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“We must consent to advance cautiously, step by step, feeling our way, adopting no
foregone conclusions, trusting no single science, expecting no infallible guide. We
must neither maximize the functions of Government at the beck of quasi-military of-
ficials, nor minimize them according to the theory of the very best philosophers. We
must learn to judge each case upon its merits, interpreting with paintul care all experi-
ence which can be brought to bear upon the matter.”

William Stanley Jevons

1. Introduction

What is usually called development economics is a body of economic thought which
emerged during the 1940s. This body of thought, which started in the works of writers such
as Paul Rosenstein-Rodan, Nurske, Kuznets and many more, began not as a formal theoreti-
cal component of economic theory, but as a practical subject matter and advice to policy
makers and governmenits in underdeveloped countries for the purpose of reducing poverty
and backwardness. Among the earliest works in this branch of economics we can name Paul
Rosenstein-Rodan’s “Problems of Industrialization of Eastern and Southern Europe,”
(Economic Journal, 1943), Eugene Stanley’s World Economic Development (1944), and
Kurt Mandelbaum’s Industrialization of Backward Areas (1947).

This new body of thought, instead of relying solely on the market mechanism and the
Smithean notion of invisible hand, saw the need for state intervention. Like Abba Lerner
(1972), these early pioneers did not believe that market institutions spring up automatically.
After all, as economic historians (such as Douglass North) have argued, modern industrial-
ized economies have been products of time-consuming processes of development where
gradually socteties created appropriate institutions needed for this process. Early modern
development economists’ theories, which emphasized the need for state intervention in lift-
ing underdeveloped economies out of their backwardness, was rooted in three 20th century
successes: the success of Keynesian activism during the great depression in western coun-
tries, the success of the Marshall Plan in causing the quick recovery of the war-damaged
economies of western Europe, and in the industrial achievements of Soviet planning during
the 1930s. These three success cases had generated an international intellectual consensus
concerning the power of the visible, rather than the Smithean notion of the invisible hand.
The body of development thought which emerged during the 1940s emphasized the preva-
lence of market failures in the economies of the less advanced nations. The logic of this em-
phasis, as the justification for state interventions, will be discussed below.

However, to various writers, development economics preceded the 1940s and the in-
terventionist cases of the 1930s and the 1940s, being rooted in situations where market-
failure-based government interventions could not have played any significant role. Accord-
ing to Nobel Laureate Arthur Lewis, development economics began “in Britain in the cen-
turyrand-haif running from 1650 torAdamiSmith’s The Wealth of Nations (1776)." (In
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Handbook of Economic Development, 1991, p.28). To Arthur Lewis, development eco-
nomics is what Smith called “the natural progress of opulence.” (ibid). In Arthur Lewis’s
view, early development economics, which was interested in the long-run process of eco-
nomic change, ended when “the marginalist analysis of neoclassical economics introduced
astatic frame of thinking and shifted resources to the narrower problems of resource alloca-
tion and the theory of exchange.” (quoted by Meier, p.3). To him, John Stuart Mill’s Prob-
lems of Political Economy (1848) was “the last great book covering this wide range of
topic.” (Theory of Economic Growth, 1955, p.5). To Gerald Meier too development eco-
nomics emerged prior to the 1940s. To him, beginning with Adam Smith’s Wealth of Na-
tions, “classical economics sought to discuss the sources of economic progress and to
analyze the long-run process of economic change.” (ibid., p.3). Amartya Sen also seeks the
roots of development economics in the same age; he views William Petty as one of the
founders of development economics. To Sen, so much of early economics was concerned
with problems of economic development. This applied not only to Petty’s writings, but also
to those of the other pioneers of modern economics, including Gregory King, Francois
Quesnay, Antonine Lavoisier, Joseph Louis Lagrange, and even Adam Smith. “An Inquiry
Into the Nature and Causes of the Wealth of Nations was, in fact, an inquiry into the basic is-
sues of development economics.” (Sen, Handbook of Economic Development, p.10).

According to H.W. Arndt (in Economic Development & Cultural Change, 1981),
Marx also dealt with development economics (p.458). And, according to Joseph Schum-
peter, for Marx, “development was the central theme. And he concentrated his analytical
powers on the task of showing how economic process, changing itself by virtue of its own
inherent logic, increasingly changes the social framework - the whole of society in fact.”
(History of Economic Analysis, p.573). Many also view Joseph Schumpeter of the Theory
of Economic Development as a pioneer in economic development. In the works of the
above-mentioned writers (i.e. early development economic writers), the role of govern-
ment is not, of course, emphasized. That also includes both Marx and Schumpeter.

However, can and should we really lump all the above-mentioned writers as develop-
ment economists? In particular, since these two groups of writers wrote about two different
types of societies, and responded to different types of problems. Since the distinctions be-
tween economic growth and development economics are not always explained, I will argue
that in the works of many writers, including Nobel Laureate Arthur Lewis and writers such
as A. Sen, there is a great deal of confusion concerning the nature of development econom-
ics (as opposed to economic growth). For example, some writers view development eco-
nomics as simply growth in per capita GDP. To other writers, development economics is
much more comprehensive than economic growth. To some writers, this body of economic
thought should be applicable to both developed and underdeveloped countries. However, it
will be argued that development economics is a field applicable only to poorer countries,
those with significantly more market failures (including the Rodan-Scitovsky types as well
as those discussed by Stiglitz and other more recently). Based on the modern literature of
development economics, the distinctions between growth and development will be sought.

Since the 1940s, various economists have argued that market failures are more preva-
lent in less advanced countries, suggesting that governments have to play a more significant
role in the process of economic development. In fact, it was this acceptance of the preva-
lence of market failures in the LDCs that led many modern pioneers of development in the
1940s to emphasize “the power of the visible hand,” rather than the Smithean notion of the
invisibleshands Of coursegoppenents of this “visible” hand, instead, have pointed out “gov-
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ernment failures.” To these writers, since government failures (of both omission and com-
mission) in these countries significantly overweigh market failures, reliance on the market
is being emphasized. The appropriateness of this argument will also be discussed.

I1. The University of Economic Science: Should We Seek a Different Economics for
the Underdeveloped Countries?

It is true that classical economists from Adam Smith to John S. Mill were intensely inter-
ested in economic growth. But was that concern identical to the post-WWII concern in the
literature of development economics? [t is interesting that this question was, at leastimplic-
itly, also raised by Arthur Lewis. In a 1984 essay, he asked: “whether there is need for a
separate economics - Development Economics - for countries with less than 1980 US
$2000 per head.” (March 1984, p.1). In other words, do such countries ditfer in structure or
behavior from the richer countries, in ways that require different concepts or tools to under-
stand their functioning, especially since it seems that classical writers were really interested
in the growth of their own (initial) capitalist countries? In fact, Adam Smith was not really
interested in the modern concept of development. Rather, in the Wealth of Nations, he dis-
cusses economic growth, or, in his words, “the progress of England toward opulence and
improvement.” Adam Smith, David Ricardo, and J.S. Mill spoke of material progress in the
west and not development in the way we describe today. Even when Adam Smith spoke of
China and India, as H.-W. Ardt reminds us (1973, p.13), he was aware that he had to rely
largely on accounts éenerally drawn up by weak and wondering travelers, frequentl\ b)
stupld and lying missionaries.” (WN). Ricardo also concentrated on economic progress in
England, Western Europe and North America. And, according to John Hicks, it was John
Stewart Mill “who killed the old Growth Economics and paved the way for the State Epoch
which was to follow.” (1966, p.260)

Although modern economics was bred in the west and in every sense bears the stamp
of western problems and institutions, some writers have claimed that it is independent of
space and time and is universal. For these writers, there are no structural differences be-
tween the economies of the developed and the underdeveloped countries. One of the cham-
pions of this universality was L. Robbins who argued that: “It has sometimes been asserted
that the generalizations of economics are essentially historic-relative in character, that their
validity is limited to certain historical conditions, and that outside these they have norele-
vance,... this view is a dangerous misapprehension.” (Essays, 1936, pp.30-1)

Long before Robbins, Senior argued that political economy should not be limited by
cnnsideration of time and space. To him, economic doctrines belong to no single nation or
- and possess universal validity. Wages, profits and economic phenomena were held to
.overned by immutable laws comparable to the law of gravity. (See Hosseini, 1993,
. .u4). The same view was held by Ricardo. In DeQuincey’s eulogy of Ricardo (which is
quoted by John Neville Keynes), we read: “Previous writers had been crushed and overlaid
by the enormous weights of facts, details, and exceptions; Mr Ricardo had declared, a priori
from the understanding itself, laws which first shot arrowlight into the dark chaos of materi-
als, and has thus constructed what hitherto was but a collection of tentative discussions into
a science of regular proportions, now first standing upon an eternal basis.” (p.297)

However, since the 19th century, many economists have questioned the applicability
of standard economics to the underdeveloped world. The historical school questioned the
universalitysof economicrgeneralizationsrof western economics and maintained that they
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are based on the particular circumstances of western industrialized nations. Also in the 19th
century, Alexander Hamilton, Carey and List questioned the applicability of English classi-
cal free-trade theory to two of the underdeveloped countries of the time, namely, the United
States and Germany. (Hla Myint, p.477). Alfred Marshall, who, unlike Robins, viewed eco-
nomics as “a study of mankind in the ordinary business of life,” emphasized the peculiari-
ties of non-western societies and had his doubts about the application of western economic
theories to the underdeveloped world. In 1885, in explaining the position of Ricardo and his
followers, Marshall wrote: “They regarded man as, so to speak, a constant quantity and
gave themselves little trouble to study his variations. The people whom they knew were city
men; and they took it for granted that other Englishmen were very much like those in the
city. They were unaware that inhabitants of other nations had peculiarities of their own; but
they regarded such differences, when they thought of them at all, as superficial and sure to
be removed as soon as other nations had got to know that better way which Englishmen
were ready to teach them. The same bent of mind, that led our lawyers to impose English
civil law on Hindoos, led our economists to work out their theories on the tacit supposition
that the world was made up of city men.” (in Pigou, ed., 1966, pp.154-5).

After the publication of J.M. Keynes’ General Theory (Which makes only one refer-
ence to an underdeveloped country - on p.337), many reacted to the assumption that
Keynesian economics can also be applied to the problems of underdeveloped economies.
For example, in a series of articles that apparently appeared in Indian Economic Review
(Volumes 1, 2, and 3), V.K.R. Rao “called attention to the special features of underdevel-
oped economies and inquired to what extent the Keynesian propositions apply to these
economies.” (A.K. Dasgupta, 1954, p.101). According to Dasgupta, that topic was a subject
of discussion in the 1953 session of the Indian Economic association, and a good many pa-
pers were devoted in the Conference to a consideration of this problem.” (Ibid.) He contin-
ues that “in general, the authors, despite differences in emphasis on specific points, seem to
have reached the conclusion that Keynesian economics, insofar as it is formulated in the
General Theory of Employment, Interest and Money, has little validity in the context of un-
derdeveloped economies, that Keynesian involuntary unemployment is not the kind of un-
employment from which these economies suffer, and that the problem in these economies is
one of long-term economic development rather than the attainment of full-employment in
the Keynesian sense. Broadly speaking, I find myself in sympathy with this general atti-
tude.” (Ibid.)

Even before the 1940s, inspired by the October revolution, some writers in the under-
developed countries expressed views very similar to those which emerged during the 1940s
and 1950s literature of modern development economics. These views can be found in
China, Turkey, Egypt, and Iran (still called Persia). For example, in 1922, Chinese national-
ist President Sun-Yat-Sen published a book in which he proposed a massive program of
economic development for China where foreign capital could be sought. In the book Sun-
Y at-Sen stated that “China must not only regulate private capital, but she must also develop
state capital and promote industry...build means of production, railroads and waterways, on
a large scale. Open new mines...Hasten to foster manufacturing.” (p.8, also quoted in H.W.
Arndt, Economic Development and Cultural Change, p.464).

Noble Laureate Gunnar Myrdal was also opposed to the application of standard west-
ermveconomicstotherunderdeveloped countries. To Myrdal, the underdeveloped countries
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should not accept western economics uncritically since “much of this theory is a rationali-
zation of the dominant interests in the industrialized countries (1957, p.101).

In 1965, numerous economists from some seventeen Latin American countries pub-
lished a single document entitled The Need for New Approaches to the Teaching and Re-
search of Economic Science in Latin America. In this document, the assumption is that the
underdeveloped countries of the world need their own economic theories. In the document
we read: “It is we, the economists of underdeveloped countries, who have the duty to for-
mulate a body of knowledge based on observation and experience by arranging these facts
in a logical order which will permit us to devise conclusions of general validity. The analy-
sis of the problems of Latin American development requires its own theory which, without
reflecting on the constructive contributions which it can gather from other countries, should
arise basically from the systemic observation and analysis of Latin American problems.
The theory of development formulated in highly industrialized countries does not ade-
quately explain such problems.” (see Hosseini, 1993, p.107, emphasis is ours).

In 1983, another group of Latin American economists began a journal: Economia:
Theoria v practica. The founding members of this journal were also suspicious of conven-
tional economic theory. In the introduction of this journal we read: “we must critically ana-
lyze economic theory that is elaborated in the metropolitan (developed) countries because it
is determined by mechanism of thought and by social needs that are different from our own.
We must learn to separate what we have in common from what in which we differ,” (Ibid).

The same suspicion is prevalent among the proponents of Islamic economics. Accord-
ing to Akram Khan, a Pakistani proponent of Islamic economics, “Most of modern eco-
nomic analysis is the study ofthe behavioral patterns of individuals, firms and public bodies
of western capitalist societies. Without questioning the validity of this analysis, it can be
safely said that such an analysis need not be universal and valid for all times. It is based on
the way western man behaved or is believed to have behaved. But since the cultural, politi-
cal and social set up of Muslim society is basically different from western societies, con-
ventional economic analysis may not be applicable in the former situation.” (1984, p.84)

111. Development Economics Versus Econemic Growth: Can They Be Identical?

What is economic development? How is it difterent from economic growth? Different and
often contradictory responses are provided to this question. According to Gerald Meier,
during the pioneering period (the 1940s and 1950s) most economists came to interpret eco-
nomic development as denoting growth in per capita real income in underdeveloped coun-
tries. To others, as Gerald Meier argues, it implies growth plus change, especially change in
values and institutions. (Pioneers, p.6). These interpretations are indicative of the tremen-
dous disagreements among economists concerning the meaning of economic development
and economic growth.

During the early years (immediate postwar years), “economic development became
virtually synonymous with growth in per capita income in the less developed countries.”
(See H.W. Arndt, Semantic History, p.465). This explains why, in his 1944 work, Arthur
Lewis viewed the goal of economic development to be the narrowing of the gap in per cap-
ita income between rich and poor countries. (In an Economic Plan for Jamaica, 1944,
p.156). Or, that, in 1947, a United Nations’ document saw the major task of the underdevel-
opedcountriesitobe theincrease of thenational welfare of the entire population. (See UN’s
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Economic Development in Selected countries p.xu). This also explains why Arthur Lewis’
major work in development economics was entitled The Theory of Economic Growth,
(1955), and that W.W. Rostow’s famous work on the subject was called Stages of Economic
Growth (1960).

However, since the 1940s there have emerged various definitions of economic devel-
opment. Some writers have discussed economic development without actually providing a
definition of this concept. In other words, some writers have discussed development theory,
goals of development, various approaches to the study of development and the characteris-
tics of underdeveloped countries without actually providing a definition. Examples are: Ja-
cob Viner’s essay “The Economics of Development™ (in D.E. Novak and R. Lechachman,
1964) and Jeffrey Nugent and Pan Yotopoulos’ book on the subject (1976).

For many writers, economic growth and economic development are identical. To
these writers, both economic growth and development should imply long term and sustain-
able increases in per capita income and output. Such views of economic growth and devel-
opment are obvious in G.M. Meier and R.E. Baldwin’s Economic Development: Theory,
History, Policy (1957, p.2), Phyllis Deane’s “The Long Term Trends in World Economic
Growth™ (1961, p.14), Harvey Leibenstein’s Economic Backwardness and Economic
Growth (1957, p.7), G.F. Loeb’s Industrialization and Balanced Growth (1957, p.7), and
Walter Kraus’ Economic Development (1961, p.29). For example, in Harvey Leibenstein’s
book we read: ““we shall utilize per capita output or per capita income as our index of devel-
opment.” (p.9). The same view is also expressed in Lionel Robbins’ The Theory of Eco-
nomic Development in the History of Economic Thought.

For some writers economic development and economic growth are not identical. For
example, in Angus Maddison’s Economic Progress and Policv in Developing Countries
(1970, pp.15-16) and in A.O. Hirshman’s The Strategy of Economic Development (1959,
p.29), economic growth is something that happens to a rich country, while economic devel-
opment is something that takes place in a poor country.

In Joseph Schumpeter’s The Theory of Economic Development (1934, p.63) and in
Y .S. Brenner’s Theories of Economic Development and Growth (1966, p.223) the origin of
the process is being emphasized. In other words, these writers seek whether or not the pri-
mary stimulus is endogenous or exogenous. According to Brenner, economic growth is
endogenously produced while economic development is caused by exogenous factors. But,
for Joseph Schumpeter, economic growth is exogenously determined while economic de-
velopment takes place endogenously.

Other writers have defined these two concepts in terms of the ability of various econo-
mies to expand their productive capabilities. However, for some of these writers, such as
Warren Nutter in his 1957 J.P.E. Paper “On Measuring Economic Growth,” expansion im-
plies economic growth. For other writers, such as Eugene Stanley in his 1944 World Eco-
nomic Development, itimplies development. For some in this group, such as Fritz Machlup
in his 1963 Essays on Economic Semantics and Celso Furtado in his 1964 Development and
Underdevelopment, development is defined in more specific terms as creating the potential
for more growth, while for G.M. Meier in his 1976 Leading Issues in Economic Develop-
ment development results from growth.

Reproduced with permission of the copyright:owner. Further reproduction prohibited without permissionyaanw. i



‘olume 25 Number 3/4 1999 25

Another group of economists distinguish economic growth from economic develop-
ment in terms of the degree of structural change involved. For them, only development in-
volves such structural changes (or, as some call it transformation). To these writers,
structural changes include economic, political and social changes. For some of these writ-
ers, development is structural changes plus output increases. Thus, it also includes eco-
nomic growth. In this group we can include Charles Kindleberger in his Economic
Development (1965, p.3) and Everett Hagen in his The Economic of Development (1975,
p.3).

So where is one left by all this confusion of definitions offered? Are growth and devel-
opment really so different that no reconciliation can be achieved? It seems accurate to sug-
gest that growth and development are, perhaps, complementary. As suggested by Robert
Flamming, we “use the terms growth and development in reference to economics in the
same ways they use them in reference to biological or social phenomena. We say, for exam-
ple, that a child grows up; we do not say that he develops up. A professional football coach
expects a rookie to develop more than he grows, on the one hand. We expect something to
expand in size, we expect it to grow; when we expect its characteristics to change, we ex-
pect it to develop.” (1979, p.50). He further argues that: “Of course, these are matters of
relative emphasis: as a child grows, he or she also develops a deeper voice and an expanded
bustline, hopefully respectively. Growth and development usually occur simultaneously.
But that does not mean that they are the same thing. A child may grow a good deal bit with-
out developing very much, or develop a good deal without growing very much.” (Ibid.)

This seems to be an accurate account of the concepts of development and growth in
economics. When we economists speak of economic growth we usually imply a quantita-
tive and measurable increase that occurs in the economy (i.e. GDP). However, when we use
the term development we usually imply a qualitative change. As Robert Flamming also
suggests, economic growth is a process of simple increase, implying more of the same,
while economic development is a process of structural change, implying something differ-
ent if not something more. This is to suggest that growth and development, whatever they
are, are not the same things. However, they are complementary processes, each having the
potential of contributing to the success of the other.

IV. Modern Development Economics and Market Failures in LDCs

The new body of development thought began during the 1940s. It actually goes back to
1942 when Rosenstein-Rodan proposed in London the formation of a group to study the
problems of economically underdeveloped countries (instead of the more usual work on
war related economic problems). This group was actually organized in 1942 at the Royal
Institute for International Affairs (Chatham House) and worked until 1945. Being aware of
various structural differences between the developed and underdeveloped economies, it
was this study group that for the first time used the term economically underdeveloped
countries. Paul Rosenstein-Rodan’s 1943 economic journal article was a partial report of
the Economic Group of the Committee on Reconstruction at the Royal Institute of Interna-
tional Affairs.

Beginning with the 1940s, economists such as Rodan, Eugene Stanley (1944), Kurk
Mandelbaum (1947), Nurske (1953) and Kuznets (1955) tried to identify the causes of eco-
nomic underdevelopment, and thus propose strategies for overcoming economic back-
wardnesss Theattemptsof these:economists;gave rise to various development theories. For
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example, Nurske’s 1953 work, in discussing the problem of capital accumulation in poor
countries, introduced the now famous notion of “vicious circle of poverty,” and Kuznet’s
1955 work discussed the relationship between the process of economic development and
the shifting of the labor force from low-productivity agriculture to high-productivity manu-
facturing. However, post-1942 development economists, by-and-large, emphasized the
role of the state rather than the Smithean notion of invisible hand in the process of economic
development. [l am reminded by Professor Christian Schmidt of the Universite de Paris that
based on WN*s book V there is no contradiction.] This explains why many years later, No-
ble Laureate Arthur Lewis (as one of the pioneers) acknowledged the role of the state in the
process of development. To him, “Although government expenditure is a smaller share of
the national income in proper countries, nevertheless the government is more closely inter-
twined in poorer countries with the modern sector, where no large private event occurs
without the government becoming involved in some way.” (AER, March 1984, p.4).

His justification for this close tie is the following: “One reason why government is
closer to the developing economy is that the market works less efficiently there than in the
developed economy. So government is constantly asked to rectify market error, or market
inequity. To say this is not to imply that government action in the market always gives a bet-
ter answer than the uncontrolled market, whether in allocation or in distribution. For just as
the market gives better services in rich than in poor countries, so also the government tends
to be better administrated, has more resources, and is slightly less dominated by "politics™
and personal advantage in decision making. Pigou taught economists that the market was
imperfect, but that points of imperfection could usually be eliminated by handing the prob-
lem over to the government for tax or subsidy. Such an assumption is not valid for all
LDCs.” (Ibid.)

This type of analysis, which recognizes the prevalence of market failures in LDCs,
started with Rodan’s aforementioned 1943 article. Rodan began the argument that instead
of a traditional static analysis of equilibrium theory, the understanding of economic devel-
opment problems requires an analysis of the disequilibrium growth process (see his 1943
article and his 1984 Natura Facit Saltum essay). As he described in his 1984 essay, his 1943
paper “attempted to study the dynamic path toward equilibrium, not merely the conditions
which must be satisfied at the point of equilibrium™ (p.208). He was “therefore concerned
not only with the existence of equilibrium, but the possibilities of nonexistence of equilib-
rium.” (Ibid.)

In explaining the problems of the underdeveloped countries, Rosenstein-Rodan’s
1943 article introduced four “innovations” which originally aroused a great deal of opposi-
tion. The first of these innovations had to do with the argument that disguised unemploy-
ment was a reality in the underdeveloped countries. This concept, which had its roots in the
1920s, and which became one of the cornerstones of the new development theory during the
1940s and the 1950s, was criticized by Jacob Viner, Gottfried Haberler and T.W. Schultz.
For example, in a 1950 essay Schultz argued that “1 know of no evidence for any poor coun-
try anywhere that would even suggest that a transfer of some small fraction, say five per-
cent, of the existing labor force out of agriculture, with other things equal, could be made
without reducing its production.” Disguised unemployment was important for dualistic
models of development and the types of development theories which emphasized labor-
intensive methods of industrialization.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyypany .




Volume 25 Number 3/4 1999 27

A second “innovation™ had to do with the concept of pecuniary external economies

which yield economies of scale (increasing returns to scale which had been treated in Mar-
shall footnotes).

The third innovation was about another case of market failure (where things were
clarified after the publication of Tibor Scitovsky’s 1954 paper, “Two Concepts of External
Economies™ - JPE). According to Rosenstein-Rodan, in the underdeveloped countries, be-
fore building consumer-building factories, a major indivisible block of social overhead
capital or infrastructure must be built and sponsored because private market initiatives will
not create it intime. (See both 1943 and 1984 essays). To him, low wages in the underdevel-
oped countries (such as India) should have been able to create there, for example, a textile
industry in post-Napoleonic Era and not in Lancashire, England. However, to him, further
analysis reveals that “in order to build a factory one would have to build a bridge or finisha
road or a railway line or later an electric power station. Each of these elements in the so-
called social overhead capital requires a minimum high quantum of investment which
could serve, say fifty factories but would cost far too much for one. One cannot build a
bridge small enough to allow only a hundred crossings a day. The efficient minimum would
be profitable for fifty factories but not for one.” (Rodan, p.208). He also stated that: “The
market mechanism alone will not lead to the creation of social overhead capital, which nor-
mally accounts for 30-35 percent of total investment. This must be sponsored, planned, or
programmed (usually by public investment).” (Ibid., p.209). As a result of clarifications in
the Scitovsky paper, Rodan was able to write that: “To take advantage of external econo-
mies (due to indivisibilities) required an "optimum” size of enterprises to be brought about
by a simultaneous planning of several complementary industries. In the process of develop-
ment, pecuniary external economies play the same role as technological ones.” (Ibid.,
p.209). According to Scitovsky, “Indeed, I shall argue that there are two entirely different
definitions of external economies, one much wider than the other; and that external econo-
mies as defined in the theory of industrialization (of underdeveloped economies) include,
but go far beyond, the external economies of equilibrium theory.” (1954, p.143).

Rosenstein-Rodan’s fourth “innovation” was his emphasis on technological external
economies - i.e. those resulting not from indivisibilities but more or less from “inappropri-
ability.” He explained this notion as follows: “Under a system of slavery it paid the owner in
training a slave because the increase in skills would benefit the investor. When slavery was
abolished, a worker trained could contract with an outside employer who did not have to
bear the cost of his training. Whoever invested in the training of the worker would run the
risk of not being able to appropriate the benefit of increased productivity.” (Ibid., p.209).

To Rodan, this example suggests technological external economies are logically inter-
esting but practically irrelevant. The process of industrialization of underdeveloped econo-
mies is based on the advantages of training, learning on the job, and the formation of human
capital. In other words, to Rodan, (unlike for his critics Jacob Mincer and T.W. Schultz),
technological external economies are not a second order of smalls. To him, the market
mechanism does not realize the optimum either in one nation or between nations because it
relies on such unrealistic assumptions as linear homogenous production functions, no in-
creasing returns or economies of scale or of agglomeration and so forth.” (Ibid.)

Among the strategies resulting from the market failure-based theories discussed
above was the theory of the big push. This theory was different from conventional eco-
nomic theory(i-e-static equilibrium theory)in three different ways. First, in contrast to con-
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ventional theory at the time, it assumed certain indivisibilities and nonappropriabilities in
the production function which give rise to increasing returns and to technological extemali-
ties. Second, since at a point of static equilibrium investment is zero and that economic
growth requires investment, this theory, instead of relying on static equilibrium assumes
the path to equilibrium. Third, in addition to imperfections characterizing investmentin any
society, the theory of the big push also assumes that the markets in underdeveloped coun-
tries have even more imperfections. To Rodan, “The price mechanism in such imperfect
markets cannot, therefore, be relied upon to provide the signals that guide a perfectly com-
petitive economy toward an equilibrium position” (Ibid., p.211).

[t was the pervasiveness of “rural underdevelopment” (excess agrarian population that
made “new” development economists emphasize the need for a big push. Assuming the un-
feasibility of mass migration and resettlement, Rosenstein-Rodan argued that: “The move-
ment of machinery and capital towards labor, instead of moving labor towards capital, is the
process of industrialization which, together, with agrarian improvement, is the most impor-
tant aspect of the development of the depressed areas.” (International Affairs, April 1944,
p.161).

According to this line of reasoning, such industrialization should be promoted by the
government not because of terms of trade, but because external economies are greater in in-
dustry than in agriculture. The main task of the government in seeking development is to
achieve investment to mobilize the unemployed and underemployed in society. This could
become a significant source of technological external economies if it could lead to the train-
ing of labor. It is through the training of labor that peasants could be transformed into indus-
trial workers. In the words of Rodan, “The automatism of laissez faire never worked in the
field. It broke down because it is not profitable for private entrepreneurs to invest in training
labor. There are no mortgages on workers - an entrepreneur who invests in training workers
may lose capital if these workers contract with another firm. Although not a good invest-
ment for a private firm, it is the best investment for the state. It is also a good investment for
the bulk of industries to be created when taken as a whole...” (1984, p.214).

As stated above, in post 1942 literature of development economics, the requirements
of complementarity of investment projects was recognized. It was realized that the disper-
sal of single investment decisions based on maximization of profits as the only criterion
will not lead to the achievement of optimal combination. In single investment projects, the
investor maximizes the private and not the social net product. This will also not lead to the
sufficient realization of external economies. For these and other reasons, modern develop-
ment economists emphasized the programming of investment decisions. This was neces-
sary to correct in the underdeveloped economies the imperfections such as indivisibilities,
externalities, and information failures. Programming, as Rodan suggested, is “just another
word for rational, deliberate, consistent, and coordinated economic policy.” (Programming
in Theory and in Indian Practice, 1955, p.4). In fact many countries, including Italy, India,
and Indonesia, began development programs in the 1950s. In the words of Mrinal Datta -
Chaudhuri “In the 1950s, India adopted a development strategy which gave investment
planning a dominant role. In certain areas the investment targets were implemented by di-
rect public investments; in others, entrepreneurs in the private sector were supposed to be
induced to make the required investments.” (J.E.P., 1990, p.29).

The post-1942 literature of development economics has, in essence, emphasized the
roleof the state inthe processof economic development. The state has to have arole to help
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in the following. 1) Successful industrialization in LDCs requires an organized institutional
framework. 2) A minimum of social overhead capital is necessary for this process of devel-
opment; the provision of this minimum is beyond the ability of the private sector. 3) Indus-
trialization in these areas requires training of peasants and their transformation into
industrial workers. 4) Large scale planned industrializations are needed because of the
complementarity of different industries. This reduces the risks of selling of the products of
various industries and creates additional markets. 5) In the LDCs, divergence between the
private and social marginal net product is not negligible. 6) The existing institutions of in-
ternational and national investment do not take advantage of external economies, and 7)
Government guarantees are necessary to induce necessary movements of capital interna-
tionally.

V. Government Failure and the Modern Literature of Development Economics

Emphasizing the prevalence of market-failures in less advanced economies, the post-1942
literature of development economics supported an active role for the government concern-
ing the requirements stated above. As such, it emphasized the power of the visible rather
than the Smithean notion of the invisible hand. However, by no means has this view been
unanimous since WWII; various development economists still have emphasized the market
mechanism and the private initiative. An example has been B.T. Bauer. Speaking of Bau-
er’s view of development, Srinivasan writes: “Bauer’s policy recommendations are pre-
dictable: a severely limited role for government, almost exclusive reliance on the market,
including reliance on world capital markets rather than foreign aid for external capital need,
and so on.” (T.N. Srinivasan’s Comment, in Pioneers, po.53).

As also indicated by Srinivasan, Bauer’s discussions are not usually on sound theoreti-
cal grounds. In the words of Srinivasan, “While ] agree with Lord Bauer that a much greater
reliance on market is called for in many developing countries, I find in his writings more po-
lemics and debating points than depth.” (Ibid., p.54).

While various scholars of the underdeveloped countries view economic and social de-
velopments as modernization and the application of modern technology and the scientific
ways of doing things, for Bauer development implied total adaptation of the western way of
life and a great deal more than just accepting the value of the market mechanism. In his
Equality, the Third World and Economic Delusion we read: “The concept of material prog-
ress, of steadily increasing control of man over his environment, is western, as are modes of
conduct which derive from it...But the ideal of modernization without westernization is
self-contradictory.” (1981, p.205).

As A.H. Adler (in Bhagwatti and Eckaus, eds., 1973) also argues, the World Bank has
always advocated the virtues of the market mechanism (p.34). To him, this praise was even
explicitly stated as early as 1951 in a report on (pre-Castro) Cuba entitled “Findings and
Recommendations of an Economic and Technical Mission organized by the IBRD in Col-
laboration with the Government Cuba in 1950.” From the report, Adler cites, “For, none of
man’s efforts to repeat the law of supply and demand have been successful.” (pp.34-35).
According to Adler, “the single most important component of the bank’s development phi-
losophy which emerged at the outset, was its firm and pronounced bias in favor of the ad-
vantages, not to say virtues, of a market economy and a system of private ownership and
enterprise. By pronouncements at various levels of generalization and by specific action it
assertedithavdevelopmentiisifasterpsounderand altogether better if the market and price
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mechanism is allowed to allocate resources available for investment.” (Ibid., p.34). Adler
points out that the World Bank also did not substantiate this preference with a proof. To
him, “This dogmatic preference - dogmatic in the sense that it was thought there was no
need for offering any proof for it, except perhaps by reference to the growth experience of
the economies of Western Europe and of the advanced economies elsewhere - affected the
Bank’s attitudes and actions in a variety of ways.” (Ibid., p.35).

Adler also indicates that: “the Bank’s essentially laissez-faire notion of development
process was, however, perfectly compatible with its view of proper function of government
in the development process: it was to create the institutional framework for the effective
functioning of the privately-owned productive units which make up the economy. This was
to be accomplished chiefly by an adequate provision of infrastructure investment, generally
referred to in the early 1950s as social overhead capital.” (Ibid., p.36).

Gerald Meier also discusses the presence of those development economists who re-
jected the notion emphasized by market-failure oriented development economists. In his
own words, “at the same time, however, as many of the early development economists re-
jected the teachings of neoclassical economics, there were those who warned that the analy-
sis of development problems should not be price-less, that the functions of prices should not
be ignored, that the economic responses to individual’s incentives should not be over-
looked, and that the government should not intervene in the market price systems. Such a
view dominated the work by P.T. Bauer and B.S. Yamey, The Economics of Underdevelop-
ment Countries,” (Meier, in Pioneers, p.21).

Since the 1970s, various neoclassical economists have rejected the market failure-
based development theories by focusing on the failures of governments in implementing
development policies. These writers, who have been influenced by James Buchanan and
the public choice school, have questioned the central role that government can play in the
process of economic development. As one such writer, Anne Krueger, has argued, “the fact
is that by the 1970s and the early 1980s, governments in most developing countries were
mired down in economic policies that were manifestly unworkable. Whether market fail-
ures had been present or not, most knowledgeable observes concluded that there had been
colossal government failures. In many countries, there could be little question but that gov-
ernment failure significantly outweighed market failures.” (Summer 1990, pp.9-19). (For
“knowledgeable observers” she provides a 1983 World Bank report and Srinivasan’s 1985
essay).

Anne Krueger discusses two types of government failures - failures of omission and
failures of commission. Citing two World Bank sources (1983 and 1986) a 1983 essay by
Peter Short, she writes: “Failures of commission included exceptionally high-cost public
sector enterprises, engaged in a variety of manufacturing and economic activities not tradi-
tionally associated with the public sector. Notable among these were: state marketing
boards, which often served as a monopoly distribution network and frequently also pro-
vided inputs (erratically, and often heavily subsidized if not free) to farmers, state owner-
ship of retail shops for the distribution of foods and other items deemed essential; state
operation of mines and manufacturing activities; state enterprises accorded monopoly
rights for importing of variety of commodities; nationalized banking and insurance opera-
tionsyeven luxury hotelsiareoften found in public sector...” (1990, p.10).
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Of failures of omission she writes, “Complementary to these phenomena were failures
of omission: deterioration of transport and communications failures, which raised costs for
many private (and public) sector activities; maintenance of fixed nominal exchange rates in
the face of rapid domestic inflation, buttressed by exchange control and import licensing;
insistence upon nominal rates of interest well below the rate of inflation with credit ration-
ing so that governments could supervise credit allocation among competing claimants; and
failure to maintain existing infrastructure failures.” (Ibid.)

As by-products of these “government failures,” there is also mention of large-scale
and visible corruption. And, writers such as Gale Johnson have argued that various policies
that had been initiated with the stated objective of helping the poor had in fact benefited the
affluent the most. An example given is input subsidies which benefited the large-scale
farmers the most (1987). This argument has also been made by Bhalla and Glewwe about
Sri Lanka (1986) by Siamwalla and Suthad about Thailand (1989), and by economists from
the World Bank. To these economists, these phenomena occurred while governments in un-
derdeveloped countries had pervasive control and involvement in their economies.

Proponents of government failure provide a definition of this type of failure similar to
the one presented for market failure. While market failure is defined in terms of the absence
of the conditions for the satisfaction of Pareto-optimality, “government failure would then
be the sum of actions and failures to act which resulted in a less-than optimal situation.”
(Krueger, 1990, p.11). Proponents of government-failure thesis are very critical of the mod-
ern literature of development economics because, to them, this body of thought implicitly:
“assumed that the government would behave as a benevolent social guardian, in the Fabian
socialist tradition. Economists would serve in government, calculating shadow prices and
formulating planning models. Selfless bureaucrats would then carry out the plans. Coordi-
nation and administration of public sector activity was implicitly assumed to be costless.
Moreover, as long as technocrats were in any event going to decide upon an investment and
production plan, it was a logical next step to believe that the activities so determined should
be carried out in the public sector.” (Ibid.) The most explicit support in this type of argu-
ment Ann Krueger finds is a statement by Noble Laureate Tinbergen who, in his 1984 Pio-
neer lecture, stated that: “the type of ownership of the means of production is much less
important for an enterprise’s efficiency than the quality of its management. So efficiency
considerations need not be a stumbling block if public enterprise is chosen as a means for
furthering a country’s development. Rather, the nonavailability of sufficiently large private
capital is the decisive point.” (Pioneers, p.326).

These critics, using the findings of public choice literature, point out several “insights™
in terms of government policies in less advanced countries. First, when economic policies
create something that is to be allocated at less than its value by any sort of government pro-
cess, resources will be used in an effort to capture the rights to the items of value. In other
words, people will spend resources to capture property rights from the government. Thus,
rent-seeking behavior will occur (legal or illegal). (Ibid. pp.17-18). This is essentially an ar-
gument provided for government policies in the literature of Public Choice (and for more
advanced societies). The only reference Krueger provides to show that such activity also
occurs in under-developed countries is an essay by Graits, de Melo and Urata (1986) in
which cost differentials are explained.

A second “insight” they provide is also one of the findings of Public Choice. Accord-
ingrtorthispropesitionyasaresultofgovernment policy beneficiaries and/or victims organ-
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ize groups in support or opposition to these government policies and then lobby for
increasing the value of the gains or reducing the value of losses from these policies. (Ibid.,
p.18, and another essay in M. Scott, etc.). For explaining this type of behavior (supposedly
of the underdeveloped countries) Ann Krueger relied on Mancur Olson’s 1965 Logic of
Collective Action as well as a 1983 QIJE essay by Nobel Laureate Gary Becker entitled “A
Theory of Competition Among Pressure Groups for Political Influence.”

A third “insight” in terms of the government behavior of less developed economies is
the Public Choice assumption that there are different interest groups (for example spending
ministers versus finance ministers within the government.) This is based on the public
choice argument that many of those in the governments are also self-interested.

VI - Concluding Remarks

In spite of the above-mentioned public choice-based arguments, as Mrinal Datta-
Chaudhuri has reminded us, “market failures present serious obstacles to the growth pro-
cess of a backward economy.” (1990, p.33).

In these economies, producers and suppliers of products do not always correctly per-
ceive the opportunities open to them. “There is scope for imaginative interventions to alter
their perceptions and thereby improve the performance of an economy.” (Ibid.) There are
many examples of successful government intervention. One of the best examples is the ac-
tivities of the Japanese Ministry of International Trade and Industries (MITI) after WWIL It
is an undeniable fact that the Japanese post-W WII industrial success would not have been
possible without the initial effort of MITL. In fact, Miyohei Shinohata, former head of the
Economic Section of the Japanese Planning Agency and a long-time member of the Japa-
nese Industrial Structure Council, attributes the Japan’s success to MITI-adopted industrial
policy and its violation of conventional trade-based policies. To him “In modern economics
it has been considered that in an economy of abundant labor and scarce capital, the develop-
ment of labor-intensive production methods would naturally bring about a rational alloca-
tion of resources. On the other hand, in an economy with abundant capital and shortage of
labor, it has been assumed that any measure taken contrary to this theorem would be going
against economic principles, thus distorting resource allocation. If this reasoning is correct,
the industrial policies adopted by MITI in the mid-1950s were wrong. Ironically, however,
Japan’s industrial policies achieved unprecedented success by going against modern eco-
nomic theory.” (Quoted by Phillip King, 1990, p.82).

During the 1950s, MITI in Japan assisted Japanese industries to find the best areas of
future action.

Another positive example of intervention is the case of South Korea. Since, as Larry
Westphal has argued, “the government’s selective industrial policies have contributed im-
portantly to Korea’s rapid achievements of international competitiveness in a number of in-
dustries.” (1990, p.410).

Development economists of the 1940s and the 1950s, although correct about the seri-
ous problems of market failures in underdeveloped economies, did only focus their atten-
tion on a limited group of market failures. In other words, they only emphasized the market
failures that are associated with investment decisions. The above mentioned emphasis on
marketfailuresassociatedwith investment decisions in the field of development policy led
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to a strong emphasis on investment planning with the optimistic belief that once the physi-
cal capital was installed, the problems of production would be resolved.

However, new research in development economics has discovered “new” market fail-
ures, in particular those associated with the operation of installed capabilities. According to
this new literature, there is still a potential role for the government - to bring about Pareto
improvements. (Stiglitz, 1986, p.257).

For example, Joseph Stiglitz, in particular in his 1989 NBER working paper, discusses
two types of “new” market failures associated with underdeveloped economies: those
which arise from imperfect information (as in capital markets) or those which are related to
the learning that must occur if the developed economies are to be transformed to developed
ones. As Stiglitz indicates, “‘these market failures are markedly different from those that
were the center of attention in earlier literature, which led to arguments for government
planning. Government interventions need to recognize the source of market failures; infor-
mational problems affect the government no less than the private sector. In some cases, in-
terventions should be directed at making markets work more effectively; in other cases, the
government takes a role in establishing non-market institutions to ameliorate the effects of
market failures. (the accompanying abstract of NBER’s 1989 paper).

Stiglitz, and Howard Pack (1984 and 1987) suggest that underdeveloped countries dif-
fer from the developed countries in at least some respects (other than what was suggested in
the post-1942 literature). Stiglitz and Greenwald acknowledge the existence of various
market failures in more developed economies (implying that because of the presence of
costly transactions, incomplete markets, and incomplete information, the government
could made some individuals better otf without making others worse off). (See Greenwald
and Stiglitz, 1986). However, to Stiglitz, “Market failures is more prevalent in LDCs, and
the non-market institutions which ameliorates its consequences are, at least in many in-
stances, less successful in doing s0.” (NBER, 1989, pp.2-3).

Stiglitz has argued that a major difference between the more and less developed coun-
tries arises from limits on the ability to transfer technology across countries. (Ibid., p.3).
This point is also made by R. Lucas. (Journal of Monetary Economics, 1988 #22). In agree-
ment with Kenneth Arrow (RES’s, June 1962) “that there is learning by doing,” Stiglitz also
argues that, “the less developed countries find it impossible to acquire the learning of the
more developed countries and find it optimal - given their initial disadvantage - to special-
ize in technologies or products with lower learning potentials...” (Ibid.).
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