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1. INTRODUCTION 

The economy's structural form, and the mode of operation 

to which this structure gives rise, are basic components of our 

evolutionary view of transition growth. In the previous chapter we 

discussed the structural form of open dualism. We adopted an aggregate 

natiottal income accounting system--represented by the linear graph of 

Diagram 2 in Chapter 7--to depict the structure most relevant for our 

analysis. In this structure there are five major sectors 

(industry & , agriculture@ , government@ , foreign (i), and 

finance OZ ) linked by 16 intersectoral flows. We have identified a 

number of economic circulations from this structure, and these were 

summarized and classified in Chapter 7, Table V. The purpose of the 

present chapter is to discuss the economic significance of these 

circulations (which in combination comprise the economy's mode of 

operation) in the context of transition growth. For the discussion in 

this chapter. therefore, we will frequently refer back to Diagram 2 and 

Table V in the previous chapter. 

From the outset, we emphasized that economic circulations 

must not be viewed as mere mechanical devices involving flows of 

goods and services. Rather. each circulation is interpreted as a 

particular way of economic life--in our terminology, a mode of operstion 



within the economy- -involving the participation of a large number of 

people. The growth relevance of circulations becomes apparent only 

when they are viewed in this way, and the subject of this chapter, 

therefore, requires this interpretation. The basic question we address 

is what sources of forward thrust or growth accomplishments are implied 

in each particular mode of operation. We argue that all circulations 

have definite growth-promotion effects and, hence, analysis of the 

transitional process must be focussed upon these growth-promotion 

effects. 

In seeking to relate a circulation, as a mode of operation, to 

the economy's acquisition of growth momentum, we must first identify 

the potential sources of growth. One source, stressed--perhaps 

overstressed--in contemporary growth theory, is a society's austerity, 

indispensable for capital accumulation. To this traditional emphasis we 

add three other key ingredients of economic growth: the acquisition of 

technological know-how, organizational ability, and the enhancement of a 

society's resource base. The transition to modern economic growth 

requires that a society show significant progress on each of these 

sources of growth. In our frame of reference, therefore, the growth

relevance of any "mode" in the economy's operation must be Judged in 

terms of its contribution to austerity, technology, organisation, and 

..
 



resources. The development of this intuitive notion is the substantive 

issue attacked in this chapter. 

This task will be undertaken by discussing from this viewpoint 

each class of circulations presented in Table V of the previous chapter. 

(It will be helpful to readers to review the technical meaning of each of 

the notations used in that table.) In this chapter we discuss, in the 

following order, the classes of private circulationsI mentioned in the 

previous chapter and classified in that chapter's Table V: 

(I) 	 Private Current Circulations (Columns I and 2): 

a) Bilateral: C1 , C2 , and C3 

b) Triangular: C4 , C5 

(i) 	 Private Financial Circulations (Columns 3 and 4) 

a) Domestic: Z,, Z2, Z6 , Z7 

b) Foreign: Z3 , Z4, Z5 , Z8 , Z9 , Z1 0 

This order of presentation, in which circulations are listed 

in order of decreasing importance of their growth relevance, betrays 

a viewpoint that will become more apparent as the chapter proceeds. 

IPublic circulations will be treated in a later chapter. 

a. 



To state this viewpoint frankly, we believe that in a private enterprise 

society, private operation is more important than public, And in the 

private sector current transactions are more basic than financial. 

2. PRIVATE CURRENT CIRCULATIONS 2 

2.1 ACCOUNTING CONTENT 

In a private enterprise society, forces which produce growth 

consequences necessarily operate mainly through the market. Public 

economic forces may play a role in such a society, but their role is 

essentially ancillary to the market. The most basic and significant 

market activities are exchange, and all private current circulations 

represent various types of exchange transacted among the economy's 

sectors. 

To proceed with the exposition, let us accept three given 

macroscopic sectors, two of which are domestic--Industry, CD, and 
@ "-" 

agriculture, -- and one foreign, (F). A private current circulation 

is a form of exchange among individuals belonging to these three sectors. 

2Throughout this section when we mention circulations, we shall mean
 
private current circulations to which this section in addressed.
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Let us begin by briefly treating a matter of technical detail. We see 

from Table V [Columns (1) and (2)] of the previous chapter that private 

current circulations may be either of the bilateral or triangular type. 

Abstractly, these two types of circulations are depicted in Diagram I 

where Diagram la represents bilateral circulations between (a) and 

and Diagram lb, triangular relationships among a, ®, and (E. 

In the concrete example of Table V. we have identified three bilateral 

circulations, C1, C2 , and C3, showing relationships among the three 
sectors, industry (), agriculture ), and foreign (i. In addition, 

we have identified two triangular relationships, C4 and C5 , involving 

all three sectors. It is a simple mathematical exercise to demonstrate 

that at most five circuits can be identified where there are three 

vertices (i. e.. sectors ( , , F in our example). This may be 

seen from Diagram I c which shows a "completed" linear graph with 

three vertices and precisely five circuits, 3 of length two and 2 of 

length three. Thus, identification is complete for our e'-r"mple covering 

the five circulations. 

The accounting meaning of a bilateral circulation is simple. 

For example, the bilateral circulation C2 , (XY) represents the 

important phenomenon of domestic commodity exchange between the 

two dualistic sectors of the economy--agriculture CX) and industryY. 



Diagram 1: 	 Bilateral Circuit, Triangular Circuit And Complete 
Linear Graph 

0 	 0 

00 

a) Bilateral b) Triangular c)Complete Linear 
Circuit Circuit Graph 

Diagram 2: Growth Significance of Bilateral Exchange 

Monetory
Rea Iflow flow 

Vent User Vent Provider Market User 	 Market Technology Technology 

Provider Importer Exporter 

a) Resources (R) 	 b)Market (M) c) Technology (T) 



Referring to Diagram 2 in Chapter 7, we observe the flow yx, 

representing agricultural purchases of commodities from industry, and 

including both intermediate goods (N; e.g., fertilizer) and final 

consumer goods (YL; e.g., cloth). We also observe a reverse flow of 

payments from industry to agriculture, Xy , representing industrial 

sector acquisition of agricultural commodities, also including both 

ir' --'rediate goods (R; e.g., raw cotton) and final consumer goods 

(Xh; e. g., food). The commodity content of the two other bilateral 

exchange circulations, as well as those involving triangular exchange, 

can be similarly stated by using this diagram. 

Beyond this step of accounting for the commodity content of 

private current circulations, there is the more important issue of 

their growth significance. Since the set of five circulations of this 

type may be presumed to have family affinity, we must begin by 

abstractly investigating their growth significance; i. e. , as property of 

this family rather than as individual circulations. We approach this 

subject first by concontrating upon the bilateral circulations (C1 , C2, 

and C3 ), and we shall see that analycis of the triangular circulations Ls 

merely an extension of conclusions from the bilateral group. 

& I
 



2.2 GROWTH SIGNIFICANCE: BILATERAL EXCHANGE
 

The current nature of bilateral exchange may suggest to some 

that it is a phenomenon devoid of growth significance. This reaction 

may, indeed, be instinctive to those who view growth as essentially a 

matter of real capital accumulation and, hence, inevitably consider 

exchange as mere swapping of goods. Historical experience suggests, 

however, that this restricted view of growth phenomena is erroneous. 

In terms of the economy's mode of operation, the appearance of a 

functional unit representing bilateral exchange is a significant growth 

advance from isolated self-sufficient communities. In our review of 

the historical approach to growth, we noted that emergence of a 

mercantile-agrarian system represented a substantial growth 

accomplishment when compared to its predecessor, the traditional 

agrarian society. The very rise of mercantile activities was shown to 

result in increases in labor productivity, quite independent from real 

capital accumulation. 
3 

31n Table 11 of Chapter 2 we listed the productivity-raising effects 
associated with several growth forces unleashed by the emergence 
of mercantile activities. 

.6



The growth-promotion significance of bilateral current 

exchange may be analyzed in terms of three factors of strategic 

importance: resource complementarity, market provision, and 

Each of the three has definite productivitytechnolog transmission. 


raising effects. Their favorable growth impact is exerted through
 

improving the quality and performance of human agents, particularly
 

in regard to entrepreneurship. Thus, ultimately we shall stress the
 

learning effects of bilateral exchange experience.
 

In the discussion of each of these strategic growth factors, 

one emphasis in our approach should be borne in mind. The abstract 

concept of sectors and the link between them represented by bilateral 

exchange (as in Diagram la) may give the impression of an 

exclusively symmetrical relationship between the two sectors. While 

there may be a symmetrical aspect, our discussion of the three 

strategic growth factors (resource complementarity, market provision, 

and technology transmission) will show that the asymmetrical aspects 

of bilateral exchange are of prime significance for growth. 
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Resource Complementarity 

In considering the resource complementarity facet of bilateral 

exchange, we find a useful point of departure in a significant contribution 

of Classical (and neo-Classical) economics. That body of thought explains 

bilateral trade between two partners (countries, or, in our context, 

sectors) in terms of differences in factor endowments and concludes that 

the greater these differences, the greater will be "gains from trade" 

accruing to both partners. Gains are attributed to the more efficient 

pattern of resource utilization in the trading "world," resulting from 

production specialization. The growth relevance of this argument hinges 

on the rather vague proposition that growth somehow is ftacilitated by 

improvement in efficiency--in the resource allocation sense. The 

Classical thesis, therefore, maintains that a bilateral trading pattern. 

itself, will promote growth by enabling trading partneru to realize gains 

from differences and complementarities in their factor endowment,. 

On the whole, this Classical trade thesis envisages a 
4 

symmetrical relationship between trading partners. For analysis of 

4 Minor refinements of the Classical thesis toward some degree of 
asymmetry have been introduced in terms of effects of consumer 
preference differences, for example, and country size variation upon 
gains from trade. 
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growth, however, the Classical thesis may be made more relevant and 

useful by adapting it to emphasize asymmetry involving massive 

differences In resource endowments. In particular, one of the two 

exchange sectors may possess a resource base so dominated by one 

abundant factor that only a small part of the factor can be used within that 

sector. Countries with a colonial heritage frequently confront this 

lopsided kind of resource base, in which land for one or a few particular 

raw-material specific products (e.g.. coffee, rubber, fibers, minerals) 

represents their dominant resource characteristic. If exchange arises 

between this country and one with a more diversified resource base, a 

bilateral pattern of trade of a vent for surplus nature is likely to emerge. 

The asymmetrical feature of such bilateral exchange is apparent by 

viewing the one-resource country as a vent user; the other, as a vent 

rovider. The growth significance of this pattern lies mainly in the 

implications of trade for the vent uner. Trade oppcrtunities are not 

merely a matter of relative advantage or gain to this dioadvantaged 

partner: they are, Indeed. the only available vehicle of growth. 

*The vent for su rplus phenomenon resulting from this type of situation 

is fam7iar. _ .=e, for example. ifla Myint, "The Classical Theory of 
International Trade wid the I'ndcrdeveloped Countries, " Ec' :oMic 
Journal. Vol. 68, June, 1058. and Richard E. Cavew, "Vint-z t.Burplus 

odel, of Trade and Growth, " in It. E. 13aldwin et al, Trade, Growth, 
and the Balance of Payments (Chicago: Rand McNally and Co., 1064). 

a 11 a
 



This asymmetry between vent-user and vent-provider is 

fundamentally a matter of the degree of homogeneity or diversity In 

their resource bases. This is shown in Diagram 2a. In that diagram 

0& represents the vent-using sector and bthe vn-roiig etr, the vent-providn setor. 

The difference between the two lies in comparative resource endowments. 

In practice, the significance of the homogeneous resource base is that 

the vent user has an unskilled labor and/or highly specialized natural 

resource base, while the vent provider has a diversified pattern 

including, for example, entrepreneurship, skilled labor, and a 

differentiated supply of capital stock. Hence, viewed from the resouroe 

complementarity approach, bilateral exchange has very different 

implications for the two sectors. Such exchange enables the vent 

provider to acquire one particular resource (e. g.. rubber) or consumer 

good (e.g., coffee) more economicolly. To the vent user, however, 

exchange permits the conversion of otherwise unused surplus resources 

into a diversified bundle of imports. Thus, the growth significance of 

resource complementarity Is that it allows a transfer of the vent provider's 

resource diversity to the vent user, thus loading to it more diversified 

resource base in the latter sector. 

For either domestic sector, agriculture or Industry, therefore, 

the foreign sector definitely plays the "vent provider" role in bilateral 

a1



exchange Inour notation, C., representing agriculture-foreign exchange, 

and C3, representing industry-foreign exchange. Access to this vent 

for the homogeneous domestic resources thus causes trade 

opportunities to be a much more critical matter for leos.developed 

countripe than for az-_ustria!y During the transitionadvanced countries. 

process, however. growing resource diversification to a common 

As ttlphenomenon in both pruuctitn sectors of the dualidltc ecouny. 

diversification proceos proccedi during the tranisition, the "vvnt for 

surplus" thesis beeomes tests apt4icat~l and bilateral trade begins to 

assume a new growth sign (cance. 

Provision of Markct. 

The resource complomentarity dicussion just prosented
 

hatracts from the monTetr aspects of xch4isoe. In the t"-Classlica
 

wa
analysis of bilateral oxchuangc. to which we ref'rreA. 10finvey 

biteral exchange wiso viaw"4 inthe precttingirrelevant. Thus. 

discussion as tthough it wore niortly a m~atter tif 4arter. twourted 

without the ure of e,my. fly c ftrost. we nt* tturi to iSrowth

promotion force, the Cr.w.o|,o marteit_ , in which tho pre nc of 

mony is essential, The vry concept of mnarot involves the notion of 
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M2!!t!!y &urcha-t ponjwr providing opportWtltle for axehaiW. beyond 

the narrow confines of barter. The growth significanice of market 

piloIn )I..a in the stimnuluating effects It exerts upon investment declaimns, 

ThOse decidiiOnd rnvdi neceol.arjty be retkowted by antroprwtn.uro totovn 

of rnon4ry ealculue. flene, It ta oppre1 as Ilse outie that 

M000141at1100 of OWe economry la a prtecoadition for the operatio of the 

miarket proviion isitiul. For examplIe. the dt~eliii eomnmyes 

agricultural ii01.ir teopt for mrrieit tei,.itiot iis Iiu.ru.4 by the extop 

10 Which that iictor Jp rieips uii motit tnxiarvcti 

Atthiogtt viriu.aly isil tlwieiti erju*th analytios *ac randototd In 

ml fnnxinottary temo thewre wati bome rteog~toit of the, Crih 

sillmflewwo of I4montl~ee rn-srkviis. Thia rvvaIniin iii clearly apparot, 

for exam4e. ii Alfr*4t S1arahall wtso in lIbO wroto atut easwo Uf 

growth in ia "Now Worill" "Hlaf~rter al Ilse cic( eauds* of the t~oiqf 

pmoperity Uf Ilse new touwtrive 1401 its Ilse Martca that IlseC1 ti t~rWd 

offerv, "o for g-oxes dolivored n~the olsot, tru~t for prot-nieco todeir 

good. I's a Alure tiatV. "6 !4ro r.eedmiy. Ilse eigifefica~ of Inters~~na) 

(red. no a *turor~ of mins tw for Iee.0.4ovlte4 vouMnrn h"~r been 

GAlfred 16araholu. Principlesof conomics (New York-, 'TheM~m 
Cwuqf~y 1052), ISI etilon, P. Give 

*14e
 



ach writers m,A. K. Cainrorous ad Rsngur NuIrke. IemphaadIs by 

We have alo seen that the theme of market provis ion has received attention 

Wn the i1rowth pet .pectivo of the Institutional sehool. Inboth their "bal*ncod 

mtmulation of inveotment bygrowth 46 and "unbalanced irowth" theses, the 

market forces is the nub of the ariumeta 

To emphals tho sigr4ftcancee of market provsaon 4 a growih

we *how tn Diagnm ?b the real t(omnmodity) circulationpromotion force, 

betwoon sector 4, and bi ttyihe cld cretal wthile the mlso4ry 

which seon%'ictt *esthe real irtulatioio, is shown as theCirculiton. 


dial*4 "goe. It to his listier circulatim1 of itutmeisry fym md that
 

cnwtitut. the r"naruti" i t liccutaTry ac-ia, Vtirrarn )S, t firet 

glane.. sbteitos the symnieltrICa a*pO1e of 1110 CXCILie of payments

between the tWi oatiora' a ,ikd b , imiyiuti isitiutual provis of market 

outlets for the twu nector AilsoctietoJ with exchaie of pr'4fi !ithe 

that both seilor* mt.ay vt w the other o a tmiritvlinc txsilot for its aifadt 

et atpt of tho mtvcur't tre.l.siti$,produti. whils is the oignitwa 

7A. K. C~al mrmos, Fatiors in rxwwmirn Isyltp."t i o York' 
Fr*derick A. IPriigrI. iIi -a, Oro, 
infl1ho World rtwomy, o Mlofrted a l ner". Itaberler M. 
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WhM op bilatere) twctionI of Operation in OW.i Wnt somae as a mDe4 

economy, entrepreneurs in both sectors will be&lu to develop the habit of 

antlelpsting te routine or automatic expanxion of the market offerod 

by the oter sector. This symmetrica. aspect of the bilateral circtatlon, 

construed her* ws mutual stimulsi on of invetimei dertatons. to the hert 

of Oto ban~e.4 growth thesis referred to earlier. 0In (aet. bilsteral 

exchame~m e at-oouii4tr4 4a "ntannimuns mo4vl" rwquiro4 for 

dmnWr*tin Thtus giteraat oquilbriomn asjvipv of the bala.ea. growth 

aheos. 

More iiietuitiaut. twrtr tor gt~nth s is rvvgnitian that tOvM 

MV aso be it syrttctrtea) 4speit to tta v puovialstn in biliserul 

wch~te.In bI1stttm tr~dc tciwev cieviar- ite # . indtry#. &griet4tue. 

&nd forei1nt Wt .~in~ COW11trI!ie *i t~s roruettty, tass VV" 

tyweally, 11"t40 thait "he 'Of the Ir"Ifte 00<Ufl 11,041 a Vrel tCVVp.A histmy 

mn14104. morte wile the -,ihar 44. &Iftros "acal tuarik The tsn ro 

pnmitive tm.rkai aoriur, vuth isrrtol* to 'he nw~re devtj*4 nmarkmu 

&Wato xu. "o bttivat 4a tt -"~ato ~p t a'#.re4 sts4ry nwsrkef 

avsitto -within the I tft'wtvptscjtoo) "e mhtvw toiue Ais 

Dlegram Ai. thorefor. #It thiat on seo~ ISyw*Zts*1v~l inolb...# 
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the markt provtder while the other sector to the market user. is, we 

Inyisqe a one.way traffic flow in which this growth.promotion force t8 

In time, thistramismittod tn one direction, from the provider to user. 

process nay serve to build up the recipient sector adequately so 1ta this 

in thesector mey evtmtually offer marstt provision to other dectors 

a t , crux of *uch growthecOnOmY. Such process. we bWo.) is th. 

strategies * the l..ding sector theoios arti ra1schmians uahalaneol growth 

thtsi, In tmh grownh is .asenally view"i s proctecs4ng in a sig-isg 

to

fashion through an utnerovetorl iramsrnton proed. 

AnaWintrlly. lhe di*iinci bciwen tuarkei provider a 

of00ir*s4 user iM ud*nt i the &xwwcre of & hic!ory ut &xia/laft 

offeclve m eintary 4-sutn thehtort.ir bwi #%of in this lnor. As t 

opOi otre. Owe marklvi prviattn ut.orct o Wla~ers iVr#4c b4tIe5PW! 

ecart hi very 4iftorwt viitthemsco for the 1wir #iclurl In the CasPC 

of the mhriti.pr-uvti4or. b in a~ram . IrcAj, .rcht, is wvI| 

OMb'W4 " i* I 146 WtIV4 Munly Olo"r01MOrWrt viiVitot 

market to mew4.nbtin ithin the *.pftr iaoft, Ity oratral. 

Vy*o.uV€ 4-b#M-$*vtor a . the titarlet %&er.1 itr4VP "t 40"C 

of PiN f rmmrsl r4'pcity * ito v1ry dew p0.l0 roquires the 

sotatce of an ,wr rl for ,0rt#W tavItnem~."rbw ow 

4 OI, Dur dt,6cVioMM of this posiltioin Oue 8s SesIl 6o 
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In epplying this observation to the three sectors under our 

present purview, we raMi the market-provlsion facility of each In 

descending order an foreign,.F) - Industry, lY': and agriculture, 

We may assume the superior rating of the foreign sector is obvious. 

The colonial heritage. which emphanied the development of the enclave 

IndMustrial sector, I Y explains thia sector's superiority over 

qri ultur., lo as a market provider. Thus. the agricultural sector, 

prtly for re.aonae of its limited mouetitatton, ii clearly the most 

exclusively marei-uding doctor. In the three biluteral exchange 

cirttations lidtle &bove, therefore, the foreign doctor io the markt 

provider for both 4imetie metoro Ifor agriculture ad in and for 

itiidi#iy as in ('3. A& the viirly itaces of odudtrialiLtatiohI get underway 

durMn the Iranalloh. the industrmal selur bcosed i mlaritet provider to 

the agrteultural sctior in the diomsrtti bileater,| excharno circulation, CV 

ta oiuml ry, the rairt-1# ait!rwnce of bilatoral Irdo (r)m the 

market viewpoint id the trnarnlbsion tof nwalr demand andi the 

enoumrqein. itf eoiroprswm.urdhip .,oioated with it -fron albrod to bot 

domstit ootioro a". in the early Irneitlon. from the wduotrial to the 

lriturnl*war. 
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Trummlss ion of 

One of the most important realities influencin growth of 

ontemporary 'Ia -developed countries to the technological pp between 

advanced and loe-developed countries. The very presence of this gap 

offers a growth opportunity of profound aigniflcance. the opportunity to 

borrow technological knowledge already developed by advanced countries. 

The role of tecnolotytransmlsion in development ham been thoroughly 

emphastied in existing literaturel I go we need not pause to elaborate on 

t imporlance and historical significance of thin ptenomenon. It should 

be notet. however, that there is an important terhnology adaptation aspe~t 

to the successful assimilation of technology from abroad- -a lesson 

apprent from Japan'S success. Adaptation it essential to upjr4dP 

technology in a manner consistent with the lead-d*vVlopel country's 

r1otlor ead4ittenia. elt practicO, thin reuired modiflcation of capitl

using and lab<r-oaving qualities of import"d technology, 

Illn fact, this io a eemral theme in Kuanete' view of internaltional 
derelopmnt in Modern IEPonomte Growth, oxpressod In his terms 
(pMe 8) as the ajii i;'Whp,,PhAIl Innovltion from the 
siocillets that pitoewr the uttlisltitm of its growth potentials to the 
first seorse of followers. tAd thmt to ,ucceodiW4 os. See lo 
0. 1. Meter and It. I.. lIadwin, lEcanomi DevlopmeMn (Now York, 
WUy, 1051, especially Chapter 17. 
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he acknowledged presence of the technologil horion 

offered by advanced countries and awareness that this advantage has bon 

used In the history of development leave@ unanswered the Important 

question of how technical knowledge i transmitted. We believe that the 

answer to this question lies mainly in the demonstration process implicit 

in bilateral exehange. In principle, technology may be transmitted throuh 

S formal education procees of engineers and other spectalistd in the 

more technologically advanced countries. W.e are inclined. however. to 

etresn the larger significance of a more wiformad learmng process, 

based upoo the enitodintent of fac sioffg in trade1 Co4c.ds. Front the 

vlwrwoint of the lesto-developed coumtry, of course, ihi*' refer. to the 

tchnloical Cump|ftoemt of Imnplro"d limb More proviaely. the bilateral 

ne hmng urciilit, ( . lCves ihttn !4v41rlal e o t u r't lttiurtatlon, 

of throe typea of industril gto i, capital cjc~i. M VAd mnhceJ tMuatra 

goods. My: nd intormitso et*ud. MWI, All roprooem pro4ucio of 

rooern "Western lo rle y" *Wl. hence. to a gr-oter or lesoar e li. 

aro caomer# of vacwiA~y. 

Transmliotsof iveno nW be a symnwiteal relaihp 

In th* coo# of ir*4o baiot two 4uotrtally o4vom#4 omimrt! wht 
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The technological transmission process is not restricted to 

Iternfational trade: it also operates among domestic sectors of the 

economy. In the bilateral domestic circulation, C, an asymmetrical 

relationship may also occur in which the industrial sector begins to 

transmit modern technology to the more backward agricultural sectors. 

This arises from the enclave heritage of the Industrial sector during the 

colonial epoch, giving it a clear headetart over agriculture in the 

technological revolution. Thus, we find the emergence of a historical 

pattern, in which technology first enters via the industrial sector and 

eventually is diffused to agriculture. 

Resource Complementarity, Markets, and Technology: Summary 

We have just examined the growth significance of bilateral 

exchange from the viewpoint of three growth-promotion forces

rosource comlemnntarity. market provision,. nnd technology transmission 

.-summarized in )iagram . Vor each, we find it useful to make an 

between vent user and vent provider,asymmetrical distinction; i.e., 

market utier and market provitrler, and technology importer and 

technology exporter. These key ingredients of growth all represent 

important aspects of growth accomplishmento during the transition. 

The society must diversify its resource base; it must Mend its domestic 
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markets to foster entrepreneurship and investment; and it must acquire 

a growing capacity for adaptation and application of modern technology. 

These three ingredients of growth have been discussed in terms of their 

significance in bilateral exchange. We will, however, generalize the 

application of this analytical distinction of prime growth forces in the 

remainder of this study. For convenience of this later analysis, we 

adopt a symbolic representation for each of the three: R (representing 

resource complementarity), M (representing market provision), and 

T (representing technology transmission). 

The reader may object to our device of separately treating 

the components of this triad of growth-promotion forces, R - M - T, 

for analytical purposes. It may be argued that actual trade will likely 

involve all three; the same bilateral trade phenomenon which assists in 

diversifying the resource base through providing a vent for surplus also 

tends to monetize the economy by offering market outlets as well as 

leading to the reflex of imports transmitting technology. Yet we find 

that the analytical separation of the three distinct aspects has some 

empirical validity. 

Empirical cases in which all three aspects are not present in 

bilateral exchange can be readily found. In the case of trade between a 

Communist country which insists on a barter basis and a less-developed 
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country, for example, the market provision aspect (M) is absent, 

though the other two, technology export, T, and resource diversification, 

R, will likely be found. From this viewpoint. incidentally, less

developed countries have more to receive from bilateral exchange with 

advanced capitalistic countrios. The market experience of capitalistic 

countries, and the tntrepreneurial inducement associated with it, offer 

the acquisition of thi'i important growth force, one which can only be 

instilled gradually through the exchange process. 

The colonial epoch represented a trade pattern in which, for 

all practical parposes, I and NI were present in bilateral exchange 

between enclave and foreign sector, while T wans absent. 13 The vent 

phenomen, n (R) was a basic feature of colonial trade and the enclavo was 

clearly dependent on the export-oriented market (M). oowever. 

transminssion of technology to domestic entrepreneurn was meagor by 

vireue of the preempting of entrepreneurial roles by foreign agants. 

'T1is, we noted in Chapter 2, was the basic cause of long-run staglnatl4 

in the domestic economy during the colonial epoch. In f(et, a m)jor 

objective of nationalistic growth after decolonization lias typically bon 

correcting this basic defect of colonial-typo bilateral exchange. 

1 sSee our discussion in Chapter 2, Section 3, 
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Finally, it in not difficult to cite cases of bilateral exchange 

in which M and T are present while R is missing. This Is characteristic 

of trade between two industrially advanced countries with diversified 

resource bases. Here trade offers no vent-for-surplus function while 

there are likely to be two-way market provision and technology transmission 

functions. We might also note that this pattern of M and T, but not R, 

might be appropriate for less-developed countries with highly diversified 

natural resource bases; for example, Brazil or Indonesia. These 

countries require entrepreneurial development through trade as well as 

technology transfer, while the vent-for-surplus phenomenon is less 

critical. In the long-run the internal availability of a diversified natural 

resource base makes the resource diversification aspect less crucial 

than elsewhere. 

In asserting the empirical relevance of the distinction among 

the three growth-promotion forces, R - M - T, we have adopted what 

amounts to an axiomatic approach. 14 The operational significance of 

the distinction, however, lies in its application to the transition process 

14This emphasizes the independence of each of the triad, R - M - T, 

by showing, in succession, the validity of R - T, but not M, R - M
 
but not T, and M - T but not R in the three previous paragraphs.
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as a time-consuming phenomenon. The development of the two private 

sectors, industry (.Y), and agrlculture() during the transition 

require a varied time pattern (i.e.. different sequences) of the three 

growth-promotion forces, R - M - T. The significant growth promotion 

force, for example, may change over the twenty-year transition 

perspective from M to R to T, in that order, rather than M to T to R. 

Hence. intersectoral relationships of a particular pattern will accordingly 

be required. Insight into the time pattern of change of the crucial growth 

promotion force from this triad, R - M - T, constitutes the basic 

objective in our later empirical analysis. 

Bilateral Exchange as Learning Experience 

The preceding analysis of the R - M - T growth-promotion 

forces points toward the importance of Improving the quality of economic 

agents. This emphasis emerges very naturally since the effective 

participation of human agents in the operation of the economy requires the 

exercise of judgment and decision-making. Participation in any of the 

bilateral exchange circulations enhances the entrepreneurial decision

making capacity by providing exposure to a learning-by-doing process. The 

substantive content of this learning process revolves about the R - M - T 

facets, while the psychological and institutional aspects consist of the 
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inculcation of a rational approach to decision-making--the amassing ad 

sorting of facts, the solicitation of expert advice, and the exercise of 

judgment in arriving at decisions. 

The seat of entrepreneurial education is in participation in the 

economy's operation, giving the bilateral exchange a special quality of 

promoting development through trade, the productivity-raising effects of 

which have long been recognized. To Adam Smith, production 

specialization and division of labor led to a more functionally-specific 

pattern of decision-making, thereby raising productivity. A learning task 

is also found in the necessity to master imported technology, a process 

which must proceed rapidly if the modern growth epoch is to be launched 

through routine and widespread innovational activity throughout the 

economy. The beginning of this process lies primarily in the technology 

imported from advanced countries and entrepreneurs' acquisition of new 

skills and attitudes Induced by this transmission through trade. Finally, 

involvement in wider markets creates learning effects of a planning kind 

as the entrepreneur is induced to anticipate future markets, to digest 

relevant information and to make decisions consciously about expanding 

output and introducing new products. Thus, all three facets of bilateral 

trade foster a learning process essential to entrepreneurial development. 
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Itam educational proess to to be effectiw for promoting growdi 

It must not only have the relevant substanlve content but It must also 

motivate large numbers of participants to leant in an active w=I. The 

very artistic nature of enrdprneurial skills suggests that highly 

motivated 'learing by doing" must be the cornerstone of enlroproneurtal 

development. The method of experimentatlon, through tial and error 

procedure., to particularly appropriate. is Bilateral exchange offer$ 

these active learning-by-doing opportunities 4ecause entroprenours bcoume 

participants in a real life process, responsible for their own success or 

failure. Furthermore, as a part of the entire economy's mode of operaion, 

bilateral exchange offers these built-tn learning opprtunities to a large 

number of people. Thus, the evolution of each new form of bilateral 

exchange nut only encourages growth directly through It - N - T. but 

equally. if not more impoitant. constituto a learning process to stimulus 

the development of human agent* through widely dsseminating now 

sklls and growth-relatod attitudes. 

1 KEven in the formal education of entrepreneurs in modern Wetern 
universities this principle Is reoonised. The thmos Harvard MUsiness 
School case method system is essentially a simulation of renlity to 
foster learning by doing. 
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lot 'IRINU.AIcR EIXCIAGoE CMCULATIONS 

The discusson in the provious section fouseed only upon 

bilMenra euciMge as * functional unit in the economy's mode of openUon. 

We now britoy apply the prnciples devolope to the two triangular 

ircvulailons. C4 # (XY) and CS * (FYXI. Both nvolve industry (a) 
agriculture k'. am the foreign sector >s* Chapter 7. Table V. 

Column 21. We note that both current trianular circulation* involve 

the foreign sector ed are. thus, symptomatic of an open ecnormy, 

Accotnting of the commodity flows in these circulations s a simple 

maier. F'or example, in C4 * (FXY). the agricultural sector roceivea 

psyments for exports; the industrial sector purchases itipomra (with the 

proceeds from agricultural ex ormol and a compen~tatory purchase by 

agriculturo of industrial gods occuro. This triaftular circulation, 

thereforo. oignifti that the agriculturol isecor to the forien ewchvang 

erner and that the forvigln exchange to u00d to "fiftans" import of 

commodities (intermediate goods. 16111; ctital goodo. M : ard finished 

goods, Mly) by the Industrial oetor, 16 In the strict esme of finance, the 

licuiltural sector prov$4es " real fnmco since it to compensated by 

rMelvifts industrial vods (either intermediate, N, or consumer, Y0. 

ithe other trian4lar clrm l kmn ole Ow oppoflease of Oe tadwKwm 
setor epoutlq So '%6"90" iMpo. by he agdailri eoto. 
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Our laer eWttMleal work demmtret that tie trlaaquWar 

IrVAlton, C4, 4. likely to emerge a an imp.ram hoN"lonal unit In 

the eonomy's mo4 of operation dur"l Ih Orm tavian process. Assnemlq 

t to be true, we may aspeclate that this plttern emerge. from the 

ptnlple of thre .oway An analogy from babaallomen my 

help to clarify this principle,. ldaeral ucha. ge of playeri will "e4 be 

feasible If the player. otffere by two clubo are unacceptable to the other. 

Here. trianguar e&chafte muy fill the need of three club.' it the offers 

orv made in i compmaentary way, In thia contct. pIr-wvde oupply an 

4em*M becomes irr.!yant iince the triangular &xehante araeis precisely 

bftaucpe of the coaimeuy of the "'€paJc#e Jo.dl" involng all three plr|tNle. 

Applie4 to economic oxelhane. each oactor actually offers a 

mult4imeional parkave (atiiar it) the .uusisitmcato, vniuieo1 iui 

particultr ball t4ayartl eLtowning the It - J61 - T lri&4 rsouiriees, mar", 

and techrut&by. the oitme gruwih ingre4iont& efingacyed for ana~yoia of 

bilateral tr4e. %%#o is pack~so of the*# tr"Iientit to otiviouaty 

eoplemntary to three ovioro. a onani4or eacbm.w circtulatm wi 

appear. 

In applr thie Mbetrtac prnciple to the traaIulor elm" 

iratiasCt 4 * WTXY), we offer a hypothesis a the sgrlaiih o 

this ulmuUtin durWN the trsanilai namely, that this airculation. is ltk* 
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to pWa a amaor rots to the firet upsurgo of nattanallseoefforl ta rowres 

the tradtional colnal) aneirnai orientation of the nascent industrial 

sotor, To elaborae this hyptoheete, naturalwo smataevisaae tbr# 

"peasC to tbe imswidsr compleemrAirty, 

WiThe agrmutluril sector, #iv" It# cotonill befitag of 

Uprta raw moventa)- apectic goods, canitnuets to roty opon the vent for 

siut offereJ1 by fortign morkovAs Thia tieor to riof yof rovty to sup*l 

tOe domiestic minterial sec~tor wih tnea goods. 

00i Tho Indusrial sector, us its tirat way. of expsaoa for tho 

Intontal inarit ("im'poir1t411Ior to depeMs~fi uipon the foreign 

actor for *uppliva of bt~h capital &M1 iterrniale goo4 s. Thus, Ito 

rsquiomnts or* diveroife r**orcvo " imponmo.toehmt~sl for new 

-wroin, 

(its) The circudatitts'. growth comttrito' is "mI40164 by 

19COCRItlNIMI thes o-pxv 1srcrhanz iowor in the sgriculturl @odtor 

offor,94 by the qr~t for isurpus assists in the ;iduriasector's 

rooloststiun iuwar,4 the 4amieetic miarket. Ths*.. tho s%4 pe--~m 

Sagicltflur. based an #sptisto the foreign ootrur. stim,4sto 

sonroneuw~rial decisons to invest in the U0u~sia totu. 

Thuws. we find that triangular vochaile to basod upon a viable 

Pattor of complementarity, hem. vtow*d from the two domestic sectors. 
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The same triad of growth infredlents, R -M -T. emphulsd for blastera) 

-e-Am o are clearly apparent, as shown by the expressions underlined 

above. 

The focal point of our analysis in our later theoretical chapters 

WM be formulation of hypotheses of the type just presented. This will 

be followed by an effort to teat our hypotheses against the "facts." 

represnted by our statistical evidence. In both. a central asect of our 

Inesatlation will be the relevance of ourgencrationtime perapctive of 

U. trasiltion, ms outlined in Chapter 8. Thits time orientation is Implied. 

for example. in our ,uggeation that the triangular futictional unit, as a 

erjcial mode of operation, to likely to occur rather early In the generation 

trAsMition process. 

2.4 CONCLUSION 

We have argued that in a predominantly private enterprise 

tframework-.which i certainly true for the three countries upon which our 

empirical work concentratoa--tranition analysis should stress private 

market tr nsacti.onr as the most ba1nkC level, Moreover, those functional 

units which represent current circulations in the economy's mode of 
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operation are singled out as important for growth. It is in current 

circulations that the growth-promotion forces of resources, markets, OW 

technology (labelled R - M - T are most fully exerted. 

Our preoccupation with functional units in the economy's mode 

of operation serves to re-emphanize the importance of the intersectoral 

aspect of our approach. Throughout this section we have shown that 

growth-promotion forces are expressed through an asymmetrical 

transmission process among the three key macroeconomic sectors of the 

open, dualistic economy: industry. agriculture X; and foreign ?). 

We contend that it would be difficult. if no~t impossible, to examine the 

growth-promotion triad R - hi - T in a one-sector aggregate model, which 

suppresses intersectoral relationships, or a highly disaggregated model 

(e.g., input-output), which is so detailed and symmetrical that the key 

relationships are adumbrated. The advantage of our intersectoral approach 

lies in its contribution to making previously vague growth concepts 

analytically and operationally meaningful. The notions of vent for surplus, 

resource complementarity. technology transmission, and adaptation--and 

many others--are naturally intersectoral concepts. Within an appropriate 

model of the economy's structure (as presented in Chapter 7), these 

ooncepts may be recognized as essential attributes of the economy's mode 

of operation. 
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8. PRIVATE FINANCIAL CIRCULATIONS 

S. I INTRODUCTION 

Private financial circulations are those tunctional units in the 

open, dualistic economy's mode of operation which have to do with savings 

and investment activities and which occur through the private market. 

Ten circulations of this type (ZI through Z,,)wore identified from the 

aggregate model of Diagram 2 and listed in Table V of the previous 

chapter. Each of these circulations passes through the financial sector 

G, implying that each contains at least one of the private flows on 

capital account- industrial investment, ly: agricultural investment, Ixe 

industrial savings, Sh; agricultural savings, SL; and foreign savings, A. 

In toto the financial circulations describe the various sectoral sources 

from which savings are supplied through the private market tn finance 

investment. 

Similar to our approach to private current circulations in the 

previous section. our major concern is the growth significance of private 

financial circulations. 17 To consider financial circulations from this 

viewpoint, they must be interpreted as particular functional units In the 

171n the remainder of this section when we speak of financial circulations, 
we shall be referring to private financial circulations. 
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economy's mode of operation, each involving the participation of a 

large number of economic agents. Thus interpreted. a financial 

circulation can be analyzed in terms of its significance as a major vehicle 

of growth at a particular phase in the transition process. 

The general growth relevance of financial circulations will be 

readily recognized. Traditional growth theory emphasizes the 

accumulation of resources as the most essential aspect of growth and 

development. Broadly interpreted, savings and investment are both 

necessary and sufficient to explain resource accumulation. In portraying 

savings and investment flows, therefore, the importance of financial 

circulations has implicitly been stressed in the traditional approach to 

growth and requires little elaboration. 

Having stated that traditional growth theory implicitly recognizes 

the relevance of financial circulations, however, we should point out that a 

limited perspective is offered by the overemphasis upon savings and 

investment. In this emphasis upon the accumulation of physical capital, 

only a small part of growth-promotion forces is considered. In the 

previous section, for example, we have shown that current circulations 

may be rich in growth significance even though accumulation of capital is 

excluded from consideration. Similarly, the full growth significance of 

financial circulations extends well beyond the limited purview of the 
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traditional approach. We shall assess the strength of the traditional 

approach in the next section as an introduction to a more complete 

assessment of the growth significance of financial circulations. There is 

merit in the savings-investment emphasis, as we note in Section 3. 2, but 

our interest lies in recognizing it for what it is--a partial view. Thus, 

its weakness becomes apparent in Section 3. 3. Having thus evaluated the 

traditional approach to financial circulations, we proceed in the remauader 

of this chapter to adopt a broader perspective to assess their growth 

significance in all its aspects. 

While a one-sector model is adequate to investigate the 

traditional notions of savings and investment, our own approach requires 

a multisectoral context. The true significance of financial flows, 

therefore, lies in intersectoral finance and embraces three aspects: 

(I) the identification of sectoral origins of savings and investment; (ii) the 

appearance of commodity flows on current account to accommodate 

financial flows; and (iii) the necessity for financial accommodation to 

achieve the implied distribution of titles to wealth. These three issues 

will be discussed in Sections 3.4 and 3. 5 as we analyze the meaning of 

the various types of private financial circulations identified in Chapter 7, 

Table V, from the macroscopic modol of Diagram 2 of that chapter. 
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The true growth significance of financial circulations is found 

in their serving as functional units in the economy's mode of operation. 

Financial circulations are considered from this viewpoint in Section 3.6, 

with special emphasis upon their appearance during particular phases of 

the transition. In Section 3.7 we attempt to evolve certain abstract 

principles to explain the emergence of particular financial circulations. 

In this chapter, however, the discussion remains at the heuristic level; 

its purpose is to contribute to the formulation of an evolutionary thesis
 

of transition growth to be elaborated in later chapters.
 

3.2 THE STRENGTH OF THE RESOURCE AUGMENTATION 

Interpreting the term "resources" broadly to include both 

physical and human resources, it may be said that there is a strong 

tendency in economic literature to equate growth with resource 

accumulation. This viewpoinc was already apparent in the writings of 

the early Classical economists such as Adam Smith and Ricardo, and 

we have noted that the growth tradition of both the planning and 

institutional schools conform to this philosophy. 18 The basic strength 

in this orientation is its under ying assumption that the key to growth lies 

18See Chapter 3, Section 6, and Chapter 4, Section 5. 
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in plduction phenomena; the primary significance of resource 

augmentation isfound in its contribution to the expansion of productive 

capacity. Thus stated in general terms, one cannot seriously challenge 

the proposition that production is the foundation of growth. 

The appeal of this approach, rooted in production phenomena, 

is enhanced by its amenability to a technical formulation. T1e central 

thesis of this approach may be readily stated in precise terms. Letting 

RIO R20 R3 RV'"" represent the various categories of resources (e. g., 

capital, labor, entrepreneurship, intermediate goods) and letting Y 

represent total output (GNP), we may write an aggregate production: 

8. 1 Y f(Ra1 , R2, R3 1 R4 ... t) 

where '" stands for time. 19 

From this broadly defined production function, we may readiOy 

deduce by total differentiation with respect to time. 20 

19 We have already encountered this type of production fumtion in our 
review of the institutional approach. See Chapter 3, Section 2. 

dY/dt a (Y/MRl)(dt//dt) + (DY/30 2)(d! 2/0) + (DY/IR 3)(dR3 /dt) * IY/dt 

(dY/dt)/Y a (IY/3R )(Rl/Y)(dRj/t)/In + (;Y/33 2)(R,!Y)(dt/dt)/f2 
S(I)Y/I)R$3) (R3/Y) (dR 3/dt)/R $3 (;3Y/;t)tY 

Soil
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8.2a) "Ya OOR + 02nR + 03nRIt (contribution equation)
 
1 2 '3
 

b) ny a (dY/dt)/Y, nt, = (dR,/dt)/Rl,
 

n (dR2/dt)/R 2, nR * (dR3/dt)/R 3 (rate of growth) 
2 3'
 

c) 0 " (aY/aR) (Rl/Y), *'
2 C Y/aR2) (R2 /Y)O93 CY/aR3) (/Y) 
(partial elasticity) 

d) J a (aY/at)/Y (innovation intensity) 

Equation 8.2a, which may be labeled as a "contribution equation." 

states that the growth rate of GNP ( ny) represents the combined 

"contributions" by the various terms. A typical term such as 2nR2 

is the product of the rate of growth of the resource R2 ; and o2' the 

output of elasticity of R2 -- an aspect of the production relationship. Thus, 

the contribution to output expansion attributable to a particular resource 

(R2)is "decomposed" into a quantitative effect (R2) and a productivity 

effect (2 ). In addition, there is the term J = ( 9Y/dt)/Y, the innovation 

intensity which signifies "innovation effects" as a catch-all term 

summarizing, residually, all other sources of contributing to the rate of 

growth of GNP. In this way, forces contributing to expansion of output are 

systematically traced to factor productivity, the rapidity of factor 

augmentation, as well as to production innovations. The logic and 
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simplicity of the framework provided by the contribution equation 

facilitates the search for causation of growth (output expansion) in an 

orderly fashion. 

This technical formulation of the resource augmentation approach 

is made the more attractive by being amenable to both deductive and 

inductive analysis. Deductive effort investigates the rules for expansion 

of resources (i.e., "R 0 0 0.... ) entailing either an exogenous or 

endogenous theory. Typically, population (labor) and natural resources 

(land) are treated as exogenously given, while capital is considered by 

an endogenous theory. In such an endogenous capital theory, the savings

investment pair constitute the focal point in traditional growth analysis, 

The theoretical insights derived in this way and conforming to the 

resource augmentation view are the essential pieces of growth knowledge 

contributed by economists. We return to these growth theses in the next 

section. 

The prestige of this type of deductive theory has been greatly 

enhanced by inductive--or econometric--support. Such inductive work 

typically concentrates upon the estimation of the numerical magnitude of 
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innovation intensity, J, and the partial elasticities, i' 20 3000021 

It then becomes possible to assign quantitative contributions to the 

various sources of growth of GNP (ny) over a given period of time 

among, say, labor (e.g., 30 per cent), capital (e.g., 25 per cent), and 

innovation (40 per cent). 22 Sueb estimates usually tolerate a wide variety 

of rigorous and non-rigorous quantitative methods. 

The strength and enduring prestige of the resource augmentation 

tradition, therefore, reflect not only its sound roots in production 

phenomena but also the extensive body of deductive and inductive analysis 

it has fostered. The approach has the advantages of (i) breadth of scope; 

(ii) an orderly framework; (iii) precision and simplicity in its theoretical 

formulation; and (iv) data relevance, implying amenability to quantitative 

2 1 There are two types of approaches in this inductive method. In the first, 
neo-Classical income distribution theory is involved, and 0,, *20 030 
are assumed to be the distributive shares accruing to the various factors 
of production. Their magnitudes are assumed to be approximately 
constant and estimated independently. Equation 8.2a can then be used 
to derive the residual term, innovation intensity, J. (See Robert Solow, 
"Technical Change and the Aggregate Production Function, " Review of 
Economics and Statistics, Vol. XXIX, No. 3, August 1957, pp. 312-320.) 
In the second approach, "J" is treated an a random error term and 
Equation 8.2a is considered linear so that the coefficients *lI 20*3 
may be estimated by the regression method. 

2 2 See, for example, Edward F. Denison, The Sources of Economic Growth 
in the United States and the Alternatives Before Us (New York: 
Committee for Economic Development, 1962). 
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analysis. In this age of quantitative and econometric orientation, it is 

natural that the traditional approach has flowered and dominated the stage 

in growth studies. Yet, the time has come for shaking loose from the 

procrustean grip of this traditional approach if we are to understand 

better the process of transitional growth. 

3.3 WEAKNESSES IN THE RESOURCE AUGMENTATION APPROACH 

When one pauses to consider the growth-promotion forces 

emphasized by this simple approach, its narrowness is readily apparent. 

The essence of growth-promotion forces contained in the resource 

augmentation approach may be succinctly stated by resort to the Harrod-

Domar model. 2 3 Postulating one aggregate production sector with output 

(or GNP) capacity of Y, it is assumed that two types of goods, 

consumption (C) and investment (I), can be produced. Investment 

constitutes addition3 to capital stock (K) (i.e., I a dK/dt) and thus 

contributes to the expansion of productive capacity (i.e., dK/dt •kdY/dt, 

where "k" is the capital output ratio). Hence, the forces which govern the 

division of output between I and C avt the critical, in fact, the only, 

growth-relevant forces. These forces are found in those related to savings 

2 3 See Chapter 4, Section 4.4. 
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and frequently summarised In the Keynesian average propensity to save. 

"a,." This latter is construed as the "rule of resource division" between 

C and I,under which a constant fraction of catput it.e.. sY. is available 

for investment (i.e., I a sY). The systern is now complete and the 

Harrod-Domar erowth rate, n a/k, can be read'y deduced. This 

growth rate summarizes the basic endogenous growth thrust (or growth 

promotion force) of the resource augmentation approach. 

This basic growth promotion force, the average propensity to 

save, a, leads to the viewpoint that austerity, through controlling the 

magnitude of "a. " determines rapidity of growth. The virtue of 

austerity alone conditions the society's growth thrust and, hence, growth 

is viewed as aterity orPavi~ns-pushed. ThiM conclusion is strengthened 

by addition of the proviso that the capital-output ratio. 'I." will. in fiart. 

be constant through time. Though some adjustments need be made for 

handling labor 2 4 and innovation effects may hav to be classified, 2 5 the 

2 4 The Solow model is more explicitly based upon the production function 

of the type in Equation (8.1). recogn ilni factor substitutability. The 
Hlarrod-Domar model is a special case in which strict factor 
complementArity exists between capital ad labor. 

isFor example, in terms of their capital-saving (or using) and labor-sat 

(or using) quality. 
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basic growth-pronwaton force of austerity rmahm at the heart of the 
systorn. 3O 

The w9aeas of the rosource mugment.aion approach does not 

lie in its being "wrong. " Thore I a very real contribution In the 

recognition that austerity ts a strategic grawth-promotion force. The 

deficiency in tho approach In. rather, a matter of its exclusive reliance 

on this particular virtue to the virtual exclusion of all other growth

promotion forces. In an economy in which innovation and improvement 

in human skills are not relevant, the austerity virtue nay be the iomnlM 

cause of growth. Thia i more or less true. fur exisniple. in the long 

agrarian society epoch where Inaovation wati silent or in USe epoch of 

modern econi nc growth where innovational activity may be taken for 

grantd. This is diotinctly ot ith* vA, howrvvr, with regrd to the 

tlaition growth proct'to. The upgrading of the e-nomsy'. ,ode of 

operation to permit 8 stanaiton from tho olultnil i to the mudern growth 

epoch retraires thequisition of manay ifnnkv"ionv-wlai "viuiuvo" M 

addition io austerity. The negleci of those other critir l growth promolon 

3 61n pithcular. tho suotrity-+pdh* gertwth rato msust be fast enoughs to 

overcome the forvo at the popolatlito mploo ln it the law of dfrntwsihbW 
retur1o i !A to wark to the disoavaniago of labor produclivity. Tis. 

is a key lesson from " resource umeMation aproach. 
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virtu* renders the resoarce ausmentation approach nappropriate for. 

U not irrelevant to, the study of transition growth. 

Furiher scrutiny of the Htsrrod-Domar model reveals that it 

rmli out by assumption three types of significant growth problems: 

(I) It assumes a versatile resource base for production of output, Y. 

which can (in the engineering sense) produce either consumption (C) 

or Investment (1) goods, as dictated by consumer sovereignty"; 

(2) it assume. the availability of entrepreneurship in a market context 

to acquire. manage, and control the invetm-int goods, amounting to the 

postulatuin of instantaneous entrepreneurial rvsponse to savers' 

preforonees. anti 13) it sonumeo that the, trthmlogica) aspect of growth 

In so simpl, thaI it can be comprvetsed. for analytical purposes, into 

the constant ispilal-.utpiut ratio, k. Its .ishort. th reiouurce augmentation 

approach assumes away the three tritical growth ingredients of a 

oclty's resourcehbe. market envirunrnint. and)tnloi~ 

Complexit --the triad It • M -T idrntficd rarlier in thlichaptor. as thi 

sources of tie must poiten growth thruats apparing in the transition 

proces. Itis the nvlgoet ti those furce# which constitutes the weakness 

of the fradtig bonal sppiuah tI growrth. 

The 14 - 16 -T triad si parlicularly ermno to trenstllon 

powdi. In an .conomy which has inherited the built- in stagmtlon of 



colonalism, mere availability of savings will not automatically lead 

to increasing productive capacity--a lesson we have been taught from the 

postwar experience in many less-developed countries. In such societies, 

to the extent that a causation between savings and productive capacity 

exists, it is likely to be the reverse--expansion of productive capacity 

leading to greater saving capacity. In a closed economy lacking the 

capacity to produce investment goods, attempts to save will be frustrated 

by lack of investment outlets. More generally, in societies lacking the 

ability to expand production, savings cannot be put to use. 

Given an expansion of output capacity, however, savings are 

likely to grow. In this situation, per capita consumption need not be 

reduced, and what is required is a force restraining significant 

consumption increases. Thin force may well be found in the distribution 

of income, favoring property-owning classes which will more or less 

automatically reinvent profits and other property income. There is a 

natural presumption that during the transition income distribution will 

favor the scarce factors of entrepreneurship and capital at the expense of 

the abundant factor, labor. The plausibility of an almost automatic 

austerity process is clearly apparent if output capacity, in fact, increases. 

This leads to a strong preoumption that utvings, in the sense 

of austerity, are unlikely to be necessary or sufficient to launch and 
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maintain transition growth. In view of the deficiencies in the more 

positive growth ingredients of the R - M - T triad, savings, in fact, may 

not be the chief bottleneck factor, a notion well recognized in 

contemporary growth literature. We may refer back to the planning 

school's typology, 2 7 in which savings are not considered the limiting 

factor during early stages of growth. 2 8 In this view, savings emerge 

as a bottleneck only at a later phase of growth when the other missing 

growth ingredients have been supplied. We share the view that an early 

non-austerity dominated phase is likely to appear in a time perspective 

during which other factors, especially the R - M - T triad should 

properly be emphasized in analysis of the society's growth thrust. 

3.4 SAVINGS AND INVESTMENT IN A MULTI-SECTORAL CONTEXT 

In contrast to the artificially restricted role of savings and 

investment in the one sector context just discussed, our analysis of 

financial circulations will be conducted in a multi-sectoral context. This 

2 7See Chapter 4, Section 4.4. 

2 8 Chenery and Strout refer to this phase as the "skill limit phase, "where 
skill limit is defined as "reflecting the skill formation required of 
managers, skilled labor, and civil servants in order to increase 
productive inventment. " (I. B. Chenery and A. M. Strout, "Foreign 
Assistance and Economic Development, "American Economic Review, 
Vol. LVI, No. 4, Part 1, pp. 679-733.) We find this definition of skill, 
to reflect the saving-push notion of growth, somewhat narrow for analysis 
of early transition growth phases. 
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conforms to the general emphasis upon intersectoral relationships in 

this study. For purposes of our analysis, identification of sectoral 

sources of savings and the sectoral destinations of investment are 

essential for posing the basic structural asymmetry in finance and drawing 

out its significance for transition growth. 

In the private market economy there are three macroscopic 

production sectors, industryY , agricultureos), and foreign . 

Since savings can originate from and investment occur in any one of 

these three sectors, it is natural to classify private financial 

circulations by use of a three-by-three table, as we have done in 

Diagram 3. In this diagram, columns indicate the destinations of 

investment while rows indicate origins of savings--both presented in the 

'order of sectors ( .I (.) I and)F. The ten private financial 

circulations, Z, to Z1 0 1 listed in Chapter 7, Table V. are shown in the 

first two columns of Diagram 3. In addition, two circuits, Z11 and Z12, 

not previously discussed and representing investment in the foreign sector 

are given in the last column. 29 Each diagonal cell shows circulations 

representing intrasectoral finance in which a sector's savings finance 

2 9The construction of these circuits and their economic interpretation 
will be discussed later in this section. 
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Diagram 3: Financial Circulations in the Open, Dualistic Economy 
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investment within that same sector. The other (non-diagonal) cells 

contain circulations providing for intersectoral finance in which investment 

in a given sector is financed by savings transferred from another sector. 

A few technical remarks will assist the reader to grasp the 

meanings of these circulations. First, the financial vertex 0 is 

included in each circulation, which constitutes the mathematical definition 

of a financial circulation. Second, every circulation contains one 

savings edge (represented as a dotted edge) and one investment edge 

initiating from@, represented as a double edge. The reader may 

thus verify that in each circuit the double (investment) edge comes after 

the dotted (saving) edge since the latter always terminates at®. 

Finally, when a financial circulation is a circuit with a length (i.e., a 

number of edges) greater than two, there is at least one more edge 

(a simple solid edge) which may be called an accommodating edge. Thus, 

financial circulations involve three types of flows (edges): savings edges, 

investment edges, and accommodating edges. The complexity of 

financial circulations is a mtter of the number of accommodating edges 

present. 

The economic interpretation of a savings edge is readily 

apparent: the initial vertex indicates the saving sector. Thus, all the 

savings edges in the second row initiate from OX , representing 
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agricultural sector savings; and all savings edges in.thethirdrow 

initiate from (, representing foreign sector savings. 

We may approach the significance of investment edges by 

noting a difference between domestic investment [Columns (1) and (2)] 

and investment abroad [Column (3)] as follows: 

(i) For domestic investment, the investment edge always 

terminates at@ . 

(ii) For investment abroad, the investment edge always 

terminates at 0. 

Somewhat obscured by these mathematical facts are certain 

important structural asymmetries, implicitly assumed in our model 

developed in the previous chapter. There is, first, an obvious 

asymmetry between domestic and foreign investment. While domestic 

investment leads to the domestic accumulation of real capital goods, 

investment abroad leads to accumulation of claims against foreigners. 

(This may be seen from the different terminal points for the two types 

of investment.) While both lead to accumulation of assets, domestic 

investment is universally considered a favorable growth phenomenon, but 

investment abroad is, at best, viewed with suspicion. This difference, 

of course, reflects capital scarcity in the typical less-developed country. 

Hence, investment abroad by domestic savings is termed "capital flight," 
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a term connoting opprobrium. In principle, capital flight should not 

occur during the transition, but we frequently find it occurring in 

practice. For this reason we treat it as a special category of financial 

circulation in Section 3. 6. 

Domestic investment involves a second asymmetry, a 

productive capacity asymmetry. This reflects the fact that p the 

industrial sector produces capital goods, as shown by all domestic 

investment edges terminating at@ , the industrial sector. Yet, the 

ultimate destination of these (as well as imported) investment goods may 

be either the industrial sector itself or the agricultural sector. This 

difference in destination is shown by distinguishing one investment edge 

as ly (investment in the industrial sector), applicable to all circulations 

in Column (1), and the other investment edges as Ix (investment in the 

agricultural sector), applicable to all circulations in Column (2). 

The presence of accommodating edges, in general, signifies 

greater complexity in intersectoral financial relationships with degree 

of complexity related to the number of such edges in a circulation. 

Their emergence attests the simultaneous occurrence of trade 

accommodations; i.e., current flows to accommodate the financial 

transaction. This phenomenon is a familiar idea in analysis of 

international capital movements in international economics. It is 

a 53 



intuitively obvious that the degree of round-aboutness in such 

accommodation depends upon the breadth of productive capacity in the 

capital exporting country. If the latter has a diversified productive 

capacity, enabling it to export all of the commodities required by the 

capital importing country, no accommodating flow will be needed. If 

the capital exporter lacks a widely diversified productive capacity, 

accommodating current flows will develop to satisfy the commodity 

needs of the capital importer. In view of the limited capacity in less

developed countries, accommodation of intersectoral capital movements, 

in fact, becomes more important than in international economics. 

The C.'uifications in Diagram 3. therefore, are based upon 

certain morphological characteristics we postulate for the open, 

dualistic economy. They can, in turn, be defined in terms of 'length" 

and "incidence relations" with the vertex@ . These morphological 

characteristics reflect implicit assumptions anent the economy's 

structure--the origin of savings versus the destination of investment, the 

dichotomy between domestic investment and investment abroad, the 

asymmetry in productive capacity for capital goods between the two 

domestic production sectors, and the presence of accommodating current 

flows to complete a financial functional unit. All serve to stress the 

importance of asymmetrical, rather than symmetrical, relationshipa in 

multisectoral finance. 
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3.5 FINANCIAL ACCOMMODATIPN 

From the accounting viewpoint, there is a basic difference 

between accumulation of capital resources and augmentation of human 

resources. This difference lies in the fact that accumulation of capital 

resources always involves accounting in terms of claims to the capital 

assets accumulated3 0 while no such accounting occurs in the case of 

enhancement of human resources. 31 In the savings-investment process 

which leads to capital accumulation, therefore, financial accommodation 

always occurs. Financial accommodation means the process by which 

claims to the newly created assets are assigned to specific economic 

agents. While such financial accommodation is necessary in all 

societies, it is crucial for private enterprise societies in which claims to 

the capital assets created are ordinarily assigned to the savers who 

provided the resources for investment. In less-developed countries of 

private enterprise orientation, financial accommodation is an important 

aspect of growth accomplishment during the transition. 

30This is the distinction Raymond Goldsmith has in mind in distinguishing 
between intangible and tangible assets, the former representing "claims, 
liabilities, and evidences of ownership (equities). " See Raymond 
Goldsmith, "Financial Structure and Economic Growth in Advanced 
Countries," in National Bureau of Economic Research, Capital 
Formation and Economic Growth (Princeton: Princeton University 
Press, 1955), pp. 118ff. 

3 1 Except in a slave economy, which need not be considered. 
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Financial accommodation embraces a wide variety of 

arrangements by which claims to the newly created assets are assigned. 

One fundamental consideration in distinguishing type of arrangements is 

the extent to which the saver and capital user (investor) are separated. 

Where finance is internal to the firm, the saver and capital user are 

the same unit and claims to the asset created are directly assigned. 

Where, however, the two are separated, many arrangements are possible 

for handling the assignment of claims; e.g., stocks, bonds, savings 

certificates, etc. Here the claims accruing to savers may be merely 

income claims (e. g., bonds) or a combination of income and indirect 

control claims (stocks). The transition process involves, as we have seen, 

growing functional specificity, and in "finance" this involves progressive 

separation between savers and investors, as well as between residual 

ownership rights and control. Thus, new forms of financial 

accommodation must be evolved to assign claims among the participants 

in an ever more complex savings-investment relationship. The 

development of social arrangements to facilitate these changes is 

reflected in the institutionalization of financial accommodation. 

Thus, financial accommodation amounts to a device to dispose 

of claims--income, ownership, and control--arising from the creation of 

capital assets. Whatever social arrangement is employed, some 
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assignment of these claims is made--whether implicitly or explicitly. 

Those who save, by virtue of providing resources for investment, have 

an intrinsic right to claims upon the wealth created. A first important 

point to note, however, is that these inherent rights of savers may, in 

fact, be cancelled and transferred elsewhere. Where, for example, the 

saver transfers these claims to the investor simultaneously with the 

transfer of resources, no further financial accommodation is required 

since the claim is "cancelled. " This is exemplified by foreign aid 

financing of domestic investment, where tho foreign government renounces 

claims to the wealth created by its savings transfer. A similar 

cancellation of claims exists, though it may be less apparent, where 

domestic savers forfeit claims to wealth created by their savings 

resources. In the transition process, stch transfers of claims frequently 

occur in a variety of overt or covert ways, such an taxation, through 

suffering unfavorable terms of trade, or exchange rate disparities. 

We arc now ready to attack the problem of "clarififying" 

financial accommodation. Though it imdifficult to approach this task with 

rigor, our brief introductory remarks provide some useful clues to the 

essence of the important distinctions that need be drawn. It is apparent 

that twu basic classep of financial accommodations exist: (a) those in 

which the saver retains claims, in whatever form, to the wealth 
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created; and (b those in which the saver's claims to the created wealth 

are cancelled and transferred. For convenience in our later analysis of 

financial circulations we may subdivide each of these general classes of 

financial accommodation. Thus, we may list four types as follows: 

A. Retention of claims by savers: 

(I) Zd: Direct assignment of ownership, income, and 

control claims to savers: accommodation which Involves no separation of 

saver and investor so that claims automatically accrue to the saver

investor. 

(it) Zi: Indirect assignment of ownership, income, and 

control claims to savers: accommodation through intermediaries between 

saver and investor. involving separation of the two and institutionaliation 

in assignment of claims. 

B. Cancellation of savers' claims: 

(i) Zt: Direct transfer of ownership, income, and 

control claims: accommodation involving explicit transfer of all claims 

from saver to another agent. 

(iv) Zh: Indirect transfer of claims: accommodation which 

operates through a mechanism which partially obscures the transfer of 

claims from saver to another agcnt. 
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U mewaning of accommodation type (1)and (0s Involving 

asaignment of claims to savers, is straightforward. In a strictly market 

*conomy, all financial accommodation must be one or the other of these 

type.. However, even In a private enterprise economy, not all 

transactions rely exclusively upon market forces. In luan-developod 

countries undergoing a transition, in fact, it is difficult to draw a sharp 

distinction between market and non-market forces. Various types of 

1rnarket imperfections" exist, causing dititortions from market 

equilibrium. In this situation, accommodati:n types (tit) and (iv) may 

occur. in which savers' claims to wealth may be voluntarily--or more 

often involuntarily--transferred to invetors or other agents, whether 

public or private. We shall see that such Iransfers are crucial financial 

phenomena in the early piases of the transition process. Among thee are 

the familiAr unilateral transfers of claiuui to wralth which accompany 

foreign aid grants f(ron donor to recipiteit country. This example is given 

to aexist the reader in un-frianding the phenomenon alihout:h the variety 

and significane of the lhenonjrnon extentl well byond foreign aid. 

We now see Ohat analysis (if financl l circulations. comprIses 

tWO aspects. In addition to the familiar 1jr-oblvni of ptroviding resources 

for capital formation, tMere in an important problem relating to the 

development of institutions offering a variety of types of financial 
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aoommodation. The latter aspect can be readily incorporated into 

our framework by taking advantage of the fact that all financial circulations 

necessarily touch the finance sector vertex OZ. The economic function 

of this sector is financial intermediation to facilitate the savings-investment 

process. On the basis of this function, qualitative distinctions among 

financial circulations can be made by attaching notations to the vertex (D 
for each circulation in Diagram 3. We employ the notation, Zd. Zi, Zt. 

and Zh, from the classification just given for this purpose. ly this 

procedure we describe each financial circulation an a particular type of 

financial accommodation, through which the savers' claims to capital 

assets are either assigned to him or transferred to other agents. This 

qualitative characterization of financial circulations is essential for our 

discussion in the next section. 

3.6 FINANCIAL CIRCULATIONS AS FUNCTIONAL UNITS 

We have mentioned that each financial circulation is a 

potential function.&l unit in the economy'm modce of operation. Several of 

these play ,n Important role in particular phases of the transition. 

Their growth significance becomes clear only when their content as a 

functional unit contributing to the economy's overall mode of operation 

Is understood. In this section we discuss each financial circulation 
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shown in Diagram 3 from this viewpoint. We begin with those 

circulations (Zl, Z , and Z 3 ) which represent domestic financing of 

investment in the industrial sector (shown in Column 1, Rows 1 and 2, of 

Diagram 3). Next we will consider domestic finance of investment in the 

agricultural sector (Z 6 , Z 7 , and Z 8 ) in Column 2, Rows 1 and 2. We 

then consider circulations (Z 4 , Z 5 0 Z9 , and ZIO) involving foreign finance 

(Row 3). We conclude the section by discussing two special circulations 

(Z11 and Z 1 2 ) reflecting investment in the foreign sector; i.e., capital 

flight (Column 3). 

Investment in Industry 

Of the five financial circulations depicting domestic finance 

of industrial investment, the simplest i the length-two circuit, Z. 

This circulation consists of intrasectoral finance since savings (Sh) from 

the industrial sector finance investment (Iy) in the same sector. Given 

its "bilateral" nature, this pattern of finance involves no trade 

accommodation and, hence, there is no "accommodating edge. " This 

means that the industrial sector itself is capable of producing the capital 

goods whose creation is financed by the circulation. It may be presumed 

that the circulation rests heavily upon reinvestment of industrial profits, 

and the financial acccmmodation is thus considered to be of the direct type. 
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I Accordingly. the @ vertex for this circulation is labelled as type s d 

representing direct assignment of claims upon the capital assets created 

to industrial savers. Nevertheless, we are likely to find some indirect 

financial accommodation since the industrial sector is the one sector 

inheriting a financial infrastructurs from the colonial epoch. Thus, there 

may be a measure of institutionalized financial Intermediation in this 

circulation of intrasectoral finance in the industrial sector. 

The economic content of this circulation, Z,, as a functional 

unit is emphasized by our labelling it self-propelled industrialization 

in Diagram 3. This label signifies that the circulation occurs entirely 

within the industrial sector. The growth significance of this fact is 

two-fold. First, the sector relies upon its own savings, which are mainly 

reinvested profits derived from previous gains in output expansion. 

Second, and even more significant, this functional unit shows the industrial 

sector's self-reliance in both resources and technology since imported 

inputs are not required to accomplish the investment in terms of capital 

goods production. The self-reliant nature of the industrial sector portrayed 

by this circulation, therefore, suggests that this functional unit is likely 

to become significant only after some considerable success has been 

achieved in the transition process. We may note, also, that this 

circulation is appropriate for application of the Ifarrod-Domar model, 
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which (as we noted earlier in this section) requires a considerable 

degree of self-sufficiency in many aspects of the economy. 

The two remaining patterns of domestically financed industrial 

investment (Z2 and Z 3 ) are intersectoral and both require trade 

accommodation. They represent the transfer of savings (SL) from the 

agricultural sector to finance investment in the industrial sector ( y). 

In the length three circuit, Z2 , the transfer occurs through delivery of 

agricultural goods, Xy; i.e.. food (Xh) and raw materials (R) to the 

industrial sector. However, the transfer may also occur in a more 

roundabout way, as shown in the length four circuit, Z In this latter 

case, the agricultural sector exports agricultural goods (Ex), and the 

foreign exchange proceeds are made available to the industrial sector 

for importation of industrial import goods, M*. These may be industrial 

consumer goods (M y), but in the transition context are more likely to be 

capital goods (Mi ) or industrial raw material inputs (MR). Whenever 

agricultural savings, SL, are used to finance investment (whether 

industrial or agricultural), such trade accommodation on current account 

must always occur since the agricultural sector cannot produce investment 

goods. This phenomenon may be seen from Diagram 3, [tow 2, showing 

the five circuits involving finance of investment by agricultural savings. 
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The type of financial accommodation implicit in these two 

domestic lntersectoral finance patterns is considered to be indirect 

transfer of claims, as shown by the notation xh attached to the @ vertex 

in both Z 2 and Z 3 . Given the compartmentalized nature of the economy 

inherited from colonialism, there is a dearth of institutionalized financial 

arrangements to accommodate cross-sectoral finance from agriculture 

to industry. Direct acquisition of claims by agricultural sector savers is 

also unlikely to be found for the same reason of traditional insulation of 

the agricultural sector from the enclave. Thus, particularly in the early 

stages of transitional growth, under the pressure of nationalism, such 

savings transfers originate from agriculture and will emerge as unilateral 

transfers in which no claims accrue to savers in the agricultural sector. 

In Diagram 3 both circulations, as functional units in the 

economy's mode of operation, are labelled as agriculture-pushed 

industrialization. The essential economic content of such a functional unit 

is that it enables the accumulation of capital in the industrial sector from 

an agricultural surplus. In view of the variety of accommodation devices 

that are available for operating this type of functional unit (as we shall 

see), it may occur during several phases, in somewhat different forms, 

during the transition. It is frequently found in the initial phase of the 

transition to push industrialization by mobilizing the slack in the traditional 
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agricultural export sector left by decolonization. It may also be found. at a 

later phase when the agricultural sector itself has undergone a substantial 

degree of modernization. 

Investment in Agriculture 

Domestic finance of investment in agriculture (%)is shown in 

circulations Z6, Z and Z8 (Column 2, Rows I and 2, in Diagram 3). 

Intrasectoral finance of agricultural investment is shown in Z7 and Z8 , 

signifying the use of agricultural savings to purchase capital goods 

produced by the industrial sector. These purchases may include such 

capital goods as: (i) tools, implements, and machinery; (ii) raw materials 

for capital goods (e.g., cement, lumber, and hardware) for construction 

of storage and other farm buildings; (iii) transportation equipment 

(e. g., trucks and carts); and (iv) material, equipment, and construction 

services for building roads and irrigation facilities. Given the atomiatic 

organization of agriculture in the typical less-developed country, we 

consider such self-finance of agricultural investment to represent the direct 

type of financial accommodation. The saver himself purchases and obtains 

claims to the capital goods created. Hence, the@ vertex for these circuits 

is labelled Zd, direct assignment of claims. 
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In Diagram 3 (Column 2, Row 2) we label these circulations as 

functional units representing modernization of agriculture. This choice 

of terminology reflects our position that modernization of the traditional 

agricultural sector requires access to outside sectors rather than the 

insulation it suffered during the colonial epoch. This access is implicit 

in Z 7 and Z8 , in which agricultural savings finance injections of new 

investment (capital goods) into the agricultural sector. This is made 

possible by access of another kind, access to markets provided by other 

sectors. It is important to note, therefore, that modern capital inputs 

in agriculture require that that sector reach out to establish contact 

with the industrial sector, the source of these inputs. Thus, these
 

circulations promote modernization through integration on both the
 

input and output account. Of the two available avenues, circulation Z7 

involves modernization via the strictly domestic route in which the 

agricultural sector must acquire the capacity to sell goods (Xy) in the 

domestic (industrial sector) market. The second route involves 

agricultural sector participation in foreign markets, strengthening the 

economy's modernization effort through increasing availability of 

modern inputs of foreign origin. The sequencing of these functional units 

as significant phase components of the economy's mode of operation 
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during the transition is an important aspect of development strategy. 

This issue will be discussed in Chapter 11. 

Investment in the agricultural sector may also be financed 

domestically through an intersectoral process as shown in Z6 . In this 

case-the savings (Sh) originate in the industrial sector. This cross

sectoral movement of savings will almost inevitably require the 

development of financial institutions to channel savings collected from 

the industrial sector to the widely dispersed and small-scale 

agricultural firms. Hence, we view this circulation as requiring indirect 

assignment of claims to savers, zi, and the vertex@ is so labelled. 

Partly for this reason, this circulation is unlikely to be significant in 

the early part of the transition. Institutionalized financial accommodation 

of the kinds required for providing long and intermediate-term 

agricultural credit were rare in colonial systems, and their development 

is a slow, laborious process. The very insulation of traditional 

agriculture was inimical to development of these institutions, from the 

viewpoint of both savings provider and savings user. Moreover,, during 

the colonial epoch such savings as the industrial sector did not reinvest 

in that sector were outward-bound as profit transfers abroad. During 

the early stages of the transition, moreover, it is doubtful that the nascent 

industrial sector, striving for its first wave of expansion, will be a 

surplus saving sector. 
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We have described the intrasectoral finance patterns for 

financing agricultural investment (Z7 and Z8 ) as functional units promoting 

modernization of agriculture. This phenomenon is viewed primarily as 

a process of improving productivity in traditional agricultural crops, 

based upon innovations in production methods. Such innovations are 

feasible in the tradltional small-scale operations and may thus affect 

large numbers of farm firms capable of mobilizing small savings for 

direct acquisition of investment goods. 

Though indeed important, this approach to agricultural sector 

development must be distinguished from diversification of agricultural 

production. Diversification of output is quite a different type of 

revolution within the agricultural sector which requires intersectoral 

finance; i.e., circulation Z 6 . This circulation is labelled accordingly in 

Row 1, Column 2, of Diagram 3. Diversification will involve introduction 

of new products in the agricultural sector (e. g., fishing, lumber, fruit, 

industrial raw materials) and is likely to require concomitant use of 

modern technology, large-scale organizational methods, new market 

outlets, and liberal capital requirements. It is precisely this task which 

is likely to appeal to the industrial sector as its savings potential grows. 

The industrial sector will have acquired experience at introducing this 

package of innovations and, more importantly, it will perceive the 
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markets evolving for the new products whether for consumers (whose 

incomes have been rising), for the growing industrial demand for 

intermediate goods, or for export. Thus, unlike modernization of small 

farms at an earlier stage, industrialists will be attracted to financing 

agricultural diversification. The functional unit represented by Z6 is the 

appropriate vehicle for building this Industrial initiative inagriculture 

into the economy's mode of operation. 

Foreign Finance 

Foreign assistance has joined the more traditional private 

capital inflows as a significant component of investment finance in 

contemporary less-developed countries. In this section we concentrate 

upon foreign aid and consider all such inflows as designed to transfer 

explicitly all claims to the newly-created capital assets to domestic agents. 

It is thus considered a unilateral transfer and the Z vertices of the four 

circulations (Z4, ZS, Z9 , and Z10 ) in Diagram 3 involving foreign finance 

of domestic investment are, therefore, labelled zt. Employing 

conventional foreign aid terminology, we distinguish two cases of 

"P.L. 480" assistance (financing by transfer of agricultural goods) shown 

as Z 5 and ZIO and two cases which are essentially financed by transfer 

of industrial goods. In the latter we further differentiate industrial 
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projects so financed, Z4 , from agricultural projects, Z 9 9 The purpose 

of all foreign assistance may be seen to be sectorally explicit; i.e., to 

promote capital accumulation in the industrial sector (Z4 and Z5 ) or the 

agricultural sector (Z9 and Z1 0 ). The instruments effecting this purpose 

are injections of either agricultural goods or industrial goods. The 

industrial goods imports (M*) may be destined either for the industrial 

sector or the agricultural sector and may often complement the domestic 

components provided by any of the circulations involving domestic 

finance, discussed above. Thus, "project aid" emphasizes the conscious 

use of imports as purveyors of modern technology, beyond the immediate 

capabilities of less-developed countries. 

P.L. 480 assistance yields agricultural imports, M., and may 

provide agricultural resource3 (e. g., food, raw materials) for transfer 

to the industrial sector (flow xy) to enable that sector to produce capital 

goods destined for either the industrial sector itself, Iy (as in Z5 ) or 

the agricultural sector, Ix (as in Z10). While agricultural commodities 

may be crucial in freeing factors of production to produce investment 

goods early in the transition, it is likely that such assistance will continue 

to be significant as agricultural modernization occur,. Even in the early 

phases, there is limitation in the lack of a capital good and technology 

component in such assistance. 
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Investment Abroad 

In Diagram 3, Column 3. two cases of capital flight (transfer of 

domestic savings to finance investment in the foreign sector) are shown, 

In the first case, capital flight ( -A ) is financed by industrial savings 

(Sh ) and accommodated by the export of industrial goods (E y). In the 

second case, agricultural savings ISL) finance capital export and 

agricultural exports (Ex ) provide the trade accommodation. 

Historically, the second type of capital night has been an important 

phenomenon in colonial economies. During non-expansionary periods in the 

foreign market, agricultural savings werc typically mobilized for outward 

transfer, and claims upon assets created abroad were indirectly 

transferred from domestic savers to foreigners. 32 We will see later that 

redirection of this savings base for domestic une, especially to launch 

industrialization, has been a primary objective of decolonization policies. 

Capital flight cannot be discounted an a minor danger in 

Southeast Asia. First, the long colonial tradition in the area has had 

the habit of capital export even among indigenous entrepreneurs. Second. 

Southeast Asian countries have a problem of a significant minority 

32See Chapter 2, Section 3. 
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component (particularly Chinese) in domestic entrepreneurship. Theme 

non-indigenous groups are particularly prone to engage in capital flight. 

especially in situations in which their economic security is threatened by 

discriminatory policies against minority groups. 

With the reduction of the foreigner's influence in the economy 

and the subsequent rise of nationalism after decolonization, capital 

flight has been attacked. Not only has capital flight been discouraged by 

such policies as nationalizution and confiscation, but frequently outright 

prohibitions have been erected. To the extent that capital flight has 

continued, it reprene'its a remnant of the colonial-type economy. Where 

it occurs, with or without legal sanction, it must be viewed an a symptom 

of economic distress, from our viewpoint an an indication of a major 

compromise with the remidue of colonialism.33 

Notice that the two circuits, Z"I I ani Z12 of Diagram 3. showing 

capital flight, have not been identified from the macroscopic skeleton of 

the open, dualiatic economy (Diagram 2 of the previous chapter). They 

are obtained only by reversing/thedirectlon of the edge between the 

finance sector and the foreign sector from (FZ') to (ZF). This, of course, 

signifier.that the capital inflow (A) becnmen negative; and in Z10 and Z11 

this negative flow is accordingly denoted am -A. In general, our 

338eo Chapter 10 for detailed discusuion of such a case. 
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empirical work reveals that neptive magnitudes appear only occasionally 

and represent temporary irregularities in the transition process--as 

illustrated by the capital flight phenomenon. 

3.7 PRINCIPLES OF FINANCIAL CIRCULATION 

Financial circulations are rather intricate functional units in 

the economy's mode of opration. As such an operating unit, any 

financial circulation involves mases of individual apints enraging in a 

consistent set of activities which lead to rescurce augmentation, 

especially that cf a capital-resourc' ntture. We have just seen that a 

wide variety of lVtential navings-invertment patterns exist in an 

intersectora! framewor4 approoriute to the open. d~listtic economy. We 

now raise the .iertionof wtxh trtlur onal unit occurs, 

posed as an analytical, ra;ther than a hlntoritr.0, problem. We seok to 

establish principles at a level of abstraction to explain the occurrence of 

any financial cirrulittion. 

Four faetors, discussed briefly blow, are relevant to the 

emergence of financial circulations; namely, al svctoral slack 

complementiarity (b) trinsmformalion of coninodity content; (c) assignment 

of claims to wealth; rnd (d) It - hi - T romplementarity. If a financial 

circulation is to emerge, some form of social consensus is required on 61. 
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four of these aspects of the savings-investment relationship. The 

particular type of financial circulation that appears depends upon the 

particular solutions to each of these four "functions" within the process. 

Sectoral Slack Complementarity 

The basic meaiing of intersectoral finance is the transfer of 

a surplus from a capital-exporting to a capital-importing sector. Behind 

the emergence of such a flow one sector must possess "slack" in the 

sense that expansion ., production does not induce adequate consumption 

demand, while the other sector is renource-tight, in the sense that 

production expansion induces demand for investment finds beyond the 

sector's own savings cupacity. Thus, Intersectoral capital transfers occu 

when two iectorm complement each other in terms of their -elative 

resoure _slacknenn. We note that thin, in fact. is the factor, and the only 

factor. emphasized by the notion of "austerity" or "curbing consumption" 

in the traditional resource augmentation approach. (See Sections 3.1. 3.2 

and 3.3.) 

An an application of the idea of Milack complementarity, we need 

only refer to the Kvynesia; view of unemployment, a view supporting the 

thesis that economically mature countries usually possess relative 
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resource slackness. Thus, foreign assistance from advanced to 

less-developed economies may be considered to be a natural phenomenon 

(and the reverse--capital flight--as anomalous) according to this 

principle of slack complementarity. 

Transformation of Commodity Content 

For the occurrence of a financial circulation, the saving sector 

must not only generate a savings fund by abstinence from consumption 

but also the goods represented by these Parings must be "transformed" 

so that they become uppropriate for use by the investor. This 

transformation, as we have seen, it the function of trade accommodation 

in financial circulation--an we have seen from the solid edloes in 

Diagram 3. The neceiity for complex (Irculationm to provide such 

accommodation in inversely related to the production divernification of the 

sector providing savings. 

Applying this principle to the three sectors in Diagram 3, 

Qi. (i,. andS.")..we me that the foreign sector, , plays a 

prominent role in commodity transformation because nf the more 

diversified production otructure in the foreign nector. On the one hand, 

foreign capital inflow, can be readily accommodated by providing imports 

on current account. On the other hand, the foreign sector can also serve 
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an intermediary financial link to provide transformation for otherwise 

purely domestic financial circulations (e.g., Z 3 , Z4). This function of 

the foreign sectorQF) is especially critical for savings from the 

agricultural sector in view of its incapacity to produce investment goods. 

Without access to the foreign sector on a significant scale, therefore, 

it would be difficult to rely upon the agricultural sector savings to finance 

capital accumulation in the industrial sector. 

Assignment of Claims to Wealth 

In Section 3. 5 we have seen that assignment of claims to 

accumulated capital werlth is an essential function of financial 

circulations. Unluo.n some type of financial accommodation (e.g., 

&do No, Zt' or zh,) is arranged, intersectoral fin:ance will not occur. An 

important dimtinction mnay now be made in rf'Npect to these arrangements. 

On the one hand. th, two types of finanvial accommodation, zd and z,, 

which assign claim" to navern, are nmarket phenomena, r gurdleun of the 

degree of financial int,rniefttitition they involve. Otn the other hand. the 

two types, zt and rh, which transfer claimsi Ir(.m savers to other agents, 

involve either explicit exerefife of Iohitival power or its expression 

through "covert" market imporfections. 34 Thus, the first category of 

3 4These phenomena will be discussed in Chapter 9. 
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claim settlement requires emergence of specialized financial institutions, 

while the second depends upon the use of political authority to exercise 

the necessary public interference In the market. 

Applying these principle to the circulations of Diagram 3, we 

hypothesize that ill circulations involving transfer of claims from 

savers (i.e., circulations whose Z vertex in labelled zt or Sh) are likely 

to occur, for several reasons, in early phase. of transition experience. 

Foreign assistance transfers (V-4 . Z5. Z, and Z10) will be readily 

recognized as appropriate to the incipient staget. of the transition; and 

foreign aid is likely to ter:inate only %hen the economy lian proceeded 

to the point of financial self-sufficiency. Furthermore, during the early 

phase of transition, we fretrently find ai period of politically fostered 

growth, during which t ranfern friosi the zgrlctilturl sector are forced 

through various governtacunt devicep to #spark induotrial expanslon.35 

As growth proccedn, however, these forced transfer devices become leg 

essential, and financial acromnmodatlon relies increasingly upon market 

mechanisms * operuting through appropriate financial inatitutions -- whose 

development reqvires time. 

3 Soe Chapter 9. 
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R - M - T Complementarity 

In our discussion of current circulationes we have pointed out 

that their growth significance lies in the R - M - T triad, Involving 

transmission of resources, markets, and technology among the various 

sectors of the economy. A financial circulation may be described as a 

more complicated functional unit in the economy's mode of operation. 

possessing a wealthier content than current circulations. Financial 

circulations ordinarily invulve trade relations on current account to 

accommodate financial flows and, tor this reason, the growth 

significance of the It - M - T forces, which we found applicable to current 

circulations, will also be applicable to financial circulations. 

As one illustration, we cite the circulation Z3 , which may be 

described as agriculture-pushed industrialization through agriculture 

exports. liere we see that the foreign xector( F) provides market 

stimulation to the agricultural sector (D. while im2orted rcoources are 

transferred to the industrial nector f., carrying a variety of possible 

technology. The complomentarity of the three sectors ( . , . ) 

forms a consistent package in terms of It - M - T relationships, just as 

we observed for current circulations. In any particular phase of the 

transition process, a specific financial circulation will occur only when 

0 " a
 



the sectors involved in the entire functional unit are complementaMy in 

' t',' e,-u,"v R - M -T factors--in addition, fulfilling the other 

compiementarities mentioned earlier. 

3.8 SUMMARY 

In this chapter we have described all the circuits involving 

the private sector--interpreted an functional units in the economy's 

mode of operation--which can be identified from the macroscopic skeleton 

of the open dualistic economy (discussed in the previous chapter). We 

have concentrated first upon the operation of the private economy because, 

in our judgment, transition growth in the context of a capitalistic 

framework is primarily the product of interacting decisions made by 

private economic agents. It is only after mastering the principles of 

growth pertaining to the private economy that we can adequately assess 

the role of the government. In this chapter we have prepared the way for 

analysis of the transition process in the private economy, to which we 

turn in the following chapter. 

We have identified two types of circulations within the private 

market economy, current and financial. As such, they represent ways of 

economic life which appear and become significant development 

phenomena in particular phases of transition. Interpreted in this way, 
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even the current circulations have profound growth significance in terms 

of intersectoral transmissions, of resources, market forces, and 

technology or, in our designation, the R - M - T triad. We recognize 

a difference between financial circulations and current circulations; 

namely, the involvement of the former with accumulation of material 

capital through the savings investment process. In terms of growth 

relevance, this difference between the two is not as important as their 

similarity because transition growth is infinitely more complex than mere 

augmentation of capital resources. 

Nevertheless, private financial circulations are important as 

functional units with a savings and investment content. This resource 

augmentation function, however, is much more than an "austerity" 

issue--the issue implied by the one-sector Harrod-Domar model. The 

economics of this financial process must be seen in a multi-sectoral 

context involving the cross-sectoral channeling of savings, as well as the 

essential trade and financial accommodation aspects. The possibility of 

variations in these several dimensions of the process gives a wealth of 

content to savings and investment phenomena occurring during the 

transition. 

The growth relevance of our more inclusive view of tho savings

investment process can be presented in terms of several alternative 
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development modes. Investment in the industrial sector may be 

identified as "self-propelled industrialization," "aid-financed 

industrialization, "or "agriculture -pushed industrialization." Investment 

in the agricultural sector may be analyzed in terms of "modernization of 

agriculture" tlrough internal finance or "diversification of agriculture" 

through external finance. We have also identified two types of capital 

flight which signify a country that anomalous transition growth experience 

is occurring. Diagram 3 presents a summary picture of these 

circulations and their appropriate descriptions. 

From our broader perspective of the purpose of this book, these 

circulations are merely the elementary building blocks for investigating 

the transition process in less-developed countries. The analysis of 

this chapter, therefore, can assume greater significance only in the 

context of an evolutionary growth thesis. In such a thesis, the unit of 

study is not an individual circulation, no matter how important it may be. 

Rather, our focus is upc i the transition process as a whole, and this is 

the "unit" to be explained and investigated. In this larger perspective, 

changes in the economy's rnode of operation--the phyaiological aspect of 

our evolution thesis--comes to the fore. It is hoped that we have, by 

now, sufficiently demonstrated the wealth of conteit of ideas associated 

with an intersectoral approach to transition growth. We shall now more 

formally begin the evolution thesis. 
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We have elaborated certain abstract principles to assist in 

understanding the full growth significance of both current and financial 

circulations in the private economy. Through application of these
 

principles we 
seek to attack this issue of changes in the economy's
 

physiology.. 
 We have in this chapter provided some hints about the 

relevance of these principles to the likelihood of occurrence of 

particular circulations and tho sequence of their appearance during the 

transition. We are thus returning to the issue of time, a matter of 

overLiding importance in transition analysis (see Chapter 6). Having 

demonstrated in this and the two preceding chapters the wealth of 

analytical content implicit in the intersectoral approach, we are now in 

a position to return to this important theme of time by commencing our 

formal treatment of the evolutionary thesis of transition growth. 
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