial measures of productivity; notably that it is often hard to identify the factors 

cause them to change. Changes in TFP are usually attributed to technological 

improvements. 

Importance of agricultural productivity 

The productivity of a region's farms is important for many reasons. Aside from providing 

more food, increasing the productivity of farms affects the region's prospects for growth 

and competitiveness on the agricultural market, income distribution and savings, and 

labour migration. An increase in a region's agricultural productivity implies a more 

efficient distribution of scarce resources. As farmers adopt new techniques and 

differences in productivity arise, the more productive farmers benefit from an increase in 

their welfare while farmers who are not productive enough will exit the market to seek 

success elsewhere. 

As a region's farms become more productive, its comparative advantage in agricultural 

products increases, which means that it, can produce these products at a lower 

opportunity cost than can other regions. Therefore, the region becomes more competitive 

http://en.wikipedia.org/wiki/Income_distribution
http://en.wikipedia.org/wiki/Efficient
http://en.wikipedia.org/wiki/Comparative_advantage
http://en.wikipedia.org/wiki/Opportunity_cost


 134 

on the world market, which means that it can attract more consumers since they are able 

to buy more of the products offered for the same amount of money. 

Increases in agricultural productivity lead also to agricultural growth and can help to 

alleviate poverty in poor and developing countries, where agriculture often employs the 

greatest portion of the population. As farms become more productive, the wages earned 

by those who work in agriculture increase. At the same time, food prices decrease and 

food supplies become more stable. Labourers therefore have more money to spend on 

food as well as other products. This also leads to agricultural growth. People see that 

there is a greater opportunity earn their living by farming and are attracted to agriculture 

either as owners of farms themselves or as labourers. 

However, it is not only the people employed in agriculture who benefit from increases in 

agricultural productivity. Those employed in other sectors also enjoy lower food prices 

and a more stable food supply. At the same time, they may see their wages rise as well.  

Agricultural productivity is becoming increasingly important as the world population 

continues to grow. India, one of the world's most populous countries, has taken steps in 

the past decades to increase its land productivity. Forty years ago, North India produced 

only wheat, but with the advent of the earlier maturing high-yielding wheats and rices, 

the wheat could be harvested in time to plant rice. This wheat/rice combination is now 

widely used throughout the Punjab, Haryana, and parts of Uttar Pradesh. The wheat yield 

of three tons and rice yield of two tons combine for five tons of grain per hectare, helping 

to feed India's 1.1 billion people.  

Agricultural productivity and sustainable development 

Increases in agricultural productivity are often linked with questions about sustainability 

and sustainable development. Changes in agricultural practices necessarily bring changes 

in demands on resources. This means that as regions implement measures to increase the 

productivity of their farm land, they must also find ways to ensure that future generations 

will also have the resources they will need to live and thrive. 

Productive farms 

Nevertheless, for many farmers (especially in non-industrial countries) agricultural 

productivity may mean much more. A productive farm is one that provides most of the 

resources necessary for the farmer's family to live, such as food, fuel, fiber, healing 

plants, etc. It is a farm which ensures food security as well as a way to sustain the well-

being of a community. This implies that a productive farm is also one which is able to 

ensure proper management of natural resources, such as biodiversity, soil, water, etc. For 

most farmers, a productive farm would also produce more goods than required for the 

community in order to allow trade. 

Diversity in agricultural production is one key to productivity, as it enables risk 

management and preserves potentials for adaptation and change. Monoculture is an 
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http://en.wikipedia.org/wiki/Hectare
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example of such a nondiverse production system. In a monocultural system a farmer may 

produce only crops, but no livestock, or only livestock and no crop. 

The benefits of raising livestock, among others, are that it provides multiple goods, such 

as food, wool, hides, and transportation. It also has an important value in term of social 

relationships (such as gifts in weddings). In case of famine, when crops are not sufficient 

to ensure food safety, livestock can be used as food. Livestock may also provide manure, 

which can be used to fertilize cultivated soils, which increases soil productivity. On the 

other hand, in an agricultural system based only on raising livestock, food has to be 

bought to other farmers, and wastes produced cannot be easily disposed of. 

Production has many functions, and diversity is the foundation of such production. To 

ignore the complex functions provided by a farm is thought by many to turn agricultural 

production into a commodity. 

1.3 NEW TECHNOLOGY AND SUSTAINABLE AGRICULTURE 

The basic technology of agricultural machines has changed little in the last century. 

Though modern harvesters and planters may do a better job or be slightly tweaked from 

their predecessors, the US$250,000 combine of today still cuts, threshes, and separates 

grain in essentially the same way it has always been done. However, technology is 

changing the way that humans operate the machines, as computer monitoring systems, 

GPS locators, and self-steer programs allow the most advanced tractors and implements 

to be more precise and less wasteful in the use of fuel, seed, or fertilizer. In the 

foreseeable future, some agricultural machines will be capable of driving themselves, 

using GPS maps and electronic sensors. Even more esoteric are the new areas of 

nanotechnology and genetic engineering, where submicroscopic devices and biological 

processes, respectively, are being used as machines to perform agricultural tasks in 

unusual new ways. 

It is estimated that at the turn of the 20th century, one farmer in the U.S. could feed 25 

people, where today, that ratio is 1:130 (in a modern grain farm, a single farmer can 

produce cereal to feed over a thousand people). With continuing advances in agricultural 

machinery, the role of the farmer will become increasingly specialized and rare. 

Modern technology has played a vital role in sustaining the agricultural development. 

Sustainable agriculture refers to the ability of a farm to produce food indefinitely, without 

causing severe or irreversible damage to ecosystem health. Two key issues are 

biophysical (the long-term effects of various practices on soil properties and processes 

essential for crop productivity) and socio-economic (the long-term ability of farmers to 

obtain inputs and manage resources such as labor). 

The physical aspects of sustainability are partly understood. Practices that can cause 

long-term damage to soil include excessive tillage (leading to erosion) and irrigation 

without adequate drainage (leading to salinization). Long-term experiments have 
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provided some of the best data on how various practices affect soil properties essential to 

sustainability. 

Although air and sunlight are available everywhere on Earth, crops also depend on soil 

nutrients and the availability of water. When farmers grow and harvest crops, they 

remove some of these nutrients from the soil. Without replenishment, land suffers from 

nutrient depletion and becomes either unusable or suffers from reduced yields. 

Sustainable agriculture depends on replenishing the soil while minimizing the use of non-

renewable resources, such as natural gas (used in converting atmospheric nitrogen into 

synthetic fertilizer), or mineral ores (e.g., phosphate). Possible sources of nitrogen that 

would, in principle, be available indefinitely, include: 

1. recycling crop waste and livestock or human manure 

2. growing legume crops and forages such as peanuts or alfalfa that form symbioses 

with nitrogen-fixing bacteria called rhizobia 

3. industrial production of nitrogen by the Haber Process uses hydrogen, which is 

currently derived from natural gas, (but this hydrogen could instead be made by 

electrolysis of water using electricity (perhaps from solar cells or windmills)) or 

4. Genetically engineering (non-legume) crops to form nitrogen-fixing symbioses or 

fix nitrogen without microbial symbionts. 

The last option was proposed in the 1970s, but would be well beyond the capability of 

early 21st century technology, even if various concerns about biotechnology were 

addressed. Sustainable options for replacing other nutrient inputs (phosphorus, potassium, 

etc.) are more limited. An often overlooked option is landraces that are adapted to less 

than ideal conditions such as drought or lack of nutrients. 

In some areas, sufficient rainfall is available for crop growth, but many other areas 

require irrigation. For irrigation systems to be sustainable they require proper 

management (to avoid salinisation) and musn't use more water from their source than is 

naturally replenished, otherwise the water source becomes, in effect, a non-renewable 

resource. Improvements in water well drilling technology and the development of 

submersible pumps have made it possible for large crops to be regularly grown where 

reliance on rainfall alone previously made this level of success unpredictable. However, 

this progress has come at a price, in that in many areas where this has occurred, such as 

the Ogallala Aquifer, the water is being used at a greater rate than its rate of recharge. 

Socioeconomic aspects of sustainability are also partly understood. Regarding less 

concentrated farming, the best known analysis is Netting's study on smallholder systems 

through history. 

Sustainable agriculture was also addressed by the 1990 farm bill  

It was defined as follows: 
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Stated by: ―the term sustainable agriculture means an integrated system of plant and 

animal production practices having a site-specific application that will, over the long 

term: 

 satisfy human food and fiber needs 

 enhance environmental quality and the natural resource base upon which the 

agricultural economy depends 

 make the most efficient use of nonrenewable resources and on-farm resources and 

integrate, where appropriate, natural biological cycles and controls 

 sustain the economic viability of farm operations 

 Enhance the quality of life for farmers and society as a whole.‖  

Given the finite supply of natural resources at any specific cost and location, agriculture 

that is inefficient or damaging to needed resources may eventually exhaust the available 

resources or the ability to afford and acquire them. It may also generate negative 

externality, such as pollution as well as financial and production costs. 

The way that crops are sold must be accounted for in the sustainability equation. Food 

sold locally requires little additional energy, aside from that necessary for cultivation, 

harvest, and transportation (including consumers). Food sold at a remote location, 

whether at a farmers' market or the supermarket, incurs a different set of energy cost for 

materials, labour, and transport. 

The most important factors for an individual site are sun, air, soil and water. Of the four, 

water and soil quality and quantity are most amenable to human intervention through 

time and labor. 

What grows and how and where it is grown are a matter of choice. Two of the many 

possible practices of sustainable agriculture are crop rotation and soil amendment, both 

designed to ensure that crops being cultivated can obtain the necessary nutrients for 

healthy growth. 

Methods 

Many scientists, farmers, and businesses have debated how to make agriculture 

sustainable. One of the many practices includes growing a diverse number of perennial 

crops in a single field, each of which would grow in separate season so as not to compete 

with each other for natural resources. This system would result in increased resistance to 

diseases and decreased effects of erosion and loss of nutrients in soil. Nitrogen fixation 

from legumes, for example, used in conjunction with plants that rely on nitrate from soil 

for growth, helps to allow the land to be reused annually. Legumes will grow for a season 

and replenish the soil with ammonium and nitrate, and the next season other plants can be 

seeded and grown in the field in preparation for harvest. 

Monoculture, a method of growing only one crop at a time in a given field, is a very 

widespread practice, but there are questions about its sustainability, especially if the same 
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crop is grown every year. Growing a mixture of crops (polyculture) sometimes reduces 

disease or pest problems but polyculture has rarely, if ever, been compared to the more 

widespread practice of growing different crops in successive years (crop rotation) with 

the same overall crop diversity. Cropping systems that include a variety of crops 

(polyculture and/or rotation) may also replenish nitrogen (if legumes are included) and 

may also use resources such as sunlight, water, or nutrients more efficiently (Field Crops 

Res. 34:239). 

Replacing a natural ecosystem with a few specifically chosen plant varieties reduces the 

genetic diversity found in wildlife and makes the organisms susceptible to widespread 

disease. The Great Irish Famine (1845-1849) is a well-known example of the dangers of 

monoculture. In practice, there is no single approach to sustainable agriculture, as the 

precise goals and methods must be adapted to each individual case. There may be some 

techniques of farming that are inherently in conflict with the concept of sustainability, but 

there is widespread misunderstanding on impacts of some practices. For example, the 

slash-and-burn techniques that are the characteristic feature of shifting cultivators are 

often cited as inherently destructive, yet slash-and-burn cultivation has been practiced in 

the Amazon for at least 6000 years
[7]

; serious deforestation did not begin until the 1970s, 

largely as the result of Brazilian government programs and policies. To note that it may 

not have been slash-and-burn so much as slash-and-char, which with the addition of 

organic matter produces terra preta, one of the richest soils on Earth and the only one that 

regenerates itself. 

There are also many ways to practice sustainable animal husbandry. Some of the key 

tools to grazing management include fencing off the grazing area into smaller areas 

called paddocks, lowering stock density, and moving the stock between paddocks 

frequently.  

Several attempts have been made to produce an artificial meat, using isolated tissues to 

produce it in vitro; Jason Matheny's work on this topic, whichin the New Harvest project, 

is one of the most commented.  

Soil Treatment 

Soil steaming can be used as an ecological alternative to chemicals for soil sterilization. 

Different methods are available to induce steam into the soil in order to kill pest and 

increase soil health. 

Off-farm impacts 

A farm that is able to "produce perpetually", yet has negative effects on environmental 

quality elsewhere is not sustainable agriculture. An example of a case in which a global 

view may be warranted is over-application of synthetic fertilizer or animal manures, 

which can improve productivity of a farm but can pollute nearby rivers and coastal waters 

(eutrophication). The other extreme can also be undesirable, as the problem of low crop 
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yields due to exhaustion of nutrients in the soil has been related to rainforest destruction, 

as in the case of slash and burn farming for livestock feed. 

Sustainability affects overall production, which must increase to meet the increasing food 

and fiber requirements as the world's human population expands to a projected 9.3 billion 

people by 2050. Increased production may come from creating new farmland, which may 

ameliorate carbon dioxide emissions if done through reclamation of desert as in Israel, or 

may worsen emissions if done through slash and burn farming, as in Brazil. Additionally, 

Genetically modified organism crops show promise for radically increasing crop yields, 

although many people and governments are apprehensive of this new farming method. 

Some advocates of sustainable agriculture favour organic farming as the only system 

which can be sustained over the long-term. However, organic production methods, 

especially in transition, yield less than their conventional counterparts and raise the same 

problems of sustaining populations globally While evidence supports organic farming 

during periods of drought, these figures must be interpreted with care, and modern food 

storage technology reduces risks associated with transient droughts. If periods of 

prolonged drought occur due to global warming, organic production methods can be 

considered as a way to adapt to a changing climate. 

Urban planning 

There has been considerable debate about which form of human residential habitat may 

be a better social form for sustainable agriculture. 

Many environmentalists advocate urban developments with high population density as a 

way of preserving agricultural land and maximizing energy efficiency. However, others 

have theorized that sustainable ecocities, or ecovillages which combine habitation and 

farming with close proximity between producers and consumers, may provide greater 

sustainability 

The use of available city space (e.g., rooftop gardens, community gardens, garden 

sharing, and other forms of urban agriculture) for cooperative food production is another 

way to achieve greater sustainability 

One of the latest ideas in achieving sustainable agricultural involves shifting the 

production of food plants from major factory farming operations to large, urban, technical 

facilities called vertical farms. The advantages of vertical farming include year-round 

production, isolation from pests and diseases, controllable resource recycling, and on-site 

production that reduces transportation costs. While a vertical farm has yet to become a 

reality, the idea is gaining momentum among those who believe that current sustainable 

farming methods will be insufficient to provide for a growing global population. For 

vertical farming to become a reality, billions of dollars in tax credits and subsidies will 

need to be made available to the operation. It may be difficult to justify spending billions 

of dollars on a vertical farm that will only feed 50,000 people when agriculture land 

remains abundant. 
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Where have we reached? 

 

a) The growth rate has been 3.1, 2.5 and 2.7% per annum during 1951-52 to 1964-65 

(pre green revolution); 1969-70 to 1987-88 (post green revolution) and 1951-52 - 

1987-88 (almost whole period after independence in 1947).  The growth in pre-

sixties was contributed mainly by bringing new area under cultivation either by 

cutting forests or previously fallow land. In post sixties, yield increased entirely 

because of increase in the productivity. 

 

b) While the jump from 74.2 million tonnes in 1966-67 (a drought year) to 94.0 

million tonnes in 1967-68 after introduction of new technology was indeed very 

dramatic given the fact that post war economy (wars of 1962 and 1965) was quite 

sluggish as far as public investments were concerned. However, we had reached a 

figure of 82.3 million tonnes way back in 1960-61 when monsoon was good.  

Also, the production level hovered around 100 million tonnes till 1975.  It came 

down to 97 million ton in a year of severe drought in 1972-73 and to 99.8 million 

ton in another drought year 1974-75. 

 

c) The jump of 20 million tonnes in 1975-76, 1982-83 and 1988-89 to take the 

production levels to 170 million tonnes has been contributed by good monsoon 

but also better distribution of inputs, improved irrigation infrastructure, 

technological upgradation, and resurgence of productive potential in Eastern 

India. 

 

d) Per capita availability of food grains and pulses has remained around 441 grams 

per day. It was as high as 480 gms in 1965.  Population growth rate has kept a 

pace with the food production. 

 

e) Per capita income of rural producers (1966-77 to 1978-79) has ranged from Rs. 

1,627/- Rs, 1,270/- in Punjab and Haryana to Rs. 395/- in Bihar. It ranged from 

Rs. 600 to 750 in 6 states and Rs. 490 to 600 in 12 states. 

 

f) The growth rate of wheat has been 5.1 per cent per annum between 1969 and 70 

to 1987-88 and has been higher or at same level for several other cash crops and 

vegetables like potato. The oilseeds have a growth rate around 3.7 per cent, rice 

2.4 per cent, pulses around 1 per cent, jowar 0.3 per cent and Bajra negative.  

Thus the green revolution has escaped the rainfed crops affecting the poorest 

people so far. 

 

g) Input productivity has been declining at an alarming pace. With 1970-71 as base 

of 100, the index has come down to less than 60 in 1987-88.  Fertilizer 

consumption has increased by about 387 per cent during 1970-71 to 1988-89, 

gross irrigated area has increased by about 30 per cent, power consumption by 88 

per cent, pesticides by about 323 per cent during the same period. 

 The food production increased by only 57 per cent. 
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 The non-sustainable nature of the green revolution doesn‘t need a more telling 

testimony. 

 

h) Despite increasing production in recent years, government has found it difficult to 

fulfill its procurement current targets to meet obligations of food stock for 

national security and public distribution system. The larger irrigated land holders 

have increased their capacity to stock grains. 

 

i) The expenditure on drought relief has continuously increased being more than Rs. 

2000 crores during 1987. If the bank loans waived or to be waived may be added 

to it, it may increase by another couple of thousand crores. 

 

j) The rain fed crops like oilseeds and pulses have been pushed over to more and 

more marginal lands making technological change in them all the more difficult. 

 

k) Most of the millet, pulse and rain fed oilseed growers being scattered, vulnerable 

to seasonal fluctuations and living in the regions with low population density have 

poor access to formal delivery systems for meeting various minimum needs. The 

market forces are also quite weak. 

 

l) Emigration of poor people from drought and flood prone regions and hill areas to 

cities adds to the problem of urban poverty.  This also robs the disadvantaged 

regions of many able men and women who could have taken some risk to 

undertake technological transformation. This is in addition to the misery that 

children and other family members of these migrants have to suffer. 

 

m) The proportion of women headed or managed households, is quite large in these 

regions.  Given conspicuous neglect of women clients by public agencies, poor 

infrastructure becomes poorer for these families. 

 

 

1.4 GLOBALIZATION AND AGRICULTURAL GROWTH 
 

Whether particular countries, regions within countries and particular societies gain or lose 

in the process of globalization depends on where they are in the process of agricultural 

transformation and the extent to which they can adjust. Consider three categories of 

countries: 

i) Those at the low end of the agricultural transformation process; 

ii) Those in the process of agricultural modernization; and 

iii) Those at high end of the transformation process. 

 

Countries in this category are invariably low income, least developed countries, a vast 

majority of them are in Sub-Saharan Africa. Most of them are in the bottom half of the 

UNDP‘s Human Development Index. They face low prospects for meeting the 

Millennium Development Goals of hunger and poverty reduction. These countries 

essentially lose out in the process of globalization because their low productivity 



 142 

agricultural systems are uncompetitive in an increasingly integrated global food market. 

While some may benefit from exports to niche markets, the volumes tend to be small and 

variable and the long term prospects are for increasingly negative terms of trade in the 

primary food staples (FAO, 2004b). The prospects for ―getting agriculture moving‖ are 

limited by perennial obstacles such as low demand conditions, unfavorable agro-climatic 

environments and poor institutions. 

 

Moreover a history of urban bias in macroeconomic policies and public good investments 

tends to dampen incentives for enhancing agricultural productivity growth. Structural 

adjustment policies of the late 1980s and 1990s have to some extent corrected the 

macroeconomic disincentives, including over valued exchange rates, however, the bias 

against the rural sector created by a historical discrimination in public good investments 

has generally not been corrected. The easy availability of lower priced food on the global 

market makes it unlikely that massive rural investments will be forthcoming, especially 

where urban centers are located on the coast. Countries in this category have successfully 

used agriculture as an engine of overall growth and are experiencing a steady decline in 

the share of agriculture in GDP and the share of agriculture in total labor force. Rapidly 

growing Asian and Latin American economies, mostly in the middle income level, are 

examples of countries that fall into this category. 

 

Small farm led staple food productivity growth, such as for rice and wheat, drove the 

process of agricultural transformation. Rising productivity in the agricultural sector has 

also stimulated growth in the non-agricultural sectors through forward and backward 

linkages. This category of countries witness widespread impacts of globalization, both 

positive and negative. Past investments in rural infrastructure, productivity enhancing 

technologies, as well as market institutions, make these societies more responsive to 

global market signals. 

 

Globalization and trade integration lead to both an improvement in the competitiveness of 

the staple food sector as well as a move towards diversification out of staples. Reducing 

unit production cost through efficiency improvements is the primary means by which the 

staple food systems sustain their competitiveness. For instance, the switch to 

conservation tillage reduced production costs by as much as 30% per ton of wheat and 

soybean in Argentina and Brazil (Ekboir 2003). At the same time, the staple food sector 

is re-orientated towards supplying the diversified urban diets and towards high value 

exports. The returns to diversification are, however, conditional on investments in post 

harvest technologies for processing, quality and food safety. The benefits from a global 

orientation of the agricultural sector can be pro-poor where the production and post-

harvest activities continue to be labor intensive. 

 

On the negative side, it ought to be noted that there can be significant inter-regional 

differences, even within countries well on the path towards agricultural transformation, in 

terms of agricultural productivity and responsiveness to urban and global market signals. 

Eastern India, Western China, and Northeast Brazil are examples of regions that get left 

behind even as these countries are making rapid economic progress. Relatively higher 

levels of poverty and food insecurity persist in these regions. As discussed earlier, 
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marginal production environments face declining competitiveness. Migration to urban 

areas or to regions of higher agricultural productivity (such as the Indian Punjab) is one 

of the few viable options for small farm and landless labour populations in these areas. 

The prospects for smallholders depend on the extent to which staple food production can 

remain competitive and the extent to which they can participate in the market for high 

value products. Small holders, even in high potential environments, may lose out in the 

process of integration into the supply chains for high value products that serve domestic 

or export markets. 

 

Small farmers find an increasingly skewed structure in the food system, facing on the one 

hand a small and reducing number of large food companies and food retailers. On the 

other hand, at the point of input supply to farmers, large chemical and seed companies are 

creating patented input supply systems controlled by a small number of companies (e.g. 

Monsanto and Dekalb Genetics Corporation/Delta & Pine Land, DuPont and Pioneer 

HiBred) (Napier, 2001). Facing this structure, small agricultural producers will find it 

increasingly difficult to negotiate favorable terms of the contract. Thus, entering the food 

system on a competitive basis is problematic for small farmers because of physical 

investments needed to enter but also because of the transactions costs associated with the 

new agricultural market (Pingali et al., 2006). The increasing disconnects between the 

modern food system and the established social networks and traditional institutions tend 

to aggravate the costs of market participation. Farmers will not enter markets when the 

value of participating is outweighed by the costs of undertaking the transaction (Sadoulet 

and de Janvry, 1995). These are mainly high income countries with relatively small rural 

populations. Their agriculture sectors are highly commercialized, vertically integrated 

and globalized. For these countries the big challenge will be to create new opportunities 

for rural incomes while liberalizing trade. In this context the non-commodity roles of 

agriculture, such as biodiversity conservation, agro-tourism, carbon sequestration, 

provide opportunities for the emergence of markets. Preserving rural societies and 

landscapes becomes important not only for political and nostalgic reasons, but also as a 

matter of economics. This could become an increasingly important trend in middle 

income countries as they reach the end of the transformation process. Public policy needs 

to create an enabling environment for the emergence of markets for environmental 

services. Direct public support for sustaining the non-commodity roles of agriculture 

would only be necessary under market failure conditions. Fortunately the OECD 

countries have the income to pay for this support, if necessary. Designing food and 

agriculture policy is substantially more complex in a globalized world than it was in a 

world of relatively closed food economies. While, chronic hunger and poverty continue 

to be daunting problems in much of the developing world, globalization brings about new 

policy challenges both for countries well into the process of agricultural transformation 

and for countries at the low end of the transformation process. The traditional policy 

agenda for promoting agricultural growth and economic development needs to be 

redesigned and adapted to the new realities of an increasingly inter-connected global 

economy. 
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1.5 INDUSTRIALIZATION AND DEVELOPING NATIONS 

Industrialization is the process of social and economic change whereby a human group is 

transformed from a pre-industrial society into an industrial one. It is a part of a wider 

modernization process, where social change and economic development are closely 

related with technological innovation, particularly with the development of large-scale 

energy and metallurgy production. It is the extensive organization of an economy for the 

purpose of manufacturing. Industrialization also introduces a form of philosophical 

change, where people obtain a different attitude towards their perception of nature. 

There is considerable literature on the factors facilitating industrial modernization and 

enterprise development. Key positive factors identified by researchers have ranged from 

favorable political-legal environments for industry and commerce, through abundant 

natural resources of various kinds, to plentiful supplies of relatively low-cost, skilled and 

adaptable labor. 

One survey of countries in Africa, Asia, the Middle East, and Latin America and the 

Caribbean in the late 20th century found that high levels of structural differentiation, 

functional specialization, and autonomy of economic systems from government were 

likely to contribute greatly to industrial-commercial growth and prosperity. Amongst 

other things, relatively open trading systems with zero or low duties on goods imports 

tended to stimulate industrial cost-efficiency and innovation across the board. Free and 

flexible labor and other markets also helped raise general business-economic 

performance levels, as did rapid popular learning capabilities. Positive work ethics in 

populations at large combined with skills in quickly utilizing new technologies and 

scientific discoveries were likely to boost production and income levels – and as the latter 

rose, markets for consumer goods and services of all kinds tended to expand and provide 

a further stimulus to industrial investment and economic growth. By the end of the 

century, East Asia was one of the most economically successful regions of the world – 

with free market countries such as Hong Kong being widely seen as models for other, 

less developed countries around the world to emulate. The first known state to 

industrialize was Great Britain. 

The Continuing Industrial Revolution 
 

The experience of some of the world's oldest and largest industrial economies 

demonstrates the stages of industrialization. In the pre-industrial economies of the 

United Kingdom and the countries of Northern Europe, most activity was directed 

towards commerce, concentrating on trading with countries in their empires. Some 

people still lived at a subsistence level, concentrating on the production of food. 

Technology was comparatively primitive, and any crafting of wood and metal goods 

was generally done to support farming, trade, or to provide hardware for everyday 

use. Long-distance transportation of goods was rare. Market towns acted as trading 

centres for the exchange of foodstuffs and other local products. Natural events, such 

as crop failures induced by weather or disease, could easily upset the pattern of 
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economic activity. The opportunity to accumulate capital to fund economic growth 

and generate more wealth was limited.  

 

By the middle of the 18th century, the Industrial Revolution was under way. This 

began in the United Kingdom, but followed soon after in other countries of northern 

Europe and, from the 1790s, in the United States. The process of industrialization 

gathered pace with every decade that passed. Although a significant amount of 

manufacturing took place in rural areas, many industries located in the emerging 

cities. People were attracted to these centres by the lure of work, and the processes of 

urbanization and industrialization became intimately linked. In 1800, only 25 per 

cent of Britain's population lived in cities or towns; by 1881 it was 80 per cent. The 

production of cotton goods destined for markets in India and South America led the 

way in the UK. This was followed on a larger scale by coal and iron and steel at the 

end of the century. One industry supported another. Coal was needed to make iron 

and steel to build ships and railways, which in turn required coal as fuel. As heavy 

industry thrived and manufacturing and transport technologies improved, industrial 

regions developed in the north of England; the Ruhr Valley in Germany, northeast 

France, and the Meuse Valley of Belgium. 

 

Large-scale industrialization in the US was based largely on the European model. By 

the end of the 19th century, the United States had surpassed the UK in the production 

of iron and steel. The abundance of raw materials, a rapidly growing population, and 

the adoption of innovations such as the telegraph, the telephone, the electric light, 

and the refrigerator, along with petroleum products, provided the basis for a boom in 

manufacturing. Industry spread from its original centre in the northeast of the 

country towards the Great Lakes and the Ohio Valley creating a powerful and 

prosperous manufacturing belt stretching from the East Coast to the Midwest. 

 

The main contribution to world manufacturing made by the US in the late 19th and 

early 20th centuries was the increase in the scale of production. Beginning in 1913, 

Henry Ford pioneered mass-production methods in his vehicle plants. The analysis 

of production into its component tasks, which were then performed in order on a 

production line, allowed higher wages to be paid while reducing operating costs. 

From this time until the 1960s, the US excelled in the techniques of mass production 

and led the world in productivity. In recent years, however, the "Fordist" approach 

has become discredited for its lack of flexibility and for diminishing the skills of the 

labour force. It has been replaced by more flexible and responsive systems of 

production, especially within Japanese companies. 

 

Since the end of World War II, the relative significance of manufacturing in the 

economies of Europe and the US has declined, and its importance in the economies 

of East Asia has risen. Japanese manufacturing, in particular, had a worldwide 

impact in a very short time, and other Asian economies have followed Japan's lead. 

The renewal of its industrial plants after World War II gave Japan the advantage of 

modern production facilities. Since the mid-1950s, Japanese industrial output has 

grown at an annual rate of at least 6 per cent, and the country is now a world leader 
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in shipbuilding as well as one of the principal producers of electronic components 

and appliances, scientific equipment, motor vehicles, steel, chemicals, and synthetic 

fibres. 

 

Japan's manufactured goods are noted for their high quality, which is due to the use 

of advanced technology in the production process. Increasingly, Japanese-designed 

products are being made at different locations around the world. In the UK, the 

number of Japanese-owned factories rose from just one in 1972 to approximately 

220 by 1991. Japanese car manufacturers have increased their production capacity in 

the UK and the US and have succeeded in their attempt to gain a greater market 

share while avoiding import limits and penalties. This strategy depends on building 

modern manufacturing plants and agreeing to use local raw materials and labour. 

Although 75 per cent of world production is concentrated in the US, western Europe, 

and Japan, other countries are emerging as manufacturing centres. Some are newly 

industrialized countries (NICs) that emphasise exports because of small internal 

markets. Others are actively industrializing, developing industrial capacity in 

response to the needs of a large and growing internal market. The leaders of the 

NICs are Taiwan, South Korea, Hong Kong, and Singapore, which manufacture and 

export textiles, clothing, and electronic consumer products such as computers, 

microwave ovens, and televisions. Known collectively as the Four Tigers or Four 

Dragons, these countries have experienced overall economic growth at an average 

annual rate of 10 per cent over the last 25 years. Their output of manufactured 

products rose by 28 per cent in this same period. The high level of export has 

dramatically influenced world manufacturing and trade patterns. About three-

quarters of these exports are now purchased in the US and western Europe, whose 

own industries have contracted as a result. 

 

In the future, industrialization is likely to increase most in the countries that are 

regarded as economically less developed (ELDCs), such as Brazil, China, and India. 

These countries have large internal markets and a growing middle class, amongst 

which the demand for consumer goods is rising. At the same time, they are seeking 

to emulate the Tiger economies by exporting manufactured products to the 

developed countries of the world, where the importance of manufacturing is 

declining. 

 

The Brazilian economy is now the eighth largest in the world, and much of its 

growth has been due to industrialization. In the mid-1960s, primary products 

accounted for 80 per cent of Brazil's exports, with coffee worth about half of the total 

value. By 1989, manufactured goods accounted for 72 per cent of exports, and coffee 

had dropped to only 4 per cent of the total. Several measures reflect the rapid change. 

Of the economically active population, 13 per cent worked in industry in 1960, 18 

per cent in 1970, and 23 per cent by 1990. The percentage of gross domestic product 

(GDP) accounted for by industry rose from 25 to 34 per cent between 1960 and 

1994. Brazil has traditionally sent its products to markets in the US and the countries 

of the European Union (EU), but in the last 20 years, it has aggressively sought to 

increase exports to Japan and the oil-rich countries of Middle East. 
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China is another emerging industrial power determined to strengthen its 

manufacturing base both by supplying its huge domestic market and by sending its 

products abroad. Industrial output increased by 12 per cent each year between 1980 

and 1990. The production of consumer goods accounted for half of the total, largely 

to satisfy the internal demand for televisions, washing machines, and refrigerators. 

China's approach has been to set up Special Economic Zones (SEZs), especially 

along the coast, where cities such as Shanghai are encouraged to trade with the 

outside world. Economic growth has been unprecedented, although it remains 

concentrated in small pockets. Nevertheless, plans are afoot to establish SEZs across 

the country. Another indicator of China's explosive growth is the extent to which 

foreign firms are being invited to locate in the country. In regaining control over 

Hong Kong in 1997, China has acquired a ready-made Tiger economy. So far we 

have divided the nations on the basis of pattern of development in these nations. 

Following categorization will help us to know the real picture. 

The Third World 

A similar state-led developing programme was pursued in virtually all the Third World 

countries during the Cold War, including the socialist ones, but especially in Sub-Saharan 

Africa after the decolonisation period. The primary scope of those projects was to achieve 

self-sufficiency through the local production of previously imported goods, the 

mechanisation of agriculture and the spread of education and health care. However, all 

those experiences failed bitterly due to a lack of realism: most countries didn't have a pre-

industrial bourgeoisie able to carry on a capitalistic development or even a stable and 

peaceful state. Those aborted experiences left huge debts toward western countries and 

fueled public corruption. 

Petrol producing countries  

Oil-rich countries saw similar failures in their economic choices. An EIA report stated 

that OPEC member nations were projected to earn a net amount of $1.251 trillion in 2008 

from their oil exports. Because oil is both important and expensive, regions that had big 

reserves of oil had huge liquidity incomes. However, this was rarely followed by 

economic development. Experience shows that local elites were unable to re-invest the 

petrodollars obtained through oil export, and currency is wasted in luxury goods. This is 

particularly evident in the Persian Gulf states, where the per capita income is comparable 

to those of western nations, but where no industrialisation has started. Apart from two 

little countries (Bahrain and the United Arab Emirates), Arab states have not diversified 

their economies, and no replacement for the upcoming end of oil reserves is envisaged. 

Industrialization in Asia 

Apart from Japan, where industrialization began in the late 19th century, a different 

pattern of industrialization followed in East Asia. One of the fastest rates of 

industrialization occurred in the late 20th century across four countries known as the 
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Asian tigers thanks to the existence of stable governments and well structured societies, 

strategic locations, heavy foreign investments, a low cost skilled and motivated 

workforce, a competitive exchange rate, and low custom duties. In the case of South 

Korea, the largest of the four Asian tigers, a very fast paced industrialisation took place 

as it quickly moved away from the manufacturing of value added goods in the 1950s and 

60s into the more advanced steel, shipbuilding and automobile industry in the 1970s and 

80s, focusing on the high-tech and service industry in the 1990s and 2000s. As a result, 

South Korea became a major global economic power today and is one of the wealthiest 

countries in Asia. 

This starting model was afterwards successfully copied in other larger Eastern and 

Southern Asian countries, including communist ones. The success of this phenomenon 

led to a huge wave of offshoring – i.e., Western factories or tertiary corporations 

choosing to move their activities to countries where the workforce was less expensive 

and less collectively organised. 

China and India, while roughly following this development pattern, made adaptations in 

line with their own histories and cultures, their major size and importance in the world, 

and the geo-political ambitions of their governments (etc.). 

Currently, China's government is actively investing in expanding its own infrastructures 

and securing the required energy and raw materials supply channels, is supporting its 

exports by financing the United States balance payment deficit through the purchase of 

US treasury bonds, and is strengthening its military in order to endorse a major 

geopolitical role. 

Meanwhile, India's government is investing in specific vanguard economic sectors such 

as bioengineering, nuclear technology, pharmaceutics, informatics, and technologically-

oriented higher education, openly overpassing its needs, with the goal of creating several 

specialisation poles able to conquer foreign markets. 

Both Chinese and Indian corporations have also started to make huge investments in 

Third World countries, making them significant players in today's world economy. 

Newly industrialized countries 

In recent decades, a few countries in Latin America, Asia, and Africa, such as Turkey, 

South Africa, Malaysia, and Mexico have experienced substantial industrial growth, 

fueled by exportations going to countries that have bigger economies: the United States, 

Japan, China, and the EU. They are sometimes called newly-industrialized countries. 

Despite this trend being artificially influenced by the oil price increases since 2003, the 

phenomenon is not entirely new nor totally speculative (for instance see: Maquiladora). 

Most analysts conclude in the next few decades the whole world will experience 

industrialization, and international inequality will be replaced with worldwide social 

inequality. 
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1.6 TERMS OF TRADE BETWEEN AGRICULTURE AND 

INDUSTRY 
 

The agriculture-industry terms of trade question has been extensively studied in both the 

academic and policy making circles in India. The issues emerging out of this literature 

can be classified into two categories. While one set deals with the methodological and 

data related aspects associated with the empirical estimation of terms of trade (hereafter 

TOT), the other set analyzes the variable in relation to specific policy considerations. 

Thamarajakshi [1969] pioneered the act of systematically estimating the TOT for 

aggregate agricultural sector in India by identifying commodities that are actually traded 

by the sector, and using their share as weights to define the composite price index of 

prices received and prices paid by agriculture. Experts have also generated some amount 

of doubt on the direction of Indian agricultural TOT movement for the period between 

mid-60's to mid-70. It may further be noted that since agricultural TOT is often used to 

charter policies in India, the Government of India provides two different series that are 

individually estimated by the Commission for Agricultural Costs and Prices (CACP), and 

Directorate of Economics and Statistics (DES). In recent times, there appears to be some 

inter-departmental squabbles within the Ministry of Agriculture with regard to the 

methodology followed to construct agricultural TOT indices, thereby replicating the 

academic debates 

 

Supply and Demand Linkages with Industrial Growth: 

 

Chakravarty [1974] made one of the early observations on the broader policy 

implications of agricultural TOT. He examined the wage goods constraint on Indian 

industries, based on the linkage through food grain supply, as proposed by Lewis 

[1954].5 He postulated that beginning from 1964/65, a favorable agricultural NBTOT 

was instrumental in squeezing the profit margins of the industrial sector through an 

increase in the product wage rate. The higher level of relative food price was also held 

responsible for a decline in the domestic savings rate of the economy. He showed that 

while a rise in agricultural NBTOT affected the rural household saving favorably, the 

same did not happen for the corporate or public sector savings in India.  

 

The Terms of Trade Measure 

 
The barter TOT has been widely used to examine the changes in relative price between 

two competing sectors. Various indices of TOT, which were originally discussed in the 

context of international trade between the developed and less developed regions, can be 

found in Kindleberger [1956]. A TOT index generally referring to NBTOT is defined by: 
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The two composite price indices are defined in such a way as to represent the aggregate 

price movements of exportable and importable commodities, which requires the 

respective commodity weights to be assigned on the basis of items actually traded by a 

given nation. The other index that evaluates the quantum of tradable referred as the gross 

barter TOT (GBTOT) is defined by: 

 

 
 

where, QX and QM stand for quantities (or values) of exports and imports, respectively. 

Some other indices of TOT were also developed, e.g. income TOT (ITOT), single 

factorial TOT (SFTOT) and double factorial TOT (DFTOT). The ITOT takes into 

account the effects of changes in prices of traded goods and the value of exports (or 

imports). That is, while Dorrance [1950] defined ITOT as the value index of exports 

divided by the price index of imports, viz. 

 

 
 

While the former determines the capacity to import (or purchasing power of exports), the 

latter indicates the required import bill (or value of required exports) in a nation's foreign 

trade. 

 

Activity 1 

 

1. Discuss the role of new technology in development of agriculture. How can the 

efficiency and productivity can be increased by using modern technology? 

2. Explain the impact of globalization on the growth of Indian agriculture. 

3. What are the negative effects of industrialization on the development of growing 

nations? Give your views in special reference to third world countries. 

4. Write a short note on terms of trade between agriculture and industry. 

 

1.7 SUMMARY 

We had started this chapter with the discussion about productivity and efficiency in 

agriculture, which is very necessary to produce higher quality goods in a more efficient 

manner; it results in lower costs to consumers, and also to raise per capita incomes over 

time. The next concern was new technology and sustainable agriculture in which we 

discussed how new technology played a vital role in making the agriculture sector 

successful in different developed and developing nations. Further it has been proved that 

Globalization and trade integration lead to both an improvement in the competitiveness of 

the staple food sector as well as a move towards diversification out of staples. The 

patterns of industrialization were also explained in context of third world countries, petrol 

producing countries, Asian countries and newly industrialized countries. Finally a brief 

discussion on terms and trade between agriculture and industry was given. 
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UNIT 2 

INTERNATIONAL PATTERNS OF TRADE 
 

Objectives 

 

After reading this unit, you should be able to: 

 

 Understand  the concepts trade as the engine of growth  

 Know the pattern of labor market functioning in developing nations 

 Appreciate the relevance static and dynamic gains 

 Know the approaches to singer and prebisch thesis and Gunnar Mydral. 

 Identify the concepts export led growth  

 Have deep understanding of dual gap analysis 

 

Structure 

 

2.1 Introduction  

2.2 International trade – the engine of growth 

2.3 Labor market functioning in developing nations 

2.4 Static and dynamic gains from trade  

2.5 Singer Prebisch thesis and Mydral approach  

2.6 Export led growth  

2.7 Dual gap analysis 

2.8 Summary  

2.9 Further readings 

 

2.1 INTRODUCTION 
 

International trade is exchange of capital, goods, and services across international borders 

or territories. In most countries, it represents a significant share of gross domestic product 

(GDP). While international trade has been present throughout much of history, its 

economic, social, and political importance has been on the rise in recent centuries. 

Industrialization, advanced transportation, globalization, multinational corporations, and 

outsourcing are all having a major impact on the international trade system. Increasing 

international trade is crucial to the continuance of globalization. International trade is a 

major source of economic revenue for any nation that is considered a world power. 

Without international trade, nations would be limited to the goods and services produced 

within their own borders. International trade has played an important role in leveraging 

the growth of nations worldwide. Not only developed nations, but developing nations are 

also reaping the advantages brought by international trade. 
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2.2 INTERNATIONAL TRADE – THE ENGINE OF GROWTH 
 

The issues of international trade and economic growth have gained substantial 

importance with the introduction of trade liberalization policies in the developing nations 

across the world. International trade and its impact on economic growth crucially depend 

on globalization. As far as the impact of international trade on economic growth is 

concerned, the economists and policy makers of the developed and developing economies 

are divided into two separate groups.  

 

One group of economists is of the view that international trade has brought about 

unfavorable changes in the economic and financial scenarios of the developing countries. 

According to them, the gains from trade have gone mostly to the developed nations of the 

world. Liberalization of trade policies, reduction of tariffs and globalization have 

adversely affected the industrial setups of the less developed and developing economies. 

As an aftermath of liberalization, majority of the infant industries in these nations have 

closed their operations. Many other industries that used to operate under government 

protection found it very difficult to compete with their global counterparts.  

 

The other group of economists, which speaks in favor of globalization and international 

trade, come with a brighter view of the international trade and its impact on economic 

growth of the developing nations. According to them developing countries, which have 

followed trade liberalization policies, have experienced all the favorable effects of 

globalization and international trade. China and India are regarded as the trend-setters in 

this case.  

There is no denying that international trade is beneficial for the countries involved in 

trade, if practiced properly. International trade opens up the opportunities of global 

market to the entrepreneurs of the developing nations. International trade also makes the 

latest technology readily available to the businesses operating in these countries. It results 

in increased competition both in the domestic and global fronts. To compete with their 

global counterparts, the domestic entrepreneurs try to be more efficient and this in turn 

ensures efficient utilization of available resources. Open trade policies also bring in a host 

of related opportunities for the countries that are involved in international trade.  

 

However, even if we take the positive impacts of international trade, it is important to 

consider that international trade alone cannot bring about economic growth and 

prosperity in any country. There are many other factors like flexible trade policies, 

favorable macroeconomic scenario and political stability that need to be there to 

complement the gains from trade.  

 

There are examples of countries, which have failed to reap the benefits of international 

trade due to lack of appropriate policy measures. The economic stagnation in the Ivory 

Coast during the periods of 1980s and 1990s was mainly due to absence of commensurate 

macroeconomic stability that in turn prevented the positive effects of international trade 

to trickle down the different layers of society. However, instances like this cannot stand 

in the way of international trade activities that are practiced across the different nations of 

the world.  
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In conclusion it can be said that, international trade leads to economic growth provided 

the policy measures and economic infrastructure are accommodative enough to cope with 

the changes in social and financial scenario that result from it.  

 

Citing India and other emerging economies as success stories in attracting investments 

and achieving rapid industrialization through liberal policies, WTO Chief Pascal Lamy 

has asked major economic powers to use the Doha Round to boost confidence of world 

business. 

 

"At a time when clouds are darkening over the world economy, the Doha Round is the 

one global initiative that may boost confidence of world businesses, workers and 

consumers," Lamy said in his lecture on Global Economic Governance. 

 

He said the open policies have considerably changed the face of emerging economies, 

which need capital for growth and development programmes. 

 

"China, India, Mexico, Korea, Thailand, Indonesia, Argentina, South Africa and Chile... 

have done extremely well in a range of manufacturing sectors. Trade is one important 

factor for their rapid industrialization," Lamy said in the lecture posted on the WTO 

website. 

 

The Indian economy has grown by an average of 8.5 per cent for the past four years on 

the back of double digit growth in industrial production and a sharp rise in international 

trade, which is likely to touch 400 billion dollars this fiscal. He said the developing 

countries need capital, which they can attract as foreign investment, borrow or import 

through international trade. 

 

"The safest, cheapest and most sustainable way is to import it," the WTO chief said. 

Lamy said countries like India, China and Mexico have used the WTO as an anchor for 

their integration in the international division of labour. 

However, many of these countries also need to tackle supply-side bottlenecks, which 

limit their ability to effectively respond to international demand, Lamy said. "Lack of 

efficient logistics, poor public infrastructure and inefficient customs procedures hinder 

their competitiveness." 

 

Insufficient capacity to match public or private sanitary or phyto-sanitary standards or 

safety requirements can often limit export potential. Lamy has made several efforts with 

the help of key WTO members like India, Brazil, EU and the US to take the world trade 

talks out of troubled waters of farm subsidy and industrial tariff. 

He said since 1950, world trade has grown more than 20 fold and has expanded three 

times faster than the world output growth. International trade has been a great stabilizer 

for many countries, contributing to economic expansion even at times of slackening 

domestic demand. 
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Alluding to the loss of jobs in the developed countries, the WTO chief said there was 

general agreement among economists that it was not trade but productivity 

enhancements, arising from technology improvements, which were primarily responsible 

for the loss of manufacturing jobs. The opening of services markets to foreign providers 

has facilitated the movement of ideas and persons enabling students to gain an education 

abroad, while making travel safer and more affordable 
 

International trade has flourished over the years due to the many benefits it has offered to 

different countries across the globe. International trade is the exchange of services, 

goods, and capital among various countries and regions, without much hindrance. The 

international trade accounts for a good part of a country‘s gross domestic product. It is 

also one of important sources of revenue for a developing country.  

 

With the help of modern production techniques, highly advanced transportation systems, 

transnational corporations, outsourcing of manufacturing and services, and rapid 

industrialization, the international trade system is growing and spreading very fast.  

 

International trade among different countries is not a new a concept. History suggests that 

in the past there where several instances of international trade. Traders used to transport 

silk, and spices through the Silk Route in the 14th and 15th century. In the 1700s fast 

sailing ships called Clippers, with special crew, used to transport tea from China, and 

spices from Dutch East Indies to different European countries.  

 

The economic, political, and social significance of international trade has been theorized 

in the Industrial Age. The rise in the international trade is essential for the growth of 

globalization. The restrictions to international trade would limit the nations to the 

services and goods produced within its territories, and they would lose out on the 

valuable revenue from the global trade.  

 

The benefits of international trade have been the major drivers of growth for the last half 

of the 20th century. Nations with strong international trade have become prosperous and 

have the power to control the world economy. The global trade can become one of the 

major contributors to the reduction of poverty.  

 

David Ricardo, a classical economist, in his principle of comparative advantage 

explained how trade can benefit all parties such as individuals, companies, and countries 

involved in it, as long as goods are produced with different relative costs. The net 

benefits from such activity are called gains from trade. This is one of the most important 

concepts in international trade.  

 

Adam Smith, another classical economist, with the use of principle of absolute advantage 

demonstrated that a country could benefit from trade, if it has the least absolute cost of 

production of goods, i.e. per unit input yields a higher volume of output.  

 

According to the principle of comparative advantage, benefits of trade are dependent on 

the opportunity cost of production. The opportunity cost of production of goods is the 

amount of production of one good reduced, to increase production of another good by 
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one unit. A country with no absolute advantage in any product, i.e. the country is not the 

most competent producer for any goods, can still be benefited from focusing on export of 

goods for which it has the least opportunity cost of production.  

 

Benefits of International Trade can be reaped further, if there is a considerable decrease 

in barriers to trade in agriculture and manufactured goods.  

 

Some important benefits of International Trade  

 

   Enhances the domestic competitiveness  

   Takes advantage of international trade technology  

   Increase sales and profits  

   Extend sales potential of the existing products  

   Maintain cost competitiveness in your domestic market  

   Enhance potential for expansion of your business  

   Gains a global market share  

   Reduce dependence on existing markets  

   Stabilize seasonal market fluctuations  

 

Capitalist economic theory holds that a completely liberalized global market is the most 

efficient way to foster growth, because each country specializes in producing the goods 

and services in which it has a comparative advantage. Yet, in practice, cutting trade 

barriers and opening markets do not necessarily generate development. Rich countries 

and large corporations dominate the global marketplace and create very unequal relations 

of power and information. As a result, trade is inherently unequal and poor countries 

seldom experience rising well-being but increasing unemployment, poverty, and income 

inequality. 

 

An additional problem is that free trade is not equally free. Agricultural subsidies and 

other trade barriers in the US and the EU prevent poor countries from gaining access to 

the most important markets. Meanwhile, poor countries open up their own markets to US 

and EU exports. Critics of free trade point out that many of the world's richest countries 

sheltered their economies by protection when they were at the start of their own growth. 

Further, trade is so dominated by transnational corporations that new trade rules mainly 

benefit those companies. A number of NGOs have started to promote "fair trade," arguing 

that trade can promote development if it is environmentally sustainable and includes 

respect for human and labor rights.  

 

2.3 LABOR MARKET FUNCTIONING IN DEVELOPING NATIONS 

Labor economics seeks to understand the functioning and dynamics of the market for 

labor. Labor markets function through the interaction of workers and employers. Labor 

economics looks at the suppliers of labor services (workers), the demanders of labor 

services (employers), and attempts to understand the resulting pattern of wages, 

employment, and income. 
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In economics, labor (or labor) is a measure of the work done by human beings. It is 

conventionally contrasted with such other factors of production as land and capital. There 

are theories which have developed a concept called human capital (referring to the skills 

that workers possess, not necessarily their actual work), although there are also counter 

posing macro-economic system theories that think human capital is a contradiction in 

terms. 

The labor force is defined as the number of individuals age 16 and over, excluding those 

in the military, who are either employed or actively looking for work. The participation 

rate is the number of people in the labor force divided by the size of the adult civilian 

noninstitutional population (or by the population of working age that is not 

institutionalised). The nonlabour force includes those who are not looking for work, those 

who are institutionalised such as in prisons or psychiatric wards, stay-at home spouses, 

children, and those serving in the military. The unemployment level is defined as the 

labor force minus the number of people currently employed. The unemployment rate is 

defined as the level of unemployment divided by the labour force. The employment rate 

is defined as the number of people currently employed divided by the adult population (or 

by the population of working age). In these statistics, self-employed people are counted 

as employed. 

Variables like employment level, unemployment level, labour force, and unfilled 

vacancies are called stock variables because they measure a quantity at a point in time. 

They can be contrasted with flow variables which measure a quantity over a duration of 

time. Changes in the labor force are due to flow variables such as natural population 

growth, net immigration, new entrants, and retirements from the labour force. Changes in 

unemployment depend on: inflows made up of non-employed people starting to look for 

jobs and of employed people who lose their jobs and look for new ones; and outflows of 

people who find new employment and of people who stop looking for employment. 

When looking at the overall macro economy, several types of unemployment have been 

identified, including: 

 Frictional unemployment — This reflects the fact that it takes time for people to 

find and settle into new jobs. If 12 individuals each take one month before they 

start a new job, the aggregate unemployment statistics will record this as a single 

unemployed worker. Technological change often reduces frictional 

unemployment, for example: the internet made job searches cheaper and more 

comprehensive. 

 Structural unemployment — This reflects a mismatch between the skills and 

other attributes of the labour force and those demanded by employers. If 4 

workers each take six months off to re-train before they start a new job, the 

aggregate unemployment statistics will record this as two unemployed workers. 

Technological change often increases structural unemployment, for example: 

technological change might require workers to re-train. 

 Natural rate of unemployment — This is the summation of frictional and 

structural unemployment. It is the lowest rate of unemployment that a stable 

economy can expect to achieve, seeing as some frictional and structural 
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unemployment is inevitable. Economists do not agree on the natural rate, with 

estimates ranging from 1% to 5%, or on its meaning — some associate it with 

"non-accelerating inflation". The estimated rate varies from country to country 

and from time to time. 

 Demand deficient unemployment — In Keynesian economics, any level of 

unemployment beyond the natural rate is most likely due to insufficient demand 

in the overall economy. During a recession, aggregate expenditure is deficient 

causing the underutilisation of inputs (including labour). Aggregate expenditure 

(AE) can be increased, according to Keynes, by increasing consumption spending 

(C), increasing investment spending (I), increasing government spending (G), or 

increasing the net of exports minus imports (X−M). 

{AE = C + I + G + (X−M)} 

At present, we know relatively little about how different types of growth translate into 

labor market outcomes. We know even less about the effects of labor market institutions 

on aggregate productivity and sectoral structure in developing nations. Underemployment 

arises because of matching frictions in the formal sector labor market. In equilibrium, 

workers not employed in the formal sector can choose between self-employment in the 

informal sector, and working in the agricultural sector. The labor policies in developing 

nations should be sufficiently rich to incorporate not only different types of growth, but 

also important real-world aspects of developing country labor markets, including 

continual mobility between sectors, employment protection, recruitment costs, and 

inefficiency in the worker-job matching process and the overall allocation of labor. 

 

We can take the example of Mexico, a middle-income country often thought to be 

characterized by inefficient labor markets. Mexico‘s informal sector is often estimated to 

represent at least 30% of the urban workforce. This is consistent with the equilibrium of 

the calibrated model under plausible assumptions about structural parameters. But the 

country has overcome all its labor related problems by way of implementing most 

effective policies for labor management in Mexico. 

 

India is considered one of the best examples of growing nations. It is the developing 

country possesses a huge labor force. 

 

2.4 STATIC AND DYNAMIC GAINS FROM TRADE 

Gains trade in economics refers to net benefits to agents from voluntary trading with each 

other. It is commonly described as resulting from: 

 specialization in production from division of labor, economies of scale, and 

relative availability of factor resources and in types of output by farms, 

businesses, location, and economies  

 a resulting increase in total output possibilities  

 Trade through markets from sale of one type of output for other, more highly 

valued goods. 
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Market incentives, such as reflected in prices of outputs and inputs, are theorized to 

attract factors of production, including labor, into activities according to comparative 

advantage, that is, for which they each have a low opportunity cost. The factor owners 

then use their increased income from such specialization to buy more-valued goods of 

which they would otherwise be high-cost producers, hence their gains from trade. The 

concept may be applied to an entire economy for the alternatives of autarky (no trade) or 

trade. A measure of total gains from trade is the sum of consumer surplus and producer 

profits or, more roughly, the increased output from specialization in production with 

resulting trade.  Gains from trade may also refer to net benefits to a country from 

lowering barriers to trade such as tariffs on imports. 

From publication of Adam Smith's Wealth of Nations in 1776, it has been widely argued, 

that, with competition and absent market distortions, such gains are positive in moving 

toward free trade and away from autarky or prohibitively high import tariffs. Rigorous 

early statements of the conditions under which this proposition holds are found in 

Samuelson in 1939 and 1962. For the analytically tractable general case of Arrow-Debreu 

goods, formal proofs came in 1972 for determining the condition of no losers in moving 

from autarky toward free trade. It does not follow that no tariffs are the best an economy 

could do. Rather, a large economy might be able to set taxes and subsidies to its benefit at 

the expense of other economies. 

Later results of Kemp and others showed that in an Arrow-Debreu world with a system of 

lump-sum compensatory mechanisms, corresponding to a customs union for a given 

subset set of countries (described by free trade among a group of economies and a 

common set of tariffs), there is a common set of world' tariffs such that no country would 

be worse off than in the smaller customs union. The suggestion is that if a customs union 

has advantages for an economy, there is a world-wide customs union that is at least as 

good for each country in the world 

Many of the important ideas in economics were first worked out by analyzing 

international trade. Economists argue that free trade enhances efficiency.  

In running our personal affairs, virtually all of us exploit the advantages of free trade and 

comparative advantage without thinking twice. For example, many of us have our shirts 

laundered at professional cleaners rather than wash and iron them ourselves. Anyone who 

advised us to "protect" ourselves from the "unfair competition" of low-paid laundry 

workers by doing our own wash would be thought looney. --Alan Blinder, "Free Trade," 

The Concise Encyclopedia of Economics 

Here is an example from David Friedman's Hidden Order: The Economics of Everyday 

Life. 

There are two ways we can produce automobiles. We can build them in Detroit or we can 

grow them in Iowa. Everyone knows how we build automobiles. To grow automobiles, 

we first grow the raw material from which they are made--wheat. We put wheat on ships 

and send the ships out into the Pacific. They come back with Hondas on them. 
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As this example illustrates, trade is a way of transforming our output into different 

output. Using trade, we can produce more goods where we have a comparative 

advantage, and trade them for goods where another country has a comparative advantage. 

Indeed, the concept of comparative advantage first was developed almost 200 years ago 

by David Ricardo in the context of analyzing international trade. 

The Ricardian Model  

Suppose that the United States can produce 6 cars per worker per year, and 90 tons of 

wheat per worker per year. Suppose that the rest of the world can produce 4 cars per 

worker per year, and 50 tons of wheat per worker per year. The United States is more 

productive in both industries, which means that the U.S. has an absolute advantage in 

both. The naive view is that the United States cannot gain from trade, because we are 

more efficient. But we can show that this view is wrong. 

Suppose that Americans like to spend half of their income on cars and half their income 

on wheat, and that we have 100 workers. If we do not trade, then half of our workers will 

make cars and half will produce wheat. With 50 workers producing cars, we produce 300 

cars. With 50 workers producing wheat, we produce 4500 tons of wheat.  

Next, suppose that we can trade. We can specialize in producing wheat, so that 100 

workers produce 9000 tons of wheat. Then, we keep 4500 tons of wheat and trade 4500 

tons of wheat in the world market. 

In the world market, 50 tons of wheat can trade for 4 cars. If a car costs $10,000, then a 

ton of wheat will cost $800. So our 4500 tons of wheat can trade for 360 cars. 

With no trade, we produce and consume 4500 tons of wheat and 300 cars. With trade, we 

produce 9000 tons of wheat, but we consume 4500 tons of wheat and 360 cars. We export 

4500 tons of wheat and import 360 cars. The opportunity to trade increases our ability to 

consume by 60 cars compared with no trade. 

Trade with diminishing returns 

 
The Ricardian model is useful for illustrating comparative advantage. However, it 

violates the law of diminishing returns. As a result, it has some peculiar features; 

particularly the implication that once trade opens up, a country will completely specialize 

in producing its exportable good.  

Here is an example with diminishing returns. Suppose that everyone consumes tacos, 

which consist of hamburger meat and tortillas. If you multiply the number of ounces of 

hamburger meat times the number of tortillas, you have a measure of consumer 

happiness, which we will call the index of satisfaction.  

The United States has 100 units of labor, which can be allocated either to producing 

hamburger meat or producing tortillas. If we allocate 25 units to producing meat and 75 
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units to producing tortillas, then we obtain 22 ounces of meat and 66 tortillas. 

Multiplying 22 by 66 gives a total satisfaction index of 1452. Below is a table that gives 

consumption possibilities for different allocations of labor. 

 

 Table 1 the U.S. economy without trade  

Labor 

Producing Meat 

Labor Producing 

Tortillas 

Ounces of Meat 

Produced 

Tortillas 

Produced 

Index of 

Satisfaction 

100 0 72 0 0 

75 25 57 34 1938 

50 50 40 51 2040 

25 75 22 66 1452 

0 100 0 75 0 

What is the allocation of labor that produces the highest level of satisfaction?In moving 

from 50 units of labor producing meat to 75 units of labor producing meat, how much 

more meat is produced? How many fewer tortillas are produced?  

Because the trade-off between meat and tortillas is one for one, if the price of a tortilla is 

10 cents, then the price of an ounce of meat will also be 10 cents. (All we really know 

about prices in this economy is the relative price of meat in terms of tortillas. That is, we 

know that the price of an ounce of meat is the same as the price of a tortilla, because the 

cost trade-off between the two is one for one. However, the price of ten cents is arbitrary. 

We could have fixed the price of a tortilla at $5, in which case the price of an ounce of 

meat would be $5.) 

Next, consider another economy, Mexico that also does not trade. It has the same amount 

of labor as the United States, but labor is not as productive in either the meat industry or 

the tortilla industry. 

 Table 2 The Mexican economy without trade 

Labor 

Producing Meat 

Labor Producing 

Tortillas 

Ounces of Meat 

Produced 

Tortillas 

Produced 

Index of 

Satisfaction 

100 0 40 0 0 

75 25 33 21 693 

50 50 24 39 936 

25 75 15 57 855 

0 100 0 60 0 
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What is the allocation of labor that produces the highest level of satisfaction? 

In moving from 50 units of labor producing meat to 75 units of labor producing meat, 

how much more meat is produced? How many fewer tortillas are produced?  

In Mexico, giving up one ounce of meat means that they can produce two more tortillas. 

Therefore, in Mexico, if the price of a tortilla is 10 cents, then the price of an ounce of 

meat will be 20 cents. 

Note that the United States has higher productivity in terms of both tortillas and meat. 

The United States has an absolute advantage in both goods. However, the gains from 

trade come from comparative advantage, not absolute advantage. 

The key to this entire example is the fact that the United States has to give up one tortilla 

for one ounce of meat, while Mexico only has to give up two tortillas for one ounce of 

meat. This means that the relative cost of meat will be higher in Mexico, so that Mexico 

will have a comparative advantage in producing tortillas. 

Prior to trade, prices are different in the two countries. A tortilla costs 10 cents in each 

country, but an ounce of meat costs 10 cents in the United States and 20 cents in Mexico. 

When trade opens up, Mexico will want to import cheap meat from the United States, 

which means that it will have to export tortillas. Eventually, free trade leads to a new 

price of meat that is the same in both countries. 

When identical goods trade for different prices in two places, speculators can buy the 

goods where they are cheap and sell them where they are expensive. This is known as 

arbitrage. If the price of meat were 10 cents in the United States and 20 cents in Mexico, 

what would arbitrageurs do? 

When trade opens up between the two countries, Mexico will shift 25 workers from meat 

to tortillas, so that it produces 57 tortillas and 15 ounces of meat. The United States will 

shift 25 workers from tortillas to meat, so that it produces 57 ounces of meat and 34 

tortillas. Total production will be 72 ounces of meat and 91 tortillas. 

Assuming that the price of tortillas stays fixed at ten cents, the price of an ounce of meat 

will settle at something like 12 cents. Mexico will trade 18 tortillas to the U.S. for 15 

ounces of meat. This is balanced trade, because 15 ounces times‘ 12 cents/ounce is equal 

to 18 tortillas times 10 cents/tortilla. Taking into account production, imports, and 

exports, Mexico will consume 39 tortillas and 30 ounces of meat, for a total satisfaction 

index of 1170.  

After trading 15 ounces of meat for 18 tortillas, the United States consumes 42 ounces of 

meat and 52 tortillas, for a total satisfaction index of 2184. Thus, both countries are better 

off with trade. 
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Key Points  

 
1. Beneficial trade is possible whenever there is comparative advantage. A country 

does not have to be absolutely more productive in an industry in order to export 

goods in that industry. 

 

2. Without trade, relative prices between goods can differ in two countries. These 

relative prices are what indicate comparative advantage. A country will export the 

goods that are relatively more expensive abroad than at home.  

 

3. With trade, the relative prices of goods will be equalized. Arbitrage helps to 

ensure that this is the case. 

 

4. With trade, both countries are better off. Each country will produce more of the 

good where it has a comparative advantage, and trade some of that good for the 

other good. 

The dynamic gains are in fact the gains that relate the hoped-for benefits from trade that 

accrue over time, in addition to the conventional static gains from trade of trade theory. 

Sources of these gains are not well understood or documented, although there exists a 

variety of possible theoretical reasons for them and some empirical evidence that 

countries have benefited more than the static gains alone would suggest. 

Similarly, static gains are the economic benefits from trade that arise in static models, 

including the efficiency gains from exploiting comparative advantage, the reduced costs 

from scale economies, reduction in distortion from imperfect competition, and increased 

product variety.  

Some of the main characteristics of static gains are as follows: 

 Reduced costs from economies of scale  

 Efficiency gains from exploiting comparative advantage  

 Reduction in distortion from imperfect competition  

 Increased product variety  
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2.5 SINGER-PREBISCH THESIS AND MYDRAL APPROACH 

The Singer-Prebisch thesis (often referred to as the Prebisch-Singer thesis or sometimes 

the Prebisch-Singer hypothesis) is the observation that the terms of trade between 

primary products and manufactured goods tend to deteriorate over time. Developed 

independently by economists Raul Prebisch and Hans Singer in 1950, the thesis suggests 

that countries that export commodities (such as most developing countries) would be able 

to import fewer and fewer manufactured goods for a given level of exports. 
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Singer and Prebisch examined data over a long period of time suggesting that the terms 

of trade for primary commodity exporters did have a tendency to decline. A common 

explanation for the phenomenon is the observation that the income elasticity of demand 

for manufactured goods is greater than that for primary products - especially food. 

Therefore, as incomes rise, the demand for manufactured goods increases more rapidly 

than demand for primary products. 

The theory implies that it is the very structure of the market which is responsible for the 

existence of inequality in the world system. This provides an interesting twist on 

Wallerstein's neo-Marxist interpretation of the international order which faults 

differences in power relations between 'core' and 'periphery' states as the chief cause for 

economic and political inequality (However, Singer-Prebish thesis also works with 

different bargaining position of labour in developed and developing countries). As a 

result, the Singer-Prebisch Thesis enjoyed a high degree of popularity in the 1960s and 

1970s with neo-marxist developmental Economists and provided a justification for 

import substitution industrializing (ISI) policies and an expansion of the role of the 

commodity futures exchange as a tool for development. 

Though out of intellectual fashion these days, some recent research has found empirical 

support for the Singer-Prebisch thesis. José Antonio Ocampo, the under-secretary-general 

in charge of the Department of Economic and Social Affairs of the United Nations and 

the leading scholar in this field, has noted that the deterioration in the barter terms of 

trade for primary products is discontinuous rather than gradual, with sharp deteriorations 

in the 1920s and 1980s followed by periods of stability. 

Properly understood, the Singer-Prebisch thesis is an observation, not a theory. Singer 

and Prebisch noticed a similar statistical pattern in long-run historical data on relative 

prices, but such regularity is consistent with a number of different explanations and 

policy stances. Later in his highly influential career, Prebisch argued that, due to the 

declining terms of trade primary producers face, developing countries should strive to 

diversify their economies and lessen dependence on primary commodity exports by 

developing their manufacturing industry. Few economists today would agree that an 

import-substitution stance is the correct response to declining terms of trade. 

The Singer-Prebisch thesis has lost some of its relevance in the last 30 years, as exports 

of simple manufactures have overtaken exports of primary commodities in most 

developing countries outside of Africa. For this reason, much of the recent research 

inspired by the Singer-Prebisch thesis focuses less on the relative prices of primary 

products and manufactured goods, and more on the relative prices of simple 

manufactures produced by developing countries and complex manufactures produced by 

advanced economies. 

In 1998, Singer argued that the thesis he pioneered has joined the mainstream: 

"One indication of this is that the Prebisch-Singer Thesis (PST) is now incorporated, both 

implicitly and explicitly, in the advice given by the Bretton Woods Institutions to 
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developing countries. They are warned to be prudent even when export prices are 

temporarily favourable and to guard against currency overvaluation and Dutch Disease, 

with all the unfavourable impact on the rest of the economy and all the dangers of 

macroeconomic instability which a sudden boom in a major export sector could imply. 

They are warned to remember that the outlook for commodity prices is not favourable 

and that windfalls will tend to be temporary, with the subsequent relapse likely to be 

greater than the temporary windfall. This is exactly the warning which the PST would 

give." 

History of the Thesis 

Raul Prebisch's analysis of the deterioration of the terms of trade were first introduced on 

his book The Economic Development of Latin America (1950; orig. in Spanish 1949). 

Prebisch was asked by ECLA's executive secretary at that time, Gonzalo Martinez-

Cabañas, to write a text for the second annual meeting of ECLA, that was going to take 

place on La Habana, Cuba on May 14, 1949. Initially, Prebisch wrote a long text, but 

after having written the first draft, and on repeated suggestion, he came to read Hans 

Singer's paper: Post-War Relations between Under-developed and Industrialized 

Countries (Feb. 1949), about the deterioration of the terms of trade, which became 

decisive for him. Prebisch asked to change his first version, and in only three days and 

three nights, he wrote his book, quoting Singer's paper and his basic conclusion, and later 

discoursed it to the meeting. 

The discovery of the long-term deterioration in the terms of trade for underdeveloped 

countries must be attributed to Hans W. Singer. His explanation, however, stressing that 

the terms of trade moved against the 'borrowing' (i.e. underdeveloped) and in favour of 

the 'investing' (i.e. developed) countries, was similar to Prebisch's and published slightly 

later in early 1950. Singer, like Prebisch, was a United Nations functionary but at the 

New York headquarters. He believed himself to have reached his conclusions 

independently from Prebisch and around the same time (Love, 1980: 58; H. W. Singer, 

1982: 13), but seems not then to have known that Prebisch had in fact seen his trade 

statistics beforehand. 

Thus the thesis on the deterioration in the terms of trade is known in the economic 

Literature as 'Prebisch-Singer Thesis'. However, Prebisch specifically deals with the 

economic cycle and highlights to a greater extent than Singer the reasons for the different 

behaviour of wages in developed and underdeveloped countries. 

Exceptions 

During the last commodity price & energy price boom, the terms of trade of most 

developing countries improved while east Asia (with much of its export to be 

manufactured goods) has deteriorated terms of trade  
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Myrdal‟s CC theory 
 

Myrdal‘s CC theory has been adopted for explaining various theoretical or practical 

problems. It has been typically examined by dividing into its three different aspects. 

The first way recognizes it as CC theory simply positioning between Young and Kaldor. 

The second recognizes it as a theory by a member of the institutional school and 

considers its institutional aspect in main. The third recognizes it as a theory by a member 

of the Stockholm school, focusing on the monetary theory in his early days. They have 

seldom discussed how Myrdal‘s CC theory (theories), which have various theoretical 

contents, should be integrated or interpreted as a whole. Although Myrdal has been often 

introduced in the context of the history of CC theory and evaluated as a key person in its 

theoretical development, his position there has left quite ambiguous. 

 

Myrdal experienced three academic stages in his life: a theoretical economist or a 

member of Stockholm school, a politician, and an ―institutional economist‖ as he called 

himself. Though he said he had been affected by Wicksellian monetary theory and got the 

first idea of his CC theory, it was the last stage that he utilized and emphasized CC theory 

as his main theoretical tool in analyzing practical socio-economic problems. 

 

Myrdal‘s CC theory in its final phase consists of four theses as follows. 

 

1. The basic thesis: the thesis of “backwash effects” 

 

Myrdal‘s CC theory has emphasized a divergent process. Such a process is well known as 

a typical logic of CC theory in general. Myrdal(1957) proposed a concept of ―backwash 

effects‖ in order to explain the increasing economic inequality between developed 

countries and underdeveloped countries. 

 

2. The opposite or exceptional thesis: the thesis of “spread effects” 

 

Contrary to the first thesis, the second one is the logic of convergence. Although CC 

theory has its importance in emphasizing a divergent process and it is admitted that 

Myrdal didn‘t emphasized this thesis as much as the first one, this thesis should be a 

crucial thought because this characterizes his CC theory. Myrdal‘s CC theory doesn‘t 

deny the potential possibility of a convergent process. 

 

3. The thesis relating to the scope of the analysis: the thesis of the importance of 

      Institutional factors  

 

Myrdal insists that if so-called ―non-economic‖ factors are excluded from the analysis, it 

will result in distorting the recognition of the facts. According to him, it is whether it is 

related to the problem, not whether it is an ―economic factor‖, that decides whether the 

factor should be included in the analysis. 
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4. The thesis of political implications 

 

Although Myrdal‘s CC theory admitted the potential possibility of convergence in the 

second thesis, he was too pessimistic to think such possibility would come true naturally. 

He rather believed in policies to turn over the economic forces composing the ―vicious‖ 

circle. He showed the ―equality‖ as his most important value premise and insisted the 

policies based on the ―equality‖ will induce higher economic growth. 

 

Myrdal‘s CC theory can be summarized in three points. The first is that his CC theory is 

not a simple logic of polarization process, because it includes not only ―backwash 

affects‖ but also ―spread effects‖. The second is that his CC theory is supposed to consist 

of both ―economic‖ and ―non-economic‖ factors. The third is that his CC theory exists as 

the theoretical foundation of egalitarian policies. 

 

2.6 EXPORT-LED GROWTH 
 

Export-led growth is an economic strategy used by some developing countries. This 

strategy seeks to find a niche in the world economy for a certain type of export. Industries 

producing this export may receive governmental subsidies and better access to the local 

markets. By implementing this strategy, countries hope to gain enough hard currency to 

import commodities manufactured more cheaply somewhere else. 

Origins 

From the Great Depression to the years after WWII, under-developed and developing 

countries started to have a hard time economically. During this time, many foreign 

markets were closed and the danger of trading and shipping in war-time waters drove 

many of these countries to look for another solution to development. The initial solution 

to this dilemma was called import substitution industrialization. Both Latin American and 

Asian countries used this strategy at first. However, during the 1950s and 1960's the 

Asian countries, like Taiwan and South Korea, started focusing their development 

outward, resulting in an export-led growth strategy. Many of the Latin American 

countries continued with import substitution industrialization, just expanding its scope. 

Some have pointed out that because of the success of the Asian countries, especially 

Taiwan and South Korea, export-led growth should be considered the best strategy to 

promote development. 

Importance 

Export-led growth is important for mainly two reasons. The first is that export-led growth 

can create profit, allowing a country to balance their finances, as well as surpass their 

debts as long as the facilities and materials for the export exist. The second, much more 

debatable reason is that increased export growth can trigger greater productivity, thus 

creating more exports in an upward spiral cycle. 
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The importance of this concept can be shown in the model below from J.S.L McCombie 

and A.P. Thirwall's Economic Growth and the Balance-of-Payments Constraint. 

yB is the balance of payments constraint, meaning the relationship between expenditures 

and profits 

yA is the actual growth capacity of a country, which can never be more than the current 

capacity 

yC is the current capacity of growth, or how well the country is producing at that moment 

(i) yB=yA=yC: balance-of-payments equilibrium and full employment (ii) yB=yA<yC: 

balance-of-payments equilibrium and growing unemployment (iii)yB<yA=yC: increasing 

balance-of-payments deficit and full employment (iv) yB<yA<yC: increasing balance-of-

payments deficit and growing unemployment (v) yB>yA=yC: increasing balance-of-

payments surplus and full employment (vi) yB>yA<yC: increasing balance-of-payments 

surplus and growing unemployment (McCombie 423) 

 

Countries with unemployment and balance-of-payments problems look to export-led 

growth because of the possibility of moving to either situation (i) or situation (v). 

Types of Exports 

There are essentially two types of exports used in this context: manufactured goods and 

raw materials. 

Manufactured Goods 

The use of manufactured goods as exports is the most common way to achieve export-led 

growth. However, many times these industries are competing against industrialized 

countries' industries, which often include better technology, better educated workers, and 

more capital to start with. Therefore, this strategy for export-led growth must be well 

thought out and planned. Not only must a country find a certain export that they 

manufacture well, that industry must also be able to make it in the world market 

competing with industrialized industries. 

Raw Materials 

Using raw materials as an export is another option available to countries. However, this 

strategy has a considerable amount of risk compared to manufactured goods. The terms 

of trade greatly affect this plan. Over time, a country would have to export more and 

more of the raw materials to import the same amount of commodities, making the trade 

profits very difficult to come by. 
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Export-oriented Industrialization 

Export-oriented Industrialization (EOI) sometimes called export substitution 

industrialization (ESI) or export led industrialization (ELI) is a trade and economic policy 

aiming to speed-up the industrialization process of a country through exporting goods for 

which the nation has a comparative advantage. Export-led growth implies opening 

domestic markets to foreign competition in exchange for market access in other 

countries. Reduced tariff barriers, floating exchange rate (devaluation of national 

currency is often employed to facilitate exports), and government support for exporting 

sectors are all an example of policies adopted to promote EOI, and ultimately economic 

development. Export-oriented Industrialization was particularly characteristic of the 

development of the national economies of the Asian Tigers: Hong Kong, South Korea, 

Taiwan and Singapore in the post World War II period. The purpose of international 

institutions such as the World Trade Organization, work in favor of such trade strategies 

and promote multilateral trade policy rules to put every nation on the same playing field. 

Despite its support in mainstream economic circles, its success has been increasingly 

challenged over recent years due a growing number of examples in which it has not 

yielded the expected results. EOI increases market sensitivity to exogenous factors, and is 

partially responsible for the damage done by the 1998 economic crisis to the economies 

of countries who used export-oriented industrialization. It is also criticized for its lack of 

product diversity, which makes the economies potentially unstable. 

Export-oriented industrialization is often contrasted with import substitution 

industrialization. It grew as a reaction to import substitution. 

Results 

Many views of international relations agree on these results of export-led growth. 

1. Increases a country's comparative advantage. 

2. Increases economies of scale because of the larger market. 

3. Utilizes a country's capacity better. 

4. Encourages technological innovation. 

However, especially from a more leftist view of international relations, export-led growth 

can also seem to disadvantage the developing country. By expanding their markets and 

trading with industrialized nations, this point of view says that exploitation of the 

developing country can occur by the developed country. 

2.7 DUAL GAP ANALYSIS 
 

Economic growth requires investment goods that may either be provided domestically or 

be purchased from abroad. Domestic provision requires saving; the foreign provision 

requires foreign exchange. If some investment goods for growth can only be provided 

from abroad, there is always a minimum amount of foreign exchange required to sustain 

the growth process. The distinctive contribution of the dual-gap analysis to development 

theory is that if foreign exchange is the dominant constraint it points to the dual role of 

http://en.wikipedia.org/wiki/Trade
http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/Policy
http://en.wikipedia.org/wiki/Industrialization
http://en.wikipedia.org/wiki/Export
http://en.wikipedia.org/wiki/Comparative_advantage
http://en.wikipedia.org/wiki/Tariff
http://en.wikipedia.org/wiki/Exchange_rate
http://en.wikipedia.org/wiki/Currency
http://en.wikipedia.org/wiki/Hong_Kong
http://en.wikipedia.org/wiki/South_Korea
http://en.wikipedia.org/wiki/Taiwan
http://en.wikipedia.org/wiki/Singapore
http://en.wikipedia.org/wiki/World_Trade_Organization
http://en.wikipedia.org/wiki/Multilateralism
http://en.wikipedia.org/wiki/1997_Asian_Financial_Crisis
http://en.wikipedia.org/wiki/Import_substitution_industrialization
http://en.wikipedia.org/wiki/Import_substitution_industrialization
http://en.wikipedia.org/wiki/Comparative_advantage
http://en.wikipedia.org/wiki/Economies_of_scale
http://en.wikipedia.org/wiki/Technological_innovation
http://en.wikipedia.org/wiki/Leftist
http://en.wikipedia.org/wiki/Exploitation


 171 

foreign borrowing in supplementing not only deficient domestic saving but also foreign 

exchange. The Dual-gap theory thus performs the valuable service of emphasizing the 

role of imports and foreign exchange in the development process. It synthesizes 

traditional and more modern views concerning aid, trade and development. On the one 

hand, it embraces the traditional view of foreign assistance as merely a boost to domestic 

saving; on the other hand, it takes a more modern view that many goods necessary for 

growth cannot be produced by the developing countries themselves and must therefore be 

imported with the aid of foreign assistance. Indeed, if foreign exchange is the dominant 

constraint, it can be argued that dual-gap analysis also presents a more relevant theory of 

trade for developing countries which justifies protection and import substitution. If 

growth is constrained by a lack of foreign exchange, free trade cannot guarantee 

simultaneous internal and external equilibrium, and the gains from trade may be offset by 

the underutilization of domestic resources. 

The Theoretical Framework 

 

In the Harrod model of growth, the relation between growth and saving is given by the 

incremental capital -output ratio (c), i.e. g = s/c, where g is the growth rate and s is the 

saving ratio. Likewise, the growth rate can be expressed as the product of the incremental 

output-import ratio ( Y/M = m‘) and the ratio of investment goods imports to income 

(M/Y = i), i.e. g = im‘. 

 

If there is a lack of substitutability between domestic and foreign resources, growth will 

be constrained by whichever factor is the most limiting– domestic savings or foreign 

exchange. Suppose, for example, that the growth rate permitted by domestic saving is less 

than the growth rate permitted by the availability of foreign exchange, growth would be 

―savings -limited‖ and if the constraint is not lifted, a proportion of foreign exchange will 

go unused. Contra wise, growth will be ―foreign-exchange limited‖. In both cases, there 

will be resource waste as long as one resource constraint is dominant. If foreign exchange 

is the dominant constraint ways must be found of using unused domestic resources to 

earn more foreign exchange. If domestic saving is the dominant constraint ways must be 

found of using foreign exchange to augment domestic saving. 

 

Suppose, a country sets a target rate of growth, r. The required savings ratio s* to achieve 

the target is s* = r c, and the required import ratio i* = r/m‘. If domestic saving is 

calculated to be less than the level required to achieve the target rate of growth, there is 

said to exist an investment -saving gap equal at time t, to  

 

I -S = s* Y = (r c) Y - sY --------- (1) 

 

 Similarly, if minimum import requirements to achieve the growth target are 

calculated to be greater than the maximum level of export earnings available for 

investment purposes, there is said to exist an import-export gap equal at time t, to 

 

M – X = I* Y – iY = (r/m‘) Y – iY ----------- (2) 
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where i is the ratio of imports to output which is permitted by export earnings. If the 

target growth rate is to be achieved, foreign capital flows must fill the largest of the two 

gaps. The two gaps are not additive. If the import-export gap is the larger, then foreign 

borrowing to fill it will also fill the investment-saving gap. If the investment-saving gap 

is the larger, foreign borrowing to fill it will obviously cover the smaller foreign 

exchange gap. 

 

To start with, we assume that the I –S gap is the larger of the two gaps, so that foreign 

borrowing must be sufficient to meet the shortfall of domestic saving below the level 

necessary to achieve the target rate of growth. We want to consider the size of the initial 

gap that must be filled by foreign borrowing and the determinants of the size of the gap to 

be filled in future years by foreign assistance. If the gap is to narrow, and foreign 

borrowing is to be terminated, the presumption must be that additional increments to 

saving out of the increases in national income generated are greater than the increments 

of investment. For any target rate of growth, r, the required foreign assistance in the base 

year (Fo) is: 

 

Fo = Io – So = Yo cr – Yo s 

= Yo (cr – s) 

 

where Io is investment in the base period, So is the savings in the base period, Yo is 

income in the base period, s is the average savings ratio. 

  

If the M – X gap is the larger of the two gaps, the foreign assistance required to cover the 

foreign exchange gap in the base year is: 

 

Fo = Mo – XO = Yom – Yo – Yox 

= Yo (m – x) 

 

where Mo is imports in the base period, Xo is exports in the base period, Yo is income in 

the base period, m is the average import coefficient, and x is the average export 

coefficient. 

 

Estimation and Empirical Findings 
 

a) Investment requirements 

 

 The calculation of investment requirements for growth first requires an estimate 

of the incremental capital-output ratio. Empirical evidence shows the COR has a sort of 

parabolic relationship with the growth of the economy. As development proceeds, the 

COR first tends to rise but when development gains momentum, it starts to decline and 

finally becomes stationary. V.V. Bhatt (1954) made a comparative study of industries in 

both developed and underdeveloped countries in the early fifties and did not find any 

marked difference in their respective COR. With respect to the probable size of the COR 

in underdeveloped countries like Pakistan, the consensus is at 3.5 as used by us. We have 

taken the average of Pakistan‘s growth rates of the decade of 90s as the target GDP 
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growth rate which comes to 4.92 per cent. So the investment requirement at time t is 

given by 

I = COR. G. Yt 

I = (3.5) (0.049) Yt. 

 

b) Savings 

 Adopting the simple Keynesian savings function, and regressing the level of 

domestic savings on gross national product over the period 1990-91 to 2000-01 gave the 

following result (standard error in brackets): 

 

S = 7105 + 0.076 Y      (R2 = 0.36) 

(.033) 

 

where the units of measurement are in millions of rupees. The correlation coefficient is 

not so high, and a high intercept shows that average and marginal propensities to save are 

not equal over the period. We employ this function to forecast savings for the period 

2001-02 to 2006-07. Thus, given the target level of income, Yt (t = 1 to 5), from applying 

the target rate of growth to the base year level of income Yo, the 1 – S gap can be 

estimated for each year in the future. The results are shown in the Table. All values are in 

rupees at constant factor cost (1980-81) prices. 

 

c) Import Requirement 

 

 Adopting the simple linear import function and regressing the level of imports on 

gross national product over the period 1990-91 to 2000-01 gave the following result 

(standard error in brackets): 

 

M = - 501946 + 1.54 Y (R2 = 0.89) 

(.018) 

 

where the units of measurement are in millions of rupees. The correlation coefficient is 

extremely high, and a high intercept shows that average and marginal propensities of 

imports are not equal over the period. We employ this function to forecast imports for the 

period 2001-02 to 2006-2007. Thus, given the target level of income, Yt (t = 1 to 5), from 

applying the target rate of growth to the base year level of income Yo, the M – X gap can 

be estimated for each year in the future. The results are shown in the Table. All values are 

in rupees at constant factor cost (1980-81) prices. 

d) Exports 

 A simple exponential trend rate of growth of exports is assumed. The function is  

X = Xo ebt 

 

 The estimated trend equation is 

 

log X = 4.333 + .068 t, (R2 = 0.98) 

(0.057) 
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 In estimating the export-import gap, therefore, an export growth rate of 6.8 per 

cent is assumed. The calculated import-export gap is also shown in the Table. 

 
Table 3: Estimates of the Savings-Investment and Export-Import gaps, 2001-02 – 2005-06 (Rs. 

Million) (Base Year) 

 

 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

GDP 

Savings 

Investment 

I – S gap 

Exports 

Imports 

M – X gap 

666115.0 

57729.7 

114705.0 

56975.3 

382818.2 

523871.1 

141052.9 

698887.9 

60220.5 

120348.5 

60128.0 

408849.8 

574341.3 

165491.5 

723273.1 

62833.8 

126269.6 

63435.8 

436651.6 

627294.6 

190643.0 

769350.2 

65575.6 

132482.1 

66906.5 

466343.9 

682853.3 

216509.4 

807202.2 

68452.4 

139000.2 

70547.8 

498055.3 

741145.4 

243090.1 

846916.9 

71470.7 

145839.0 

74368.3 

531922.7 

802305.5 

270382.8 

  

The results show that the import-export gap is dominant. So for the target rate of growth 

to be achieved, there would have to be foreign borrowing each year to fill the bigger of 

the two gaps. 

 

Activity 2 

 

1. Explain the concept of trade as the engine of growth with special reference to 

developing nations. 

2. Distinguish between static and dynamic gains from trade. What do you 

understand by trade with diminishing returns? 

3. Discuss in depth Singer Prebisch thesis and Mydral‘s approach. Give your views 

on export led growth in context of India. 

 

2.8 SUMMARY 
  

The unit started clearing the concept of trade and its role in growth of developed and 

developing nations. Trade is the backbone of every economy and needs proper 

consideration in government plans and policies specially in developing nations like India. 

Followed by this labor markets and their pattern of operations in developing nations were 

discussed. Gains from trade namely static and dynamic gains were also discussed in 

detail. Further Singer and Prebisch thesis was explained along with Mydrals approach of 

circular causation. Next concern was export led growth. Finally dual gap analysis was 

discussed with suitable examples. 

 

2.9 FURTHER READINGS 
 

 Orley C. Ashenfelter and Richard Layard, ed., 1984, Handbook of Labor 

Economics. Amsterdam: North-Holland 

 Simon Head, The New Ruthless Economy. Work and Power in the Digital Age, 

Oxford 

 

http://en.wikipedia.org/wiki/Orley_Ashenfelter
http://en.wikipedia.org/wiki/Richard_Layard


 175 

 Goldstein, Joshua S., and Jon C. Pevehouse. International Relations. 8th ed. New 

York: Pearson Longman, 2008 

 McCombie, J.S.L., and A.P. Thirlwall. Economic Growth and the Balance-of-

Payments Constraint. New York: St. Martin's, 1994 
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UNIT 3 

ECONOMIC ENVIRONMENT IN DEVELOPING 

NATIONS 

 

Objectives 

 

After reading this unit, you should be able to: 

 Understand the role of monetary and fiscal policies in growth of developing 

nations. 

 Explain the approaches to inflation and growth empirical evidence in context of 

developing nations 

 Appreciate the approaches of external resources and FDI. 

 Identify situations under technology transfer. 

 Assess the MNC activities in developing nations 

 Know the concepts of domestic and external borrowings 

 Discuss the policies of IMF and World Bank in developing nations. 

 

Structure 

 

3.1 Introduction 

3.2 Role of monetary and fiscal policies in developing nations 

3.3 Inflation and growth empirical evidence 

3.4 External resources and FDI 

3.5 Technology inflow 

3.6 MNC activities in developing nations 

3.7 Borrowings in developing nations  

3.8 IMF and World Bank policies in developing nations 

3.9 Summary 

3.10 Further readings 

 

3.1 INTRODUCTION 
 

Since the early 1990s, the international trading environment for agricultural products has 

changed substantially. The Uruguay Round resulted in major systemic changes in the 

nature of trade protection measures and preference schemes for agricultural products in 

their raw and processed forms. These negotiations were closely linked with a reform of 

the Common Agricultural Policy of the European Union (EU). The conclusion of the 

Round also led to important changes in agricultural policies, trade policy instruments and 

the application of subsidies in other developed countries. Subsequently, the trade 

provisions of the ACP-EU Agreement of Lomé were improved and the EU undertook a 

major reform of its GSP scheme. Developed countries in general adjusted their GSP 

schemes in the light of the Uruguay Round results and expanded their product coverage 

in agriculture. Most of them enlarged product coverage and preference margins for the 
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least developed countries (LDCs). The Table below provides a schematic comparison of 

selected preferential trading arrangements between developed and developing countries.  

 

The results of the Uruguay Round for agricultural products went beyond partial tariff 

reductions for a large number of raw and processed products, and included: 

 

(i) Full tariff liberalization for a number of raw tropical commodities by major 

developed countries. 

 

(ii) Removal of quantitative import restrictions, levies, voluntary export restraints, 

minimum entry price systems and equivalent import-restrictive measures; 

 

(iii) Tariffication of these measures which in most cases have been replaced by 

extremely high tariff rates for temperate and Mediterranean zone products, 

and products of the food industry; 

 

(iv) The establishment of tariff quotas at lowers than MFN rates; 

 

(v) Subjecting domestic agricultural subsidies to international surveillance, 

although not necessarily reducing their level; 

 

(vi) A reduction of export subsidies; 

 

(vii) A new agreement establishing, a specific discipline for the application of 

sanitary and phytosanitary (SPS) measures for the first time; and 

 

(viii) Changes in major rules of the multilateral trading system, including stricter 

disciplines on preferential arrangements, waivers and the implementation of 

World Trade Organization (WTO) decisions. 

 

Subsequent to these changes in the multilateral rules for agricultural protection, the EU 

made important changes in the scope and significance of agricultural preferences for GSP 

beneficiaries and ACP countries: 

 

Tariff liberalization for major tropical products brought about a gradual phasing out of 

remaining preferences until mid-2000 for raw coffee and cocoa, papayas, mangoes and 

some other tropical fruit, round wood, and other products. Preferences for rum were to be 

removed in 2003. For a number of other agricultural products subject to tariff reductions, 

preferences were also eroded. 

 

Tariffication of the various forms of quantitative import restrictions, levies, minimum 

prices and similar measures resulted in high MFN duties for many agricultural and 

processed products. This provided, in principle, new scope for applying trade-effective 

tariff preferences. The opening of new tariff quotas offered additional trading 

opportunities for suppliers under special preferential arrangements, especially where in-

quota tariffs still constituted considerable barriers to MFN exporters. Tariff erosion in the 
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EU was expected to be partly compensated by similar liberalization measures offering 

new trading opportunities in other major developed and developing country markets. 

In its GSP reform, the European Union replaced its regime of tariff quotas for sensitive 

products by modulating preference margins ranging from 15 percent to 100 percent of the 

MFN duty according to import sensitivity. This frequently resulted in a significant rise of 

preferential duty rates. While the product coverage was expanded to a certain extent, 

most agricultural products were allocated to the highly sensitive and sensitive categories, 

with a 15 percent or 30 percent preference margin respectively. This provision was 

further changed for the period 2002-2004: 

 

(i) Sensitive products (including all other partial preference products) now obtain a 

preference margin of at least 3.5 percentage points (or 30 percent of specific duties; the 

margin remains 3.5 percentage points for composite tariffs, i.e. specific duties remain 

payable; no reduction applies to in-tariff quota rates); 

 

(ii) For other products, existing GSP rates continue to be applied if they are lower than 

the rate resulting from a 3.5 percent reduction. 

 

Other new features of the EU scheme are similar to those introduced by other preference-

giving countries: 

 

(i) Various newly industrializing developing countries (NICs) and high-income 

developing countries were excluded from the EU and other GSP schemes; 

 

(ii) Progressive graduation of broad sectors was introduced by EU (instead of 

specific products as previously) where a preference-receiving country 

achieved a high export performance or an important share in the respective 

market; 

 

(iii) Greater conditionality or exclusion from the scheme can be applied by the EU, 

the United States and others to a country for non-economic reasons; 

 

(iv) Most preference-giving countries greatly extended preferences for LDCs, and 

zero preferential duties have been granted to them for important products; 

 

(v) The drug incentive schemes of the EU and the United States in favour of 

Member Countries of the Andean Group and the Central American Common 

Market have been substantially expanded; the EU introduced a new special 

incentive regime for countries applying the core International Labour 

Organization (ILO) labour standards and a high level of environmental 

standards (although it has not been applied thus far, i.e. by mid-2002, except 

for Moldova). 

 

Other preference-giving countries, in particular the United States, also made increasing 

use of graduation and policy conditionalities in their GSP schemes. However, they 

increased in parallel GSP advantages for selected LDCs and other relatively less 
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advanced countries. Such conditionalities, for example, the non-observation of core 

labour standards or of democratic principles, or non-membership of WTO, were 

advanced for the exclusion of various developing countries, including LDCs, from 

preferences or MFN treatment (for example Myanmar, Afghanistan, Lao People‘s 

Democratic Republic, and various African LDCs). 

 

In spite of various extensions of product coverage, generally accessible GSP benefits are 

granted only for a limited range of raw and processed agricultural products and vary from 

one preference-giving country to another. The preferences continue to be determined 

unilaterally by each preference-giving country; they have often been subject to frequent 

changes and short-term and ex-post renewals, as in the United States. In spite of the 

introduction of pluriannual schemes now, there is no guarantee of the continuation of 

their benefits for a specific exporter. This feature significantly detracts from the value of 

the GSP as a basis for major investment decisions for creating new plantations or 

factories, or for diversifying into new product lines. 

Modification of special preferential arrangements 

 

After the conclusion of the Uruguay Round, the various special preferential arrangements 

applied by EU, the United States, Canada and other developed countries underwent major 

changes. The ACP-EU Convention, the preference schemes of the United States under 

the Caribbean Basin Initiative, and the Andean trade preferences were adjusted to the 

new multilateral trading regime, with improvements in scope and depth of preferences. 

Further important changes have since been made or are scheduled for the near future. The 

EU and the ACP countries have agreed to convert their traditional preferential 

arrangement into reciprocal free trade areas, which are to be fully consistent with WTO 

rules. The Cotonou Agreement set out a broad framework for political, development and 

trade cooperation, and set in motion a process for negotiating regional economic 

partnership agreements between sub-regional integration groupings and the EU. The ACP 

countries may choose between bilateral free trade arrangements with EU and general 

GSP status, in the latter case enjoying the more extensive preferences accorded to LDCs 

described below. During a transitional period until 2008 present ACP preferences will 

continue. While the Cotonou Agreement further expanded product coverage and 

increased preferential margins, it did not provide free market access for a large number of 

food and processed food products. 

 

In May 2000, the EU introduced its new Everything But Arms (EBA) initiative. Under 

this scheme EU grants, in principle, duty-free and quota-free entry for all products in 

favour of all LDCs. The suspension of duties took immediate effect for most raw and 

processed agricultural products. For sugar and rice, duty-free global quotas have been 

established that will rise by 15 percent each year; MFN duties will be reduced over three 

years to zero starting in 2006. As regards bananas, tariffs will progressively be reduced to 

zero for LDCs over the period 2002-2006. 

 

The United States has significantly improved its special preference scheme for Caribbean 

and Central American countries under the Caribbean Basin Trade Partnership Act 

(CBTPA), in particular in favour of clothing products. It has also expanded product 
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coverage under its GSP scheme offering duty-free access to LDCs. In particular, their 

exports of agricultural products within tariff quotas are no longer subject to duty. 

 

In 2000, under the African Growth and Opportunity Act (AGOA), the United States 

established a new scheme for trade and investment cooperation. The new scheme offers 

duty-free preferential access to selected African countries for additional manufactures, 

petroleum products, metals, some agricultural products (within the tariff quotas, where 

applicable), and, in particular, certain clothing assembly products and textiles. It further 

provides for measures intended to encourage development and investments by US 

enterprises in African countries. AGOA preferences are, however, subject to a wide range 

of policy conditions; an annual review evaluates to what an extent each eligible sub-

Saharan African country respects these conditions or is making progress in their 

implementation (see section V). 

 

From July 2000, when the Uruguay Round results were fully implemented by the EU, 

half of the agricultural exports of ACP countries have no longer enjoyed EU preferences, 

while the other half still have a preference margin averaging some 10 percent. As a result 

of the improved preferences extended to them by the United States, Caribbean and 

Central American countries now enjoy very liberal preferential market access conditions 

both in the United States and in the EU market.(Some Caribbean countries also enjoy 

special preferential access to the Canadian market, which is more favourable than the 

GSP.) 

 

Regional integration 
 

In parallel to multilateral liberalization, regional integration has deepened and expanded 

throughout the 1990s, significantly affecting the potential impact of GSP and ACP 

preferences. The establishment of the Single European Market by the EU in 1992 had 

already removed customs controls on goods and was followed by the removal of border 

controls on the movement of persons. The European Economic Space and bilateral 

agreements facilitated preferential exports of food industry products and specific 

agricultural and fishery products from Norway, Switzerland and Iceland to EU. In the 

course of their accession to the EU, Sweden, Finland and Austria adopted its Common 

Agricultural Policy and its GSP scheme, and adhered to the ACP-EU Convention and the 

other trading and preferential arrangements of the EU. Furthermore, a number of new 

bilateral Free Trade Area agreements were concluded by developed and developing 

countries. Thus, by 1996 the preferences and the trading environment in which they 

operated had significantly changed. 

 

As Central and Eastern European countries become full members of the EU, competition 

in the European market for agricultural products will further intensify. On the other hand, 

the financial implications of their agricultural integration into the EU may exert some 

downward pressure on the amount of the EU‘s agricultural subsidies. Furthermore, 

certain association agreements between the EU and major Mediterranean countries have 

been changed from preferential arrangements to mutual free trade areas or customs 

unions. Duty-free access for many products of export interest to other developing 
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countries is consequently being progressively widened, although several major 

agricultural exports are still subject to MFN duties or are limited by ceilings and seasonal 

restrictions during the transition periods. New free trade area arrangements have entered 

into effect between the EU and South Africa, Mexico and Chile, and a new arrangement 

is envisaged with MERCOSUR. These arrangements could significantly alter market 

access conditions to Europe, because they involve leading world market producers of 

meat, fruits, vegetables, flowers, vegetable oils, cereals, sugar, fishery, and plywood, 

among others, and highly competitive exporters in the food processing industry. 

 

In the light of the above, it is likely that by 2005 to 2008, existing special preferential 

arrangements will be replaced by WTO-conformed free trade areas, leading to fully 

reciprocal liberalization of essentially all mutual trade. The Cotonou Agreement, the 

Caribbean Basin Initiative (CBI) and AGOA are moving into that direction. The Cotonou 

Agreement (and future bilateral free trade area agreements with African countries) will 

lead to the establishment of free trade and investment between an enlarged European 

Union and virtually all ACP developing countries. The Free Trade Area of the Americas 

(FTAA) is expected to expand free trade and investment on a reciprocal basis throughout 

the Western hemisphere. The United States intends to conclude free trade area 

agreements with certain AGOA beneficiaries and their groupings. The members of the 

Asian and Pacific Economic Cooperation grouping (APEC) are pursuing similar 

objectives for free trade and investment at both the multilateral and the regional level. 

Meanwhile, sub-regional and regional integration groupings among developing countries 

are accelerating efforts to liberalize their mutual trade in preparation for the liberalization 

of trade with major world trading nations. 

 

The future of preferential arrangements 
 

The common implication of all these regional arrangements is that they will significantly 

intensify competition in the major world markets. For all products taken as a whole, the 

main economic value of trade preferences will shift from price advantages to obtaining 

free access in order to avoid being discriminated against, and to other policy goals, such 

as increased investments. This does not preclude the continued value of trade preferences 

for products where protection is still high, as in the case of agricultural goods. 

In the face of this challenge, multilateral trade liberalization is bound to progress in order 

to avoid segmentation of and discrimination between the two largest preference systems, 

those of EU and the United States. This is most relevant for developing countries that do 

not enjoy ―least developed‖ status, or that have not yet obtained special preferential 

access to both markets. The success of the Doha Round of multilateral trade negotiations 

is critical for developing countries, which have already been graduated, in part or wholly, 

out of GSP or face the risk of graduation in the near future. 

 

The Doha Round aims at ―substantial improvements in market access; reductions of, with 

a view to phasing out, all forms of export subsidies; and substantial reductions in trade-

distorting domestic support to agriculture.‖ It should bring about further global 

liberalization of agricultural trade, a reduction of tariff peaks, and an enlargement of 

duty-free or low-duty tariff quotas, as well as easier access to domestic markets, in as 
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much as producer subsidies in agriculture and fishery are to be reduced. Meanwhile, the 

EU made some further progress in agricultural policy reform under its Agenda 2000. The 

reform of its beef sector policy is expected to reduce beef prices significantly. Proposals 

for reforms of the sugar and fisheries sectors are under consideration. Further needs for 

agricultural policy reforms are likely to arise as a consequence of the new Round and the 

accession of new Member States. This trend should, to some extent, open up the 

entrenched market closures for major food products. ACP countries will also acquire new 

opportunities for market access in other dynamic markets, which should stimulate 

preparations for diversifying their export destinations. 

 

In spite of the new Round, the GSP is likely to remain important in the trading relations 

between developed and developing countries, in particular the LDCs and other countries 

with limited market size. It will also have a role to play in inter-regional relationships 

outside the new free trade area arrangements, which tend to maintain the traditional 

North-South orientation in spite of inter-regional extensions, such as AGOA and EU free 

trade areas with Latin American countries. Even within the Cotonou Agreement, certain 

ACP countries that are not members of sub-regional integration groupings with deep 

mutual trade liberalization may evaluate the pros and cons of opting for a continued GSP 

status instead of entering into a free trade agreement with the EU. Certain ACP LDCs in 

the Pacific and the Sahel may also choose to continue to benefit from the EU scheme for 

LDCs. It should be noted that the EU envisages a further extension of its GSP scheme for 

the period 2005-2014. 

 

In agriculture, substantial scope remains for maintaining the value of the GSP beyond the 

next Round. Even if a 30 percent reduction of agricultural duties could be achieved, or if 

a common ceiling rate could be agreed upon (for example, that no tariffied rate shall 

exceed, for instance, 30 percent), the resulting MFN rates will still remain at double-digit 

levels for many tariffied and food industry products. Many rates would still be prohibitive 

for many developing country exporters other than Free Trade Area (FTA) countries or 

LDCs with respect to: cereals, rice and their products; sugar, sugar-based food and 

chocolate products; several prepared and canned fruit and vegetables and fruit juices; 

meat products; canned and prepared fish and shrimps, coffee and cocoa products, as well 

as a number of other prepared or processed food products in rapidly growing demand by 

consumers. Even the new FTA arrangements are likely to phase tariff reductions for 

many of these products over lengthy transition periods. 

 

These compounded changes in the international trading framework will lead to profound 

alterations of the competitive positions of individual producer and exporting countries in 

the world, regional and domestic markets for agricultural and processed products. The 

scope of these changes requires governments to focus their policies on strengthening 

supply capacities and increasing competitiveness in both domestic and export markets. 

Enterprises in developing countries are continuously challenged to augment productivity 

and technological capacities, and to improve their capacity to meet international quality, 

sanitary and safety standards. Existing trade preferences can buffer the adjustment 

process. Combined with investment cooperation, preferences can also provide an 

incentive to domestic and foreign investors to expand production. Favourable operating 
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conditions and the availability of free or preferential market access to major developed 

countries and regional markets can play an important role in investment decisions. 

3.2 domestic environments in developing countries: Production and export performance 

of agriculture and food industries 

 

The domestic environment for an effective use of trading opportunities and preferences 

was characterized during the whole 1990s by continued structural adjustment and 

reforms. Growth during the first half of the period was, however, followed by a series of 

major crises, inflation and currency devaluations in several countries, including the 

earlier most successful exporters. The period as a whole was characterized by widening 

disparities in growth and economic performance among developing countries. 

 

During the 1990s, the GDP grew by an annual average of 3.3 percent and per capita GDP 

by 1.8 percent for developing countries as a group. Growth was uneven among 

developing countries and regions. It was very strong in Eastern and Southern Asia, at 

rates of 7.5 percent and 5.6 percent respectively, but remained below average in sub-

Saharan Africa (2.2 percent) where per capita GDP stagnated at a very low level of 

hardly more than $1 per day. Per capita income regressed or stagnated in two-thirds of 

the ACP countries, except for Mauritius, the Dominican Republic, Lesotho, Uganda, 

Mozambique, Ethiopia and the Sudan, predominantly agriculture-based economies. 

In several Asian developing countries, double-digit export growth made a major 

contribution to their rapid economic performance. Some Latin American countries, such 

as Argentina, Chile and most Central American countries, also achieved high export 

growth. In Africa, export performance varied widely: double-digit rates were achieved, 

for example, by Ghana, Benin, Uganda, Burkina Faso and Lesotho, all countries with a 

high dependence on agricultural production and exports. 

 

Agriculture remains a major component of production and GDP, as well as the main 

source of employment for a large number of developing countries. This sector continues 

[to play a major role in stimulating overall development and provides [important 

resources for social development and investment. During the 1990s, agriculture grew in 

developing countries at a rate of 2.2 percent annually, and contributed importantly to 

overall income growth and employment. In East and South Asia, agricultural production 

grew at an average annual rate of 3.3 percent and in sub-Saharan Africa by 2.7 percent. In 

contrast to other regions, the growth of agriculture in Africa was faster than for 

manufacturing, which achieved a modest 1.6 percent. Agricultural growth was relatively 

high and outpaced GDP growth in Malawi, Sudan, Togo, Benin, Guinea, Tanzania, 

Zambia and Namibia (in descending order). 

 

Central and South American countries achieved pronounced growth of agricultural 

exports. Such exports expanded or maintained their share in rapidly expanding world 

exports in Chile, Brazil, Uruguay, Ecuador, Peru, Bolivia, Venezuela, Nicaragua and 

Guatemala (in descending order). Strong agricultural exports also stimulated production 

growth in some Asian countries, such as Indonesia and the Lao People‘s Democratic 

Republic, whereas in many others, export expansion occurred mainly in the industrial 
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sector. Nevertheless, the global trend towards a reduced share of agricultural products in 

total exports continued. 

 

In several developing countries, export growth made a significant contribution to the 

growth of agricultural value added, income and GDP. Certain ACP countries also 

combined fast export growth in agricultural products with significant growth of 

production: above-average growth of agricultural exports and production were achieved 

by Zimbabwe, Kenya, Ghana, Côte d‘Ivoire, Togo, Benin, Burkina Faso, Mali, Uganda, 

Ethiopia, Mozambique and Lesotho (in descending order). On the other hand, most ACP 

countries achieved only a weak growth of production, exports and GDP, at rates 

insufficient for alleviating poverty. 

 

Differing growth performance can be explained to some extent by the positive effects of 

currency devaluation, as in the West African Economic and Monetary Union (UEMOA). 

On the other hand, major agricultural policy reforms and market liberalization for cocoa, 

coffee, cotton and other agricultural products have provoked temporary disturbances of 

production. Poor performance of ACP and other commodity-dependent countries was 

mainly caused by the price collapse for major staple commodities on world markets. For 

some commodities, recent export prices were the lowest over the past two decades. This 

implied, for example, a farm-gate price of only $0.11 per kg of Robusta coffee in early 

2002, which was about 60 percent below the normal range of producer prices. In the 

absence of income stabilization facilities after full liberalization, producers were neither 

prepared for, nor capable of, absorbing such price shocks. Commodity future exchanges, 

hedging, bank credits, and similar compensatory methods are still in the early stages of 

development in most African regions. 

 

Overdependence of export supplies on a narrow range of traditional raw commodities 

facing slow demand growth and a low income elasticity continues to remain at the roots 

of poor export performance of many developing countries. Such a lack of diversification 

increases vulnerability to climatic and economic shocks. The poor or negative 

performances of several African countries were often caused by political disturbances 

and wars. 

 

3.2 ROLE OF MONETARY AND FISCAL POLICIES IN 

DEVELOPING NATIONS 

Monetary policy is the process by which the government, central bank, or monetary 

authority of a country controls (i) the supply of money, (ii) availability of money, and 

(iii) cost of money or rate of interest, in order to attain a set of objectives oriented 

towards the growth and stability of the economy. Monetary theory provides insight into 

how to craft optimal monetary policy. 

Monetary policy is referred to as either being an expansionary policy, or a contractionary 

policy, where an expansionary policy increases the total supply of money in the 

economy, and a contractionary policy decreases the total money supply. Expansionary 

policy is traditionally used to combat unemployment in a recession by lowering interest 

http://en.wikipedia.org/wiki/Government
http://en.wikipedia.org/wiki/Central_bank
http://en.wikipedia.org/wiki/Supply_of_money
http://en.wikipedia.org/wiki/Interest
http://en.wikipedia.org/wiki/Economy
http://en.wikipedia.org/wiki/Monetary_theory
http://en.wikipedia.org/wiki/Expansionary_monetary_policy
http://en.wikipedia.org/wiki/Contractionary_monetary_policy
http://en.wikipedia.org/wiki/Contractionary_monetary_policy
http://en.wikipedia.org/wiki/Unemployment
http://en.wikipedia.org/wiki/Recession
http://en.wikipedia.org/wiki/Interest_rates
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rates, while contractionary policy involves raising interest rates in order to combat 

inflation. Monetary policy is contrasted with fiscal policy, which refers to government 

borrowing, spending and taxation. 

Fiscal policy is used by governments to influence the level of aggregate demand in the 

economy, in an effort to achieve economic objectives of price stability, full employment 

and economic growth. Keynesian economics suggests that adjusting government 

spending and tax rates are the best ways to stimulate aggregate demand. This can be used 

in times of recession or low economic activity as an essential tool in providing the 

framework for strong economic growth and working toward full employment. The 

government can implement these deficit-spending policies due to its size and prestige and 

stimulate trade. In theory, these deficits would be paid for by an expanded economy 

during the boom that would follow; this was the reasoning behind the New Deal. 

During periods of high economic growth, a budget surplus can be used to decrease 

activity in the economy. A budget surplus will be implemented in the economy if 

inflation is high, in order to achieve the objective of price stability. The removal of funds 

from the economy will, by Keynesian theory, reduce levels of aggregate demand in the 

economy and contract it, bringing about price stability. 

Some classical and neoclassical economists argue that fiscal policy can have no stimulus 

effect; this is known as the Treasury View, and categorically rejected by Keynesian 

economics. The Treasury View refers to the theoretical positions of classical economists 

in the British Treasury who opposed Keynes call for fiscal stimulus in the 1930s. The 

same general argument has been repeated by neoclassical economists up to the present 

day. From their point of view, when government runs a budget deficit, funds will need to 

come from public borrowing (the issue of government bonds), overseas borrowing or the 

printing of new money. When governments fund a deficit with the release of government 

bonds, an increase in interest rates across the market can occur. This is because 

government borrowing creates higher demand for credit in the financial markets, causing 

a lower aggregate demand (AD), contrary to the objective of a budget deficit. This 

concept is called crowding out. 

Other possible problems with fiscal stimulus include the time lag between the 

implementation of the policy and detectable effects in the economy and inflationary 

effects driven by increased demand. In theory, fiscal stimulus does not cause inflation 

when it uses resources that would have otherwise been idle. For instance, if a fiscal 

stimulus employs a worker who otherwise would have been unemployed, there is no 

inflationary effect; however, if the stimulus employs a worker who otherwise would have 

had a job, the stimulus is increasing demand while labor supply remains fixed, leading to 

inflation. 

 

 

 

http://en.wikipedia.org/wiki/Interest_rates
http://en.wikipedia.org/wiki/Interest_rates
http://en.wikipedia.org/wiki/Inflation
http://en.wikipedia.org/wiki/Fiscal_policy
http://en.wikipedia.org/wiki/Keynesian_economics
http://en.wikipedia.org/wiki/Aggregate_demand
http://en.wikipedia.org/wiki/New_Deal
http://en.wikipedia.org/wiki/Classical_economics
http://en.wikipedia.org/wiki/Neoclassical_economics
http://en.wikipedia.org/wiki/Treasury_View
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Two central issues in the design of optimal monetary policy are the choice of goals and 

the choice of the exchange rate regime. Over the past twenty years a consensus has 

materialized in developed countries that the appropriate goal for monetary policy is low 

or zero inflation.  
 

A similar consensus has not materialized among developed countries with respect to the 

choice of exchange rate regime. In the early 1970s, most developed countries chose to 

move to free exchange rates and many maintain a free rate to this day. However, the 

recent formation of the European monetary union and the call for a North American 

monetary union4 suggests that the book is not yet closed on the issue of the optimal 

exchange regime. 

 

The experience of developing countries over this same interval is, by comparison, much 

more diverse. Inflation rates have ranged from low to hyperinflation levels, and exchange 

rate regimes from truly free through fixed or quasi-fixed to currency boards and 

dollarization. In addition, many of these countries have chosen a set of goals that are 

mutually inconsistent, an exchange rate regime that is incompatible with the goals, and 

the adoption of direct controls on private behavior to deal with the short-run 

consequences of the lack of coherence in the monetary framework. The lack of credibility 

of these policies has surfaced in the longer run as full-blown balance of payments and 

financial crises. These experiences have tended to restrict the debate in developing 

countries regarding the optimal exchange regime to a choice between free rates and 

irrevocably fixed rates, such as a currency board or formal monetary union. 

 

A fundamental argument for a free exchange rate regime is that free rates are the only 

regime which allows each country to choose its own monetary policy and, by implication, 

its long-run inflation rate. Advocates of fixed rates counter this argument by suggesting 

that the freedom to choose a long-run inflation rate does not imply that choices will be 

optimal. In fact, the experiences of many developing countries suggest that a significant 

benefit from fixing one‘s exchange rate irrevocably to a major international currency 

through, say a currency board, is to enhance the credibility of monetary (and fiscal) 

policy by imposing monetary (and fiscal) discipline on the domestic central bank (and the 

central government). In this view, the move to a credible policy of low, stable inflation 

enhances economic stability, eliminates the distortions caused by an incoherent monetary 

policy framework, and increases economic growth. 

 

Advocates of free exchange rates rejoin that the loss of the buffer role that free rates 

provide in the domestic adjustment to external asynchronous shocks is a significant 

potential cost of irrevocably fixed rates. Long ago Friedman (1953) argued that if 

domestic prices are less that perfectly flexible, it may be preferable to let nominal 

exchange rates be the mechanism by which the economy adjusts to external shocks rather 

than relying on the more difficult domestic price adjustments. Fixing a currency to an 

appreciating U.S. dollar (as Argentina learned between 1997 and 2001) can impose 

severe deflationary costs on a developing economy. Advocates of fixed rates counter that 

nominal exchange rates exhibit more variance than can be explained by economic 

fundamentals and that asset flows can cause nominal and real exchange rate movements 

in major international currencies over long periods of time. 
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Developing countries may have problems establishing an effective operating monetary 

policy. The primary difficulty is that few developing countries have deep markets in 

government debt. The matter is further complicated by the difficulties in forecasting 

money demand and fiscal pressure to levy the inflation tax by expanding the monetary 

base rapidly. In general, the central banks in many developing countries have poor 

records in managing monetary policy. This is often because the monetary authority in a 

developing country is not independent of government, so good monetary policies takes a 

backseat to the political desires of the government or are used to pursue other non-

monetary goals. For this and other reasons, developing countries that want to establish 

credible monetary policy may institute a currency board or adopt dollarization. Such 

forms of monetary institutions thus essentially tie the hands of the government from 

interference and, it is hoped, that such policies will import the monetary policy of the 

anchor nation. 

Recent attempts at liberalizing and reforming the financial markets (particularly the 

recapitalization of banks and other financial institutions in Nigeria and elsewhere) are 

gradually providing the latitude required in order to implement monetary policy 

frameworks by the relevant central banks. 

3.2.1 PRIOR SAVINGS 

One common economic goal of developing countries is raising per capita real income on 

sustained bases. There is however no consensus on any mechanism through which per 

capita real income can ve raised rapidly and steadily over time, except that all the major 

approaches to development give emphasis on both capital formation and the effective use 

of capital.  

 

Although investment has been identified as a major determinant of growth, there remains 

controversy about the relative efficacy of different approaches to investment finance. In 

the literature two broad analytical approaches to investment finance can be identified. 

They are the prior savings and the forced savings approach. According to the classical 

economists, prior savings are the determinant of investment and all savings gind their 

investment outlets. The proponents of the prior savings view are averse to inflation and 

do not see the need for inflation for growth. Because investment is na alternative to 

consumption, they believe that any investment which is not financed by prior savings will 

generate inflation but not real income. 

 

On the other hand economists who mainly follow the Keynesian school of thought do not 

consider prior savings as a requirement for investment for growth. According to this view 

investment can be increased autonomously by the government without prior savings 

through monetary expansion. Such an investment will generate its own savings in at least 

four ways. First, if resources are underemployed, monetary expansion will increase 

aggregate demand and hence output and savings. Second, if resources are fully employed 

or if there are supply rigidities (as can be expected in developing countries), monetary 

expansion will generate inflation. Inflation in turn lowers the real rate of return on 

financial investment and thereby induces wealth holders to change their portfolio by 

http://en.wikipedia.org/wiki/Dollarization
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investing in physical capital. The resultant rise in capital intensity increases output and 

hence savings. Third, inflation can also increase savings bt changing income distribution 

in favor of profit earners with a higher propensity to save compared with that of wage 

earners. Fourth, inflation imposes tax on real money balances and thereby transfers 

resources to the government for financing investment. 

 

Therefore the precise role of monetary policy in growth id dependent on whether the 

prior savings of forced savings of a combination of two approaches to development 

finance is appropriate for developing countries. According to forced savings school, since 

investment not saving, is the constraint of growth, a low or negative real interest rate is 

necessary for the encouragement of private investment. To the extent that a high rate of 

inflation keeps the real interest rate low, inflation can be seen as a necessary price of 

economic development. Thus the policy implication that follows from the forced saving 

approach is financial repression characterized primarily bt interest rate ceilings. In 

contrast the prior savings school believes that the role monetary policy in developing 

countries should be to mobilize savings and channel them into productive investment by 

keeping the rate of inflation low so that the real interest rate remains positive over time. 

This forms the basis of financial liberalization reform. 

 

3.3 INFLATION AND GROWTH EMPIRICAL EVIDENCE 
 

One of the consensus views among economists is importance of low and stable inflation. 

Economic theory assures us low and stable inflation is important for market-driven 

growth, and that monetary policy is the most direct tool for controlling inflation. Further, 

among all of the government‘s tools for influencing and directing the economy, monetary 

policy has proven to be the most flexible instrument for achieving medium-term 

stabilization objectives. 

 

In 1970‘s, policy-makers and most economists supported ‗‗activist‘‘ monetary policies, 

which were defined as policies whose purpose was to keep output and unemployment 

close to their ‗‗full employment‘‘ levels at all times. Supporters of activism believed that 

there was long-run tradeoff between inflation and unemployment, known as Phillips 

curve (Phillips, 1958; Samuelson and Solow, 1960). According to this view, the monetary 

authorities could maintain a permanently lower rate of unemployment by accepting some 

degree of inflation. Actively managed monetary (and fiscal) policies could be used to 

maintain maximum employment pretty much all the time. However, the activist monetary 

policies of the 1970s and 1980s not only failed to deliver their promised benefits, but also 

they helped to generate inflationary pressures that could be subdued only at high 

economic cost. Today, many economists and practitioners accept the primary goal of 

monetary policy is attaining and preserving the price stability. The reasons for this 

agreement can be explained thorough four reasons: 

 

1) An increase in the money supply does not have any impact on the real side of the 

economy in the long run, although it has some temporary effects in the short run. 

However, the mechanism through which the effects manifest themselves and the time 

when they will be seen is not clearly known beforehand.  
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2) Inflation has very undesirable impacts on the economic growth and resource 

allocations.  

 

3) The effect of monetary policy on the rate of inflation can be observed with long and 

variable lags due to the aggregate demand and supply shocks, instability of the 

intermediate targets etc. and these lags makes difficult to control inflation on a period-

byperiod basis by the central banks. 

 

4) It is accepted that due to the dynamic inconsistency problem, there must be some 

restrictions on the central bank activity. Pressures of politicians or the private sector on 

central banks to stimulate the economic activity may result in the price instability. In the 

inflation targeting regime, the commitment of central banks to achieve low and stable 

inflation environment, impedes these pressures and help central banks to focus on the 

inflation objectives, not growth etc. The regime gives also chances to take pre-emptive 

actions as soon as some signals are shown. 

 

To implement a successful monetary policy, restrictions on the policy-making processes 

are sometimes needed especially in developing countries to discipline the policymaking 

process and to make policy more transparent because of the time-inconsistency problem.  

 

For these reasons, conducting the policy by using a nominal anchor may be helpful. 

Although some of the nominal anchors result in the loss of independent monetary policy, 

when the developing markets are considered, it can be argued that the loss of the 

developing countries because of not conducting independent monetary polices are less 

than their gains of discretionary monetary policy. 

Further, when we talk about the evidence of growth, empirical studies of economic 

growth in modern economic literatures pay more attention to sociopolitical causes rather 

than pure economic causes such as capital, labor and technology. Even an economy 

adapts standard attractive economic policies with technology, human and physical 

capital; it can not achieve higher economic growth which is back born of economic 

development unless it has peace. Increasing economic growth, rising level of living, and 

promoting widespread employment opportunities are all as much function of the local 

history, expectations, values, incentives, attitudes and beliefs, and institutional and power 

structure of societies. Large differences in per capita income across the countries can not 

be explained by differences in across to the world's stock of productive knowledge or by 

differences in quality of marketable human and physical capital or personal culture, the 

only remaining plausible explanation makes that great differences of wealth of nations 

caused by differences in the quality of their institutions and economic policies which 

make sociopolitical stability in their country. Looking back over years, it is now clear 

that, in their preoccupation with growth and its stages and with the provision of capital 

and skills, theorists in economic growth have paid sufficient attention to sociopolitical 

stability made by institutional, sociopolitical, historical, cultural, and religious causes in 

the development process, particularly in economic growth. To understand why some 

countries have performed so much better than others with respect to growth, it is 
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therefore necessary to go beyond the proximate causes of growth and devolve into the 

wider fundamental determinants of the growth. As Brain Snowdon pointed out, we can 

not hope to find the key determinants of economic growth by using narrow economic 

analysis alone. To explain growth "miracles" and " disasters", it requires the 

understanding of the history of the countries being investigated as well as how policy 

choice are made within an institutional structure involving political distortion.  

3.4 EXTERNAL RESOURCES AND FDI  
 

Especially since recent financial crises in Asia and Latin America, developing and newly 

industrializing countries have been strongly advised to rely primarily on foreign direct 

investment (FDI) in order to supplement national savings by capital inflows and promote 

economic development. Even harsh critics of rash and comprehensive capital account 

liberalization dismiss the option of complete isolation from international capital markets 

and argue in favor of opening up towards FDI (e.g. Stiglitz 2000). FDI is considered less 

prone to crisis because direct investors typically have a longer-term perspective when 

engaging in a host country. In addition to the risk-sharing properties of FDI, it is widely 

believed that FDI provides a stronger stimulus to economic growth in host countries than 

other types of capital inflows. The underlying argument is that FDI is more than just 

capital, as it offers access to internationally available technologies and management know 

how (The Economist 2001). 

 

Yet, economists know surprisingly little about the driving forces and the economic 

effects of FDI. There are few undisputed insights on which policymakers can definitely 

rely. The relevance of earlier findings on the determinants of FDI is debatable. The 

relative importance of traditional determinants may have declined in the process of 

economic globalization. The economic effects of FDI do not allow for easy 

generalizations. Empirical studies on the growth impact of FDI have come up with 

conflicting results. 

 

Do inflows of foreign capital augment the investment rate in developing countries? The 

answer to this question is widely thought to be in the affirmative. Most academic 

economists believe that the surge in cross-border capital flows since the early 1990s has 

created unprecedented opportunities for developing countries to achieve accelerated 

economic growth. International financial institutions routinely advise developing 

countries to adopt policy regimes that encourage capital inflows. A large majority of the 

developing countries have substantially reduced restrictions on capital inflows, and some 

have proceeded to offer substantial incentives in the form of tax concessions or subsidies 

to international investors. 
 

Standard economic theory, of course, predicts that capital inflows unambiguously 

increase investment rates in developing countries. The argument runs as follows. In 

developed countries, savings are abundant but return to investment is low because capital 

per worker is already high. In developing countries, on the other hand, return to 

investment is high as capital per worker is low, but savings are scarce. Hence if capital 

were allowed to move freely across national frontiers, a part of the savings of the 
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developed world would be invested in the developing world. So the investment rate 

would fall below the saving rate in developed countries and rise above the saving rate in 

developing countries. International capital mobility, therefore, is expected to help poorer 

nations to achieve faster growth and thus promote economic convergence among nations. 
 

Recent experience with capital flows has added an important qualification to this 

argument. The economic crises of the 1990s have highlighted the ―footloose‖ character of 

certain types of capital flows, such as flows of private equity and bank loans, which 

appear to be driven by short-run speculative objectives in a world of asymmetric 

information. Flows of foreign direct investment (FDI), by comparison, have shown a 

remarkable degree of stability even during economic crises, which appears to suggest that 

they are driven by considerations of long-term economic prospects of destination 

countries.4 There is now a reasonable degree of consensus that the standard theory gives a 

fair account of FDI flows but not of capital flows in general. 

 

So, in theory, developing countries should be able to rely at least on FDI inflows to 

increase their investment rates. However, there has been too little effort to confront this 

prediction of theory with real-world experience. The proposition that FDI inflows enable 

developing countries to achieve investment rates higher than their domestic saving rates 

remains to be empirically established. There are some studies that investigate whether 

FDI inflows indeed finance investment or end up financing financial outflows and/or 

reserve accumulation. 

 

The first striking fact about FDI inflows in recent periods is their rather explosive growth 

in the 1990s (Figure 1). Globally, there was a dramatic acceleration in the growth of these 

inflows after 1993 and the accelerated growth was sustained till the end of the 1990s. In 

absolute terms, FDI inflows into our sample countries increased from US$ 27.5 billion in 

1975 to US$ 210.5 billion in 1993 and then to US$ 1333 billion in 2000. As percentage 

of GDP, they grew from just 0.5 percent in 1975 to 0.9 percent in 1993 and then to 4.5 

percent in 2000. The trends for developed and developing countries were surprisingly 

similar; in the 1990s, FDI inflows, both in absolute terms and as percentage of GDP, 

increased sharply in both groups of countries. The only noteworthy difference is that 

while the increase was rather abrupt in developed countries (it came towards the end of 

the 1990s), in developing countries, it was steady throughout the 1990s.  

 

A major consequence of increased FDI inflows was a hugely expanded role of foreign 

investors in national economies (Figure 2). In our group of sample countries, the share of 

FDI inflows in investment, which was around 2 percent till the mid-1980s, increased to 4 

percent by 1993 and then jumped to 20 percent by 2000.13 On the other hand, the global 

investment rate remained quite stable at around 22 percent throughout the 1990s. In both 

developed and developing countries, the share of FDI inflows in investment increased 

rapidly in the 1990s. But while the rate of investment remained fairly stable (around 21 

per cent) in developed countries, in developing countries, it rose in the first half of the 

1990s and declined in the second half. 

 

There was a good deal of fluctuation but no consistent time-trend in the share of 

developing countries in global FDI inflows during the last quarter of the twentieth 
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century (Figure 3). The share declined between 1975 and 1980, increased sharply till 

1982, declined sharply till 1987, rose sharply between 1990 and 1994 and declined quite 

abruptly after 1997. Overall, it was no higher in 2000 than it had been in 1980. We get a 

slightly different picture if we confine attention to the share of the group of core 

developing countries in global FDI inflows. This share was small but stable till the mid-

1980s.14 It declined somewhat thereafter and then grew rapidly during 1990- 97. The 

rising trend was halted, seemingly, by the East Asian crisis. Indeed, there was quite a 

sharp reversal of the trend after 1997, so that the core developing countries‘ share in 

global FDI inflows was roughly the same in 2000 as in 1990. 
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The observations above are based on data on FDI inflows alone. The picture changes in 

quite fundamental ways if we consider net FDI inflows (i.e., inflows net of outflows), 

which is a measure of resource transfer. Figure 4 shows the time-trends in net FDI 

inflows. Two important points emerge. First, on a net basis, FDI flows have always been 

and continue to be from developed to developing countries; for the entire period, 1975-

2000, there were net inflows into developing countries and net outflows from developed 

countries. Second, till about 1989, both net inflows into developing countries and net 

outflows from developed countries were stable at quite modest levels. These patterns 

changed in the 1990s; net FDI inflows into developing countries showed a sharply rising 

trend and, correspondingly, net FDI outflows from developed countries also showed a 
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sharply rising trend. These trends were reversed after 1998, in the aftermath of the East 

Asian crisis. 

 

At least for the period 1990-97, therefore, the observed trends in net FDI inflows seem to 

be quite consistent with one of the predictions of standard economic theory; freer cross-

border flows of capital apparently resulted in rising flows of savings from developed 

countries into investment in developing countries. What remains unclear is whether and 

to what extent the investment rate in developing countries rose above the saving rate as a 

result. In the next section, we take a close look into this issue.  

 

This year´s World Investment Report focuses on the rise of foreign direct investment 

(FDI) by transnational corporations (TNCs) from developing and transition economies. 

New sources of FDI are emerging among developing and transition economies. This 

phenomenon has been particularly marked in the past ten years, and a growing number of 

TNCs from these economies are emerging as major regional - or sometimes even global - 

players. The new links these TNCs are forging with the rest of the world will have far-

reaching repercussions in shaping the global economic landscape of the coming decades.  

The Report examines the magnitude of this phenomenon and examines its drivers and 

determinants, i.e.: what economic factors and policy developments lead firms from 

developing countries to venture abroad? For low-income countries, FDI from developing 

countries can be of great importance. In some of them, it accounts for a significant share 

of all FDI flows. The Report also discusses the development implications of the rise of 

these new sources of FDI, along with policy responses, for both home and host 

developing countries.  

As in previous years, the Report also presents the latest data on FDI and traces the global 

and regional trends of FDI and international production by TNCs. Global FDI inflows 

rose substantially in 2005. A major contributing factor to this strong growth was the 

marked increase in the inflows to developed countries. Rising global demand for 

commodities was reflected in the steep increase in natural resource-related FDI, although 

the services sector continued to be the major recipient of FDI. Among developing 

regions, Asia remained the main magnet for FDI flows, followed by Latin America, 

where re-invested earnings have played a major role. Africa´s share in world FDI inflows 

was still small, but its FDI growth rate has nonetheless surpassed those of other 

developing regions. 

 

3.5 TECHNOLOGY INFLOW 
 

The importance of international technology transfer (ITT) for economic development can 

hardly be overstated. Both the acquisition of technology and its diffusion foster 

productivity growth. As invention and creation processes remain overwhelmingly the 

province of the OECD countries, most developing countries must rely largely on 

imported technologies as sources of new productive knowledge. However, considerable 

amounts of follow-on innovation and adaptation occur in such countries. Indeed, these 

processes effectively drive technological change in developing nations. Developing 

countries have long sought to use both national policies and international agreements to 

stimulate ITT. National policies range from economy-wide programs (e.g., education) to 
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funding for the creation and acquisition of technology, tax incentives for purchase of 

capital equipment and intellectual property rights (IPRs). A prominent episode of 

international efforts to encourage ITT came in the late 1970s, when many developing 

countries sought a Code of Conduct to regulate technology transfer under United Nations 

(UN) auspices. It is difficult to regulate ITT effectively given the incentives for owners 

not to transfer technology without an adequate return and the problem of monitoring 

compliance with any rules that might be imposed. This helps explain why ITT is 

predominately mediated by national policies rather than by international disciplines. 

While some policies are subject to multilateral disciplines (e.g., subsidies, trade and IPR 

policies), the rules in place are primarily constraining in nature. they define limits on 

what is allowed. Multilateral efforts to identify actions that governments should pursue to 

encourage ITT are largely of a best-endeavor nature. 

 

Starting in the mid 1990s, multilateral disciplines on ITT-related policies began to 

deepen. The WTO Agreement on Trade-Related Aspects of Intellectual Property Rights 

(TRIPS) calls on countries to enforce comprehensive minimum standards of IPR 

protection on a nondiscriminatory basis. It also has provisions relating to ITT. Article 7 

notes that IPRs should contribute to the promotion of technological innovation and the 

transfer and dissemination of technology. Article 8.2 recognizes that countries may wish 

to adopt policies to prevent the abuse of IPRs by rights holders or the use of practices that 

.adversely affect the international transfer of technology.. Finally, Article 66.2 calls on 

developed country WTO members to provide incentives to their enterprises and 

institutions to promote technology transfer to least-developed countries (LDCs). In 2001, 

WTO members established a Working Group on Trade and Technology Transfer to 

examine the relationship between trade and the transfer of technology and explore what 

might be done under WTO auspices to increase ITT to developing countries. This can be 

seen as another reflection of a long history of efforts by developing countries to enhance 

the relevance of the WTO for development. This paper discusses options that could be 

pursued in the WTO to promote ITT. Three dimensions are highlighted: safeguarding 

national .policy space. to address market failures; identifying actions by source countries 

to encourage ITT; and multilateral initiatives to address international externalities 

associated with technology markets and/or national policies. 

 

Channels of Technology Transfer 
 
Numerous channels exist through which ITT may occur. Trade in goods and services is 

one. All exports bear some potential for transmitting technological information. Imported 

capital goods and technological inputs can directly improve productivity by being used in 

production processes. A second channel is foreign direct investment (FDI). Multinational 

enterprises (MNEs) generally transfer technological information to their subsidiaries, 

some of which may .leak. into the host economy. A third major channel of ITT is direct 

trade in knowledge via technology licensing. This may occur within firms, among joint 

Ventures, or between unrelated firms. Licensing and FDI are often substitutes. Which 

form is preferable to technology owners depends on many factors, including the strength 

of IPR protection. Patents, trade secrets, copyrights, and trademarks can all serve as 

direct facilitators of knowledge transfers. 
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Market transactions in technology are hampered by three major problems: (i) asymmetric 

information; (ii) market power; and (iii) externalities.  

 

 

Asymmetric Information Technology transfer involves exchange of information 

between those that have it and those that do not. The former cannot fully reveal their 

knowledge without destroying the basis for trade, creating a well known problem of 

asymmetric information.buyers cannot fully determine the value of the information 

before buying it. This can lead to large transactions costs that stifle market-based 

technology transfer. In the international context, information problems are more severe 

and the enforcement of contracts more difficult to achieve. The received theory of the 

multinational firm holds that such firms establish foreign subsidiaries because of the 

difficulty of using markets to profit from their proprietary technologies. 

 

Market Power Owners of new technologies typically have substantial market power 

resulting from lead time and patents and other IPRs. This necessarily implies that the 

price of technology will exceed the socially optimal level (i.e., marginal cost). While this 

divergence between price and cost allows innovators to profit from their innovation, it 

implies a reduction in (static) national welfare of those importing technologies. 

 

Externalities These may arise if the costs and benefits of technology exchange are not 

fully internalized by those involved. A major share of benefits to recipient countries of 

ITT is likely to arise from uncompensated spillovers. Positive spillovers exist whenever 

technological information is diffused into the wider economy and the technology 

provider cannot extract the economic value of that diffusion. Spillovers can arise from 

imitation, trade, licensing, FDI and movement of people. These market failures imply a 

potential for policies to increase welfare by encouraging ITT. To be effective, policy 

must alter the incentives of private agents that possess innovative technologies in the 

right way. In practice, the potential for welfare improving policy may not be realized due 

to mistakes or rent-seeking activity. 

 

3.6 MNC ACTIVITIES IN DEVELOPING NATIONS 
 

Multinational corporations (MNCs) can spur economic activities in developing countries 

and provide an opportunity to improve the qualities of life, economic growth, and 

regional and global commons. At the same time, they are often also accused of 

destructive activities such as damaging the environment, complicity in human rights 

abuses, and involvement in corruption. Whether these accusations are fair or not, many 

MNCs are now attempting to manage these complex set of issues in the host countries by 

implementing corporate social responsibility (CSR) strategies because such issues may 

risk the success of their operations. However, CSR can be an ambiguous tactic because it 

is often unclear what a corporation can and cannot be held responsible for, particularly 

when weak governance and institutions are involved. Daniel Litvin, director of Percept 

Risk and Strategy, an advisory firm, and author of Empires of Profit: Commerce, 

Conquest and Corporate Responsibility, came to the Bank to discuss his research on 

CSR. Empires of Profit examines the political exploits of a series of the most powerful 
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western multinationals in developing countries through history, starting with the East 

India Company and concluding with Shell in Nigeria and Rupert Murdoch‘s News Corp 

in China and India.  

 

Ede Ijjasz, and environmental specialist with the Bank, introduced Litvin. Litvin hinted 

that there may be similar issues that MNCs and the World Bank must face on ethical, 

environmental and social challenges. He said MNC issues were of interest to him starting 

from his journalistic origins of covering the environment for the The Economist. His 

book focused on the political and social interactions of these large companies with 

societies and governments in the developing countries throughout history. He said the 

book does not seek to draw judgments about MNCs, but rather to observe and document 

patterns. He has noticed that despite their vast power and wealth, most MNCs failed to 

anticipate local social and political problems which have affected their reputations and 

profits. Litvin noted the complex nature of investing, but also said a key factor was 

MNCs faced criticism in the West for problems that were in fact unrelated to the 

problems perceived by critics in the countries where they were doing business. Corporate 

cultures also blind companies from the cultures where they work. 

 

Litvin focused on four MNC examples, the East India and British South Africa 

Companies, Shell and Nike. The East India Company ruled the Indian subcontinent, and 

came to that position because it became involved in local politics. Its power was vast, but 

it was also unpopular, and a revolt in the 1850s lead the British Government to 

nationalize the company. When British used the company to impose English values on 

Indian society, this exacerbated the social unrest in the continent. Litvin explained that 

the conquering of the subcontinent was not by corporate design, but because headquarters 

could not control its emissaries in the field. Such rogue behavior almost bankrupted the 

company several times. The British South Africa Company sought gold reserves in 

Zimbabwe. The Company‘s tactics led to violent revolts at the close of the 19th century. 

The Company did not foresee the revolt and assumed the local population was pleased 

because of the economic stability it had brought to them. Nike has been severely 

criticized for employing youths in its overseas factories during the last decade, and some 

other abuses. Litvin noted that critics in the West focused on the low pay of overseas 

workers and the overindulgence of Western consumers, while missing the concerns of 

people in the countries where Nike did business. Nike factories were providing 

employment, and empowering women, both new developments in these settings. In fact, 

Nike was subcontracting with Asian manufacturers, and was largely ignorant of poor 

working conditions in overseas plants. Now, they work more closely with subcontractors 

on a code of conduct for these plants. Efforts by Nike to assist reforms, Litvin said, have 

been admirable but not fully effective. This highlights some of the difficulties that MNCs 

face. In Nigeria, Shell faced protests for its activities. In the West, critics focused on 

environmental and human rights abuses. In Nigeria, the concerns were on how oil 

revenues would be shared by different ethnic groups, an issue not addressed much by 

Western critics. Revenue sharing remains a concern today, but with Shell‘s changes in 

environmental policy, Western focus has dissipated. Until local corruption is adequately 

addressed, these tensions will remain. Litvin said there were lessons American oil 

companies could learn in Iraq from Shell‘s experiences in Nigeria. 
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Some of the management lessons include the importance of knowing the political and 

social issues in the country where they are doing business. Headquarters must carefully 

watch what is happening on the ground overseas. Companies need to have a strategy to 

address issues, and must anticipate them. When consensus can be established between 

stakeholder groups, it should be done. 

 

Multinational corporation (or transnational corporation) (MNC/TNC) is in fact,  a 

corporation or enterprise that manages production establishments or delivers services in 

at least two countries. Very large multinationals have budgets that exceed those of many 

countries. Multinational corporations can have a powerful influence in international 

relations and local economies. Multinational corporations play an important role in 

globalization; some argue that a new form of MNC is evolving in response to 

globalization: the ‗globally integrated enterprise.‘ 

 

MNCs are not new in India if we look in the past British East India Company and Dutch 

East India companies were there which came to India for trade and by taking advantage 

of political conditions of India gained power. After adopting new economic policy by 

government of India in July 1991 many MNCs came in the Indian economic scene 

because the government of India gave many incentives to the foreign investors. So it is 

clear that government opened the doors of Indian market to MNCs .Now the question is 

how the MNCs are affecting Indian economy whether they are useful for our economy or 

not? Let us analyze some brief impacts of MNCs on different sectors of the economy. 

 

MNCs and Indian Industries:  

 

Some economists think that MNCs are helpful for Indian industrial sector they think that 

Indian companies learn new technique of production and new management techniques 

with the arrival of MNCs in the Indian economic scene. MNCs increase competition in 

the industrial sector so when Indian companies compete with global giants they also 

improve in their working. With the entrance of MNCs in India demand for skilled 

persons increased to a great extent so more and more people are becoming skillful and 

the problem of skilled persons is solved for Indian industries also. MNCs also bring 

foreign capital in the country, which help to expand the market and Indian industries also 

take benefit of it. 

 

There are some economists who have some different opinion according to them the 

technology transferred by them is not useful for countries like India because MNCs use 

capital intensive technique and developing countries have scarce capital and labour 

abundant so the technology they transfer is of little use. The competition increased by 

MNCs is also disastrous for domestic industries only few strong domestic industries have 

enough strength to face the competition with global giants. As well as skilled persons are 

concerned MNCs give higher salaries to the skilled persons and thus able to explore the 

services of the most skilled persons and the Indian industries are still out of the services 

of these skilled people. No doubt MNCs bring foreign capital in India but this capital 

later becomes the cause of reimbursement of profit to the MNC‘s parent countries, which 

cause capital flight from the country. 

http://en.wikipedia.org/wiki/Corporation
http://en.wikipedia.org/wiki/Country
http://en.wikipedia.org/wiki/International_relations
http://en.wikipedia.org/wiki/International_relations
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MNCs and agriculture: 

 

 Indian economy is an agrarian economy; a major part of the population depends on 

agriculture directly or indirectly. If we go back to past few decades Indian agriculture 

was considered backward but now the time is changing and MNCs such as Mahyco-

Monsanto help in modernizing Indian agriculture. They provide modern agricultural 

inputs such as HYV seeds, pesticides, fertilizers and modern agricultural equipments to 

the Indian farmers and thus Indian agriculture has turned itself from subsistence level to 

making profits. MNCs also encourage research activities in the field of agriculture in 

developing countries like India. 

 

If we see the other part of the picture India with billion plus population, has put 

agriculture at the heart of its economy and food security at the center of its agriculture 

policy. In developing countries, MNCs encourage commercial farming because they need 

cheap raw material. Farmers also get good amount for their crop so the result is danger of 

food security, which the world is facing these days. A big number of Indian farmers are 

small and medium farmers who are not able to use expensive agricultural equipments so 

the gap is widening among rich and poor farmers, which is disastrous for the agriculture.  

Moreover MNCs are making Indian farmers dependent on HYV seeds provided by them 

and thus the biodiversity of Indian varieties are in danger. 

 

MNCs from social and moral viewpoint:   

 

MNCs are not fair in their working in the developing countries. Many MNCs are not 

paying their tax liability, they prefer to establish in that country where tax laws are not 

strict similarly they prefer to establish in that country where environmental laws are also 

not much strict and these are mainly developing countries. They even send their toxic 

waste in these countries by taking advantage of loose environmental laws even the 

quality of their products vary with country to country we can take the example of coca 

cola which is of superior quality in USA and is of inferior in India. MNCs also 

responsible for misallocation of resources in the developing countries. They provide 

mainly luxurious products because there is more profit in it. Thus demand for these 

products increase due to demonstration effect and this leads to misallocation of resources 

towards luxurious goods but the need of developing countries is to produce more and 

more necessary goods because most of the people belong to poor or middle class. 

Another aspect, which judges MNCs morally, is political interference. Generally it is the 

practice of MNCs to gain the economic power in developing countries and then get 

political power by giving help to the politicians at the time of elections and then 

manipulate industrial policies in their favor they also interfere in the important political 

matters of these countries which can cause a big danger to the sovereignty of developing 

countries.  

 

3.7 BORROWINGS IN DEVELOPING NATIONS 
 

Past research has focused on external debt for two reasons. First, while external 

borrowing can increase a country‘s access to resources, domestic borrowing only 
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transfers resources within the country. Hence, only external debt generates a ―transfer‖ 

problem (Keynes, 1929). Second, since central banks in developing countries cannot print 

the hard currency necessary to repay external debt, external borrowing is usually 

associated with vulnerabilities that may lead to debt crises. In this paper, I point out that 

in the current environment of increasing financial integration and open capital accounts, 

the traditional distinction between external and domestic debt may make less sense. 

 

Let us first consider the access to external resources argument. This would still apply if 

countries were able to track the residence of the ultimate holders of their bonded debt. 

However, most countries have no way of knowing who holds their debt. Hence, they 

classify as external debt all debt issued on the international market and classify as 

domestic debt all debt issued in the domestic market. Therefore, ―external‖ debt data may 

be a poor proxy of the actual transfer of resources across countries.  

 

The second argument for the standard dichotomy is even weaker. In countries with an 

open capital account, currency and maturity mismatches are the real source of 

vulnerabilities. Countries which, like the United States, have a large stock of long-term 

domestic currency external debt are less vulnerable to financial crises than countries 

which have a large stock of foreign currency or short-term domestic debt. Debt 

composition matters, but we need to move well beyond the standard external/domestic 

debt decomposition. Excessive focus on the external/domestic decomposition may make 

us forget that the real source of vulnerabilities are maturity and currency mismatches and 

that the breakdown between domestic and external debt makes sense only if this 

breakdown is a good proxy for tracking these vulnerabilities. 

 

The recent switch from external to domestic borrowing may just lead countries to trade 

one type of vulnerability for another. For instance, countries that are switching from 

external to domestic debt could be trading a currency mismatch for a maturity mismatch. 

Alternatively, the switch to domestic borrowing could lead to pressure on institutional 

investors and banks to absorb ―too much‖ government debt and this may have a negative 

effect on financial stability. Moreover, expanding the market for domestic government 

bonds may have positive externalities for the domestic corporate bond market but there is 

also the risk that the public sector may crowd out private issuers.  

 

Finally, there are political economy reasons that may make domestic debt more difficult 

to restructure. In fact, a few highly indebted countries which were able to use debt relief 

initiatives to address their external debt problems are still burdened with high levels of 

domestic debt. It is also important to correctly evaluate the cost of borrowing in different 

currencies. In an environment in which several emerging currencies are expected to 

appreciate vis-à-vis the United States dollar, the ex post interest rate in domestic currency 

may end up being higher than that in dollar. 

 

3.7.1 DOMESTIC BORROWINGS 
 

There are three possible definitions of external (and thus, domestic) debt. The first 

focuses on the currency in which the debt is issued (with external debt defined as foreign 
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currency debt). The second focuses on the residence of the creditor (external debt is debt 

owed to non-residents). The third focuses on the place of issuance and the legislation that 

regulates the debt contract (external debt is debt issued in foreign countries and under the 

jurisdiction of a foreign court).  

 

The first definition does not seem appropriate because several countries issue foreign 

currency denominated debt in the domestic markets and have recently started to issue 

domestic currency denominated debt in international markets. Moreover, this definition is 

problematic for countries that adopt the currency of another country. Finally, a definition 

based on the currency composition of public debt would be hard to implement given the 

limited information on the currency composition of domestic debt. This does not mean 

that countries should not report information on the currency composition of their external 

debt. In fact, such information is a key factor for evaluating a country‘s vulnerability to 

currency mismatches and potential responses to a debt crisis. However, currency 

composition should not be confused with the definition of external debt.  

 

The second definition is the one which is officially adopted by the main compilers of 

statistical information on public debt. The External Debt Statistics: Guide for Compilers 

and Users jointly published by the BIS, Eurostat, IMF, OECD, Paris Club, UNCTAD and 

the World Bank states that: 

 

―Gross external debt, at any given time, is the outstanding amount of those actual current, 

and not contingent, liabilities that require payment(s) of principal and/or interest by the 

debtor at some point(s) in the future and that are owed to non-residents by residents of an 

economy‖. This definition makes sense from a theoretical point of view because it 

focuses on the transfer of resources between residents and non-residents; it allows to 

measure the amount of international risk sharing and the income effects of variations in 

the stock of debt, and to evaluate the political cost of a default on public debt. However, 

this definition is almost impossible to apply in the current environment where most 

external debt due to private creditors takes the form of bonds (things were easier when 

most external debt owed to private creditors was channelled through syndicated bank 

loans). Of course, countries could try to identify the residence of whoever bought the 

bonds in the primary market and track what happens in the secondary market by running 

periodical surveys. However, few developing countries are attempting (or have the 

capacity) to identify the ultimate holders of their bonds. Even those that try to do so 

cannot do anything for bonds held in offshore financial centres. As a consequence, most 

countries end up reporting figures for external and domestic debt by using information on 

the place of issuance and jurisdiction that regulates the debt contract. This is not a 

problem, per se (in fact, it is exactly what I suggest below), the problem is that the 

information is misleading because it does not measure what it promises to do (i.e., 

transfer of resources from non-residents to residents). 

 

This discussion would be irrelevant if there were a close match between the place of 

issuance and the residency of the ultimate holder, as it used to be the case in the past. 

However, there is anecdotal evidence that more and more international investors are 
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entering the domestic markets of developing countries and those domestic investors often 

hold bonds issued in international market. 

 

3.7.2 EXTERNAL BORROWINGS 
 

In an environment characterized by open capital accounts and by the presence of foreign 

investors who buy domestically issued debt and domestic investors who buy debt issued 

in the international market, the old external/domestic debt dichotomy does not make 

much sense. Legislation, residence and type of holders, currency, and maturity are all 

characteristics which are associated with the risks of sovereign finance and the ideal 

dataset should report information for all these characteristics of public debt (Arnone and 

Presbitero, 2006, discuss similar issues). Jurisdiction, for instance, is important in case of 

a debt default. Knowing who holds the debt is important for assessing whether debt flows 

involve a net transfer of external resources across countries and assess whether holders 

are likely to be subject to panic attack and lead to runs on a country‘s public debt. The 

currency of denomination is important for determining the risk of currency mismatches, 

and maturity is important for determining rollover and interest rate risk. Yet, excessive 

focus on the external/domestic breakdown led to a situation in which the maturity and 

currency composition of domestically issued debt is not usually included among the 

vulnerability indicators used to predict financial crises. 

 

Hence, countries that are in a position to do so should provide information on who the 

holders are, and should also publish information on debt composition and structure. 

However, as some of these data are difficult to obtain, it would be better to start from 

what we can measure and then work towards the ideal dataset. Only by having a clear 

idea on what countries can and cannot report we will be able to have accurate and 

comparable information on the structure of public debt. 
 

3.8 IMF AND WORLD BANK POLICIES FOR DEVELOPING 

NATIONS 
 

Two central issues in the design of optimal monetary policy are the choice of goals and 

the choice of the exchange rate regime. Over the past twenty years a consensus has 

materialized in developed countries that the appropriate goal for monetary policy is low 

or zero inflation .Furthermore, in countries that have adopted inflation targeting, average 

inflation rates have exhibited a remarkable convergence to low values. A similar 

consensus has not materialized among developed countries with respect to the choice of 

exchange rate regime. Following the breakdown of the Bretton Woods agreement in the 

early 1970s, most developed countries chose to move to free exchange rates and many 

maintain a free rate to this day. However, the recent formation of the European monetary 

union and the call for a North American monetary union4 suggests that the book is not yet 

closed on the issue of the optimal exchange regime. 

 

The experience of developing countries over this same interval is, by comparison, much 

more diverse. Inflation rates have ranged from low to hyperinflation levels, and exchange 

rate regimes from truly free through fixed or quasi-fixed to currency boards and 
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dollarization. In addition, many of these countries have chosen a set of goals that are 

mutually inconsistent, an exchange rate regime that is incompatible with the goals, and 

the adoption of direct controls on private behavior to deal with the short-run 

consequences of the lack of coherence in the monetary framework. The lack of credibility 

of these policies has surfaced in the longer run as full-blown balance of payments and 

financial crises. These experiences have tended to restrict the debate in developing 

countries regarding the optimal exchange regime to a choice between free rates and 

irrevocably fixed rates, such as a currency board or formal monetary union a fundamental 

argument for a free exchange rate regime, based in part on the hypothesis of purchasing 

power parity, is that free rates are the only regime which allows each country to choose 

its own monetary policy and, by implication, its long-run inflation rate. Advocates of 

fixed rates counter this argument by suggesting that the freedom to choose a long-run 

inflation rate does not imply that choices will be optimal. In fact, the experiences of many 

developing countries suggest that a significant benefit from fixing one‘s exchange rate 

irrevocably to a major international currency through, say a currency board, is to enhance 

the credibility of monetary (and fiscal) policy by imposing monetary (and fiscal) 

discipline on the domestic central bank (and the central government). In this view, the 

move to a credible policy of low, stable inflation enhances economic stability, eliminates 

the distortions caused by an incoherent monetary policy framework, and increases 

economic growth. 

 

Advocates of free exchange rates rejoin that the loss of the buffer role that free rates 

provide in the domestic adjustment to external asynchronous shocks is a significant 

potential cost of irrevocably fixed rates. Long ago Friedman (1953) argued that if 

domestic prices are less that perfectly flexible, it may be preferable to let nominal 

exchange rates be the mechanism by which the economy adjusts to external shocks rather 

than relying on the more difficult domestic price adjustments. Fixing a currency to an 

appreciating U.S. dollar (as Argentina learned between 1997 and 2001) can impose 

severe deflationary costs on a developing economy. Advocates of fixed rates counter that 

nominal exchange rates exhibit more variance than can be explained by economic 

fundamentals and that asset flows can cause nominal and real exchange rate movements 

in major international currencies over long periods of time.  

 

In the current global economy, the World Bank often functions like an international 

traffic cop of capital. If it says ―go‖ by committing funds to a development project or 

interim loans to a government, other private and public capital may follow. If a country 

and its citizens resist the directives of the Bank, they will likely be cut off from both it 

and other sources of desperately needed assistance. The World Bank can thus exert a 

tremendous amount of power over the policies of developing countries, such that major 

decisions about people‘s lives are made not by their own governments but by an 

international financial institution that is accountable only to its wealthy patrons. In 

essence, the Bank institutionalizes a modern financial imperialism.  

Not surprisingly, the consequences of the World Bank‘s programs have often been 

disastrous for powerless citizens in the developing world. As just one example, the Bank 

often requires countries to impose user fees for healthcare and education services. The 

worst impact of such a measure is borne by the same impoverished people that the Bank 
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presumably would like to help. In Kenya, where one in seven people has HIV, Bank-

mandated user fees for STD clinics have resulted in a decrease in attendance of 40 

percent for men and 65 percent for women over a nine-month period. Although both 

UNICEF and the World Health Organization have reported that user fees compose a 

minimal portion of health and education budgets, the Bank insists on such fees despite 

the consequences.  

 

Before further examining such injustices, let us pause to ask how this pattern can be 

reconciled with the World Bank‘s supposed goals of helping the developing world 

recover from the burdens of colonialism and ―catch up‖ to the West. To determine whose 

interests are truly served by the decisions of the World Bank, we must examine the power 

structure of the World Bank and the types of projects it participates in.  

 

The World Bank was created in July 1944 with the aim of creating a stable global 

economic system. It quickly became the dominant financial institution for lending to 

developing countries. It usually acts by making long-term loans to governments for 

projects such as dams or bridges, or to support economic reform programs. 

  

The World Bank has 177 member countries, but the governing structure of the Bank is 

not democratic. The principle: one dollar, one vote. Therefore, China and India represent 

39 percent of the world‘s population but have only 5 percent of the total votes. Six 

countries -- the United States, Canada, Japan, Germany, the United Kingdom and France 

-- control about 45 percent of the decision-making power. The Bank works under a veil 

of secrecy and is not required to reveal its internal documents. 

  

The World Bank makes three types of loans. Project loans are given for large 

infrastructure projects such as dams, mines and power plants. Sector adjustment loans are 

given to meet the direct cost of a project, but are also used to support sector-specific 

policy changes. The third type of loans, under the Bank‘s Structural Adjustment Program 

(SAP), provides short-term support in exchange for major policy changes within a 

country.  

 

Who benefits from World Bank loans and the policy changes in the developing world? 

Most directly the G7 industrialized nations that dominate the decision-making apparatus. 

As the Enron fiasco highlights, this translates to the multinational corporations who exert 

extraordinary influence over these governments. According to Corpwatch, the World 

Bank awards 40,000 contracts to private firms. The United States Treasury Department 

calculates that for every $1 the United States contributes to international development 

banks, U.S. corporations receive more than $2 in bank supported contracts.  

The effects of this undemocratic system are dramatic. Many World Bank projects have 

high environmental and social costs. Projects are often economically unsound, poorly 

designed, and inefficient. In the Narmada Valley of India, a feasibility study of the Sardar 

Sarovar Dam overestimated river water volume by 17 percent. Upon completion, the 

project will have displaced 200,000 people and submerged fertile land. Grassroots 

pressure forced the World Bank to reassess the project, and an independent review 

published in 1992 revealed serious flaws that ultimately led to the Bank‘s pull-out in 
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1993. By the Bank‘s own account more than one-third of the Bank‘s projects in 1991 

were failures.  

 

The World Bank and IMF‘s structural adjustment program (SAP) originated in response 

to the debt crisis Mexico faced in 1982. A combination of irresponsible lending by 

commercial banks, a global recession, rising oil prices, and a collapse in the commodities 

market left developing countries unable to make debt payments.  

The World Bank, along with the International Monetary Fund, offered Mexico a bailout 

loan that had strict policy conditions attached to it. SAPs often require countries to 

devalue their currencies, lift import/export restrictions, privatize public enterprises, 

remove state subsidies, and balance the budget. These prescriptions have the effect of 

generating foreign exchange, making it easier for foreign goods to enter a country, 

cutting essential government services such as education and healthcare, and increasing 

the price of necessary goods in a country. Governments agree to such harsh measures 

because they are faced with the threat of being cut off from external aid. One could say 

that the World Bank has the developing world ―by the balls.‖  

 

Although colonialism in the form of direct government rule has ended, the vast economic 

power of the industrialized world allows it to control the developing world by forcing 

them to accept ―free-market‖ capitalism -- a fiction in a world with closed borders, 

skewed playing fields, and the military might of the West. The World Bank has forced 

many developing nations to rewrite laws dealing with issues such as trade, budgets, labor, 

the environment, and healthcare. This erodes the sovereignty of developing countries and 

forces their citizens to live under the harsh rule of the World Bank.  

 

Many of the countries of the global South fought colonial rule and now are resisting this 

new form of economic imperialism. Grassroots resistance in India forced the World Bank 

to withdraw funding from the Sardar Sarovar dam. There is also an increasing awareness 

among citizens of North American and Europe that their governments are subjecting the 

third world to gross injustice to feed the profits of corporate elite.  

 

 

Activity 3 

 

1. Discuss the role of monetary policies in growth of developing policies. How 

monetary policy is different from the fiscal policy? 

2. Explain the current scenario of FDI in India. Compare the technology inflow with 

FDI. 

3. Write short notes on the following: 

 

 Domestic and External borrowings 

 IMF policies in developing nations 

 Inflation  
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3.9 SUMMARY 
 

In this unit we have presented the economic environment in developing nations. First 

concern after introduction was about monetary and fiscal policies in developing nations. 

Monetary policy is referred to as either being an expansionary policy, or a contractionary 

policy, where an expansionary policy increases the total supply of money in the 

economy, and a contractionary policy decreases the total money supply. Fiscal policy is 

used by governments to influence the level of aggregate demand in the economy, in an 

effort to achieve economic objectives of price stability, full employment and economic 

growth. In the same way in order to leverage the growth of developing nations external 

resources like FDI are being managed by governments. Inflation acts like a termite to 

growth of nations but at the same time it is having some positive aspects too. Technology 

inflow helps in making growth streamlined and most developing countries must rely 

largely on imported technologies as sources of new productive knowledge. Domestic and 

External borrowings are the burden over developing nations and are helping them to 

continue their operations without any stoppage. MNC activities in developing nations 

have been explained in detail and IMF and World Bank policies are discussed with their 

benefits and drawbacks. 

 

3.10 FURTHER READINGS 
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World Economy 
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 Michael, P .T. and S. C. Smith, 2006. Economic Development. Ninth edition, 
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BLOCK 4 NEED FOR INVESTMENT CRITERIA IN 

DEVELOPING COUNTRIES 

 
This block comprises two units. The first unit deals with investment criteria in developing 

nations. It basically throws light on the present trends of investment in developing 

nations, developmental impact of FDI and the role of policy space. Incorporation of 

development dimension in a possible MFI is discussed in the future perspective. The 

alternative investment criteria have been discussed along with Cost benefit analysis. A 

brief introduction to Shadow prices was given with Project evaluation and UNIDO 

guidelines. 

 

The second unit gives you the understanding the need of planning in developing nations. 

It discusses Development plans in developing nations and related approach of planning in 

developed nations. Unit also explains various types of development planning namely 

Democratic planning; Decentralised planning; Indicative planning and Micro level 

planning. Finally a brief review of Indian plan models and planning is given along with 

description of various five year plans. 
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UNIT 1 

 

INVESTMENT CRITERIA IN DEVELOPING NATIONS  

 
Objectives 

 

On successful completion of this unit, you should be able to: 

 

 Appreciate the present and future trends of investment in developing nations 

 Identify the alternative investment criteria of investment in developing nations  

 Know the relevance of cost benefit analysis in context of investment in 

developing nations and their growth  

 Recognize the approach of shadow prices. 

 List the various guidelines referred by UNIDO to evaluate the projects worldwide 

 

 

Structure 

 

1.1 Introduction 

1.2 The present trends of investment in developing nations – developmental impact of 

FDI and the role of policy space 

1.3 Incorporating a development dimension in a possible MFI – the future perspective  

1.4 The alternative investment criteria – A multilateral treaty on investment negotiated 

outside WTO 

1.5 Cost benefit analysis 

1.6 Shadow prices 

1.7 Project evaluation and UNIDO guidelines 

1.8 Summary 

1.9 Further readings 

 

1.1 INTRODUCTION 

 
Investment has emerged as the most contentious in the WTO negotiations. At the Fourth 

Ministerial Conference of WTO at Doha, the finalization of the draft Declaration was 

held up because differences between the developed and developing countries on 

investment issue, among others. The Declaration was adopted only following the 

clarification by the Chairman of the Ministerial Council to the fact that the decision to 

launch will be taken at the Fifth Ministerial Meeting subject to an explicit consensus on 

the desirability of the negotiations and merely on the modalities of negotiations. The 

developing Countries will need to examine the various pros-and-cons of a multilateral 

framework of the type that the developed countries are seeking to evolve through 

multilateral trade negotiations for their process of development. They will also need to 

think about the form and content of possible multilateral framework on investment, 

should a negotiating mandate be given by the Ministerial Conference. 
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The attempt of developed countries to seek a multilateral regime on investment through 

multilateral trade negotiations is a part of their strategy to secure more favourable 

conditions for overseas operations of their enterprises that use FDI as a mode of servicing 

foreign markets more than trade now. FDI flows have expanded at an unprecedented rate 

during the 1990s becoming the most visible and prominent manifestation of the 

increasing global integration of economic activity. Compared to the average annual 

growth of trade in goods and services of about 6-7 per cent over the 1990s, FDI inflows 

have grown at an average annual rate of 20 per cent over 1991-95 and at 32 per cent 

during 1996-2000 despite the economic crisis in some important regions of the world. As 

a result, the magnitude of global FDI inflows has increased from US$ 159 billion in 1991 

to $ 1.27 trillion in 2000. To a large extent, the recent growth of FDI flows has been 

fuelled by cross-border mergers and acquisitions (M&As) in North America and Europe 

as a part of ongoing wave of industrial restructuring and consolidation. However, FDI has 

become an increasingly important channel of market servicing as a part of the trend of 

globalization. Sales of foreign affiliates of corporations were roughly of the same order ($ 

2 trillion) as world exports in 1982. By 2000, the affiliate sales had grown to more than 

two times of the world exports at $ 15.7 trillion compared to world exports of $ 7 trillion. 

The bulk of FDI flows originate in developed countries and developing countries are on 

the receiving end most of the time. Top 10 industrially and technologically most 

advanced countries account for as much as 74 per cent of FDI outflows. Therefore, the 

North-South divide is quite prominent in the case of investment. 

 

The North-South divide also becomes apparent from the positions adopted by developed 

countries at the international negotiations concerning investment. Keeping in mind the 

increasing importance of FDI as a channel of servicing the markets, a favorable 

international framework for FDI is seen by developed countries as furthering their 

commercial interests and national competitiveness. Therefore, developed country 

governments identify themselves with the investors and have tended to protect their 

interests at these negotiations. As a part of this developed countries have resisted 

initiatives of the UN System evolving binding Codes of Conduct on corporations in the 

1980s and have, on the other hand, been seeking to evolve an international regime 

guaranteeing an unfettered movement for their corporations through multilateral trade 

negotiations. Thus, despite the resistance of developing countries, the Final Act of the 

Uruguay Round included an Agreement on Trade Related Investment Measures (TRIMs). 

The TRIMs Agreement requires member countries to phase-out performance 

requirements relating to trade, such as local content requirements and foreign exchange 

neutrality. The General Agreement on Trade in Services (GATS) provided a framework 

for liberalization of trade in services including through cross-border commercial presence 

which is akin to FDI. 

 

Even without waiting for the mandated review of TRIMs becoming due in 1999, 

developed countries attempted to widen the scope of multilateral regime on investment 

beyond what is covered in Agreements on TRIMs and GATS. One such attempt was the 

initiative to establish a Multilateral Agreement (MAI) under the aegis of OECD launched 



 212 

in 1995. The OECD negotiations on MAI, however, could not be successfully concluded 

and were abandoned in 1998. The MAI negotiations failed because of the failure of 

OECD members to reach a consensus on the issue. However, even before the experiences 

of MAI negotiations in OECD were available, an attempt was made to push the 

investment issue on the WTO‘s agenda at the First Ministerial Conference of WTO in 

Singapore where the EU and Canada proposed to create a Possible Multilateral 

Framework on Investment (MFI) under the auspices of WTO. However, given the 

resistance of developing countries, a negotiating mandate could not be obtained on the 

subject but a Working Group on Trade and Investment (WGTI) was set up in WTO to 

study the issue without a negotiating mandate1. Before the WGTI‘s study process could 

conclude its work and recommend the desirability, if any, of a MFI within WTO‘s ambit, 

the EU with the support of other industrialized countries pushed the investment issue for 

negotiations at the Fourth Ministerial Conference of WTO held in Doha in November 

2001. Despite the resistance of developing countries who wanted to first complete the 

study process at the WGTI before agreeing to a negotiating mandate, the Doha 

Declaration provided for launch of negotiations on the trade and investment after the 

Fifth Ministerial Conference ‗on the basis of a decision taken, by explicit consensus, at 

that Session on the modalities of negotiations‘. 

 

1.2 THE PRESENT TRENDS OF INVESTMENT IN DEVELOPING 

NATIONS - DEVELOPMENTAL IMPACT OF FDI AND THE ROLE 

OF POLICY SPACE 

 
FDI usually flows as a bundle of resources including, besides capital, production 

technology, organizational and managerial skills, marketing know-how, and even market 

access through the marketing networks of multinational enterprises (MNEs) who 

undertake FDI. These skills tend to spill over to domestic enterprises in the host country. 

Therefore, FDI can be expected to contribute to growth more than proportionately 

compared to domestic investments in the host country. There is now a body of literature 

that has analyzed the effect of FDI on growth in inter-country framework and other 

analyzing knowledge spillovers to domestic enterprises from MNEs (see e.g. De Melo 

1997, Kumar and Siddharthan 1997, and Saggi 2000, for recent reviews of literature). 

However, the mixed findings reached by these studies on the role of FDI inflows in host 

country growth and on knowledge spillovers from MNEs suggest that these relationships 

are not unequivocal. The primary consideration for expecting a more favourable effect of 

FDI on growth is externalities of MNE entry for domestic firms. 

 

The externalities such as spillovers may not take place in some cases because of poor 

linkages with the domestic enterprises or poor absorptive capacity, for instance. FDI 

projects vary in terms of generation of linkages for domestic enterprises. There is also a 

possibility of MNE entry affecting domestic enterprises adversely given the market 

power of their proprietary assets such as superior technology, appeal of brand names and 

aggressive marketing techniques. Therefore, FDI may crowd-out domestic investment 

and may thus be immiserizing. Fry (1992), for instance, found FDI to have a significant 

negative effect on domestic investment or crowding it out. However, this effect varies 
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across countries and in the Pacific basin countries FDI seems to have crowded-in 

domestic investment.  

 

 

Role of Government Policy and Performance Requirements: Experiences and 

Evidence 

It is clear that the effect of FDI on domestic investments and growth depend very much 

on the nature or quality of FDI. Certain types of FDI tend to have more favourable 

developmental externalities than others. In that context attention needs to be paid by host 

countries to the quality of FDI inflows besides attracting greater magnitudes of FDI.  

 

Recent work has shown that host country policies have an important bearing on the 

quality of FDI inflows received (see Kumar 2002, among others). Governments have 

employed various measures to improve the overall quality of FDI inflows. These include 

performance requirements (PRs) like local content requirements (LCRs) on MNE 

affilaites to intensify generation of local linkages or export obligations for expanding the 

contribution of FDI to expansion of manufactured exports of developing countries. 

Developed countries of today have extensively employed PRs in their process of 

development especially when they were net importers of capital. For instance, Chang 

(2002, 2003) documents how USA had all kinds of performance requirements on foreign 

investors when it was a capital-importing country in the nineteenth century. The federal 

government had restrictions on foreigners‘ ownership in agricultural land, mining, and 

logging. It discriminated foreign firms in banking and insurance, while prohibiting 

foreign investment in coastal shipping, reserved the directorships of national banks for 

American citizens, deprived the foreign shareholders of voting rights in the case of 

federally-chartered banks, and prohibited the employment of foreign workers by foreign 

firms. 

 

More evidence on the use of PRs by developed countries in the post-World War II period 

is available. Countries like Australia, Canada, France, Japan, among others have made 

extensive use of PRs. For instance, Australia imposed 50 per cent domestic ownership 

requirements in natural resource projects, and also employed offsets policy under which 

larger government contracts required new domestic activity of 30 per cent of their import 

content. Canada enacted a Foreign Investment Review Act (FIRA) in the early 1970s 

under which an extensive set of PRs (called undertakings) were imposed to ensure 

‗significant benefit‘ is reaped by Canada from the operations of FDI. France has imposed 

an extensive set of PRs on foreign investors depending upon the nationality of the 

investor, economic growth effects including employment, regional balance and 

promotion of local R&D; competition to French enterprises, and on balance of payments 

etc. Japan also imposed PRs at the time of approvals depending upon contribution to 

technology development, exports or import substitution, competition to Japanese 

industry, 50 per cent foreign ownership and required the president of the joint venture to 

be Japanese. In the United States, CFIUS under the Exon-Florio Amendment has rejected 

some proposed takeovers and also at times imposed what amounts to PRs (see Kumar 

2003 for a more detailed review). 
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Many of the developed countries have also imposed LCRs in auto industry until recently. 

For instance, Italy has imposed 75 per cent local content on Mitsubishi Pajero, US has 

imposed 75 per cent rule on Toyota Camry and UK 90 per cent on Nissan Primera 

(Sercovich 1998). Australia imposed 85 per cent local content rule on motor vehicles 

until 1989 (Pursell 1999). 

The form of these PRs employed by developed countries in the 1990s was, however, 

changed in favour of trade policy measures that achieve objectives similar to those of PRs 

but are consistent with the provisions of TRIMs. 

 

1.2.1 Relevance of a Multilateral Framework on Investment: A 

Developing Country Perspective 

 
A basic question before entering into any negotiation on an MFI is to determine to what 

extent there is a need for a new multilateral instrument on investment, and what its costs 

and benefits for developing country members may be. Against that backdrop, we now 

make an assessment of the relevance of MFI from a developing country perspective. 

 

Conceptual Relevance of a GATT-Type Framework on Investment 

 

There is a conceptual basis for trade liberalization on the principle of comparative 

advantage where countries with different comparative advantages benefit from trading 

mutually. So developing countries trade their labour and raw material intensive goods 

with more knowledge and capital intensive goods produced by developed countries. On 

the other hand, FDI flows emerge because of differences in the levels of development and 

bundles of created assets. Indeed the theory of international firm explains evolution of a 

national firm into an international corporation in terms of monopolistic ownership of 

intangible assets that have revenue productivity abroad and which more than offsets the 

disadvantages of operating in an alien environment. These advantages include proprietary 

technology, globally reputed brand names, access to cheaper sources of capital, 

accumulated experience of organizing complex tasks, among others. From the start, 

therefore, MNE entrants enjoy an edge over local enterprises, if there is any existing at 

all, because of their monopolistic ownership advantages. The margin of the edge enjoyed 

by them is inversely related with the extent of development of local industrial capabilities 

and hence level of development. It is particularly wide in low-income countries. 

 

Is WTO a Right Forum for Handling Investment? 

 

The inclusion of investment on the WTO agenda has also been justified on the grounds of 

trade relatedness of investment. However, the trade – investment link, other than what is 

covered under TRIMs Agreement, is by no means straightforward. The bulk of FDI flows 

continue to be market-seeking (or tariff jumping) type and actually substitute trade  

Therefore, after taking care of possible trade distorting investment policies under TRIMs 

Agreement, there is very little justification of including a full-fledged investment 

agreement in the multilateral ‗trade‘ negotiations. FDI, like domestic investment, is a 

development and industrialization issue rather than a trade issue. Bringing it on the WTO 

agenda would unnecessarily diffuse the attention of WTO from its main purpose i.e. trade 
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liberalization. WTO also does not have competence to deal with the investment and 

development issue. This is clear from the fact that the Working Group on Trade and 

Investment set up as per the Singapore Meeting in 1996 has not been able to complete its 

work so far. Sharp differences continue to remain between the Members on all the 

aspects of a framework including its relevance and the scope and definition. 

 

Is One-size-fits-all FDI Policy appropriate for Countries at Different Levels Of 

Development? 

 

It has been shown in the literature that countries at different levels of development 

receive different types of FDI (e.g. Porter, 1990; Ozawa, 1992). For instance, a country at 

the beginning of the factor-driven stage will attract resource-seeking or labour-seeking 

inward FDI and investments in capital and intermediate goods industries in subsequent 

stages. Naturally the need for policy framework dealing with FDI would depend upon the 

level of development. The one-size-fits-all approach to FDI policy that is sought to be 

evolved through MFI in WTO can not serve the best interests of countries at different 

levels of development. 

 

Role of Policy Space in Determining the Developmental Impact of FDI 

 

As observed earlier the host government policies have played an important role in 

extracting the benefits from FDI in developed and developing countries. The countries 

that pursued selective policies with respect to FDI, for instance, South Korea, Taiwan and 

China among other Southeast Asian nations (for instance, in  hanneling FDI into export-

oriented and high technology activities) have had a greater success in achieving their 

developmental objectives with FDI inflow than those that pursued more open policies 

such as those in Latin American countries. A multilateral regime will take away the 

ability of the host governments‘ to direct FDI in accordance with their development 

policy objectives and the overall ‗quality‘ of any FDI inflows received is likely to suffer. 

 

Will MFI Expand the Magnitude of FDI Inflows? 

 

Proponents of a GATT-type MFI argue that such a framework would help developing 

countries to increase their attractiveness to foreign investors. However, as numerous 

empirical studies have shown, FDI inflows are largely driven by the gravity factors such 

as market size, income levels, the extent of urbanization, geographical and cultural 

proximity with the major source countries of FDI, and the quality of infrastructure. The 

policy factors play a relatively minor role at the margin; holding gravity factors constant 

(see Correa and Kumar, 2003, for a review of evidence, among others). After 

harmonization of policy regimes across the world as proposed, the concentration of FDI 

in the industrialized countries may increase further. The irrelevance of government policy 

regime as a determinant of FDI inflows is clear from the fact that many African countries 

that have liberalized their FDI policy as a part of structural adjustment programmes 

administered by the IMF and the World Bank during the 1980s have failed to receive any 

significant FDI inflows. On the other hand, some countries with much more restrictive 

policy framework are able to attract sizeable inflows e.g., China attracting over $ 40 
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billion worth of FDI inflows every year. Despite the fact that U.S and China do not even 

have a bilateral investment treaty, the US is the most important source of FDI in China. 

The same is the case of Brazil. Therefore, MFI is unlikely to make any difference to the 

level of FDI inflows while it has the potential to affect their quality. 

 

Is Existing Framework for Investment Protection and Dispute Settlement Inadequate? 

 

A general impression that is created by the protagonists is that an adequate framework for 

protection of investment and dispute settlement does not exist. This impression is   

completely flawed. There exists an elaborate framework for investment protection and 

dispute settlement at the bilateral as well as multilateral levels. There is an extensive 

network of bilateral investment promotion and protection agreements or treaties (BIPAs 

or BITs) between different pairs of countries. By the end of 2001, 2,096 such treaties had 

been signed by 174 countries. Typically these BITs provide protection and national 

treatment for investments that have been established in tune with the existing national 

regulations and policies. Hence, they provide flexibility to host countries to pursue their 

development policy while at the same time giving a sense of security to foreign investors. 

BITs are much easier to be concluded compared to a multilateral framework as is clear 

from the fact that the OECD‘s negotiations for MAI could not be concluded even though 

all the negotiating parties were developed countries. 

 

Furthermore, there do exists multilateral instruments for protection and guarantee of 

international investments. These include Multilateral Investment Guarantee Agency 

(MIGA) under the World Bank which came into being in 1988. The International 

Convention of Settlement of Investment Disputes (ICSID) also under the aegis of the 

World Bank has provided a framework for dispute settlement since mid-1960s, besides 

the UN Committee on International Trade Law (UNCITRAL), and International 

Chamber of Commerce (ICC) (see Correa and Kumar 2003 for more details). Finally, 

contrary to the general impression created by the proponents of MFI, the bilateral 

investment treaties would still be needed even with a multilateral agreement just as the 

presence of GATT in trade in good has not substituted the need for bilateral trade 

agreements. 

 

Balance of Investors’ and Host Country Interests 

 

Proponents of MFI are seeking to protect only the rights of investors or corporations. 

Nothing is being proposed in terms of their obligations or the responsibilities or any other 

provisions concerning protection of host country interests. FDI flows are generally 

undertaken by MNEs that command enormous resources and power granted by their 

gigantic and global scales of operation that are larger than the economies of many of the 

countries they operate in and was growing faster than size of the economies. This 

enormous power can be misused to pursue restrictive business practices (see Muchlinsky, 

1999: 6-7, for examples of abuses of this power). The glaring lack of a binding 

international regulation of activities of international corporations has often been noted 

over the past decade. For instance, the Bhopal tragedy where the concerned MNC sought 

to shirk away from the liability arising from actions of its majority owned subsidiary is a 
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case in point. The practice of manipulation of transfer prices for shifting funds across 

countries to evade taxes is also well known. Furthermore, while the ability of the host 

governments to impose performance obligations is sought to be curbed, that of 

corporations to impose restrictive clauses on their subsidiaries that are often trade 

distorting, is not regulated. 

According to Bergsten and Graham (1992) an ‗ideal accord would grant specific rights to, 

and simultaneously place certain obligations on, three sets of actors: (a) governments of 

nations that are host to FDI (including subnational governmental entities), (b) 

governments of nations that are home to international corporations, and © international 

corporations themselves.‘ 

 

Balance between Interests of Capital and Labour Exporters 

 

Capital and labour are two mobile factors of production. The proposed framework on 

investment proposes to liberalize capital movements without providing for the labour 

mobility and hence would create asymmetry. The economic arguments for free  ovement 

of labour are no weaker than those for the free movement of capital (Hoekman and Saggi, 

2000). As Panagariya (2000) argues ‗symmetry dictates that alongside investment 

agreement, there also is an agreement on the movement of natural persons. Since the 

current ethos is unlikely to permit the inclusion of such proposals into the negotiating 

agenda, there is no reason for inclusion of investment into the agenda either.‘ The 

regional blocs such as the EU that provide for free capital movement between the 

member states generally also provide for labour mobility across the member states. 

 

An evidence of the reluctance of developed countries to liberalize the labour mobility is 

clear from the lack of commitments made by them in respect of Mode 4 in the GATS that 

covers the supply through movement of natural persons. Almost all of the market access 

commitments made by developed countries in respect of market access are subject to 

limitations such as economic needs test or subject to a specified proportion of the work 

force. Similarly, 83 per cent of commitments in respect of national treatment made by 

developed countries are also subject to limitations such as tax treatment or other 

discriminating treatment that are some times nontransparent. This situation prevails 

notwithstanding Article IV.1© of GATS, viz. ―the liberalization of market access in 

sectors and modes of supply of export interest‘ to developing countries‖ (see RIS 2002 

for more details). The restrictions on movement of natural persons across regions impose 

a cost on developed and developing economies far exceeding that of trade restrictions on 

goods. Winters et al. (2002) have estimated in the  framework of a CGE model that an 

increase in developed countries‘ quotas on both skilled and unskilled temporary workers 

equivalent to just 3 per cent of their labour force will lead to over US$ 150 billion of 

welfare gains for developed and developing economies. 

 

 

1.3 INCORPORATING A „DEVELOPMENT DIMENSION‟ IN A 

POSSIBLE MFI - THE FUTURE PERSPECTIVE  
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In case a negotiating mandate is given by the Ministerial Conference on a multilateral 

framework on investment within or outside the Single Undertaking, the challenge before 

developing countries is to define different elements of a MFI in such a manner that their 

developmental concerns are taken care of. The Doha Declaration places heavy emphasis 

on the development provisions and a balance of interests in Para 22. A crucial point for 

the negotiation of an MFI is how to achieve a balance between rights and obligations. In 

other words, a MFI should not only contain a set of restrictions on Members‘ policies, but 

it should also spell out clearly the obligations of investors. Most importantly, developing 

countries should retain flexibility to pursue selective policy in tune with their 

development policy objectives and impose performance requirements on foreign 

investors. Some considerations for designing a development-friendly framework are as 

follows: 

 

(a) Scope and Definition 

 

Adoption of broad scope and definition has obvious problems. For instance, broad assets 

based definition and all encompassing sectoral coverage would limit the governments‘ 

ability to regulate financial flows and manage the financial crises. Given the frequency of 

crises in various parts of the world, international financial institutions such as the World 

Bank are advising caution on the part of the governments with respect to the capital 

account liberalization. The past experience suggests that a broad and general scope of 

investment agreements is not able to keep in mind the specific conditions and interests of 

different countries. Hence, there is need for bringing exceptions. The experience of 

OECD‘s Multilateral Agreement on Investment (MAI) is illustrative in this context as it 

had to be annexed with several hundreds of exceptions despite the fact that the 

contracting parties were all highly developed OECD member countries. Although 

bilateral investment treaties adopt broad assets based definitions, their scope is limited to 

investments undertaken in accordance with the national laws and policies and their 

purpose is essentially protection. Similarly the investment treaties within the regional 

integration arrangements (RIAs) such as EU are also generally broad in their coverage.  

However, the treatment accorded under these treaties is given on discriminatory basis to 

the member states in the RIA only and these RIAs invariably cover mobility of all the 

goods and factors of production such as labour along with that of capital. Keeping in 

mind the mandate of the Doha Declaration that in Para 20 suggests that the focus is on 

‗long-term cross-border investment, particularly foreign direct investment, that will 

contribute to the expansion of trade‘ following steps can be taken to ensure development 

dimension: 

 

i) Restrict the Scope to FDI: It is important to focus on FDI because these are generally 

of long-term in nature. In the WGTI meetings, Japan, among other countries argued for 

the need to restrict the scope of MFI to FDI9. FDI is distinguished from foreign portfolio 

investments on the basis of whether ownership is accompanied by management control. 

Therefore, there‘s need to define a threshold of equity ownership that could be used to 

distinguish FDI from all other types of foreign investments. Different levels of equity 

ownership are used in different countries for defining controlling stake. Majority 

ownership is the only objectively defined threshold because only the majority shareholder 
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is able to take all the important decisions. Hence, majority ownership could be employed 

to define FDI. GATS, CARICOM, and the Statute of a 'European Company' have 

adopted the majority ownership rule for defining a controlling stake10. 

 

 

ii) Limit the Scope to FDI that Contributes to Expansion of Trade 

The bulk of foreign direct investment flows continue to be essentially seeking the 

domestic markets in the host countries and generally substitute trade. Export-platform 

investments undertaken by MNEs as a part of restructuring of production according to 

international differences in factor costs have contributed significantly to expansion of 

world trade over the past three decades. The export-oriented foreign direct investments 

have evidently helped the East and Southeast Asian countries rapidly build their 

manufacturing export capabilities. Therefore, theses investments can contribute to 

expansion of trade besides expediting the development of the host countries. The 

literature suggests that export-oriented foreign direct investment is a special type of 

foreign direct investment and is determined by different factors (see Kumar 1994, 1998). 

Therefore, in view of the language of Para 22 of Doha Declaration, it is worthwhile to 

argue a case for limiting the scope of possible MFI to export oriented FDI and not all the 

cross-border investments. 

 

iii) Limit the Coverage to Green-field Investments that contribute to growth 

FDI‘s developmental impact on the host country also depends upon whether it takes the 

form of a Greenfield investment or acquisition of an existing enterprise (Brown-field). It 

may be argued that Greenfield investment has the greater potential to contribute to the 

expansion of trade by contributing to the manufacturing and export capabilities than 

acquisition of existing enterprises. Therefore, developing countries may wish to exclude 

acquisitions of existing enterprises from the scope of possible MFI. 

 

(b) Transparency: Seeking a Symmetric Framework 

 

In an effort to attract FDI, developing countries are themselves moving towards making 

their investment policy regimes more transparent. It is not clear whether binding rules on 

transparency are necessary. APEC‘s approach to Non-binding Investment Principles may 

be adequate. Keeping in mind generally life-long relationship that they entail, 

governments are more cautious dealing with investments especially FDI than trade. The 

WTO Secretariat has observed that transparency provisions in existing bilateral and 

regional investment treaties – where they exist- are generally less detailed and 

prescriptive than similar requirements in the WTO‘. While transparency with respect to 

FDI policy framework might be unexceptional, some of the procedures for processing 

and evaluation of proposals might not be made transparent in public interest. The 

exceptions for confidential information in public interest need to be provided. In dealing 

with foreign investors, governments of developing and least developed countries often 

experience an information asymmetry i.e. availability of little information about the 

background and track record of the investors in other countries with respect to corporate 

social responsibility, their involvement in bribery and corruption and restrictive business 

practices. Recent cases of Enron, Anderson, Xerox are cases in point. In this context, the 
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MFI provide for transparency on the background and track record of corporations and 

other investors. Investors and home governments must accept obligations to share 

information on their involvement in questionable dealings. 

 

(c) National Treatment in Post-establishment Phase: Retaining the Policy Flexibility 

 

As argued earlier, MNE affiliates enjoy several monopolistic advantages such as globally 

known brand names, proprietary superior technology, captive access to resources and 

pool of talent; they face different opportunities and pursue different objective functions 

compared to national enterprises. The margin of the edge enjoyed by them may be 

particularly wide in poorer developing countries. In low-income countries, because of 

wide technology gap not only that knowledge spillovers may fail to take place, the 

foreign entry may some times crowd domestic enterprises out and hence lower host 

country welfare Therefore, in contrast to the argument of the proponents of MFI, the 

playing field is already tilted in favour of MNEs. MNEs when they enter a country are 

already much ahead of the domestic enterprises in the potential host country especially in 

developing countries because of their monopolistic ownership of unique assets. Given the 

differences in corporate strategy and decision-making, special advantages of MNEs, host 

governments in developing countries often need to adopt policies supporting and  

nurturing domestic ‗infant enterprises‘ or small and medium enterprises from foreign 

competition either through selective policies towards FDI or through some measures 

favouring domestic enterprises. Given the scarcity of public funds that may be committed 

through tax exemptions or subsidies to promote development related activities (such as 

R&D, employment, local value added), governments in developing countries may need to 

limit the granting of incentives to national firms or to a certain category thereof, for 

instance, small and medium enterprises.  

 

Discriminatory support measures favouring the domestic enterprises in strategic 

industries are quite common even in the developed world. A well-known example is 

SEMATECH, a consortium of computer chip manufacturers that has excluded foreign 

participation and has received substantial subsidies from the US government. The 

recognition of national treatment as a general principle in an MFI would prevent any 

future change in legislation aimed at providing some advantages to nationals, not 

available to foreign investors. The Doha Declaration indicates that any framework should 

‗take due account of the development policies and objectives of host governments as well 

as their right to regulate in the public interest..(emphasis added)’. 

To protect the flexibility for developing countries, granting of national treatment in the 

post establishment phase may be structured on the basis of a GATS-type positive list 

approach which is more development friendly and subjected to limitations as considered 

necessary. The GATS-type approach leaves to the Members the possibility of 

determining in which sectors the national treatment standard will be applicable. 

 

d) National Treatment in Pre-establishment Phase: Exclude any Commitments 

 

In view of great variation in the quality or developmental impact of different FDI 

proposals on the host country‘s economy and in the light of possible adverse impact on 
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domestic enterprises and host country welfare, as observed earlier, host governments may 

wish to protect domestic ‗infant enterprises‘ or small and medium enterprises from 

foreign competition through selective policies towards FDI. Host governments may also 

impose, subject to the TRIMS Agreement, performance requirements on foreign entrants 

to regulate their operations in tune with their development policy objectives. The policy 

flexibility of governments of developing countries to pursue a selective policy towards 

FDI and impose performance requirements is very crucial and needs to be retained in any 

multilateral framework. The Doha Declaration does provide for such flexibility and 

suggests due regard of development policy and preserves their right to regulate in the 

public interest. The application of the national treatment principle for pre-establishment 

would limit host countries‘ freedom to exclude or restrict foreign investment in specified 

sectors or activities, stipulate domestic ownership requirements, and adopt other 

permissible performance measures at the entry of FDI. The pre-establishment national 

treatment has not been provided under the bilateral investment treaties except for a few 

treaties signed by the US. Investment agreements as a part of regional integration 

arrangements (RIA) agreements like EU provide for pre-establishment national treatment. 

But these are limited to partners on a reciprocal basis and also include full labour 

mobility along-side capital mobility. MFI, on the other hand, is limited to only capital 

mobility and not labour mobility. Therefore, developing countries should resist the 

national treatment obligation for pre establishment stage to retain the policy flexibility. 

The proponents of MFI argue that a GATS-type approach to pre-establishment national 

treatment commitment allow adequate policy space to developing countries.15 In 

principle, the GATS approach provides the flexibility. However, the experience of GATS 

suggests that developed countries bring pressure on developing countries to make 

commitments in the sectors that are of particular interest to them. 

 

(e) Most-Favoured-Nation (MFN): Building Exceptions for Ethnic Investors 

 

The extension of the MFN treatment to investment may be seen as a logical requirement 

in a multilateral system. It may affect, however, the special treatment conferred by many 

developing countries to "ethnic overseas investors‖, in spite of their being permanent 

residents in or citizens of other countries. Therefore, exceptions for a differential 

treatment for ethnic overseas investors may be retained in a possible MFI. 

 

(f) Development Provisions 

 

Developing countries seek FDI as a resource for their industrialization and development. 

FDI is supposed to bring to its host country a number of valuable resources for 

development such as capital, technology, managerial and marketing skills, and some 

times market access in the case of export-oriented FDI. The knowledge and technologies 

brought in may diffuse in the host economy and hence be more productive. However, not 

all the cases of FDI do bring such resources and as is evident from the literature cited in 

Section 3, FDI may even reduce host country welfare by crowding-out FDI. The evidence 

also shows the critical importance of host government policies such as performance 

requirements in maximizing the benefits of FDI and minimizing possible adverse effects. 

Hence, host governments –developed as well as developing-- generally employed 



 222 

policies that bring the operations of MNCs in consonance with the host country 

developmental goals. 

 

I) Flexibility to Impose Performance Requirements 

Under the Special and Differential Treatment, developing countries should seek 

flexibility to pursue policies that help them in exploiting the resources of MNCs for their 

development more effectively. These include policies such as performance requirements. 

Some of the performance requirements have been phased out as per the obligations of 

TRIMs Agreements such as local content requirements and foreign exchange neutrality 

requirements. Others can still be applied. A number of developing countries have sought 

extensions to the phase-out period for implementation of the commitment under TRIMs. 

In case developing countries have agreed to negotiate an MFI, they could seek an 

abrogation of the TRIMs Agreement as the MFI would subsume all the necessary 

elements for dealing with investment. 

 

ii) Exceptions in Government Procurement  
Government procurement has been extensively used, in developed and developing 

countries, to promote the development of local industries by means of preferential 

treatment in terms of prices or other conditions of supply. From a developmental 

perspective, a possible MFI should be flexible enough to permit the use of public 

purchasing power as an instrument to promote the development of local firms. 

 

iii) BOP Safeguards 

Safeguards should be built into the possible MFI for periods of BOP difficulties faced by 

developing countries. BIPAs, have some times incorporated provisions of temporary 

suspension of remittances of profits and dividends and repatriation of disinvestments 

proceeds by companies in the periods of BOP difficulties faced by host countries. Such 

provisions could be built into MFI as well. 

 

IV) A Special and Differential Treatment based on Objectively Defined Criterion for 

Development 

The special and differential provisions for developing countries should be based on the 

level of development rather than additional transition years. For instance, these 

provisions and policy flexibility could be linked to developing countries reaching a 

threshold of per capita manufacturing value added (MVA per capita). This way the 

concept of graduation is built into as countries crossing the development threshold will 

cease to enjoy the special and differential treatment. As in the case of the Agreement on 

Subsidies and Counterveiling Measures (SCM), a threshold level could be defined, of 

MVA per capita. Keeping in mind the world average of the MVA per capita at US$ 1000 

(MVA accounting for roughly 20 per cent of the GDP and a average per capita income 

for the world of US$ 5000 for 2000AD). A country should retain the policy flexibility 

that it deems desirable to pursue its development policy objectives so long as it has not 

crossed the threshold of US$ 1000 of MVA per capita, this way the SDT will be based on 

an objective criteria will also introduce a concept of graduation. The countries below the 

MVA threshold should have complete freedom to apply performance requirements and 

other policies to maximize the contribution of FDI to their development. 
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 (g) Balancing the Host Country and Home Country Interests  

 

The Doha Declaration indicates the need for balancing the host and home country 

interests. However, no indications have been made on the way to balance the interests of 

developed and developing countries. A balancing of interest between all the stakeholders 

could be ensured with rights and obligations of all the stake-holders and by ensuring 

symmetry between capital and labour mobility. 

 

i) Seeking Binding Investors’ Obligations 

The proponents of the MFI have been seeking rights of foreign investors which the host 

country governments should commit to provide. However, nothing is being said about the 

obligations of the investors or the home countries. Any multilateral framework on 

investment has to be a balanced one defining the rights and responsibilities of all the 

actors involved. The Doha Declaration indicates need for a balanced framework covering 

host and home country interests. China, Cuba, India, Kenya, Pakistan and Zimbabwe 

have made a joint submission to the WGTI on Investors‘ and Home Government‘ 

Obligations. Some of these obligations and others that could be considered for 

incorporation appropriately in a possible MFI include their contribution to development, 

generation of employment, noninterference in internal affairs of the host country, and 

inter-governmental relations, environmental and consumer protection, fair treatment of 

employees, restraint from imposing restrictive clauses on their affiliates with respect to 

sourcing of inputs and marketing of output, accepting obligations for disclosures on the 

financial as well as non-financial information on the structure, policies and activities of 

the MNE as a whole as well as that of the local affiliate, to cooperate with the host 

government in the period of BOP crisis among others. 

 

ii) Seeking Provisions for Transfer of Technology by Foreign Investors 

For developing countries and LDCs, the access to foreign technology is a critical issue 

which has not been adequately addressed so far in the WTO agreements. There are 

limitations of the national regulations in effecting technology transfer from MNEs, as is 

clear from the evidence that is available19. As mentioned, an attempt was made in the 

1980s to establish an International Code of Conduct on Transfer of Technology under the 

auspices of UNCTAD, but these negotiations have failed.  

If an MFI is to be negotiated, an important target for developing countries may be to 

include provisions relating to transfer of technology, so as to ensure that foreign 

investment effectively contribute to the technological development of the host country. 

Issues to be considered in this framework may include 

 

  

foreign investment; 

 

 obligations to train and employ local personnel; and 

 

 performance requirements related to a given level or value of research and 

development; 
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that adversely affect the process of absorption of technology and diversify sources 

of 

 capital equipment and services;  

 

 Grant of subsidies and tax benefits in developed countries to promote the transfer 

of technology (including associated equipment) to developing countries and 

LDCs. 

 

 

iii) Dealing with Market Power and Restrictive Business Practices of MNEs 

The concern about market power of MNEs and possible abuse of it has attracted the 

attention of the international community. MNEs have been found to have engaged in a 

number of anticompetitive arrangements with other firms. These include horizontal 

international marketing and price-fixing cartels, vertical international distribution systems 

established by MNEs for the sale of their products and the use of joint ventures with other 

firms. The national competition policy may have limitations in dealing with the abuse of 

market power by MNE affiliates that have operations transcending national boundaries. 

As observed earlier, these concerns led to adoption of the Set of Multilaterally Agreed 

Equitable Principles and Rules for Control of Restrictive Business Practices (RBPs) 

under the auspices of UNCTAD in 1980. The Set provides for collaboration between 

governments and an international mechanism to facilitate control of RBPs. Enterprises 

are obliged to refrain from RBPs defined to include price fixing, collusive tendering, 

market or customer allocation arrangements, allocation of sales or production quota, 

concerted refusal to deal or supplies to potential importers, collective denial to access to 

an arrangement. The enterprises are also required to refrain from abuse of market power 

in the form of predatory behaviour, discriminatory pricing or terms, joint ventures, 

M&As, and refusal to deal, among other provisions. It also to facilitates appropriate 

action taken at multilateral level. However, the Set is not a binding instrument. An 

effective regulation of RBPs and other anti-competitive practices through binding 

provisions should form an integral part of the MFI if it is negotiated. 

 

iv) Seeking binding Home Country Obligations 

In a balanced framework, the home governments should also accept some obligations. 

The home government‘s policies do have influence on the behaviour of TNCs originating 

in their territories. Some home governments, e.g. the US have asserted their power to 

restrict exports of goods by the overseas subsidiaries of US enterprises. Home 

governments must accept an obligation not to impose such trade or investment related 

restrictions on the overseas affiliates of corporations based in their territories. They 

should also undertake to provide information regarding the involvement of TNCs in any 

questionable dealings and other information on their background that may be useful for 

the host government at the time of approval. The home governments should also 

cooperate with the host governments in control of RBPs, transfer-pricing manipulation, 

and in recovery of the liabilities of TNCs resulting from their mis-conduct in host 

countries. 
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v) Seeking Commitment on Labour Mobility 

MFI is a framework for liberalization of capital flows and will benefit developed 

countries. Developing countries could seek reciprocity in the form of a multilateral 

framework for liberalization of labour flows. This would make it a balanced framework. 

As observed earlier, the restrictions on the movement of natural persons are imposing 

substantial costs in terms of the world welfare. Facilitation of labour mobility would yield 

substantial efficiency gains benefiting both home as well as the host countries. 

 

vi) An International Discipline on Incentives 

A number of investment incentives are granted by developed and some developing 

countries as a part of their industrial, technological and other policies. It has been 

demonstrated that these incentives distort investment patterns in favour of developed 

countries as developing countries are at a disadvantage to provide matching incentives. 

Because of the prisoners‘ dilemma inherent in the investment incentives competition, an 

international discipline to limit the investment-distorting incentives would maximize the 

collective welfare of the participating countries. Such a discipline should form a part of 

any possible MFI. However, exceptions allowing developing countries and LDC to use 

such incentives to promote such policy objectives as industrial development and regional 

development of backward regions have to be built into such a discipline. 

 

(h) A Cautious Approach to Dispute Settlement and Investor Protection 

Standards relating to investor protection, such as general treatment, compensation in 

cases of expropriation, protection from strife, free transfer of payments, and subrogation 

are generally contained in BITs and regional agreements on investment. Those standards 

are by and large accepted and established in bilateral and regional treaties. The 

implications of a possible inclusion of those standards in an MFI will largely depend 

upon the scope of the adopted definition (particularly important with regard to the free 

transfer of payments) and to the extent to which protection would be an absolute 

standard, or subject to a ―contractual approach‖ as suggested above, that is, to compliance 

by the concerned investor of the host country‘s laws and regulations. 

The right to initiate a dispute should be limited to Member States as currently provided 

under applicable rules for dispute settlement. Investor to State disputes would not 

acceptable in an MFI negotiated in the WTO framework. Furthermore, there is need to 

adopt a cautious and restrictive definition of expropriation or taking in the light of 

evidence on litigations brought by affiliates of US corporations against the Canadian 

Government under Chapter 11 of NAFTA seeking compensation for the government 

regulations and actions affecting the business prospects of company‘s as amounting to 

regulatory takings. For instance, the United Parcel Service (UPS) has sued the Canadian 

government under this Chapter of NAFTA for $230 million over what it alleges is unfair 

cross-subsidization by Canada Post of its Xpress post and Priority Courier operations. 

Regulatory actions of host governments for pursuing their development policy goals, 

environmental and social objectives in broad public interest should be specifically 

excluded from the scope of expropriation or regulatory takings. 
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1.4 THE ALTERNATIVE INVESTMENT CRITERIA: A 

MULTILATERAL TREATY ON INVESTMENT NEGOTIATED 

OUTSIDE WTO 

 
 

In case developed countries persist with their demand for MFI, a compromise solution 

could be a multilateral treaty on investment negotiated outside the Single Undertaking of 

WTO. The objective of proponents of MFI is ‗to secure transparent, stable and 

predictable conditions‘ for cross-border investments particularly FDI, that can be well 

served by a freely standing independent multilateral treaty on investment negotiated 

within the United Nations framework like many other international treaties such as a the 

Law of the Sea, that have served their purpose well. An independent Multilateral 

Investment Treaty (MIT) could be modeled in large part on the Bilateral Investment 

Promotion and Protection Treaties (BIPAs) that provide protection to investments 

approved under the existing policies. It could also cover some provisions on the 

obligations of investors among other provisions that are considered necessary. It could 

link itself with the existing institutional infrastructure on investment protection and 

settlement of investment disputes in the framework of ICSID, UNCITRAL, ICC and 

MIGA. Developing countries could argue that WTO does not have necessary expertise to 

deal with investments which is more a subject dealt by finance ministries or industry 

ministries and not by the trade diplomats. UNCTAD could probably be a more 

appropriate forum having inherited the United Nations Commission on TNCs. UNCTAD 

is also well placed to put development dimension at the core of a MIT. In case there is an 

agreement to negotiate a treaty on investment outside the WTO, one alternative could be 

to resurrect the draft UN Code of Conduct on TNCs which could be adopted with minor 

amendments. The Draft UN Code was negotiated in the protracted negotiations over the 

1977-1992 periods. The draft Code represents a balanced approach to a multilateral 

framework providing the rights and obligations of investors and the host governments 

(see Correa and Kumar for more details). The Draft Code could not be adopted because 

of the differences between developed and developing countries on its legal status and was 

abandoned in 1992. In view of the fact that considerable negotiating effort has been spent 

in refining different elements, its balanced treatment of host country, home country and 

investor interests, and its ability to provide a stable, predictable and transparent 

framework for FDI, it would serve the objective of both developed and developing 

countries very ably. It was negotiated within the negotiating platform of the UN 

Commission on TNCs which is currently serviced by UNCTAD. UNCTAD has the 

capability to provide the Secretariat of the Code and service its implementation given its 

work on investment. 

 

The Last Resort: Negotiating a Development-friendly Multilateral Framework in WTO 

 

In case a negotiating mandate on investment is unavoidable at Cancun Ministerial, then 

developing countries have to ensure that the Framework covers adequate development 

provisions so that their process of development is not disrupted and sufficient flexibility 

to pursue their developmental policy objectives is retained. This will be a big challenge 

and has to be responded by proactive home-work by the developing country negotiators 
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in evolving a development friendly draft of the MFI. In such a draft each and every 

element will have to be defined in a manner that concerns of developing countries are 

kept in mind. Some reflections in this regard are discussed in the following Section. 

 

 

1.5 COST BENEFIT ANALYSIS 

Cost-benefit analysis is a term that refers both to: 

 to help appraise, or assess, the case for a project or proposal, which itself is a 

process known as project appraisal; and 

 an informal approach to making decisions of any kind. 

Under both definitions the process involves, whether explicitly or implicitly, weighing 

the total expected costs against the total expected benefits of one or more actions in order 

to choose the best or most profitable option. The formal process is often referred to as 

either CBA (Cost-Benefit Analysis) or BCA (Benefit-Cost Analysis). 

A hallmark of CBA is that all benefits and all costs are expressed in money terms, and are 

adjusted for the time value of money, so that all flows of benefits and flows of project 

costs over time (which tend to occur at different points in time) are expressed on a 

common basis in terms of their ―present value.‖ Closely related, but slightly different, 

formal techniques include Cost-effectiveness analysis, Economic impact analysis, Fiscal 

impact analysis and Social Return on Investment (SROI) analysis. The latter builds upon 

the logic of cost-benefit analysis, but differs in that it is explicitly designed to inform the 

practical decision-making of enterprise managers and investors focused on optimising 

their social and environmental impacts. 

Cost–benefit analysis is typically used by governments to evaluate the desirability of a 

given intervention. It is an analysis of the cost effectiveness of different alternatives in 

order to see whether the benefits outweigh the costs. The aim is to gauge the efficiency of 

the intervention relative to the status quo. The costs and benefits of the impacts of an 

intervention are evaluated in terms of the public's willingness to pay for them (benefits) 

or willingness to pay to avoid them (costs). Inputs are typically measured in terms of 

opportunity costs - the value in their best alternative use. The guiding principle is to list 

all parties affected by an intervention and place a monetary value of the effect it has on 

their welfare as it would be valued by them. 

The process involves monetary value of initial and ongoing expenses vs. expected return. 

Constructing plausible measures of the costs and benefits of specific actions is often very 

difficult. In practice, analysts try to estimate costs and benefits either by using survey 

methods or by drawing inferences from market behavior. For example, a product 

manager may compare manufacturing and marketing expenses with projected sales for a 

proposed product and decide to produce it only if he expects the revenues to eventually 

recoup the costs. Cost–benefit analysis attempts to put all relevant costs and benefits on a 

common temporal footing. A discount rate is chosen, which is then used to compute all 
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relevant future costs and benefits in present-value terms. Most commonly, the discount 

rate used for present-value calculations is an interest rate taken from financial markets 

(R.H. Frank 2000). This can be very controversial; for example, a high discount rate 

implies a very low value on the welfare of future generations, which may have a huge 

impact on the desirability of interventions to help the environment. Empirical studies 

suggest that in reality, people's discount rates do decline over time. Because cost–benefit 

analysis aims to measure the public's true willingness to pay, this feature is typically built 

into studies. 

During cost–benefit analysis, monetary values may also be assigned to less tangible 

effects such as the various risks that could contribute to partial or total project failure, 

such as loss of reputation, market penetration, or long-term enterprise strategy 

alignments. This is especially true when governments use the technique, for instance to 

decide whether to introduce business regulation, build a new road, or offer a new drug 

through the state healthcare system. In this case, a value must be put on human life or the 

environment, often causing great controversy. For example, the cost–benefit principle 

says that we should install a guardrail on a dangerous stretch of mountain road if the 

dollar cost of doing so is less than the implicit dollar value of the injuries, deaths, and 

property damage thus prevented (R.H. Frank 2000). 

Cost–benefit calculations typically involve using time value of money formulas. This is 

usually done by converting the future expected streams of costs and benefits with a 

present value amount. 

Cost–benefit analysis is used mainly to assess the monetary value of very large private 

and public sector projects. This is because such projects tend to include costs and benefits 

that are less amenable to being expressed in financial or monetary terms (e.g., 

environmental damage), as well as those that can be expressed in monetary terms. Private 

sector organizations tend to make much more use of other project appraisal techniques, 

such as rate of return, where feasible. 

The practice of cost–benefit analysis differs between countries and between sectors (e.g., 

transport, health) within countries. Some of the main differences include the types of 

impacts that are included as costs and benefits within appraisals, the extent to which 

impacts are expressed in monetary terms, and differences in the discount rate between 

countries. Agencies across the world rely on a basic set of key cost–benefit indicators, 

including the following: 

 PVB (present value of benefits) 

 PVC (present value of costs) 

 NPV (PVB less PVC) 

 NPV/k (where k is the level of funds available) 

 BCR (benefit cost ratio, PVB divided by PVC) 

The concept of CBA dates back to an 1848 article by Dupuit and was formalized in 

subsequent works by Alfred Marshall. The practical application of CBA was initiated in 
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the US by the Corps of Engineers, after the Federal Navigation Act of 1936 effectively 

required cost–benefit analysis for proposed federal waterway infrastructure. The Flood 

Control Act of 1939 was instrumental in establishing CBA as federal policy. It specified 

the standard that "the benefits to whomever they accrue [be] in excess of the estimated 

costs.  

Subsequently, cost–benefit techniques were applied to the development of highway and 

motorway investments in the US and UK in the 1950s and 1960s. An early and often-

quoted, more developed application of the technique was made to London Underground's 

Victoria Line. Over the last 40 years, cost–benefit techniques have gradually developed 

to the extent that substantial guidance now exists on how transport projects should be 

appraised in many countries around the world. 

In the UK, the New Approach to Appraisal (NATA) was introduced by the then 

Department for Transport, Environment and the Regions. This brought together cost–

benefit results with those from detailed environmental impact assessments and presented 

them in a balanced way. NATA was first applied to national road schemes in the 1998 

Roads Review but subsequently rolled out to all modes of transport. It is now a 

cornerstone of transport appraisal in the UK and is maintained and developed by the 

Department for Transport.  

The EU's 'Developing Harmonised European Approaches for Transport Costing and 

Project Assessment' (HEATCO) project, part of its Sixth Framework Programme, has 

reviewed transport appraisal guidance across EU member states and found that 

significant differences exist between countries. HEATCO's aim is to develop guidelines 

to harmonise transport appraisal practice across the EU.  

Transport Canada has also promoted the use of CBA for major transport investments 

since the issuance of its Guidebook in 1994.  

More recent guidance has been provided by the US Dept. of Transportation and several 

state transportation departments, with discussion of available software tools for 

application of CBA in transportation, including HERS, BCA.Net, StatBenCost, CalBC, 

and TREDIS. Available guides are provided by the Federal Highway Administration
[5][6]

, 

Federal Aviation Administration, Minnesota Department of Transportation, and 

California Department of Transportation (Caltrans). 

In the early 1960s, CBA was also extended to assessment of the relative benefits and 

costs of healthcare and education in works by Burton Weisbrod. Later, the United States 

Department of Health and Human Services issued its CBA Guidebook 

Cost-benefit analysis (CBA) can be a useful tool for highlighting the potential costs and 

benefits of a proposed decision and its alternatives. As discussed here and at the 

beginning of Chapter I (―Assessing Benefits and Costs of Ratifying, Complying with, and 

Enforcing MEAs‖), CBA can be used in deciding whether to become a Party to an MEA 
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and what form of regulation or implementing activities are most cost-effective. However, 

there are many limitations that need to be recognised. These include: 

 

 Benefits often can be more difficult to quantify than costs. Costs often relate to 

those incurred by businesses. These costs can be in the form of added capital 

investment, added transaction costs (e.g., disposal of hazardous waste, rather than 

regular solid waste), decreased market share, or other impacts that readily lend 

themselves to economic quantification. In contrast, many of the benefits of an 

MEA are non-economic, and economic analysis seeks to translate these benefits 

into financial terms.  

 

 Cost-benefit analysis is inexact. While cost-benefit analysis is common in many 

contexts, it can yield dramatically different numbers, especially as different 

methodologies for assigning economic values to non-economic benefits can vary 

significantly. For example, the cost of remediation of a site damaged by 

hazardous waste can be much more than the owner would be willing to accept for 

payment of the site, and that amount could be more than the owner could pay to 

prevent the harm, which could be much more than yet another measure of 

―value.‖  

 

 Cost-benefit analysis often includes subjective assumptions regarding non-

economic values. Another reason that cost-benefit analysis remains imperfect is 

that economists often have to make assumptions regarding the financial value of 

non-economic values, whether they are costs or benefits. For example, what is the 

economic value of a State‘s international reputation and standing?  

 

 Shared benefits can be underestimated. While it may be relatively straightforward 

to assess the immediate costs of regulation, shared benefits can be difficult to 

estimate. For example, how would a State estimate the benefits from 

implementing the Ozone MEAs? The benefits are shared by all in the world. Yet, 

the benefits of implementation by one particular State to the overall protection of 

the ozone layer may be incremental and modest. And the benefits to that 

particular State of it implementing the Ozone MEAs would be only a subset of the 

overall benefits. When weighed against the direct costs to the domestic industry, 

the benefits to the State may at first glance seem to be greatly outweighed by the 

costs. However, this is an example of the need for collective compliance — in 

order for the system to work and for any nation to benefit, all must comply. When 

all comply, all benefit. The more narrow analysis of weighing the costs that are 

directly accrued versus the shared benefits can lead to what is famously known as 

the Tragedy of the Commons.  

 

 Limited capacity. Environmental economics is a new discipline in most 

developing countries. Accordingly, most developing countries have few 

economists who could accurately assess the potential environmental and public 

health benefits of an MEA or environmental legislation. Similarly, many 

economists would have difficulties accurately assessing the impacts of regulatory 
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measures on domestic industry. Experience in a number of Western countries 

shows that — even where there are a surfeit of PhD economists — estimates of 

economic impacts of regulation on business often far exceed the actual costs. 

 

 Institutional bias and conflict. MEAs often are developed based on scientific 

assessment. This assessment identifies the potential problem(s) and then identifies 

measures necessary to address the problem. Cost-benefit analysis, is often 

conducted within the Ministry of Finance, which is not primarily concerned with 

environmental matters.  

 

 Cost-benefit analysis does not always yield robust numbers. For the reasons 

above, the results of a cost-benefit analysis may not be accurate. While the 

process usually highlights the various qualitative costs and benefits, the process of 

assessing the actual quantitative values can be quite contentious. 

 

 

 Underlying legal authority may not allow direct consideration of economic cost or 

set protection at extremely high levels regardless of costs. Particularly where a 

hazardous or extremely dangerous material or public harm may be at issue, the 

relevant statutory authority may require regulations based on addressing public 

harm without an explicit consideration of economic cost. For example, regulations 

may set very high protective levels, such as for exposure of children to pesticides, 

that may be more protective than science and costs might ordinarily warrant, but 

are supported by a precautionary approach. 

 

As a result of these limitations, countries may wish to use cost-benefit analysis carefully. 

Cost-benefit analysis can help to inform decisions, but ultimately it is only one of the 

tools available to countries. While the economic costs of implementing, complying with, 

and enforcing an MEA may be higher than the quantifiable benefits, there may still be 

compelling reasons to implement and enforce the MEA. Many of these reasons are 

outlined in the discussion on ―Assessing Benefits and Costs of Ratifying, Complying 

with, and Enforcing MEAs.‖ 

 

In this sense, cost-benefit analysis is similar to environmental impact assessment. In both 

instances, attempts are made to identify the potential impacts (positive and negative) of a 

decision. While it may be desirable to select the option that has a net economic or 

environmental benefit, respectively, there may the other, overriding reasons for selecting 

a different option. The key point is that cost-benefit analysis (and EIA) helps to ensure 

that the final decision is an informed decision. 

Cost-benefit analysis (CBA) and related economic appraisal methodologies allow 

investors to determine the economic return to potential disaster risk reduction 

interventions, to support a rational comparison of available options and to help ensure 

that investment decisions are accountable. Such tools can be used to determine the net 

economic benefits both of dedicated disaster risk reduction projects and of the inclusion 

of disaster risk reduction features in other development projects. 
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Economic criteria are not the only ones by which projects are judged and only 

multilateral lending agencies routinely undertake formal economic analysis as part of 

their project appraisal process. However, in the face of tight budgetary constraints and 

many competing demands for public resources, there is widespread pressure to 

demonstrate that government funding and international aid resources are well spent. As 

such, international development organizations and governments at least require robust 

secondary evidence that their investment decisions are economically sound.  

1.6 SHADOW PRICE 

Loosely, the shadow price is the change in the objective value of the optimal solution of 

an optimization problem obtained by relaxing the constraint by one unit. In a business 

application, a shadow price is the maximum price that management is willing to pay for 

an extra unit of a given limited resource.
[1]

 For example, if a production line is already 

operating at its maximum 40 hour limit, the shadow price would be the price of keeping 

the line operational for an additional hour. 

More formally, the shadow price is the value of the Lagrange multiplier at the optimal 

solution, which means that it is the infinitesimal change in the objective function arising 

from an infinitesimal change in the constraint. This follows from the fact that at the 

optimal solution the gradient of the objective function is a linear combination of the 

constraint function gradients with the weights equal to the Lagrange multipliers. Each 

constraint in an optimization problem has a shadow price or dual variable. 

The value of the shadow price can provide decision makers powerful insight into 

problems. For instance if you have a constraint that limits the amount of labor available 

to 40 hours per week, the shadow price will tell you how much you would be willing to 

pay for an additional hour of labor. If your shadow price is $10 for the labor constraint, 

for instance, you should pay no more than $10 an hour for additional labor. Labor costs 

of less than $10/hour will increase the objective value; labor costs of more than $10/hour 

will decrease the objective value. Labor costs of exactly $10 will cause the objective 

function value to remain the same. 

The shadow prices associated with resource and policy constraints can be used to 

decentralize project selection among project managers so that their choices accord with 

these constraints and with the stipulated objective function. Project managers are 

instructed to value their inputs and outputs (suitably redefined so as to include 

contributions to social goals) at their shadow values, using as discount rate the tradeoff 

(minus 1) between consumption in year 1 and in year 0. They will choose the optimal set 

of independent projects if they adopt all those with positive NPVs and, among mutually 

exclusive projects with positive NPVs, if they select that with the highest NPV. Project 

managers will be indifferent toward projects whose NPVs are zero, and will require some 

additional directives if they are to adopt fractional projects to the extent prescribed in the 

optimum solution. If a new project were to become available for evaluation at this point, 

the same set of shadow prices can be used to determine its NPV. Only if this NPV were 
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positive and the project sufficiently large would there be a need to recalculate the set of 

shadow prices.
 

 

As was pointed out above, the dual variables corresponding to the primal constraints 

indicate the tradeoffs of resource amounts or target levels against the maxim and which 

policymakers implicitly make when they select their values. The magnitudes of these 

tradeoffs may then lead them to revise the constrained target levels upwards or 

downwards until they reach more appropriate levels. Several iterations may be needed 

before a satisfactory or best-compromise  solution is reached.
20

  

Instead of the constraint method  outlined above, other multi objective programming 

models can be used to generate as many non inferior or non dominated solutions in 

objective space as desired. In the weighting method  first outlined by Zadeh (1963), for 

example, all objectives are included in the objective function of the primal program and 

are assigned arbitrary positive weights. After solving the corresponding linear program, 

these weights are systematically varied and trace out solutions (all of which are non 

inferior) in objective space. Once the policymaker has chosen the best of these, the 

weights which have given rise to it can be used as tradeoffs for the objectives under 

consideration. The superiority of these multi objective methods over the UNIDO 

bottom-up  approach resides in the fact that policymakers make their best-compromise 

choices in objective space rather than decision space. That is, they choose the most 

desired combination of objectives, and only as an implication of this are projects accepted 

or rejected. In the bottom-up approach, instead, the policymakers are assumed to choose 

directly in decision space, which includes the primal variables Pi, a procedure which 

appears to place the proverbial cart before the horse. 

 

One of the strengths of programming models is their versatility. Models of the type 

discussed above can readily be adapted to allow for such factors as a greater number of 

time periods, the possible reinvestment of project cash flows, the assigning of 

distributional weights to different economic agents, the introduction of foreign trade and 

investment, and limitations on the availability of specialized factors. Mutual 

exclusiveness within broad classes of projects can also be introduced, as can other forms 

of project interdependence such as one-way dependence (i.e, the investment in project i 

being contingent on project j being also adopted), and complementarities (the 

simultaneous adoption of projects i and j has different net output effects than the sum of 

their adoption as single projects). In cases where project indivisibility is an important 

consideration, integer programming can be utilized. Scale economies can also be 

incorporated in a programming framework (see Westphal, 1975, and Hendrick and 

Stoutjesdijk, 1978). 

 

This enthusiasm for programming models should be tempered by certain limitations they 

possess in addition to their indubitable advantages. First, in multi period programming 

models, some of the shadow prices have been found to be unstable in the sense of 

fluctuating sizably from one period to the next, a feature which fails to inspire confidence 

in their utilization for project implementation. Secondly, programming models have 

sometimes been carelessly specified, for example by failing to bring out the implications 

of additional labour employment for a labour-surplus economy's consumption-investment 
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mix, and thus attributing to labour a shadow price of zero when it is in fact positive. This 

would lead to the choice of unduly labour-intensive projects. 

Thirdly, our approach assumes that a sizeable number of project proposals are ready to be 

evaluated at one point in time, as opposed to the UNIDO assumption that projects are 

considered sequentially for possible adoption. Admittedly, it is a counsel of perfection to 

demand of Central Planning Offices that they maintain an updated shelf full of projects 

ready for possible implementation. It remains, however, true that at any point in time 

there are limits on the amounts of financial resources and other inputs, and that deciding 

upon projects' merits as they roll off the drawing boards does not allow the demands on 

these resources to be related to the available supplies, or to the merits of alternative 

projects, in any systematic way. One cannot escape the conclusion that a high payoff is to 

be expected from devoting resources to the active recruitment of skilled project 

evaluators to build up a sufficiently extensive collection of potential investment projects. 

A fourth objection of a technical nature has recently been raised against the use of linear 

programming models as approximations to nonlinear programming ones. Baumol (1982) 

has shown that the dual prices resulting from such approximations need bear no relation 

to the true shadow prices yielded by the nonlinear program. They may take on zero 

values in cases where the inputs are in fact scarce, and positive values when the inputs 

are in excess supply. This point will not be pursued further here in view of the 

operational difficulties of estimating nonlinear functions. It should be noted, however, 

that a number of applications in the water-resources area have used geometric 

programming techniques to deal with nonlinearities. 

A sound development plan entails a great deal of knowledge and skill about actual and 

potential projects. In a less developed economy, the allocation of factors on the basis of 

market prices is imperfect because there exists fundamental disequilibria in the economy. 

The prevalence in almost all developing countries of factor price distortions results in 

wage rates exceeding the social opportunity cost of labor and interest rates. The social 

opportunity cost of capital results in the widespread phenomenon of unemployment and 

underemployment and the excessive capital intensity of industrial production 

technologies.  

 

Opportunity cost implies the estimating value that focuses on establishing a value on 

alternative opportunities or resources that were used or lost by applying them in one way 

rather than another way. For example, if one spent an entire day getting a car repaired, 

the time spent for this imposition could be valued in terms of what the individual could 

have otherwise done with the time. Perhaps this essentially wasted time used for this task 

of taking the car to the garage, sitting and waiting, and returning home could have been 

used by a salesperson for making several calls. The missed sales opportunities can be 

calculated as opportunity cost.  

 

If the Governments were to use unadjusted market prices for labor and capital in 

calculating the costs of alternative public investment projects, they would grossly 

underestimate the real costs of capital-intensive projects and tend to promote these at the 

expense of the socially less costly labor intensive projects. The existence of high levels 

of nominal and effective tariff protection in combination with import quotas and 
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overvalued exchange rates discriminates against the agricultural sector and in favor, of 

the import-substituting manufacturing sector. In addition to reflecting-incorrectly the real 

terms of trade between agriculture and industry, such distorted domestic product, prices 

tend once again to favor upper income groups disproportionately in relation to society's 

lower income group.  

 

The most appropriate method in apprising projects from the national point of view is the 

cost-benefit analysis. The analysis is the most scientific and useful criterion for project 

assessment. It helps the planning authority in making correct investment decisions to 

achieve optimum resource allocation by maximizing the difference between the present 

value of benefits and cost of a project. It involves the enumeration, comparison, and 

evaluation of benefits and costs. A memorandum provided by the Federal Government 

for heads of executive departments and establishments defines cost-benefit analysis as 

―.A systematic quantitative method of assessing the desirability of Government projects 

or policies when it is important to take a long view of future effects and a broad view of 

possible side-effects‖.  

 

The objective function of cost-benefit analysis is to establish net social benefit. The 

function can be written as NSB=Benefit-Costs, where benefits and costs are measured in 

terms of shadow prices of inputs and outputs instead of in actual market prices. 

According to Streeten, ―the call for the use of shadow prices in planning for development 

stems from the obvious fact that actual market prices do not reflect social benefits and 

social costs. Some are fixed by administrative fiat. Others are free, but influenced by 

restrictive practices or monopolies. Others again are influenced by quantitative controls. 

The shadow price is the price which would prevail if prices were equilibrium prices.…‖ 

Shadow prices indicate implicit or true values for factors or products. J. Timbergen 

defined shadow prices as ―Shadow prices are prices indicating the intrinsic or true value 

of a factor or product in the sense of equilibrium prices. These prices may be different for 

different time periods as well as geo-graphically separate areas and various occupations. 

They may deviate from market prices‖.  

 

Shadow pricing, is used when placing a value on program outcomes other than market 

price. Program outcomes that cannot be bought or sold, such as social value, can be 

ascribed a monetary value. Some effort may be required to construct good shadow prices, 

but frequently some items may have been sufficiently studied to provide accurate 

information-that can be used in program valuing by shadow pricing. For example, the 

cost of incarceration is about Rs 100 per person per day. When programs significantly 

reduce crime rates for participants as compared to non-participants, this shadow price can 

be used as a means of determining estimated savings to society. Reasonable and realistic 

application of shadow pricing is necessary in order to avoid overly optimistic or highly 

inflated estimates of program benefits.  

 

Optimum allocation of scarce resource for production of goods and services in less 

developed economy is one of the important factors for having a successful development 

and planning. The use of market mechanism for determination of product and factor 

prices is not perfect and correct method because it leads to wrong allocation of resources. 
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In less developed economy the market mechanism functions imperfectly due to number 

of economic and social obstacles. Therefore, it is no possible to have project evaluation 

on the basis of imperfect market. It is also not possible to correctly assess the cost and 

benefits of a project when prices are rising during the process of planning. Shadow prices 

are basically used for assessing the effects of a project on the national income, which are 

also termed as external effects. This is done on the basis of the profitability criterion or 

cost-benefit analysis where both costs and benefits are calculated at accounting prices. 

Sometimes even rough estimates of shadow prices are also helpful. 

 

In this context, Tinbergen mentioned. ―They may, for example, show how sensitive the 

priority figures of a number of projects are to change in such accounting prices. They 

may enable us to classify products in groups that are attractive under certain specified 

emergency circumstances... It may nevertheless have a rough guide for emergency 

cases." In a mixed economy, the public sector cannot be developed unless the prices of 

labor, capital, foreign exchange and other inputs are determined in accordance with 

shadow prices. Though very often shadow prices are rough estimates, yet the State 

should try to bring market prices close to the shadow prices of products and factors 

through-fiscal, monetary and other measures for the successful implementation of the 

plans.  

 

Scientific cost-benefit analysis is indispensable for selection of development projects to 

be financed by the public exchequer. While calculating cost-benefit analysis, shadow 

prices should also be used because market prices in the economy do not reflect the true 

social benefits and social costs. Projects started without making scientific estimates of 

the costs to be incurred over the lifetime of the projects and also of the annual returns 

that are likely to accrue from the projects often land into difficulties. That is to say, 

return actually realized fall short of the costs involving a colossal loss to the exchequer.  

 

In Manipur, we have already had the bitter experience of a number of public sector 

projects that have incurred heavy losses and drained State budgetary resources. For 

example, thirteen public sector corporations are going to shut down in the State. Lack of 

scientific cost-benefit study of projects is one of the major factors for the heavy losses in 

the state. In these days, where public resources are meager we cannot repeat such losses. 

Therefore, for the future all development projects are to be implemented only after 

making scientific cost and benefit analysis.  

1.7 PROJECT EVALUATION AND UNIDO GUIDELINES 
 

UNIDO guidelines in context of project evaluation are as following:  

 

I. Background  

 

1. In decision IDB.29/Dec.7, the Board, inter alia, affirmed the importance of Member 

States‘ receiving objective and credible feedback on the performance of UNIDO country-

level programmes based on the findings and lessons learned from independent 

evaluations. The discussion is in accordance with paragraph (h) of that decision, which 
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requested the Secretariat to report on evaluation activities on a biennial basis. The 

document should be considered in conjunction with the information on evaluation-related 

activities provided in the Annual Reports 2006 and 2007.  

 

 

II. Context 

 

2. The Evaluation Group (EVA) is responsible for independent evaluations of UNIDO 

projects and programmes as well as of global, regional, thematic or organizational issues. 

Furthermore, EVA monitors the management response to evaluations and ensures the 

effective dissemination of lessons learned. The UNIDO evaluation policy defines the 

roles and responsibilities of EVA. 

 

3. The UNIDO evaluation policy derives from Board decision IDB.29/Dec.7, recognizing 

the importance of an independent and effective evaluation function, aligned with 

international policies, standards and practices. The evaluation policy was issued on 22 

May 20061 and was a major milestone, defining the evaluation function and role and 

aligning UNIDO with the norms and standards of the United Nations system. 

Furthermore, it set the basis for evaluation as a tool for organizational learning. 

According to the policy, evaluation serves three main purposes: it supports management, 

assures accountability and drives learning and innovation. 

 

4. The evaluation function is, moreover, guided by the UNIDO Guidelines for the 

Technical Cooperation Programme and Project Cycle (TC Guidelines), according to 

which independent evaluations are mandatory for integrated programmes and stand-alone 

projects involving defined budget amounts. Furthermore, evaluations are to be conducted 

according to evaluation requirements and mechanisms established in the funding 

agreement with a donor or when specific circumstances warrant an evaluation. 

 

III. Activities and contributions of the Evaluation Group Evaluations 

 

5. During the 2006-2007 bienniums, EVA implemented activities in accordance with the 

work programme established for the period and agreed upon by the UNIDO Executive 

Board. In addition, EVA has responded to ad hoc requests for evaluations Progress in the 

Implementation of the Cooperation Agreement between UNIDO and UNDP‖ which was 

a major undertaking in 2006. The assessment revealed a need to further strengthen the 

joint management arrangements and of a joint strategy to operationalize the agreement. 

The results of this assessment were shared with Member States at the thirty-second 

session of the Board (IDB.32/11). 

 

6. Important efforts were made, throughout the period, to increase the usefulness of 

evaluations and to feed evaluation findings and recommendations into managerial 

decision-making and strategic planning processes. This has been done through more 

upstream or thematic evaluations and through the participation of EVA staff, as advisers, 

in the Programme Approval Committee (PAC), the Quality Advisory Group (QAG) and 

various other strategic working groups. EVA has, likewise, initiated a series of 
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workshops to raise evaluation-related awareness and knowledge among UNIDO staff 

members. Specific quality tools for evaluation have been introduced in order to ensure 

comparability, validity and reliability of the evaluation findings. 

 

7. A meta-evaluation was carried out in terms of a ―Comparative Review of the Lessons 

Learned from 20 Integrated Programme (IP) Evaluations‖. This exercise enabled the 

extraction of benchmarks and lessons learned, with the purpose to contribute to UNIDO‘s 

quest to improve the relevance and effectiveness of its integrated programmes. It also 

revealed a number of weaknesses in the design and implementation of the IP instrument. 

The review was well received by UNIDO management and staff and its recommendations 

are being used in the design of new IPs. 

 

8. In-depth evaluations were undertaken of four IPs and two country service frameworks 

(CSFs). Furthermore, independent reviews of two IPs were carried out. In addition, four 

IP evaluations, funded under the evaluation work programme 2006-20073 were initiated 

in 2007 but completed in 2008. Moreover, a review of 11 IP self-evaluation reports was 

carried out, enabling the validation of findings of these reports, assessments of the 

compliance with reporting requirements and of the overall usefulness of the self-

evaluation exercise. The review revealed certain weaknesses in UNIDO‘s system for 

monitoring, reporting and self assessment, which are being addressed in the 

implementation plan developed by the Steering Committee for results-based management 

(RBM). 

 

9. A major undertaking during the biennium was the Programme Evaluation of the 

UNIDO/UNEP Cleaner Production Programme, which included assessments of and field 

visits to 18 National Cleaner Production Centers (NCPCs). The evaluation resulted in 

distinct recommendations for the continuation of the Cleaner Production Programme, in 

particular, and the fostering of cleaner and more efficient production processes, in 

general. The findings and recommendations of the evaluation have been considered in the 

development of a new strategy for the Cleaner Production Programme. This evaluation 

was carried out in close cooperation with UNEP and the main donors of the programme, 

Austria and Switzerland.RGTFT. Four UNIDO Investment and Technology Promotion 

Offices (ITPOs) in France, Italy and Japan were evaluated during the biennium and 

findings related to the relevance, efficiency and effectiveness of these Offices were 

presented in a synthesized manner to UNIDO management. The evaluations indicated a 

need to revisit the general mandate of the ITPOs. A meta-evaluation to aggregate findings 

and identify lessons learned from a wider series of ITPO evaluations is taking place in 

2008. 

 

11. The Evaluation Group evaluated seven stand-alone projects, including global and 

regional projects such as the Operational Phase of the International Centre for the 

Advancement of Manufacturing Technology (ICAMT) as well as country-based projects 

like the small and medium enterprises (SME) support programme in Argentina and three 

SME and quality promotion projects in Viet Nam. In addition, one GEF-funded global 

project on the elimination of persistent organic pollutants (POPs) was evaluated jointly 

with UNEP. 
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12. In 2007, for the first time, EVA evaluated one of UNIDO‘s global forums activities, 

the research project Combating Marginalization and Poverty through Industrial 

Development (COMPID). This exercise provided useful learning in terms of assessing 

poverty reduction results and UNIDO‘s capacity for organizational learning. A first step 

towards the development of a UNIDO toolbox for impact evaluations has also been 

taken. 

 

13. As the number of EVA staff was temporarily reduced from February to September 

2007 and because of the increased workload due to the Group‘s new responsibilities in 

relation to results-based management, it was not possible to carry out all evaluations 

foreseen in the 2006-2007 work programmes, and for instance, an evaluation of a global 

forum project was deferred. In total, 43 evaluations were implemented by EVA during 

the biennium. 

 

14. An online follow-up system to track the response to and implementation of 

recommendations and lessons learned has been launched on UNIDO‘s Intranet. 

Management response sheets (MRS), developed for each individual evaluation, provide 

updated information on the follow-up to recommendations by responsible managers. 

According to the information provided through the management response system, the 

acceptance rate of recommendations has, on an average, been above 80 per cent.  

 

15. Since 2006, the Evaluation Group has supported the introduction of RBM in UNIDO. 

In 2007, EVA coordinated the preparation of UNIDO‘s RBM self assessment and of the 

RBM Implementation Plan for 2008-2009. Moreover, the Group contributed substantially 

to the development of RBM tools and to the RBM training, organized by the Human 

Resource Management Branch. 

 

16. EVA has also been instrumental in the development of the Results Reporting System 

(RRS) that is now available on the Organization‘s Intranet. RRS enables a systematic 

reporting on the results of UNIDO interventions. Inter-agency activities 

 

17. UNIDO has benefited from fruitful collaboration with other international agencies 

and this has manifested itself in joint project evaluations with FAO, UNDP, UNEP and 

the Global Environment Facility (GEF). The joint assessment of the Cooperation 

Agreement between UNIDO and UNDP has already been mentioned above (paragraph 5 

refers). Another activity, to be highlighted, is the participation in the Joint Evaluation of 

the GEF Activity Cycle and Modalities. UNIDO formed part of the management team of 

this multi-stakeholder evaluation and was actively involved in its implementation. This 

evaluation helped to pave the way for a more effective GEF activity cycle and a more 

direct access of UNIDO to the GEF. 

 

18. UNIDO, as an active member of the United Nations Evaluation Group (UNEG), has 

participated in several of its task forces and contributed substantially to the Evaluation 

Capacity Development and the Quality Stamp Task Forces. In 2006, UNIDO participated 
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in the peer review of UNICEF‘s evaluation function. Insights from this exercise 

contributed to further professionalizing the evaluation function of UNIDO. 

 

19. The Director of the Evaluation Group departed in February 2007 and a new, 

externally-recruited Director commenced duties in September 2007. EVA has presently 

six staff members: four Professionals and two General Service staff. It is estimated that 

the staff time, on an average, has been equally divided between core evaluation tasks and 

other tasks. The latter include providing support to the implementation of RBM in 

UNIDO, participation in PAC and QAG and other activities to disseminate learning. A 

senior EVA staff member serves as the Secretary to the RBM Steering Committee, and 

another Professional works part time on RBM. It will be important to ensure that the staff 

resources of EVA remain in line with the development of the technical cooperation 

activities of UNIDO and the Organization‘s evolving learning needs. 

 

Activity 1 

1. Discuss present and future investment criteria in developing nations. 

2. Explain the concept of cost benefit analysis with suitable examples. 

3. What do you understand by shadow prices? Discuss UNIDO guidelines for 

project evaluation. 

 

1.8 SUMMARY 
 

The unit started by giving introduction to investment in developing nations. The present 

trends of investment in development have been discussed in detail. Followed by that, the 

future perspective was explained as the incorporation of developmental dimension in a 

possible MFI. Next area of discussion was the alternative investment criteria as a 

multilateral treaty on investment negotiated that can be negotiated outside WTO. Cost 

benefit analysis have been discussed as a useful tool for highlighting the potential costs 

and benefits of a proposed decision and its alternatives. Further the concept of shadow 

prices was explained as the change in the objective value of the optimal solution of an 

optimization problem obtained by relaxing the constraint by one unit. Finally, UNIDO 

guidelines for project evaluation were discussed in detail. 

 

1.9 FURTHER READINGS 

 
 Ravi Kanbur (1987). "shadow pricing ," The New Palgrave: A Dictionary of 

Economics, 

 Kumar, Nagesh (2003) Performance Requirements as Tools of Development 

Policy 

 Lessons from Experiences of Developed and Developing Countries for the WTO 

Agenda on Trade and Investment, RIS Discussion Paper #52, New Delhi: RIS. 

 Pursell, Gary (1999), ‗The Australian Experience with FDI and Local Content 

Programmes in the 

 Auto Industry‘, Paper presented at the conference on WTO, Technology and 

Globalization, Institute of Economic Growth, Delhi. 

http://www.unep.org/DEC/OnLineManual/Resources/Glossary/tabid/69/Default.aspx?high=decision#high
http://en.wikipedia.org/wiki/Optimization_(mathematics)
http://en.wikipedia.org/wiki/Constraint
http://en.wikipedia.org/wiki/The_New_Palgrave:_A_Dictionary_of_Economics
http://en.wikipedia.org/wiki/The_New_Palgrave:_A_Dictionary_of_Economics
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 UNCTAD (2002) Experience with Bilateral and Regional Approaches to 

Multilateral Cooperation in the Area of Long-term Cross-border Investment, 

Particularly Foreign Direct Investment, TD/COM.2/EM.11/2. 
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UNIT 2 

 

NEED OF PLANNING IN DEVELOPING COUNTRIES 

 
Objectives  

 

Upon successful completion of this unit, you should be able to: 

 

 Understand the need of planning in developing nations 

 Absorb the approach of democratic planning 

 Know the relevance of decentralised planning in Indian context 

 Appreciate the concept of Indicative planning 

 Describe the Micro level planning and its objectives  

 Have a quick review of Indian Plan models and planning. 

 

Structure 

  

2.1 Introduction 

2.2 Development plans and developing nations 

2.3 Democratic planning 

2.4 Decentralised planning in Indian scenario 

2.5 Indicative planning 

2.6 Domain of Micro level planning 

2.7 Review of Indian plan models and planning 

2.8 Summary 

2.9 Further readings 

 

2.1 INTRODUCTION 

Since the end of World War II, it has become an accepted practice among the 

governments of the developing countries to publish their ―development plans.‖ These are 

medium-term plans, usually for a five-year period. The aim is to select a period long 

enough to include projects spanning a number of budget years but not so long as to delay 

periodic assessment of the development effort stretching over a series of plans. In this 

unit we try to cover the aspects of planning and development plans in perspective of 

developing nations. 

2.2 DEVELOPMENT PLANS AND DEVELOPING NATIONS 

The development plan attempts to promote economic development in four main ways: (1) 

by assessing the current state of the economy and providing information about it; (2) by 

increasing the overall rate of investment; (3) by carrying out special types of investment 

designed to break bottlenecks in production in important sectors of the economy; and (4) 

by trying to improve the coordination between different parts of the economy. Of these, 
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the first and fourth are perhaps the most important and the least understood function of 

economic planning. The other two functions of planning cannot be efficiently carried out 

without ample and reliable information, or without effective economic coordination 

between the different government departments and agencies within the public sector and 

the private sector. In most developing countries, information about the economy is 

scarce, and planning has provided the impetus to acquire and analyze the necessary data 

in order to provide a better understanding of the functioning of the economy. In order to 

improve coordination it is necessary to spread reliable economic information to indicate 

the future course of the government‘s economic intentions and activities so that the 

people concerned, both in the public and the private sectors, may make appropriate plans 

of their own to bring them in line with the government‘s plan. In fact, this may be 

regarded as the main reason for publishing development plans, although this point is not 

always clearly appreciated by the governments that issue them. 

The newly independent countries, just starting to plan their economies, usually begin with 

a simple type of development plan. In most cases this is merely an ad hoc list of 

individually conceived social and economic projects that the various government 

departments have submitted for the plan. So long as the projects are well selected (say, to 

break some obvious bottlenecks in production) and are well designed in a technical sense, 

such a simple plan may be quite serviceable. But it tends to suffer from a number of 

weaknesses arising from insufficient coordination. (1) Since the projects are drawn up on 

a piecemeal basis in separate government departments, there is usually no systematic 

attempt to compare the relative costs and benefits of the plans proposed by the different 

departments on a uniform basis. As a consequence, the collection of projects included in 

the plan may or may not represent the most productive pattern of investing the available 

resources of the government. (2) A lack of coordination frequently leads to wasteful 

duplication and a failure to take advantage of complementary relationships between 

individual projects. (3) A simple listing of the projects does not provide a clear-cut 

system of priorities in their implementation. Typically, the projects that are relatively 

easy to implement are pushed far ahead of others that, although requiring a longer time to 

prepare and implement, may have the potential to contribute more directly to the 

expansion of national output and government revenue. This can have serious budgetary 

consequences when the projects that are easier to implement generally happen to be in the 

field of social welfare, education, and health and—although they may indirectly 

contribute to economic development in the longer run—entail a significant and ever-

increasing stream of recurring government expenditure after their completion. 

An obvious way of remedying these defects is to formulate a more systematic plan of the 

public investment program as an integrated whole. In order to do this, it is necessary to 

begin by making a careful estimate of the total amount and time pattern of the financial 

resources that the government expects to receive during the plan period from domestic 

sources and from external loans and aid. Next, it is necessary to make realistic estimates 

of the costs and benefits of the alternative investment projects within the public sector as 

a whole so as to select the most productive combination of projects, taking into account 

significant complementary relationships between the different projects. In selecting the 

best combination of projects to be included in the plan, it is necessary to pay special 
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attention to the time pattern of costs and benefits. A poor country, with limited sources of 

government revenue, would have to discount future benefits heavily relative to the more 

immediate benefits and would have to give priority to the type of project with quicker 

returns in the form of expansion in output and tax yields over the type of project that may 

promise higher rates of return, but only in the more distant future. 

The problems of carrying out an integrated public investment program serve to 

emphasize the crucial role of the annual budget in development planning. At the 

aggregate level, with a given amount of external aid, the stream of the total invest able 

funds available to the government during the plan period depends on its ability to raise 

revenue (and borrow from domestic sources) and, equally important, to control its no 

development, or ―consumption,‖ expenditure year by year during the plan period. At the 

individual project level, the fact that a project requires a number of budget years to 

complete does not dispense with the need for annual budgetary controls to ensure that it 

is being implemented in stages, according to the timetable as originally planned. Indeed, 

it is only through the discipline of annual budgetary controls that a medium-term 

development plan is likely to be kept nearer the course as originally planned. 

Few developing countries have submitted themselves to the budgetary discipline 

necessary for implementing an integrated public investment program. This has not 

deterred them, however, from jumping from a simple type of development plan to 

―comprehensive‖ economic planning, embracing both the public and the private sectors 

and regulating both the aggregate level of economic activity and its detailed composition. 

The drive toward comprehensive planning arises from various causes: from a distrust of 

the automatic working of the market mechanism and its ability to promote economic 

development; from a desire to assert national economic independence by government 

control of foreign trade and investment; and from the theories of economic development, 

fashionable during the 1950s, that emphasize the need for a ―big push‖ to overcome 

technical indivisibilities and the need for a simultaneous setting up of a number of 

mutually supporting projects to enjoy the benefits of technical complementary. The 

economic development plans published by the developing countries in the 1960s were 

fairly elaborate. The trend to ―quantitative‖ planning encouraged the use of elaborate 

statistical estimates and projections even when the primary statistical sources on which 

these computations were based were often unreliable or conjectural. Advanced 

mathematical techniques were also increasingly employed. 

Basically, there are three parts to such a development plan: (1) the target figures for 

increase in per capita income and consumption to be attained at the end of the plan (with 

estimated figures for the intermediate years during the plan); (2) estimates of the 

quantities of various resources, such as capital, manpower, and foreign exchange, needed 

to implement the target figures (including the time profile of the rate at which these 

resources will be required during the plan); and (3) parallel but independent estimates and 

projections of the quantities and the time pattern of these resources expected to be 

available both to the government and to the economy as a whole during the plan period. 

The elaborate planning documents issued by some developing countries may be 

described as attempts to quantify as far as possible the information required under the 
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three heads and to test the formal consistency of the plan. This essentially consists in 

asking (a) whether the total amount of available resources is sufficient to meet the total 

requirements of resources as set by the target figures, and (b) whether the allocation of 

resources planned for different sectors is consistent with the detailed target figures for the 

increased output of different goods and services required for consumption and 

investment. When the resources required by some industries are intermediate goods (the 

output of other industries), input–output tables are frequently used to check whether the 

outputs of different industries are sufficient to supply not only the target figures for final 

use in the form of consumption and investment but also the ―indirect use‖ required by 

other industries. The more advanced planning models using programming techniques in 

an attempt to solve the further question (c) whether the planned pattern of allocating 

resources is the most efficient; i.e., whether it minimizes the resources needed to meet the 

target figures as compared with other patterns. 

Stages of planning in developed countries 

One of the chief merits of national planning is that it publicizes the choices before a 

country and encourages discussion of them. In France the Parliament is consulted on the 

broad outline of the five-year plan, which is presented in terms of a number of alternative 

balanced sets of objectives. More government spending on social services, for example, 

can be shown as implying a slower rise in individual incomes after taxes, or—a rather 

more difficult choice to make explicit—a higher growth rate can be shown as requiring 

greater willingness on the part of producers and consumers to adapt themselves to 

changes in markets and technology. 

In other countries the choice of objectives may be left to the government, which thus 

makes the plan a part of the program upon which it will stand or fall at the next election. 

Or the government may prefer to detach itself almost entirely from the plan. In West 

Germany, where planning is less explicit, projections of economic trends are set out in a 

technical document that does not have the formal status of a government draft and 

circulated to the governments of the Länder (states) and to employers and trade unions. 

Such projections are thought to have some influence on public thinking and on the 

expenditure plans of business and government. In Great Britain, when the Conservatives 

returned to power in 1970, there was less enthusiasm for public discussion of planning 

objectives than there was under the preceding Labour government. The Dutch procedure 

is to leave the main responsibility for drafting projections of economic trends to the 

Central Planning Bureau. In that country, however, business and labour have generally 

been ready to take account of such projections when drawing up their own plans. In 

Belgium, after the period of strained relations between the main language groups during 

the 1960s, regional considerations have been very much to the fore in all planning 

discussions. 

An important issue for the European countries in the late 20th century has been the 

impact on their economies of the European Economic Community (Common Market) 

and the aim of achieving a single, unified market by 1992. 
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Since targets in this type of planning do not constitute orders to producers and consumers 

to do or not to do particular things, the plan has to take account of what private firms say 

they intend to do, or could do, during the period of the plan. Drafting a plan, therefore, 

requires arrangements for bringing the representatives of the private sector—both 

employers and workers—into the planning process. This is usually done by setting up a 

tripartite body (the High Planning Council in France, the Council for Economic Planning 

in Sweden, for example) where representatives of the private sector are brought together 

with representatives of the government. 

Government departments in most countries draft programs several years in advance for 

expenditure on such public projects as education, road building, urban improvement, and 

hospital construction. But it often happens that these programs are not mutually 

consistent. One of the advantages of an overall plan is that the confrontation and 

coordination between the various programs has to be done in an explicit manner. The task 

can be difficult; watertight administrative compartments are not always easy to break 

down. 

Efforts to incorporate into the plan all that can be known about the intentions of the 

private and public sectors need to be supplemented by more general economic analysis. 

As has been stressed already, the plan should be, above all, coherent; and the best way of 

ensuring this is to build up the planned targets within the framework of the national 

income accounts. Since World War II, such accounts have been drawn up on an annual 

basis in all the developed countries. From this it is only a step to projecting the national 

accounts for several years ahead. 

Earlier types of economic planning leaned heavily upon the method of economic 

balances. This consists of setting out the quantities of economic resources that will be 

available during the plan period and comparing them with the quantities demanded by the 

plan. Four balances are of key importance: the demand for and supply of goods and 

services; of savings; of manpower; and of foreign exchange. The notion of balance is a 

valuable one in planning, since no plan can be successful if it outruns the available 

resources. The method has its difficulties, however, because of the numerous interactions 

among different sectors of the economy, with the consequence that an adjustment in one 

set of balances requires adjustments in the others—a complex and time-consuming 

process. The method of balances is also unable to throw light upon a more fundamental 

aspect of economic decision making, the need to choose among alternative courses of 

action on their own merits. 

Other methods of planning that have in varying degree replaced the method of balances 

include mathematical model making and cost–benefit analysis. A mathematical model 

consists of a series of equations that describes the structure and working of the national 

economy, enabling various sets of targets to be ―tried out‖ by feeding their values into a 

computer. It is too early, however, to claim for economic models any clear superiority 

over the more pragmatic method of economic balances. The most systematic use of 

models has been in The Netherlands and France. In the Scandinavian countries, a strong 

mathematical tradition among economists has favoured their adoption. 
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Cost–benefit analysis, sometimes known as the planning–programming–budgetary 

system (PPBS), represents an effort to improve the planning of government expenditures. 

The basic fact is that public expenditures are not sensitive to the economic considerations 

of price and profitability but they nevertheless use up scarce resources that have 

economic value, PPBS attempts to provide rules of calculation when deciding upon the 

allocation of these resources. A first step is to break down public expenditure into its 

main functions and to divide each of the latter into programs that can be identified with 

government policy objectives. Then an effort is made to evaluate the effectiveness of 

each program in achieving its declared objectives, together with a consideration of 

alternative ways of achieving the same objectives and the costs of those alternatives. The 

U.S. Government pioneered in the application of PPBS to government activities in the 

1960s. Great Britain introduced it in the Ministry of Defense in the late 1960s and then 

began to extend it to other departments, particularly in education and science. In France 

the government decided to apply the system in 1968, first in the Ministry of Defense and 

then in relation to energy, town planning, and such departments as posts and telegraph. 

By the early 1970s PPBS had become an integral tool of national economic planning. 

In their planning, all the non-Communist countries leave a large margin of initiative to 

individual producers and consumers; i.e., they rely upon market mechanisms rather than 

upon direct controls. There is no contradiction between this state of affairs and the 

existence of a plan. First, as already noted, the fact of associating the private sector with 

the drafting of the plan encourages its representatives to be dynamic in their behaviour, a 

prerequisite for any successful growth policy. Second, when a plan is drafted in this way, 

all sectors are encouraged in making their own plans to adopt the same general 

assumptions about the growth of the economy. In France this aspect of planning is called 

―generalized market research.‖ Third, participation in drafting the plan can help to make 

the representatives of the employers and workers more conscious of existing obstacles to 

growth and encourage them to find constructive solutions for overcoming them. 

But the government is not freed from participating actively in carrying out the plan. The 

government‘s budget and its monetary policy must be used in such a way that overall 

demand rises as steadily as possible along the desired growth path. The problem of 

avoiding checks to growth caused by balance of payments difficulties is likely to call for 

special attention. 

There is no easy solution to the problem of how to reconcile five- or six-year plans with 

the need to adjust economic policy to the phases of the business cycle. In Japan, a country 

that has experienced several sharp though brief recessions since the end of the postwar 

reconstruction period, governments are willing to cut back their public expenditure 

programs and to take restrictive fiscal and monetary measures because they believe that 

the economy will soon rebound once the restrictive measures have done their work. 

Japan‘s remarkable economic growth has borne out this confidence. In the less flexible 

economies of Western Europe, governments are more circumscribed in their action. 

France, Germany, and The Netherlands have instituted systematic reviews of their plan 

targets every one or two years and are quite prepared to revise the targets if necessary. In 

addition to these general measures for implementing plans, some governments attempt to 
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influence more directly the behaviour of private firms by granting depreciation 

allowances for investments and tax exemptions for some activities, such as expenditure 

on research. 

But it is in the field of regional development policy that governments intervene most 

actively to influence the decisions of the private sector of the economy. There is 

widespread use in Western Europe of tax incentives and grants from public funds to 

encourage private firms to expand in less-developed regions. Frequently, permission to 

set up a new factory, or to expand an existing one, in already congested areas where 

labour shortages are acute is refused. In addition, governments endeavour to stimulate 

growth in the less-developed areas by improving transport facilities, housing, and urban 

infrastructure generally. These efforts have not shown any significant success in raising 

incomes or reducing unemployment in the less-developed regions. This does not mean 

that the regional policies have been without effect, however, for without them the 

regional disparities might have worsened. Present-day plans for regional development 

attempt to concentrate on a few selected ―growth points‖ where it is thought that 

favourable geographic characteristics or the presence of raw materials or other 

advantages offer the most hope of success. 

2.3 DEMOCRATIC PLANNING 
 

The democratic form proposed here is fundamentally characterized by decentralized 

financial sponsorship. Democratic planning, however, is not entirely a visionary idea. It is 

a little known variation of practice, one that has been growing in the 1970s with the 

efforts of ―de professionalized professionals,‖ but without recognition or positive 

sanction by mainstream professional organizations.  

 

Decentralized sponsorship of planning, nonetheless, currently offers alternatives for 

planners who find bureaucracies unproductive or uncongenial.  

 

The rational approach to planning primarily involves consideration and evaluation of 

optional means. The strategy assumes the existence of a consensus on values and goals, 

and thus focuses on selecting the best alternative means. Rationality is considered to be 

multi-dimensional, not just a matter of economic efficiency. The technical forte here is 

linking cause and effect and thereby optimizing scarce resources. A second characteristic 

of the rational approach is comprehensiveness, the desire to analyze all rational 

alternatives. 

 

The professionally sanctioned and adopted approaches to planning are sponsored from 

the top down. They have been created, refined, and practiced—in modified and hybrid 

forms—in large measure by bureaucratic functionaries financially sustained through mid-

sized to large, centralized, hierarchical public and non-profit institutions. The mutually 

shared theme of their overall enterprise, one they fraternally dispute, is technique, not 

simply formal analytical or quantitative methods, but a professional technology that 

encompasses the gamut of organizational and group processes inherent in policy 
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development. Kahn's characterization seems a good one: ―. . . planning is policy choice 

and programming in the light of facts, projections, and application of values.‖ 

More than one writer has commented on the transfer of public policy formulation from 

politics to bureaucratic expertise. The implicit assumption of top-down-sponsored 

bureaucratic planning is that ―efficiency,‖ ―coordination,‖ etc., are technical rather than 

political problems, in the main to be solved by refining and re-deploying expertise instead 

of rearranging institutions and relations of power. In this vein are proposals to further 

decentralize (read enlarge) bureaucracies in response to criticisms of inefficiency and 

unresponsiveness. Banfield's vision of a decentralizing trend, with lower-level units 

becoming problem specialists under high-level control, aims in this direction. The 

rhetoric of these schemes is ―decentralization,‖ ―participation,‖ and ―devolved power,‖ 

with bureaucratic, institutional planning cast as the instrument for protecting democratic 

values, enhancing capacity and opportunity for participation in community decision-

making. 

 

Citizen Action/Participation Ideology  
 

Technical approaches to planning spin off a similar ideology on citizen activity. While ―. 

. . there is no agreement on just how and when citizens . . . ought to be brought into the 

process,‖ there is consensus that the process—whatever it may be—should be established 

and defined from the top down. So we find top-down-sponsored strategies for initiating, 

directing, molding, manipulating, and some-times undermining citizen activity directed to 

policy-making. Rein, for example, sees citizen participation as one of three possible 

strategies of planning legitimization. The assumption, giving the benefit of the doubt, is 

that the interests of the sponsoring institution and those of the citizens, particularly their 

stakes in outcomes, are similar if not identical. Or that the sponsoring institution is a 

neutral arbiter of competing values and interests. Or that it represents in its officeholders 

a coalition that reflects all competing interests. 

 

The contrary ideology rejects the idea that planners‘ institutions have benign motives, 

that they are neutral or representative, or that the stakes of governments and citizens or 

agencies and clients typically coincide. This latter view is a class-based perspective on 

citizen activity: top-down definitions of ―citizen participation‖ are discarded in favor of 

bottom-up ―citizen action,‖ a marked shift of emphasis in the process by which the public 

good is defined and decisions are made about resource allocation.  

 

The difference in top-down and bottom-up sponsorship can also be characterized in terms 

of the tension between speed of action and scope of involvement. The top-down ideology 

is that expanded participation, a valued objective, occurs at the expense of decision-

making speed, which is valued even more. The bottom-up ideology rejects commercially 

based definitions of efficiency that are tied to speed and accuracy of decision-making 

needed to compete successfully in the marketplace. The bottom-up definition of 

efficiency replaces decision-making speed and accuracy with increased scope of direct 

but autonomous citizen engagement in the exercise of public power. In this model, ―the 

time required to reach a decision should not be the shortest time required for a small, 

select group to make the decision, but the amount of time it takes to educate all the 
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members in the meaning of the decision and to involve them with understanding in the 

decision-making process.‖ 

 

Bottom-up sponsorship may also create a bias against decision-making per se, an 

ideological prejudice rooted in the desire to generally restrain government action, 

particularly spending and indebtedness. There is an economic rationale for this point of 

view. Buchanan argues that at the local government level, where the bulk of social 

services are delivered, there is an increasing need for public jurisdictions to eliminate 

public bads rather than provide more public goods 

  

The sponsorship typology identifies different ideologies of power transfer. Aronstein‘s 

―ladder of citizen participation‖ delineates taxonomy useful for purposes of illustration. 

In what she designates as ―partnership‖ activity—the lowest ladder rung involving a 

change in power relations—she observes that, ―in most cases where power has come to 

be shared it was taken by the citizens, not given by the city.‖ One problem in ascribing to 

planners and their government sponsors the task of structuring organizational entities for 

citizen activity is the institutional prohibition against devolutionary power transfers.  

 

The bottom-up/top-down sponsorship typology points to a paradox of devolved power for 

institutional officeholders and a participation-bind for citizens. On the one hand, urban 

disintegration and continuing citizen pressure push public officials to create more 

decentralized mechanisms of participation and service delivery. At the same time, self-

interest and institutional prohibitions constrain them from any substantive devolution of 

power, such as neighborhood-based taxation, bond issuance, or eminent domain 

authority. And without direct exercise of public power by the decentralized entities, 

hoped-for citizen participation to gain ―in-put‖ or to communicate ―output‖ remains an 

elusive goal for planners, realized mainly in statements of objectives for public 

consumption. The participation bind for citizens is that those in the low- to middle 

income brackets cannot achieve power without some kind of participation, yet 

participation is uninviting in the absence of power.  

 

Definition of Need vs. Articulation of Demand  
 

The bottom-up/top-down typology also distinguishes between different process 

definitions for ascertaining the public good, the route by which public officials determine 

that a particular expenditure pattern best serves the citizenry. Cartwright's proposal that 

problem definitions are only ―images‖ of the real world, and that such definitions 

determine solution strategies, is relevant for examining public good process constructs. 

My view is that problem-meanings are socially constructed by various structural interests, 

so that superordinate and subordinate groups tend to produce different sets of social 

meanings for the same situations and circumstances. 

 

Top-down-sponsored planning defines public good in terms of need. Bradshaw outlines 

four approaches to determining social needs: normative—an expert definition based on a 

professional standard designed to enhance the quality of life; felt need—the thing to be 

satisfied is translated into want through survey measurement; comparative need—
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differentials in service determine need, with those exhibiting pathology and receiving less 

ser-vice defined as needy; and expressed need—waiting lists are the accepted 

manifestation. Thayer contends that all four of these approaches contain normative 

elements. He notes the effect of service availability in structuring expectations and thus 

expressions of need. He denies that waiting 

 

Lists are reliable indicators. And he describes the problematic quality of expressed need, 

given its reliance on the existence of public knowledge about services and on consumer 

confidence in making requests for service. A more economically oriented critique is that 

relying on ―instances of use‖ also ignores spillovers that are endemic to public sector 

activities. 

 

 

Table 1 

 

All four approaches to need are necessarily normative in that they represent variations in 

a top-down-sponsored planning process. The first problem is that all four approaches 

preclude decision-making by consumers on priorities for large expenditure categories or 

the overall pattern of budget appropriations. In effect, while a citizen may be surveyed for 
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preferences on a group of services, one particular service, or a sub-category of ser-vice—

for example, social services in general, mental health services, and marriage 

counseling—there is no prospect for determining whether the citizen would prefer greater 

spending (or less) on parks and recreation at the expense of mental health pro-grams, and 

no prospect of binding political decision makers to the survey results. The conclusion is 

that all top-down schemes utilizing technical means to assess citizen preferences about 

resource allocation priorities are normative by virtue of limiting the range of choice and 

the commitment to application of results.  

 

The implicitly normative character of need-based definitions of public good is confirmed 

in so-far as they preclude withdrawal or diversion of financial resources from the 

planning-administrative bureaucracy itself, despite its consumption of 25 to 40 percent of 

the total pool of resources. And they are normative, too, insofar as they preclude 

initiatives for institutional change rather than policy generation. Goodman observes that 

―if those who already control the economy and the government were willing to share 

power, then of course the problem would be one of . . . arguing the needs of different 

interest groups.‖ The bottom-up counterpart to definition of need is articulation of 

demand.  

 

The democratic form for planning is an ideologically self-conscious strategy to rectify 

three shortcomings of the existing planning enterprise: the failure of political 

representation for citizens in the low- to middle-income brackets, the absence of other 

politically viable mechanisms for articulation of their demands, and the organizational 

and ideological biases of planners in centralized public and non-profit institutions. The 

centerpiece of this bottom-up conception is decentralized sponsorship.  

 

To plan in the democratic form is to establish functions of the activity by sinking roots 

among the clientele; in effect, linking the characteristics of planning functionaries, their 

roles and statuses, to user demand rather than super-agency mandates. Lay people rather 

than bureaucratic institutions should also establish definitions of social problems. It may, 

however, be expected—as Hawkins warns as he cites Ostrom—that ―a democratic theory 

of administration will not be preoccupied with simplicity, neatness, and symmetry, but 

with diversity, variety, and responsiveness to the preferences of constituents.‖ 

 

Kotler sheds some light on the appropriate nation‘s context for planners working with a 

democratic form of practice. He maintains that professionals can be helpful in enabling a 

community to articulate its demands, providing that the planners work under contract 

from the neighborhood authority.  

 
2.4 DECENTRALISED PLANNING AND INDIAN SCENARIO  
 

Serious efforts for decentralized planning started in India long ago and in 1969 the Union 

Planning Commission issued guidelines for preparation of district plans. Realizing that 

the planning machinery and competency are not yet developed at the district level, efforts 

was redirected in the later years to strengthen State level planning process. In the early 

eighties a Working Group under the Chairmanship of Professor C.H. Hanumantha Rao 



 253 

was constituted to develop guidelines for district plans. Based on the recommendations of 

this Committee, the Seventh Five Year Plan adopted decentralized planning at the district 

level as one of the major strategies to achieve plan targets. 

 

The local self government is the prime instruments of decentralization at the grass root 

level. The intention of local self government is to have a shift from bureaucratic 

administration to democratic administration and to formulate and execute development 

programmes through people‘s participation and instill political consciousness among the 

people. They act as vehicle in carrying back to the people the power that really belongs to 

them. They ensure self-governance through directly elected representatives. According to 

Pro. Dr. D.R. Gadgil the primary requirements of district planning are the knowledge of 

local conditions and the association of local people with the formulation and 

implementation of development plan. 

 

The well known Economist, Gunnar Myrdal pointed out way back in 1968: 

―The ideal has always been the plan should come from the people and meet their wishes 

and need and have their support in thought and as well as deed‖. The points put forth in 

favour of decentralized planning are that: 

 

a) It facilitates formulation of locally relevant programmes with reference to natural 

endowments and felt needs of the people 

 

b) It makes bureaucrats more accountable to the people 

 

c) It also facilititates participation of ordinary people in the planning and development 

process. 

 

District Planning Committee 
 

District Planning committee have been constituted in all the 28 districts in the State as 

envisaged in Act 243 ZD of the Constitution and as per Sec.241 of the Tamil Nadu 

Panchayats Act, duly after electing 4/5th of the members from among the elected 

members of the District Panchayat, Town Panchayat , Municipality in the districts. The 

Chairman of the District Panchayat is the Chairman of the District Planning Committee 

and Collector of the District is the Vice-Chairman of the DPC. The Mayor of the City 

Municipal Corporation in the district is also a member of the DPC. The chairpersons of 

the Town Panchayat, Municipality, Panchayat Union, Members of the Legislative 

Assembly, and Members of the Parliament are the permanent special invitees of the 

Committee without voting right. The District level officers of the Government and 

Government bodies shall be the special invitees of the Committee. 

 

The Secretary of the District Panchyat shall be the Secretary of the Disrtict Planning 

Committee. In Tamil Nadu the DPCs have been operationalize and made functional with 

the first meeting of the DPCs being held in all the districts on 4th February 2002 and the 

subsequent meetings once in three months. The main function of the Committee is to 

consolidate the plans prepared by the Panchayats and municipalities in the district and to 
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prepare a comprehensive draft district development plan for the district as a whole, taking 

into consideration matters of common interest between Panchayats and municipalities 

including spatial planning, sharing of water and other physical and natural resources, the 

integrated development of infrastructure and environmental conservation. Development 

issues of the district are also discussed in the DPC meetings. 

 

District Development Plan 
 

The preparation pf plans for economic development and social justice is a key functional 

obligation devolved on the panchayats / municipalities as ―institutions of self- 

government‖ by Article 243 G and 243 W of the Constitution. Such planning is required 

constitutionally to be undertaken at each level of the PRIs, including separately the 

village panchayat, the intermediate panchayat and the district panchayat. Similarly, nagar 

panchayats and municipalities are required to prepare their own plans. The consolidation‖ 

of all these separate plans – of the panchayats and the municipalities – is required to be 

undertaken by the DPC, as set out in Article 243ZD. The consolidated district plan is then 

to be forwarded to the state authority. District plans are a vital input for effective state 

planning, even as state plans are a crucial input for national-level planning. The State 

Government has taken various measures so that the newly created institutions function 

effectively and the process of decentralised planning operationalised. Sec. 240 of the 

Tamil Nadu Panchayats Act provides for consolidation of plans prepared by the rural and 

urban local bodies at district level and preparation of a Draft Development Plan for the 

district as a whole. District Planning Committee has also been constituted in all districts 

with the District Panchayat as Chairman and Collector as Vice-Chairman. A District 

Planning Cell is also functioning in each district to assist the DP Committees in the 

planning process. The State Planning Commission has prepared comprehensive 

guidelines for the preparation of plans by the various local bodies and issued to all the 

PRIs through the office of the District Planning Cells. The process of preparation of 

development plan by the local bodies is a complex exercise, as it involves government 

officials at different levels, heterogeneous group of elected representatives of PRI, NGOs 

and the people. 

 

Village Development Reports 
 

The key to participatory planning lies in mobilizing the local community to articulate 

their priorities in an informed and intelligent manner so that grassroots planning moves 

from being the preparation of a wish-list into a feasible, responsible plan. As a prelude 

towards preparation of development plan, an analysis of socioeconomic conditions of the 

Village Panchayats is necessary for which the local bodies should have information 

pertaining to various sectors. At present there is no document containing information on 

the various development sectors at the village level. The State Planning Commission has, 

therefore, initiated an exercise to prepare Village Development Reports starting with one 

Village Panchayat in all Panchayat Unions in all the districts. Thus Village Development 

Reports would thus be prepared for 385 Village Panchayats in the first phase. This would 

eventually cover all the VPs in the State. The VDR is a descriptive document which 

would cover various aspects relating to location, geographical, natural and human 
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resources, flora and fauna, information on essential facilities, identification of needs and 

prioritise the needs and formulates suitable plans for the socio and economic 

development of the village. 

 

Village Development Report 

 

• serves as a comprehensive information base of the village panchayat 

 

• identifies the needs, problems and resource potential for development of the village 

 

• sets forth a vision and presents a development plan for the village panchayat 

 

The ultimate objective of the exercise is to create awareness among the officials, PRI 

functionaries and to commence the planning from the lowest level.  

 

City Corporate Plan 
 

The rapid urban growth has created a huge gap in the provision of basic services and 

infrastructure facilities in the urban areas. This is due to lack of adequate resources, 

technical expertise, managerial men and powers at the municipality‘s level as a result of 

which the gap between the needs and availability of basic services has been getting 

widened. To overcome the shortcomings of the conventional master planning and to 

improve the urban infrastructure services in a sustainable manner, the City Corporate 

Planning (CCP) approach has been adopted. One of the elements in the institutional 

development component of the Tamil Nadu Urban Development Project II is to assist the 

urban local bodies in the preparation of city corporate plan. The City Corporate Plan has 

become a handy tool which adapts a corporate approach to plan and implement projects 

in a participatory mechanism involving users, elected councilors, line agencies, private 

organizations, NGOs and CBOs. The focus of CCP is preparation of 5 years capital 

investment programme taking into account the stakeholders‘ priority and the financial 

strength of the ULB. The important items listed in X Schedule to the District 

Municipalities Act, 1920 are all covered in the corporate plan. It may therefore for all 

practical purpose be taken as the development plan covering almost all the items listed in 

schedule X of the District Municipality Act amended in accordance with the 74th 

Constitution (Amendment) Act. The local bodies itself can prepare the plan or through 

the appointment of consultant. The plan so prepared may be taken up for implementation 

after approval in the Municipal Council. In Tamil Nadu, CCP were prepared for eleven 

Municipalities viz., 1. Coimbatore, 2. Tripura, 3. Madurai, 4.Trichy, 5. Thanjavur, 6. 

Kancheepuram, 7.Dindigul, 8. Kodaikanal, 9.Vellore, 10 Villuppuram, and 

11.Thiruvnnamali.  

 

Training of Panchayat Raj Institution & Urban Local Body functionaries As per the 73rd 

and 74th Constitutional Amendment Acts, it is mandatory for the States to hold regular 

elections to the rural and urban local bodies. As a result of the elections to the rural and 

urban local bodies in the State, there are about 1.30 lakhs elected representatives. 

Moreover, a majority of the representatives were new entrants, and a significant number 
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from weaker sections and women. The newly elected representatives have little 

experience of political functioning and administrative handling. The elected 

representatives have been entrusted with the responsibility to manage the affairs of the 

local bodies. Hence it is necessary to build their capabilities to formulate, execute and 

monitor various programmes for the socio-economic development of the people of the 

area. In the context of decentralization, knowledge and skill improvement of the elected 

representatives assumes greater importance in order to address the changing needs of the 

people to plan efficiently and implement effectively. Capacity is a multidimensional and 

complex attribute such as awareness, knowledge, skill, self-confidence and actions.  

 

Capacity building is a gradual and continuous process and needs to be integrated with the 

functioning of the local bodies. The capacity building of the elected representatives has to 

be for developing their intellectual capacity which implies the capacity to think, react and 

analyse independently to enable them to pursue a defined purpose. The second is 

institutional capacity, which implies understanding of procedures, systems, structure, 

planning, implementation and monitoring.  

 

The third aspect of capacity building is resources capacity which includes knowledge of 

natural and physical resources, availability and requirement of funds, ability, methods 

and procedures to mobilize resources and management of funds and resources. Capacity 

building can be in the form of structured training programmes, workshops, field exposure 

visits etc. 

 

The government through the State and regional level training institutions viz., State 

Institute of Rural Development at Maraimalainagar, Regional Extension Training Centers 

at 5 places under the control of the department of Rural Department and in the case of 

Urban local bodies through the Tamil Nadu Institute of Urban Local Studies has taken up 

capacity building of the elected representatives of rural and urban local bodies. The 

objectives of the training programmes are to equip the elected representatives with the 

knowledge of the provisions of the 73rd and 74th Constitutional Amendment Acts, Tamil 

Nadu Panchayats Act 1994, Tamil Nadu District Municipalities Act 1920, Rules, 

Government order or instructions relating to Decentralised planning, to understand the 

concept of decentralized planning methodologies and issues involved in the preparation 

of development plan etc. During the year 2003-04, SIRD had organized about 8 batches 

of training programme on multilevel planning to the elected representatives of rural local 

bodies at various levels for which necessary provision was included in the outlay of the 

Rural Development Department. The programme of imparting training to the elected 

representatives of the rural and urban local bodies will continue in the year 2004-05 also. 

 

2.5 INDICATIVE PLANNING 
 

In this type of planning, the government invites representatives of industry and business 

and discusses with them in advance what it proposes to do in the Plan under question and 

indicates to them its priorities and goals. Then the Plan is formulated after detailed 

discussions with varied interests. Planning in France is a good example of indicative 

planning. After we embraced liberalization and privatization policies in 1991, even 
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Indian planning, in a way, has become indicative planning.  

 

Economic plans can also be divided into midterm plans, short term plans and perspective 

plans. Our Five Year Plans are in fact, midterm plans. Short term plans are Annual Plans. 

During the period of implementation, Five Year Plans operated by dividing them into 

Annual Plans. Perspective Plans are long term plans and the period ranges from 20 to 25 

years. The Five Year Plans are formulated by taking into account the long term objectives 

of the Perspective Plan. 

As distinct from directive planning, as practiced in the Soviet Union from 1928 onward, 

indicative planning is a set of consistent numerical projections of the economic future 

without specific incentives for their fulfillment. Rather, the indicative plan is conceived 

as coordinated information that guides the choices of separate entities in the market 

economy. 

The first indicative plans were those made up by Gosplan in the USSR during the mid-

1920s. These were soon integrated into mandatory instructions issued by the Supreme 

Council of the National Economy (VSNKh), later by Gosplan itself. The output plans 

were supplemented by material balances, inspired by German experience during World 

War I and generalized as input-output analysis in the work of Wassily Leontief and 

others. 

During and immediately after World War II economists in Continental Europe developed 

the idea of indicative planning as a guide to recovery and to ongoing short-term economic 

policy making. Notable were the Central Planning Bureau in the Netherlands, led by Jan 

Tinbergen, the French Commissariat Général du Plan, inspired by Jean Monnet, and the 

Japanese Economic Planning Agency. In all of these, government agencies play a role in 

collecting and developing the information necessary to build a multi-sectoral econometric 

model. Such a model allows alternative policy instruments to be tested for their effects on 

such targets as inflation, the growth rate, and the balance of payments. While indicative 

planning assumes a primarily private market economy with competition from outside the 

country, the concentration (unofficial collusion) of private investment plans - as practiced 

in France and Japan - is supposed to avoid duplication of effort, increase investment 

volumes, and perhaps reduce cyclical instability. Japanese and French bureaucrats have 

also guided investment funds from state-controlled sources into favored projects. In 

practice, however, it is doubtful that indicative planning has had much positive influence 

on the economic performance of these economies, particularly as they opened themselves 

up to international trade and capital flows. 

Communist Yugoslavia adopted a kind of indicative planning in the 1950s. The main 

purpose was to guide the distribution of capital to self-managed enterprises throughout 

the republics of that country. After the fall of Communism, indicative planning was also 

adopted in Poland. The theoretical basis for indicative planning in a socialist context was 

developed by Janos Kornai and his coauthors, but practice never conformed to such 

rational schemes. 
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Indicative planning should be distinguished from so-called "indirect planning," embodied 

in the New Economic Mechanism in Hungary in 1968 and contemplated by Soviet 

reformers of the late 1980s. Instead of establishing a mixed or regulated market economy, 

as in Western Europe, the Communist authorities continued to dominate the economy 

through investment and supply planning, as well as subsidies. In both Hungary and 

Gorbachev's Russia, a weak budget constraint on wages and other costs led to 

inflationary pressure and shortages, along with rising external debts. These problems 

contributed to the collapse of indirect planning. 

Indicative planning involves the establishment of sectoral targets which are not 

compulsory for the private sector and are imbedded in macroeconomic projections that 

pertain to a period of several years. Indicative planning has been widely practiced in 

developing countries during the postwar period. At the same time, the review of the 

experience of these countries indicates that it failed to have favorable economic effects 

while utilizing scarce administrative resources. 
 

Indicative planning (for short, planning) involves the establishment of sectoral targets 

which are not compulsory for the private sector. These targets are imbedded in 

macroeconomic projections that pertain to a period of several years. Planning in 

developing countries goes back to colonial times. Foreign aid agencies contributed to 

planning also elsewhere in the developing world. Thus, "the macro-economic plans that 

calculated foreign exchange needs and showed that a country could profitably absorb 

foreign aid were used by aid officers in bilateral and multilateral agencies to justify 

credits and grants. This statement applies to the World Bank as well as to the U.S. 

government.  

 

The World Bank's 1949-50 Annual Report stated that member countries "know, too, that 

if they formulate a well-balanced development program based on the (Bank] Mission's 

recommendations, the Bank will stand ready to help them carry out the program by 

financing appropriate projects"  Also, it was noted that the United States "in a complete 

reversal of Point Four philosophy has shifted its support from technical assistance to 

planning" Today, there is increasing understanding in India of the need for policy 

changes that are not accommodated in the planning model. Thus, Gupta concludes his 

review of Indian planning by noting that "it is claimed by many economists, with few 

dissenting voices, that freer entry into the world market and the allowal of the natural 

extinction of less competitive and unproductive units may result in a revamping of India's 

industrial management, improvement of productive efficiency, and reduction of industrial 

costs" Planning was even less successful in Bangladesh (Hasnath, 1987).  

 

Also, in Sri Lanka planning under the socialist government coincided with poor 

economic performance. Performance improved as the newly-elected conservative 

government "concentrated on the management of the economy and the implementation of 

policies and incentives which stimulated growth through the market system. Economic 

growth rates were higher in Asian countries where no plans were prepared (Hong Kong 

and Singapore) or plans concentrated on the public sector and on the preparation of 

macroeconomic projections (Korea, Malaysia, Taiwan, and Thailand). Mexico, which 

was perhaps the most successful Latin American economy in the 1960s and 1970s, did 
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not prepare plans while in Colombia medium-term planning gave place to short-term 

policy making.  

  

2.6 DOMAIN OF MICRO LEVEL PLANNING 
 

MLP (Micro level planning) is a dynamic process that takes the side of most vulnerable 

such as poor, marginalized, destitute women, uncared aged and People with Disabilities 

(PWDs) by facilitating a process of categorization in the village basing on caste, class, 

wealth, occupation etc. MLP attempts the following endeavors: 

 

 It provides each and every individual, family, category of the community of a 

hamlet, the basic unit of planning, a forum to analyze their situation critically and 

understand the power relations existing in every sphere of life-political, socio-

economic and cultural. 

 

 It generates introspection among the villagers through graphics and visuals 

thereby catering to the needs of the people who are not conversant with alphabets 

and writing. It strikes at the root cause of the problem through the cause and effect 

analysis and explore/exposes the process of marginalisation that has been 

enduring for years. 

 

 It makes mobilization of resources more feasible in terms of money, Labour, 

materials, etc. Moreover, it ascertains area specific physical and human potential 

 

 It provides space for individual planning, accepting the fact that the basis of 

planning cannot be village as unit due to the various dynamics and inequity 

involved but has to be individualized in order to make people‘s plan a reality. 

 

  It ensures transparency and public accountability. It provides opportunities for 

social audit and constant scrutiny of plans and their implementations. 

 

 It strengthens the knowledge and capacity of the planner i.e. individual, family, 

group and community by providing all sorts of information on various systems, 

which regulates their life. Thus, it gives the informed choice to the stakeholder to 

choose the best possible solution. Moreover, it is the eye-opener for the poor and 

marginalized who has become silent and passive in the long course of 

marginalisation and exploitation. 

 

 It is a continuous process, which never ends at one phase. it gives scope to revisit 

the whole planning and modify it as per the need. Hence, this is a continuous 

cycle, which never stops. 

 

Some other characteristics of micro level planning are as following: 

 

 MLP is a process whereby each individual household dwelling in a hamlet gets a 

fare chance to participate and design the Plan. 
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 The beauty of the plan lies in people‘s approval and flexibility that gives a scope 

to revisit the steps and rectify the mistakes. 

 

 When people of various categories with an individual focus, are involved 

thoroughly in all the stages; i.e. right from problem analysis to resource allocation 

and role-define, the process itself challenges the existing power structure without 

resorting to any violent means 

 

 Hence, probability of change in power equation, assertion of rights assigned to 

each individual under constitutional framework and finally the development 

programs (as designed by the people and approved by the state) do work out in 

tandem. 

 

 For this very reason MLP is often defined as a people‘s empowerment process. As 

the communities get involved in the analysis of problems for formulation, 

execution and monitoring of MLP they get empowered in the process. 

 

 The basis of MLP is people-centered and emphasizing on people‘s decision. 

 

 It gives opportunity to people to define ―development‖ as per their own 

perception and do their planning accordingly so as to play the major role and 

become accountable in its implementation. 

 

 Here, the bias of the planner is reduced to a large extent. The local resources are 

put into optimal use and the communities as critical support only to complement 

the local resources and initiatives mobilize external resources. 

 The resources from various support agencies are pooled together to solve different 

village problems, thereby avoiding duplicity of efforts. 

 

 It entails a more integrated development process, which is different from the 

present watertight departmental developmental programs. 

 

2.7 REVIEW OF INDIAN PLAN MODELS AND PLANNING 
 

The National Planning Commission was set up in India in 1950. A major function of the 

Planning Commission was to ―formulate a plan for the most effective and balanced 

utilization of the country‘s resources‖. The Planning Commission formulated the First 

Five Year Plan for the period (1951–56). Since then, we completed nine Five Year Plans 

and we are now in the midst of Tenth Five Year Plan (2002–2007). 
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Objectives of Planning in India  

 

The central objective of planning in India is to raise the standard of living of the people. 

Our Five Year Plans aim at increasing output. At the same time, they aim at reducing 

inequalities of income and wealth and providing equal opportunities for all. Growth with 

social justice is our basic goal. The major objectives of developmental planning in India 

may be listed as follows: 

 

1. To raise the national income. This is known as Growth Objective; 

 

2. To increase investment to a certain level within a given time; 

 

3. To reduce inequalities in the distribution of income and wealth and to reduce 

concentration of economic power over resources; 

4. To expand employment opportunities; and 

 

5. To remove bottlenecks in agriculture, manufacturing industry (especially capital 

goods) and the balance of payments. In the agricultural sector, the main objective was 

increasing agricultural productivity and attaining self–sufficiency in food grains. In the 

industrial sector, the emphasis was on basic and heavy industries. In the foreign trade 

sector, the emphasis was on having a ‗viable balance of payments position‘.  

 

The strategy adopted in Indian Planning is often referred to as ‗Mahalanobis strategy‘. In 

this strategy, emphasis was laid on rapid industrialization with priority for basic and 

heavy industries. Though achieving regional balance is mentioned in our plans, we have 

not succeeded much in reducing regional imbalances. In agriculture, there are surplus 

states and deficit states, with reference to food grains. In manufacturing industry, there 

are advanced regions and backward regions. Not only that, industrial growth is 

concentrated in and around Mumbai, Kolkata and Chennai. Our Five Year Plans pay 

attention to the problems of poverty and unemployment. The average Indian is among the 

poorest of the world.  

 

So, our Plans want to remove poverty and improve the lot of the common man and the 

weaker sections like SC/STs, OBCs, women and children. The standard of living depends 

upon per capita consumption and per capita consumption depends upon per capita 

income. And this in turn depends upon employment. So our plans have looked at 

employment as an integral part of the problem of the removal of poverty. In the rural 

sector, there is concentration of land in the hands of a few persons even today. In spite of 

our land reform programmes, nearly 50 percent of agricultural land is owned by 10 

percent of the population. And Green Revolution has helped largely big landlords. 

Even the ownership of industrial assets is concentrated. Of course, the basic causes of 

poverty in India are low agricultural productivity and rapid growth of population 

resulting in low savings and disguised unemployment. 

 

The Government has not succeeded much in solving the problems of rural unemployment 

and underemployment by giving support to cottage and small scale industries. 
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There is an urban bias in Indian Planning. Agriculture did not receive enough funds in the 

past. But we cannot say the planners have neglected agriculture. India began the process 

of planned economic development five decades back. The First Five Year (1951-56) 

stated that the purpose of planning in India was to initiate ― a process of development 

which will raise living standards and open out to the people new opportunities for a richer 

and more varied life‖.  

 

The Second Five Year Plan (1956-61) aimed at rapid industrialization with particular 

emphasis on the development of basic and heavy industries. It was during the Second 

Plan period, the Government embraced the goal 

of democratic socialism. The Third Five Year Plan aimed at self –reliant and self –

generating economy. After the Third Plan, we had a “Plan Holiday”. 

 

The Fourth Plan did not commence immediately after the Third Plan. We had three 

Annual Plans (1966-69). The Fourth Five Year Plan (1969 – 74) had two basic 

objectives: 

 

1. Growth with stability, and  

 

2. Progressive achievement of self-reliance. 

 

The Fifth Plan (1974-79) focused on growth with social justice. The slogan during the 

period was Garibi Hatao (Removal of Poverty). So, the two main objectives of the Fifth 

Plan were removal of poverty and attainment of self–reliance. When Janata Party was 

in power at Centre, it formulated the Sixth Plan (1978 – 83). But when the Congress 

came back to power, it discarded it and formulated a new sixth Five Year Plan (1980 – 

85).  

 

It aimed at a direct attack on poverty by creating conditions for an expanding economy. 

The Seventh Five Year Plan (1985-90) emphasized on accelerating agricultural growth in 

food grains production, increasing employment opportunities and raising productivity in 

all sectors. When the final version of the Eighth plan (1992 – 97) was formulated, there 

were major changes in our economic policy marked by liberalization, privatization and 

globalization. The Eighth Plan 1992 – 97 reflected these changes and aimed at 

accelerating economic growth and improving the quality of life of the common man. The 

main objectives of Planning in India may be grouped under four heads: Growth, 

modernization, self–reliance and social justice. 

 

Growth 

 

In the first 30 years of planning, the trend rate of growth of national income was 3.5 

percent. Eminent economist Raj Krishna called it the Hindu rate of growth. Agricultural 

production increased at an average rate of 2.7 percent and industrial production at 6.1 

percent. And per capita income increased at the trend rate of 1.3 percent. Though these 

rates appear rather small, we must remember that throughout the British period, for 

almost a century, there was stagnation in the Indian economy. 
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 For example, in the undivided India from 1901 – 46, the trend growth rate of the national 

income was only 1.2 percent. So one of the achievements of planning in Indian economy 

is that it has overcome stagnation and we have had a slow but steady economic growth. 

 
 

 

Table 2 growth rates of national income 

 

 
 

Sources: Various Five Year Plans and Tenth Plan (2002 – 

2007) Approach paper. 

 

The growth performance of the economy during different plan periods is given in Table 

2. From the Table, it can be seen that there are shortfalls in the growth targets during 

early plan periods except the First Five Year Plan. During the Ninth Plan period, the GDP 

growth rate was 5.4 percent as against the target of 6.5 percent. 

 

Modernization 

 

The term ‗modernization‘ refers to a number of structural changes in the economy. Under 

planning, Indian economy got transformed from a colonial economy to an independent 

and modern economy. There has been a change in the composition of national income. 

For example, now agriculture contributes less and service sector contributes more. In 

agriculture, after the Green Revolution, there has been a change in the technology of 

agriculture. 
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Self – Reliance 

 

During the early phase of our planning, we depended on external assistance for many 

things – food, technology and foreign exchange. But since the Fifth Five Year Plan, self–

reliance has become one of the major goals of our planning. 

 

 

Social Justice 

 

By social justice, we mean equal opportunities for all. That means, improving the 

standard of living of the poorest groups and reduction in inequalities in income and 

wealth. 

 

Ninth Five Year Plan (1997 – 2002) 
 

The Ninth Plan covered the period from 1997 to 2002. The focus of the Ninth Plan was 

on growth with social justice and equality. The Planning Commission wanted it to be a 

people oriented plan where the people at large, particularly the poor will participate. The 

Plan was formulated keeping in mind the quality of life of people, generation of 

productive employment, regional balance and self –reliance. 

 

Main objectives of the Ninth Plan 

 

The main objectives of the Ninth Plan are as follows: 

 

1. Priority to agriculture and rural development so as to generate adequate productive 

employment and to eradicate poverty; 

 

2. Growth with stable prices; 

 

3. To ensure food security to all, especially vulnerable sections of the society; 

 

4. Providing basic minimum services of safe drinking water, primary health care 

facilities, universal primary education, shelter and connectivity to all in a time bound 

manner; 

 

5. Containing the growth of population; 

 

6. Ensuring environmental sustainability of the development process through people‘s 

participation; 

 

7. Empowerment of women and socially disadvantaged groups such as SC/STs and 

OBCs and minorities as agents of socioeconomic change and development; 

 

8. Promotion and development of Panchayati Raj institutions, co-operative and self–help 

groups where the participation of people is large ; and 
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9. Strengthening efforts to build self–reliance.  

 

The Ninth Plan considered (1) Quality of life of citizens, (2) generation of productive 

employment and (3) regional balance as areas of special importance for State 

intervention. The Ninth Plan aimed at achievement of an average growth rate of 6.5 per 

cent of GDP (at market prices). The Plan aimed at investing 28.2 percent of GDP during 

the Plan period.  

 

 
Table 3 Proposed Investment as percentage of GDP 

 

 

It may be significant to note that the Plan did not contemplate deficit financing as one of 

the sources for mobilizing financial resources for the Plan. 

 

Appraisal of the Ninth Plan 

 

1. The growth rate of GDP during the Ninth Plan was 5.35 percent as against the target of 

6.5 percent. 

 

2. The Plan did not achieve the target of investment. It aimed at an investment of 28.2 

percent of GDP but it achieved only 24.2 percent. 

 

3. The size of the public sector plan got reduced by 18 percent. 

 

4. The fiscal deficit of the central and state governments increased during the Ninth Plan 

period. 

 

5. The Plan failed on the external trade front. The export target was 11.8 percent but 

actual increase was 5.6 percent. Imports increased by 4.1 percent as against the target of 

10.8 percent and 

 

6. The Ninth Plan failed to create 50 million jobs to reduce unemployment 
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Tenth Five Year Plan (2002 – 2007) 
 

The Tenth Five Year Plan aimed at explicitly addressing the issues of equity and social 

justice. It fixed a target of 8 percent GDP growth rate for 2002 – 2007. The key targets 

fixed for the Plan are as follows:  

 

1. Reduction of poverty by 5 percentage points by 2007 and 15 percentage points by 

2012. 

 

2. Gainful employment to the addition to the labour force during the Plan period; 

 

3. Universal access to Primary education by 2007; 

 

4. Reduction in the decadal rate of population growth from 2001 to 2011 to 16.2 percent; 

 

5. Increase in literacy to 75 percent by 2007 

 

6. Reduction in infant mortality rate (IMR) to 45 per 1000 live births by 2007 and to 28   

by 2007; 

 

7. Reduction of maternal mortality ratio (MMR) to 2 per 1000 live births by 2007 and to 

1 by 2012. 

 

8. Increase in forest and tree cover to 25 percent by 2007 and to 33 percent by 2012; 

 

9. All villages to have access to potable water by 2012; and 

 

10. Cleaning of all major polluted rivers by 2007. 

 

The past experience raises doubts about fulfillment of many targets such as the GDP 

growth rate of 8 percent, and fulfillment of employment target. Agriculture and small 

scale industries are still at a low priority level. And there is too much of faith in the 

private sector. 

 

So far, we implemented nine Five Year Plans and we are in the last year of the Tenth 

Plan. Growth with stability will be a real challenge for the government and the people. 

And we have not yet solved the problem of unemployment. Though we have reduced 

poverty to a certain extent, a lot has to be done in the area.  

 

An encouraging feature is since the Fifth Five Year Plan, employment schemes have been 

integrated into poverty alleviation programmes. Unless we contain the growth of 

population, it would be rather difficult to achieve the goals of economic planning in 

India. Furthermore, we have to increase our savings, investment and exports. Above all, 

the administrative machinery must become strong, competent and incorrupt to make our 

economic planning a success. Since the introduction of economic reforms in 1991, there 
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has been a qualitative change in our planning. In due course, it may become indicative 

planning. 

 

Activity 2 

 

1. What is the role of development plans in development of developing nations?  

2. Discuss how democratic planning is distinguished from decentralised planning? 

3. What do you understand by indicative planning?  

4. Give a brief note on Indian plan models? What were the objectives of 9
th

 five year 

plan? 

 

 

2.8 SUMMARY 
 

This unit started first discussing development plans especially in context of developing 

countries. Then it moves to discuss democratic planning as the rational approach to 

planning primarily involves consideration and evaluation of optional means. Followed by 

this decentralised approach to planning was explained with special to India. In indicative 

planning, the government invites representatives of industry and business and discusses 

with them in advance what it proposes to do in the Plan under question and indicates to 

them its priorities and goals. Further domain of micro level planning has been discussed 

in detail. Finally a brief review of Indian plan models including various five year plans 

was discussed to give readers a broad spectrum of understanding economic planning in 

developing nations. 
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