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The role of technology in the creation of rich and poor nations:
underdevelopment in a Schumpeterian system

Erik S. Reinert
Introduction’

There is a growing awareness of the role of technology in creating economic growth. A large
research programme by the OECD-TEP (Technology and Economy) — recently brought this is-
sue, and the underlying evolutionary theory of economic growth, into focus. However, the in-
sights of Schumpeterian or evolutionary economics have so far not been used to study the prob-
lems of underdevelopment, only to study the growth problems of the industrialized nations. This
paper is, as far as this writer is aware, the first attempt to use Schumpeterian analysis of techno-
logical change to explain poverty and underdevelopment. ‘Schumpeterian poverty’ indeed
sounds like a contradiction in terms.

The aim of this paper is to show that the dynamics of Schumpeterian economics, in addition
to explaining the creation of wealth, also implicitly contain the elements of a theory of relative
poverty. It attempts to explain the role of technological change in the creation of what is labelled
‘Schumpeterian underdevelopment’. It is argued that the German tradition of economics, of
which Schumpeter is a part, has always encompassed the necessary elements of a theory of un-
even growth. List, Marx and Schumpeter have all emphasized different aspects of this uneven

! This paper draws heavily on a paper presented at the 5th Conference of the Joseph Alois Schumpeter Society in
August 1994, in Miinster, Germany. Helpful comments provided by Keith Smith and the editor of this volume are
gratefully acknowledged. The usual disclaimer applies



growth. To all of them, technological change was at the core of their theories. This contrasts
sharply with the Anglo-Saxon tradition, where technological change has been neglected. As a
consequence of this, particularly since the 1890s, Anglo-Saxon economics has produced theories
of growth and trade which imply even growth, a converging distribution of world activity and
income (factor-prize equalization).

The organization of the paper is as follows. The next section contrasts Anglo-Saxon and Ger-
man economic traditions from the point of view of theories of uneven growth vs theories of even
growth. Then the question of the relationship between technological change and underdevelop-
ment is raised, and two key mechanisms which create uneven distribution of the gains from
technological change are identified. These are: the consequences of the extremely uneven ad-
vance of the ‘technological frontier’; and classical and [161] collusive spreads of technological
gains. The next section shows how these mechanisms work to create three cases of ‘Schumpete-
rian underdevelopment’ in the Caribbean. The following section claims that the aspects of tech-
nological change identified earlier may create conflicting interests between the two parts that
every individual plays in economic life, that of producer and that of consumer. It is claimed that
these are identical only under the assumptions of neoclassical economics and in special cases of
what is labelled symmetrical trade. Finally, the policy conclusions of these findings are dis-
cussed. It is shown how the conflicting interests of man-the-consumer and man-the-producer,
produced by classical and collusive spreads of technical change, were central to the creation of
US industrial policy in the early nineteenth century.

Anglo-Saxon vs German economics: theories of even vs theories of uneven growth

Friedrich List, Karl Marx and Joseph Alois Schumpeter are the German economists who have
had major influence on economic policy outside the German-speaking area. The theories of
Marx and Schumpeter are deeply rooted in the traditions of the German historical school of eco-
nomics, and although Friedrich List antedates what is generally seen as the starting point of the
older historical school, his approach is clearly that of a ‘proto-histori-cal school’. The roots of
this line of thought go back to the times of the cameralists, at least as far back as Wilhelm von
Hornick (1684).2 All three authors — List, Marx and Schumpeter — share an essentially very simi-
lar dynamic view of economic development. This is especially evident when their theories are
contrasted with the Anglo-Saxon economic tradition, that which provides the foundation for our
present world economic order. The German tradition produces theories of uneven growth; An-
glo-Saxon neoclassical economics tends to produce theories of even growth. This is particularly
true when neoclassical economics is translated into international economic policy, and the finer
points of the theory are lost. In terms of economic policy, a key difference between these two
bodies of thought is that whereas in Anglo-Saxon economic theory the location of production in
space is not an issue, this location is often crucial to economic wealth in German economic pol-
icy. Anglo-Saxon economics is primarily a theory of exchange, whereas German economic the-
ory to a much larger extent involves production. In German theory, differences in circumstances
of production translate into differences in wealth.

? Von Hornick’s important work appeared in sixteen editions between 1684 and 1784, all in German. This was con-
siderably more than the most famous English economists at the time. Mun’s England’s Treasure from 1664 reached
eight editions in English and six in translations, Child’s Brief Observations of 1690 reached ten editions in English
and two translations. For a study of economic policy making under the ‘proto-historical’ school after Hornick, see
Tribe (1988).



Before Adam Smith many English theories of growth were also theories of uneven growth. I
have argued elsewhere (Reinert 1994) that the mercantilist view was that economic growth was
activity-specific, that it took place in some economic activities and not in others. It should also
be noted that in the [162] nineteenth-century US the economic theories which served as guid-
ance for economic policy (as opposed to what was often taught at ‘ivy league’ universities) were
‘German-type’ theories. Friedrich List’s prolonged stay in the US in the 1820s clearly provided
a cross-fertilization of German theories and US Hamiltonian thoughts on the matter of economic
policy. Similarly, in Japan, the economic theories adopted after the Meiji restoration were spe-
cifically based on German nationalokonomische theories, openly rejecting the cosmopolitical
aspects of English economic theory.

The similarities between Marx and Schumpeter are readily admitted by Schumpeter, most
clearly so in the foreword to the Japanese version of the Theorie der wirtschaftlichen Entwick-
lung (Schumpeter 1912; 1934). Schumpeter explains here how he was looking for ‘a source of
energy within the economic system, that would of itself disrupt any equilibrium that might be
attained ...It was not clear to me at the outset...that the idea and the aim are exactly the same as
the idea and the aim which underlie the teachings of Karl Marx’. The similarities in the two sys-
tems are, Schumpeter says, ‘obliterated by a very wide difference in general outlook’. Clemence
(1951) translates and reproduces the Japanese foreword. Many authors, starting in the late 1940s,
have compared Marx and Schumpeter. A bibliography of ‘Works on Schumpeter’ lists 77 works
— of a total of 1916 entries — treating both Marx and Schumpeter (Augello 1990).’

In spite of their similarities, the ‘wide difference in general outlook’ between the two econo-
mists has continued with their modern disciples. A special division of labour of Schumpeter’s
creative destruction has taken place between Schumpeterians and Marxists: the Schumpeterians
explain the creative part, e.g. the growth of the English cotton textile industry, whereas the
Marxists concentrate on the destructive part: the bones of the Bengali weavers, the previous sup-
pliers of the same product to the English and Indian markets, ‘whitening the plains of India’.
Schumpeterians produce theories of development; Marxists produce theories of underdevelop-
ment. Both these sets of theories, however, intrinsically contain the elements of the opposite
view. Marxian economics (as distinguished from Marxist economics) produces a dynamic theory
of development, albeit uneven, where the ‘bourgeoisie cannot exist without constantly revolu-
tionising the instruments of production’. Rosenberg (1976, 126-38) comments on Marx’s view
of technology, where the uneven distribution of wealth is kept up by, among other factors, the
imperfect competition produced by constant innovations.

A similar picture of Schumpeter’s dynamic income inequalities can be found in his Theory of
Economic Development: Schumpeter recognizes that ‘the upper strata of society are like hotels
which are always full of people, but people who are forever changing.” (Schumpeter 1912; 1934,
156).* As opposed to Marx, Schumpeter’s interest in the fate of the groups not living in [163]
this upper-class hotel, however, is very limited. The key factor which unites Marx and Schum-
peter — and distinguishes both these approaches from Anglo-Saxon economic theory — is that
theirs is essentially a theory of uneven growth. For this reason, in any ‘German-type’ theoretical
approach, problems of income distribution are implicit in the system, whereas this type of prob-
lem is non-existent at the paradigm level in Anglo-Saxon economics.

3 The largest numbers of publications comparing Marx and Schumpeter have appeared in Italian books and journals,
a total of 23. The second most frequent nation is Japan.
* This part is not found in the 1912 German edition.



If we compare the world of today with the world in which Marx wrote, two important devel-
opments have taken place, especially since the Second World War. These developments have
changed the geographical setting of distributional problems, from being essentially national to
being international problems: first, successful mechanisms for income redistribution in most in-
dustrialized countries have alleviated national problems of income distribution; and second,
‘globalization’ has substituted the present international division of labour for the previous na-
tional one, also in manufacturing goods. In this way the distributional conflicts have been moved
more and more from the national (between ‘classes’) to the international arena (between na-
tions). National problems of income distribution, in the sense of poverty alleviation, have to a
large extent been solved in many industrial countries, particularly in some European countries
and in Japan. The enormous costs involved in this redistribution within the industrial nations are
rarely debated, least of all on a theoretical level.

Since Adam Smith, Anglo-Saxon economics has been cosmopolitical. In English classical
theory distributional issues were not a core issue — but, as Lionel Robbins (1952) has shown, in
practical economic policy distributional issues were indeed considered on the national level. In
neoclassical theory, national and international distributive issues have been assumed away
through the inclusion of simplifying assumptions. Over time these simplifications crystallized
into the two key assumptions of neoclassical economics: perfect information and the absence of
increasing returns. It is the inclusion of these two assumptions — both counterfactual — which has
created the blind spot of neoclassical economics: the inability to account for the extremely dif-
ferent levels of development between the nations of the world. With the assumptions of perfect
information and constant returns to scale in place, any theory of economic growth automatically
becomes a theory of even growth. These assumptions seem to remove the reasons for a Smithian
‘division of labour’: differences in human knowledge and fixed costs in specialized machinery.
Perfect information seems difficult to reconcile with a notion of ‘human capital’. Constant re-
turns to scale seems difficult to reconcile with the existence of fixed costs, which create varying
degrees of ‘minimum efficient size’. These two assumptions — implicit or explicit — turned Eng-
lish economics into a cosmopolitical school of economics. As a reaction to this, nineteenth-
century German economics became Nationalokonomie and Vokswirtschaft — [164] terms which
stick to this very day both in Germany and in Scandinavia. Here, less restrictive assumptions
were made.

What Marx and Schumpeter have in common are strong roots in the German historical school
of economics. These roots are not clear to the observer of today, for at least two reasons. First of
all the German historical tradition is hardly known outside the German-speaking world; very few
works have been translated. Exceptions are Roscher (1882) and Sombart (Backhaus 1995). Sec-
ond, the followers of both Schumpeter and Marx have, for different reasons, consciously and/or
unconsciously cultivated the originality of their leading man. In the communist bloc Marx’s doc-
trine was cultivated as being the product of what in another religion is called an ‘immaculate
conception’: Marx could not be seen as having borrowed from despicable bourgeois economists.
The fact is that Marx borrowed heavily from the founder of the German historical school,
Wilhelm Roscher (1854).

Together with Charles Babbage (1832) and Andrew Ure (1835), both of whom he quotes sev-
eral times, Roscher was probably the first economist to understand fully the economics of tech-
nological change and mass production: ‘He [Roscher] created the image of large-scale industry
whose essential feature is increasing returns or decreasing costs’ (Streissler 1994, 1). Roscher



also specifically pointed to the existence of increasing returns in research. Whereas Babbage and
Ure wrote specialized treaties on the economics of large-scale industry, Roscher incorporated
these insights into a holistic economic theory. Roscher’s work was to be the standard textbook
for a generation of Germans, appearing in 26 editions. Marx differed from the rest of the German
school by subscribing to Ricardo’s labour theory of value, which to Roscher and to the German
historical tradition was un-German and ‘typically English’. The importance given to economies
of scale in German economics goes back before Roscher to previous works by Hufeland (1807)
and Hermann (1832). Roscher also refers several times to Serra (1613), whose treatise was the
first to associate national welfare with increasing returns, and national poverty with the lack of it.

Schumpeter’s originality in the Anglo-Saxon environment was clearly to a large extent also a
product of the ignorance, outside Germany, of the traditions on which he built. Most Schumpete-
rians, especially non-Germans, would probably be surprised by a recent German book that de-
scribes Schumpeter’s Capitalism, Socialism and Democracy (Schumpeter 1942) as essentially a
reworking of a German debate which had taken place decades earlier, where, the author care-
fully points out, Schumpeter neither refers to the debate itself, nor to its protagonist Werner
Sombart (Appel 1992).°

All of this is in sharp contrast to the Anglo-Saxon tradition. Adam Smith provided the great
insight of the importance of ‘division of labour’, but he failed to see its organizational implica-
tions. He assumed markets would [165] continue to function as perfectly as the agricultural
markets of his time. On the other hand, he specifically states that the lack of progress of agri-
culture at the time of his writing was probably due to the ‘lack of scope for the division of la-
bour’. Adam Smith goes half-way to seeing the connection between ‘lack of division of la-
bour’ and perfect competition, but not all the way. The differences in organization of produc-
tion have been left out in neoclassical theory, as has any follow-up of the consequences of
various degrees of ‘division of labour’. Neoclassical economics is essentially a theory of the
exchange of goods already produced, taking no account of the diversity of conditions of pro-
duction and their influence on pricing behaviour. Neoclassical theory is, it seems, one which
cannot accommodate the existence of fixed costs, since these create increasing returns. We
are, seemingly, still victims of Adam Smith’s inability to see the necessary organizational con-
sequences of his key insight into the importance of division of labour. The division of labour
will create firms organized around the combining of tasks into which the manufacturing,
assembly and sale of a final product have been divided. The fixed costs invested in machinery
and equipment will by definition create a minimum efficient size, increasing returns, barriers
to entry and imperfect competition. The understanding of this is traditionally part of German
economics but, since the early 1890s, definitely not of the paradigm of Anglo-Saxon econom-
ics. Rosenberg (1994, 24-46), referring to Charles Babbage, has an interesting discussion of
‘division of labour’ in the history of economics.

For this reason, a most significant long-term pattern of economic policy emerges: ‘German-
type’ theories of uneven growth dominated the take-off stage of all industrialized countries,
including England from the late 1400s up until the late 1800s. The economic policies of these

3 ‘Ohne auf Sombart und die allgemeine Literatur der zwanziger und dreissiger Jahre hinzuweisen, bot Schumpeter
(in Kapitalismus, Sozialismus und Detnokratie) im wesentlichen nur dass, was bereits Jahrzehnte zuvor in den
deutschen Diskussionen iiber die ,,Zukunft der Kapitalismus* geschrieben und gesagt worden war, wobei er freilich
die gesellschaftlich konservativen Folgerungen, die bei Sombart in der Forderung nach Reagrarisierung und Autar-
kie gipfelten, nicht ubernahm’ (Appel 1992, 260).



nations have gradually changed to ‘English-type’ theories as they, one by one, reached the
‘technological frontier’. At that point increasing returns in industrial activities turn from being
a barrier to growth (for nations not engaged in such activities) into a mechanism where interna-
tional trade is beneficial to both trading partners. In the early stages, increasing returns create a
barrier to development and an obstacle, but as the economy industrializes they become an im-
portant ally. As a consequence of this, to a poor country with an economy based on natural re-
sources, free trade was seen as a poverty trap (due to the existence of diminishing returns and
perfect competition). To a nation engaged in increasing return activities, the existence of these
factors becomes yet another reason for free trade. The earliest treatment of this is probably that
found in Charles King (1721, I, 3). In a successful strategy, increasing returns must be part of
economic growth theory in the early take-off stage. Therefore a ‘German-type’ theory has al-
ways been present at an early stage in all industrialized countries. Once a nation is established
in a virtuous circle [166] of increasing return activities and dynamic imperfect competition,
leaving increasing returns out of economic theory is not harmful on a short-term basis. Conse-
quently, the successful former laggard countries all convert to Anglo-Saxon-type theories —
especially with respect to international trade — without any short-term damage.

In Anglo-Saxon economics all economic activities are ‘alike’: they are all equally suited to
promote national welfare. In German economic theory some economic activities are ‘better’
than others: those exhibiting dynamic imperfect competition produced by ‘historical increas-
ing returns’. Engaging in these ‘better’ activities is a necessary requirement if a country is to
‘catch up’ with the leading nations of the world.

‘German’ economic theory has been the basis of the economic policies of the ‘laggards’, in-
cluding England when it was one. Anglo-Saxon economics has been the theory of the ‘leaders’
— the theory embarked upon when ‘German’ theory has brought a nation into international
leadership. For this reason, all rich countries have attempted to export ‘Anglo-Saxon’ ideas,
whereas they themselves have stuck to ‘German’ ideas. The policy of the US in imposing free
trade on Japan and Latin America, while still engaged in extremely heavy-handed protection
of national industry at home, is but one example. Today’s managed free trade is an attempt to
achieve the same thing: the advantages of ‘German’ theories for home use combined with An-
glo-Saxon for the rest of the world.

The basic difference between a rich and a poor nation in the world of today is that whereas
all rich nations — except some small city states — have been through a long stage of ‘German’
economic policy, in most cases lasting at least one hundred years; it is difficult to find a poor
nation which has been through this stage. The key feature of this ‘German’ economic policy is
the combination of competition and protection of manufactures. The thinking of the times is
well reflected in the title of Whatley (1774): Principles of Trade. Fredom [sic] and Protection
are its best Suport [sic]: Industry, the only Means to render Manufactures cheap. This second
edition incorporates laudatory notes by Benjamin Franklin on the subject.

Technological change and Schumpeterian underdevelopment

As stated in the previous section, in German economic theory, some economic activities are
‘better’ than others, in the sense that they produce dynamic technical change and increasing
returns. English economic theory tended to neglect these factors and, for this reason, for the
purposes of economic growth, all economic activities became ‘alike’. This was a necessary



condition for equilibrium. Increasing returns were, however, still important in the first edition,
but not in the later, of Alfred Marshall’s Principles. Marshall, consequently, is able to give us
a formula for an excellent industrial [167] policy: ‘A tax ...on the production of goods which
obey the Law of Diminishing Return, and devoting the tax to a bounty on the production of
those goods with regard to which the Law of Increasing Returns acts sharply’ (Marshall 1890,
452). This insight had to be sacrificed in later editions, since the existence of increasing re-
turns was incompatible with equilibrium. What in Marshall’s early writings starts out as a
‘Law’ (with a capital ‘L) of increasing returns, is reduced to being a ‘tendency’ in subsequent
editions, later to disappear from mainstream theory altogether with John Hicks. Today, new
trade theory and new neoclassical growth theory are about to rediscover the impact of increas-
ing (but not diminishing) returns. An excellent survey of these models is found in Verspagen
(1992); see also Romer (1994). Today’s policy conclusions from new trade theory and new
growth theory are no different from Marshall’s in 1890, Roscher’s in the 1850s, or Serra’s in
1613.

Schumpeter’s dynamic system, with the role of ‘historical increasing returns’, retains the
characteristics of other authors of the German school, and therefore of a system which produces
uneven growth. My notion of Schumpeterian underdevelopment relates to two aspects of techno-
logical change, discussed below. Both of these mechanisms are based on the existence of in-
creasing and diminishing returns, imperfect information, barriers to entry, and resulting imper-
fect competition.

The uneven advances of the ‘technological frontier’

It is often visualized that technological knowledge moves forward in the form of a technological
‘frontier’ of knowledge. The word ‘frontier’ conveys a notion of a fairly orderly and even pro-
gress, where a borderline is being pushed ahead, somewhat reminiscent of the ‘frontier’ being
pushed from the east to the west coast in US history. I feel our understanding of wealth and pov-
erty is hampered by this vision of an orderly ‘frontier’. The historical pattern of technological
change looks more like a scatter diagram than an orderly frontier. Technical change happens very
fast in some areas, dragging with them others, but in some areas the ‘frontier’ hardly moves at all
for centuries. At any particular time both the search for new technologies, and technological
change itself, are — in Nathan Rosenberg’s word — ‘focused’ (Rosenberg 1976, Ch. 6) on specific
areas of technological problems and opportunities. In the stone age, technical change was concen-
trated in the stone implements industry, in the bronze age in bronze implements, and in the ma-
chine age in the activities which were being mechanized. Even today, two hundred years into the
machine age, some activities are still not mechanized — cutting hair, picking strawberries or sewing
baseballs.

‘If improvements in all the arts were to take place at the same rate, they would obviously have
no effect to alter the exchangeable value of things’, said US economist Henry Vethake (1844, 95).
In a system with perfect [168] information and constant returns to scale, the sequence of techno-
logical change makes no difference to the distribution of wealth. Vethake’s insight has been al-
most completely neglected in neoclassical economic theory. A paper by Robert Lucas (1988) pro-
vides an exception. In this paper Lucas presents a formal model in which learning takes place at
different rates in different sectors of the economy. As to the practical consequences of uneven
learning, Lucas provides an unusually candid remark from a formal economist: “The consequences



for human welfare involved in questions like these are simply staggering: Once one starts to think
about them, it is hard to think about anything else’.

The two ways in which the benefits from technical change spread

Under perfect competition, the advances from technical change will spread in the economy in the
form of lowered prices to the end user. In (Reinert 1994) 1 argue that this is the assumption made
already by both Adam Smith and David Ricardo. In the same paper — contrary to the assumptions
of both of classical and neoclassical economics — I propose that in order to capture the mechanisms
of national wealth and poverty, it is necessary to understand how the benefits from technological
change can be distributed in one of two ways: one which creates wealth and one which merely pre-
serves the status quo:

* To the customers buying the product in the form of lowered prices and/or better quality. I
call this the classical form of distribution of the gains from technological change, because
Adam Smith and David Ricardo both state that this will be the effect of technical improve-
ments. This mechanism will operate when conditions of production and markets are similar
to those assumed in neoclassical theory.

* To the owners and workers in the producing firm, and later to the government of the pro-
ducing country in the form of higher taxable income. I call this the collusive form of distri-
bution of the gains from technical change, because the forces of the producing country
(capital, labour and government) in practice — although not as a conspiracy — ‘collude’ to
appropriate these gains. This mechanism will operate if the technical change is accompa-
nied by the creation of barriers to entry, where increasing returns are a key mechanism.

A typical example of the collusive form is Henry Ford’s decision to increase the wages of his
workers from an average of $2.34 for a nine-hour day to $5 for an eight-hour day in January 1914
(Raff 1988, 387). A typical example of a classical distribution would be the employment of bar
code readers in supermarkets. This technological improvement would not show up as higher
wages to the store staff. Harvard’s Zwi Griliches uses this case to show what I [169] call ‘invisible
economic growth’, those cost-cuts and quality improvements which never show up in any statistics
(Business Week 1994).

Most technical changes contain an element of both classical and collusive distribution of the
benefits from technical change. What we measure as economic growth is largely the collusive
mode. Collusive technical change is accompanied by the creation of higher barriers to entry, more
imperfect competition, and it normally affects the minimum efficient size of an operation. The ef-
fects of classical technical change ‘fall through’ the producing organization without changing the
structure of the firm or the industry, and are visible mainly as lower prices of the end product. This
classical technical change does not affect the bargaining power of labour. Classical technical
change takes place under conditions that do not strongly violate the neoclassical assumptions of
perfect competition, and is most frequently found in agriculture and in the traditional service sec-
tor. Typically an invention initially creates a temporary monopoly which allows for a collusive
spread of benefits, but as the technique in question becomes commonplace, its benefits will spread
more and more as lower prices, not as higher wages and profits. Table 8.1 illustrates the character-
istics of classical and collusive spread of technical change.

In a typical industrialized country 70 per cent of GNP is accounted for by factor payments to
labour in the form of wages. What we measure historically as growth in GNP is to a large extent
the impact of technical change on monetary wages. Classical technological change tends to leave
fewer traces. When, as in the last decade, an increasing percentage of GNP growth takes place in



the service sector — following Petty’s Law — the classical-type spread of technical change becomes
more dominant in the economy. Because of the decentralized nature of service production (the
classical definition is that a service product must be produced where it is consumed), economies of
scope in multisite operations are more of a success factor in the service industry than traditional
economies of scale, typical of a Fordist-type factory. This, combined with the use of technology to
replace and not to enhance labour skills in the traditional service sector, allows for a classical
rather than a collusive spread of the benefits of technical change in this sector. An important part
of the explanation of the ‘Solow paradox’ — that computers are visible everywhere except in gov-
ernment statistics — clearly lies in the combination of the huge measurement problems in the ser-
vice sector combined with the classical spread of technological change in this area.

The two phenomena — the classical spread of technological gains and the measurement problems
— are closely intertwined. A considerable portion of the lower growth in what we measure as GNP in
most industrialized countries over the last decade is most likely the result of increasing employment
in the traditional service sector which produces ‘invisible growth’ (lowered transaction costs in gro-
cery purchases due to checkout scanners, etc.). How- [170] ever, the subject of this paper is not the
measurement problems of GNP caused by technical change, but the effects of technical change on
income distribution among nations.

In the collective bargaining process, the collusive mode is traditionally seen as being ‘fair’. If
a company improves its labour productivity, part of the benefits of this should go to labour in
that firm. The phenomena which I describe as the classical and collusive modes of distributing
the proceeds from technical change were thoroughly discussed in a ‘comprehensive series of in-
vestigations of the relation of the distribution of income to economic progress’ by the Brookings
Institution (Bell 1940, 3). These investigations led to the publishing of a series of books between
1935 and 1940 (Bell 1940; Moulton 1935; Nourse and Drury 1938), several of which directly
address the way benefits from technological change spread in the economy. In the framework of
the Brookings Institution, my classical spread is called ‘distributing income through price reduc-
tions’ and the collusive spread is called ‘distributing income through raising money wages’. In
general, the Brookings studies find that, although the classical way of distributing gains from
technological progress is the preferred one from the point of view of society as a whole, the im-
perfectly competitive markets for goods and labour in industry make this impossible to achieve.
These studies point, however, to the serious problems of income distribution caused (within the
US) by the collusive spread of the benefits from technical change in industry and the classical
spread in agriculture. In a paragraph entitled "The conflict between wage earners and fanners’
Moulton (1935, 124-5) has the following comments as to the national income distribution result-
ing from collusive spread of gains. We ask the reader also to study the paragraph substituting for
the US farmers a Third World nation producing raw materials or mature industrial products un-
der conditions of near-perfect competition:

In considering the price-reduction method [our classical mode] as an alternative to wage increases [our
collusive mode] attention should also be called to a broad social consequence of the latter that has ap-
parently seldom been recognized. The disparities in the income and purchasing power of the industrial
and agricultural populations resulting from the wage increasing method create a basic maladjustment
between two great divisions of our economic life and imposes a serious barrier to economic progress.
It is apparent that there would be a growing disparity in the economic position of the agricultural and
industrial populations even if prices of industrial products showed no tendency to rise as wages rose:°

® This statement should be compared with the terms-of-trade debate following the Prebisch- Singer argument in the
early 1950s. Moulton shows a mechanism where one group grows rich and the other poor with terms of trade un-
changed. My collusive spread and Moulton’s argument reflect the views of Singer rather than Prebisch: see Singer’s
1949 paper "The Distribution of Gains between Investing and Borrowing Countries’, reproduced in Singer (1964).



Table 8.1 Characteristics of the two modes of diffusion of productivity improvements

Characteristics of mode The collusive mode The classical mode

Divisibility of investments Indivisible, comes in chunks Divisible

Degree of perfect information imperfect (e.g. patents, internal Perfect (competitive market for tech-

R&D) nology itself)
Source of technology from user com- |Internal, or external in big chunks = |External
pany point of view high degree of economies of scale
Barriers to entry Increase No change
Industry structure Increases concentration Neutral
Economies of scale Increase No change
Market shares Very important Unimportant

How benefits spread

GNP as measured Highly visible Tends not to appear (‘Solow para-
doxes’)
Profit level Increases stakes: possibility for No change
larger profits or losses
Monetary wages Increase No change
Real wages (nationally) Increase Increase
Price level No change Decreases
Terms of trade No change Turns against industry experiencing

technological progress

Examples of innovations in the two | New Pharmaceuticals, mainframe Electricity, telephones, sewing ma-

groups computer production, automotive chines, use of PCs, dispersion paint
paint production production, containers
Where found Mainly in industry, in recent In primary and tertiary industries, use
products and processes of new basic technologies, mature
industry
[171]

the income of the urban population would be increasing while that of the agricultural population would
be stationary. In practice there is, however, a tendency for industrial prices to rise somewhat as wages
are increased, and the consequence is that the purchasing power of the farm tends to be actually re-
duced. The consequent inability of the agricultural population to buy ever increasing quantities of in-
dustrial products limits the scale on which industrial establishments can operate. [172]

The struggle to obtain higher living standards through the medium of higher money wages has been
the cause of a long and deep-seated conflict between the agricultural and urban population. The people
of the cities have fought for higher wages even though it has meant somewhat higher prices for indus-
trial products. The fanners have long fought for lower prices on the commodities they have to buy. The
struggle underlies the so-called granger movement of the seventies; it explains the traditional opposi-
tion of the agricultural South to high protective tariffs; and it lies at the basis of farmer opposition to
trusts, monopolies, and combinations in all their forms.

These paragraphs describe the problems of income distribution between two groups within the
same nation who both produce at what was then the technological frontier: both the US farmers
and the US industrial population were the most productive in the world. Yet, one group got rich
and the other group stayed poor. At about the same time another American author tried to ex-
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plain the same phenomenon from a leftist point of view in a book called Why Farmers are Poor
(Rochester 1940). I would argue that the reason for this poverty of the world’s most efficient
farmers on the world’s probably most fertile soil is as follows.

The productivity increases of the farmers are taken out in the form of lowered prices, in the
classical way, whereas the productivity increases of their trading partners producing industrial
goods are taken out collusively, in the form of higher wages. In a neoclassical world of perfect
information and no economies of scale, this would of course not be a problem, because the indi-
vidual farmers would all produce the tractors and all the other industrial implements in their own
backyard without any loss of efficiency compared to industrial production. In real life, however,
the farmers were facing high barriers to entry — the ‘perfect information and constant returns to
scale option’ is of course non-existent. The farmers of the US in the 1930s suffered from
’Schumpeterian underdevelopment’.

If we now place these two groups in two different countries, an industrial country and an agri-
cultural country, and open for trade, we would have achieved a much bigger gap in the standard
of living than the one which so much worried the Brookings Institution in the late 1930s. Placing
the two groups of producers in two different countries would have eliminated important distribu-
tive mechanisms that existed within the US. Migration of surplus labour from the farms to the
industrial districts as farming demanded less labour and more capital was an important distribu-
tive mechanism, as was the pressure from alternative employment in the cities on farm wages.
The government tax base was much larger in the cities and in industrial areas, so infrastructure,
schools, and other government services in the farming areas were clearly heavily subsidized by
the industrial districts. Last but not least, the farmers, in spite of their steadily declining num-
bers, did have political [173] power. Moulton mentions the granger movement which started just
after the Civil War, whose activities served as the basis for later legislation affecting income dis-
tribution within the US: for example, railroad and public utility regulations, antitrust laws and
measures establishing a postal savings bank and parcel post on government hands. Our basic
point is that had the industrial population and the agrarian population in the US been living in
two different nations, we would have found a deeply impoverished agricultural nation and an
extremely wealthy industrial nation. Both would have been the world’s most efficient, but one
would still have suffered from Schumpeterian underdevelopment.

This is but one example. Using other examples from the Caribbean later in the paper, I shall
argue that wealth is not caused by relative efficiency but by imperfect competition. From the
point of view both of an individual and of a nation, the choice of economic activity is much
more important than the degree of efficiency. There is, for nations as well as for individuals, an
optimization process available.

Over time, labour mobility inside the industrialized nations tends to con-tribute to a more eq-
uitable division of industry rent within nations. Typically, the government sector — a gigantic re-
distributive machinery — represents more than 50 per cent of GNP in an industrial nation. Within
the EU, similar transfer mechanisms are at work, particularly in the agricultural sector. Typical
of these redistributive measures are that they are carried out as a matter of political necessity,
and that, in spite of the huge numbers involved, no one ever asks why the maldistribution occurs
in the first place. Joan Robinson was correct in pointing out that neoclassical economics does not
have any theory of uneven distribution of wealth, but what is so surprising is the apparent lack of
articulated demand for such a theory.
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Three cases of Schumpeterian underdevelopment in the Caribbean

The case of serious maldistribution of income in the US between the agricultural and industrial
sectors — both the world’s most efficient at the time -demonstrates that being wealthy is not so
much a matter of being efficient, it is more what one chooses to be efficient in. Schumpeterian
underdevelopment happens if a nation chooses to be efficient in the wrong sector. This mecha-
nism works similarly with individuals: the most efficient dishwasher in the country has a much
lower income than the most efficient lawyer.

There are two mechanisms which come together to cause this: the uneven advance of the phe-
nomenon which by a misnomer is called the fechnological fiontier, and the collusive vs classical
spread of the benefits from technical change. These mechanisms are able to operate because of
what Schumpeter called ‘historical increasing returns’ — the fact that the technological change
that we measure as economic growth has been accompanied by higher fixed [174]

costs creating greater economies of scale. This ‘visible’ (as opposed to the often invisible growth
in the traditional service sector) technological change consequently operates under very imper-
fect competition protected by two important sets of barriers to entry: scale-based and knowl-
edge-based, which interact and cumulate in creating Myrdalian vicious circles.

One important feature of neoclassical economies is that, under its standard assumptions, all
economic activities become ‘alike’. In neoclassical economics, a faster technological change in
one industry than in another is neutralized by instant adjustment, provided by ‘perfect informa-
tion’, ‘perfect foresight’, and ‘constant returns to scale’. In real life the existence of huge differ-
ences in knowledge and information, ‘bounded vision” and huge increasing returns to scale com-
bine to chain nations to the trajectories they have historically embarked upon, or in the case of
the Caribbean, those they have been embarked upon. In the following examples we shall observe
how, in the case of three Caribbean islands, Schumpeterian underdevelopment occurs. In all
three cases the choice of economic activity, rather than the efficiency, determines wealth or pov-
erty.

Cuban counterpoint of tobacco and sugar

In 1940 the foremost Cuban social scientist in this century, Fernando Ortiz, published a book
(Ortiz 1940) with a fascinating account of how Cuban society and history have been shaped in
very different ways by tobacco and sugar, ‘two gigantic plants, two members of the vegetable
kingdom which both flourish in Cuba and are both perfectly adapted, climatically and eco-
logically, to the country. The territory of Cuba has in its different zones the best land for the cul-
tivation of both plants. And the same happens in the combinations of the climate with the chem-
istry of the soil” (Ortiz 1947, 7).

From an economic point of view, Cuba clearly has an absolute advantage in the production of
both crops. But to Cuba, one crop — tobacco — produced wealth; the other — sugar — poverty. The
counterpoint between tobacco and sugar is a parallel to the uneven wealth creation we witnessed
in a previous paragraph, between the industrial and agricultural sectors in the US. Both in the US
and Cuban cases we are studying the most advanced production in the world, both in the activi-
ties which produced wealth and the activities which produced poverty. The difference here is
that we are studying two agricultural products which are both being transformed into an indus-
trial product. We must, then, go beyond the standard categorizations of agriculture as being
‘bad’ and industry as being ‘good’, to find the mechanisms at work.
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In Cuban society tobacco was the hero, sugar the villain. Tobacco — predominantly grown on
the western part of the island — created a middle class, a free bourgeoisie. Sugar — grown on the
rest of the island — created two classes of people: masters and slaves. The cultivation and picking
of tobacco [175] created a demand for specialized skills: tobacco leaves were harvested indi-
vidually, and the market price of the product depended on the skill of the picker. Tobacco bred
skills, individuality and modest wealth. ‘Sugar was an anonymous industry, the mass labor of
slaves or gangs of hired workmen, under the supervision of capital’s overseers’ (Ortiz 1947, 65).
Where tobacco required skill, care and judgement, sugar only required brute force in cutting the
cane. Tobacco was individuality and division of labour; sugar was bulk and commodity. To-
bacco carries its origins with it as a brand name, ‘sugar comes to the world without a last name,
like a slave.” Tobacco is stable prices; sugar is wildly fluctuating prices. A skilled tobacco selec-
tor can distinguish 70 or 80 different shades of tobacco, but all saccharose is the same. Timing is
crucial in the harvesting of tobacco; for the cutting of cane timing is not important Tobacco is
delicately cut leaf by leaf with a small sharp knife, making sure that the rest of the plant sur-
vives. The sugar plant is brutally slashed with a big machete. Working with sugar is a trade;
working with tobacco an art.

As a result of this, Ortiz says, the tobacco worker is not only wealthier than the destitute sugar
workers; ‘he is better mannered and more intelligent’. Tobacco is wealth and intelligence; sugar
is poverty and ignorance. Sugar is foreign capital; tobacco is predominantly national capital. ‘In
the history of Cuba sugar represents Spanish absolutism; tobacco, the native liberators. Sugar
has always stood for foreign intervention’. ‘Sugar has always preferred slave labour; tobacco
free men. Sugar brought in Negroes by force; tobacco encouraged the voluntary immigration of
white men.’

Differences in barriers to entry are clearly a key factor producing the differences in produc-
tion and marketing which created the Cuban counterpoint. Cuban tobacco was one of the few
cases of brand name products from the Third World. Cuba had an absolute advantage in the
world in both products, but one brought wealth and the other poverty. This is a parallel case to
the Brooking Institution study from the US in the 1930s, which showed a US ‘counterpoint’
similar to the Cuban: the US had both the world’s most efficient farmers and the world’s most
efficient industry. But the farmers stayed poor and the industrial workers got rich. Both in the
US and in Cuba world level efficiency led to wealth for those who specialized in one product,
and poverty to those who specialized in another. We are facing cases of classical spread of the
gains from technological change in the case of the US farmer and the Cuban sugar workers, and
collusive spread in the case of US industry and Cuban tobacco production. It is also worth noting
that in spite of a much larger technological change in sugar refining than in cigar making, the
cigar makers were consistently wealthier than their sugar-producing colleagues. From the point
of view of the nation involved, imperfect competition and no technical change is infinitely better
than technical change and perfect compe-[176]tition. Farming in the US and sugar in Cuba led to
Schumpeterian underdevelopment; industry and tobacco did not.

Fifty years after the original publication of Cuban Counterpoint, a Cuban author in exile
dedicated his book La Isla que se repite (The Island which Repeats itself) to its author, Fernando
Ortiz (Benitez Rojo 1989). The title of the book says it all: in spite of a change in political para-
digm, the qualities inherent in sugar production — not only in Cuba but anywhere — continue to
shape Cuba and determine its economic faith.

Two years ago two US political scientists and Latin-Americanists published a study of the po-
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litical and economic structure of two Caribbean islands: the Dominican Republic and Jamaica
(Hillman and D’ Agostino 1992). In spite of the extremely different historical and administrative
backgrounds of the two islands, one coming from the Spanish tradition and one from the Eng-
lish, the authors found both nations had very similar political and economic structures and the
same set of problems. Again, their conclusion is, without referring to Ortiz, that the fate of both
islands is shaped by the economic forces of sugar production. No matter what your past, produc-
ing the same thing will make you alike.

Many modern studies point to the extreme poverty of the world’s most efficient sugar pro-
ducers. The titles indicate the social concerns which prompted their publication: The Hunger
Crop. Poverty and the Sugar Industry (Coote 1987) and Bitter Sugar (Lemoine 1985). The poli-
cies of the industrialized countries subsidizing their own inefficient sugar production -beet sugar
in Europe and cane sugar in the US — plus the increased competition from corn-based sweeteners
just add to the desolation of this ‘lock-in effect’. Some years ago, The Economist dedicated a
cover story — ‘Enslaved by Subsidies’ — to the sugar policies of the industrialized nations, calling
it ‘a case study in taxing the rich to ruin the poor’ (The Economist 1985).

Haiti — economic counterpoint in baseballs and golf balls

Today the unchallenged position at the bottom of the sugar hierarchy is held by the Haitian sea-
sonal workers in the sugar fields of the Dominican Republic (Lemoine 1985). But the Republic
of Haiti also dominates the world market for a manufactured product: baseballs, produced
mainly for the US market, provide a classic case of Schumpeterian underdevelopment.

Economists make sense of the enormous variations of industries by placing them in groups
according to a standard industrial classification. Even seemingly homogeneous groups, however,
may contain enormous diversity in the economic conditions individual products create in the
country of production. The world’s most efficient golfball producers are located in industrialized
countries and make a normal industrial wage of 9 dollars per hour. The world’s most efficient
baseball producers are in Haiti, working 10 hours per [177] day for an hourly wage of 30 US
cents. The wage ratio between the two groups of workers, both in the same industry and both be-
ing the most efficient in the world, is about 30 to 1.

Why is there no factor price equalization with the industry producing balls for various sports?
The technological explanation is: the machine age has not yet reached the production of base-
balls; they have to be hand-sewn, even in the US. The currents of creative destruction have not
yet penetrated this little industry. The baseball-producing industry is a relic from an otherwise
extinct technoeconomic paradigm, to use the terms of Perez and Freeman.

As in sugar production, the characteristics of the product ‘baseballs’ themselves contain the
elements of poverty and underdevelopment. No new skills are developed because there is no
demand for new skills. No learning-by-doing takes place in Haiti, because there is no learning
taking place in baseball production anywhere. The Haitians are not working with capital and
with machines, because not even all the capital of the US has managed to mechanize baseball
production. The mercantilists told us that economic growth was activity-specific — it happened in
some industries and not in others. And they were right.

When Haiti sells baseballs to the US and buys golfballs back, one hour of labour in the US is
exchanged for 30 hours of labour in Haiti. This in spite of the fact that US baseball sewers are
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not more efficient than the Haitians. These are the ‘unequal exchange’ effects of Schumpeterian
underdevelopment.

The Dominican Republic and technological change in pyjama production

The Dominican Republic scores considerably higher in terms of GNP per capita than Haiti. As
we have seen, the Dominican Republic can afford to import labour which is even cheaper than
her own for the zafra — the sugar harvest. Over the last decade more than 400 000 new manufac-
turing jobs have come to the Dominican Republic. Most people expected economic growth and
higher wages to result from manufacturing. After all, wasn’t the wealth of the US built on manu-
facturing?

Much to the surprise of everybody, the 400 000 manufacturing jobs did not increase welfare
to any measurable extent. The explanation lies in the way the market mechanisms of Schumpete-
rian underdevelopment assign production processes with and without technical change. The
Dominican Republic produces garments, made from imported fabrics. Pyjamas bought in the US
fifteen years ago would have a label reading: ‘Fabric made in the US, cut and assembled in the
Dominican Republic’ About ten years ago, the labels were changed. They now read: ‘Fabric
made and cut in the US, assembled in the Dominican Republic’. What had happened?

It was at this time that a new technology — laser cutting — hit the garment industry. As a re-
sult, the labour content in the operation fell dramatically, and [178] the cost of labour was no
longer a strategic factor in the cost of the final product. The cutting operation was therefore
taken back to the US when the new technology appeared.

As long as the frontier of technological change moves forward extremely unevenly in a world
with imperfect competition, free trade will lead to Schumpeterian underdevelopment in parts of
the world economy. Production processes with no technological development, with no creative
destruction, will, by the logic of the market, be farmed out to the poor nations. In some cases,
where a huge closed market absorbs one small and relatively poor nation, this ‘farming out’ of
products with less technical change may have beneficial effects to both trading partners. The in-
clusion of small and relatively poor Portugal in the EU can prove beneficial to all, just as the im-
port of a few Third World citizens to wash dishes in the First World can be to the benefit of all
parties.” However, the number of poor compared to the number of rich in the world today makes
this ‘absorption’, this attempt to make the poor nations rich, not a viable strategy. The extremely
high costs faced by West Germany in absorbing the relatively rich and much smaller East Ger-
many testify to this.

The circular flow and the two economic roles of man

If the world is a stage where each must play his part, we are all — in an economic sense — playing
two different roles: that of the producer and that of the consumer. On the one hand, we produce
goods (man the producer), and on the other hand we consume goods (man the consumer) which
are exchanged for the ones we produce. What counts as GNP is limited to production where these
roles are separated, where the producer is not the consumer. The economics profession has abdi-

" During 1994, the Tamil refugees in Switzerland, who were threatened with expulsion, proved to have only one
political ally: the association of restaurant owners who depend on them for dishwashing.
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cated from the study of situations where the roles of producer and consumer of a good are played
by the same person. These cases of household economies have been left to economic anthropol-
ogy. It is the exchange, and not the production, which is at the very heart of modern economics.

A special feature of neoclassical economics is the perfect harmony of interest between these
two roles of man (or woman). This is one aspect of what Lionel Robbins (1952) refers to as the
Harmonielehre resulting from the assumptions of economic theory. Man the producer never has
any conflict of interests with his other self — man the consumer. Individual human beings, during
their life span, face a similar situation as that of society as a whole. But individuals have possibili-
ties to optimize their strategies, a path which today is difficult for a nation. For the individual, who
consciously or unconsciously selects a profession, the two roles of consumer and producer imply
trade-offs. The individual can embark on a path which optimizes his income. One can easily imag-
ine man the consumer rejecting the suggestions of his [179] producer self that present consumption
has to be reduced in order to attend law school. A reasoned discussion between man the consumer
and man the producer, both inhabiting the same individual, may lead to the conclusion that the in-
dividual in question would be better off quitting the job as a dishwasher and going to law school,
1.e. foregoing consumption now for more prestige and consumption in the future. Among thou-
sands of different professions, individuals are able to optimize their situation. Normally this opti-
mization carries with it a trade-off between present and future income. The optimization between
professions is clearly recognized also by economists, on a practical level or in the guise of ‘human
capital’. Certainly no economists, not even traditional trade theorists, tell their children to stick to
the job washing dishes because ‘factor-price equalization is just around the corner — the time when
people washing dishes will make the same amount of money as lawyers. Indeed, it would be easy
to produce a convincing Ricardian-style argument for the would-be lawyer, that the world would
be richer if he stuck to washing dishes and did not try to become a lawyer.

Why does this optimization option apply to individuals and not to nations? We all agree that our
children should rather become lawyers than wash dishes in a restaurant. Why is it conceptually
impossible for an economist to extend this argument to apply to a nation specializing in dishwash-
ing trading with a nation of lawyers? Why is a certain path obviously an optimizing path to an in-
dividual, but not to a collection of individuals like a region or nation? Why do economists make
opposite recommendations to one individual than to a group of individuals facing the same op-
tions? Why would we never dream of recommending to nations whose part in the international di-
vision of labour is similar to washing dishes that they can optimize by changing into a different
profession?

The answer is relatively simple: neoclassical theory has abstracted from — assumed as not exist-
ing — all the characteristics which distinguish the job of washing dishes from the job of being a
lawyer. Under conditions of perfect competition and perfect information with constant returns to
scale, lawyers and dishwashers would make the same salaries. Under these conditions all individu-
als in an economy would have the same salaries; no trade-offs and no optimizations would be pos-
sible.

Individual wage differences as well as differences in industry profitability are caused by a
package of factors which carry the collective label ‘barriers to entry’ — fixed costs and increasing
returns, imperfect competition, speed of technological change, and many others which are listed in
Figure 8.1. The quality index represents a continuum from perfect competition to monopoly, on
which any economic activity conceptually can be plotted. The score on this index reflects the de-
gree to which an activity can support a high wage for the individual and a high standard of living
for the nation exporting this good. [180]
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‘— Innovations new

Technologies

Dynamic imperfect competition

(high-quality activity) Characteristics of high-quality activities

— steep learning curves

— high growth in output

— rapid technological progress

— high R&D-content

— necessitates and generates learning-by-doing

— imperfect information

— investments come in large chunks / are divisible
(drugs)

— imperfect, but dynamic, competition

— high wage level

— possibilities for important economies of scale and

Shoes (1850-1900) scope
— high industry concentration
Golfballs — high stakes: high barriers to entry and exit
— branded product
Automotive paint — standard neoclassical assumptions irrelevant

Characteristics of low-quality activities
— flat learning curves
— low growth in output
— little technological progress
— low R&D-content
— little personal or institutional learning required
— perfect information
House paint — divisible investment (tools for a baseball factory)
— perfect competition

Shoes (1 993) — low wage level
— little or no economies of scale / risk of diminishing

returns
Baseballs — fragmented industry
— low stakes: low barriers to entry and exit
— commodity
— neoclassical assumptions are reasonable proxy

Perfect competition (low-quality
activity)

Figure 8.1 The quality index of economic activities [181]

In other words, the score of the quality index shows the degree of ‘industry rent’ available to
the individual or to the nation. Schumpeter’s ‘historical increasing returns’ — the interplay of
scale and technological change over time — are an important factor creating high-quality activi-
ties.® Schumpeterian underdevelopment is the result of a specialization, within the international
division of labour, in activities with a low score on the quality index of economic activities.

¥ The ‘quality index’ can be seen as an attempt to explain Robert Reich’s ‘high-quality jobs’ and ‘low-quality jobs’.
A nation specializing in ‘low-quality jobs’ — like Haiti — will suffer from Schumpeterian underdevelopment.
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The national strategies under mercantilism and cameralism shared the view of economic
growth being activity-specific: it took place in some economic activities and not in others (Rein-
ert 1994). In order to get rich, a nation had to engage in the activities which gave the nation pro-
ductive powers or nationale Produktivkraft, the equivalent of today’s ‘competitiveness’, as dis-
cussed in Reinert (1995). This was the core of English economic policy from the late 1400s and
in the economic policies of France (starting in the 1600s), Germany (from its cameralist past and
with the Zollverein in the 1830s), the US (starting in 1820), and Japan (after the Meiji Restora-
tion). In practical terms this meant engaging in the economic activities which at any point in time
were in the process of being mechanized, through bounties, subsidies and protection. By singling
out the activities which at any point in time were in the process of being mechanized, this ‘mer-
cantilist’ trade policy developed a ‘national innovation system’. Seen from a slightly different
angle, the slope of the national learning curves were maximized. The scale effects and the barri-
ers to entry created in these activities secured the creation of ‘industry rent’, which produced the
gap in standards of living between the European countries and their colonies. The exceptions
were formed by the ‘white’ colonies — those which in the early UN statistics were grouped under
the heading ‘areas of recent settlement’. These nations followed the former strategies of the me-
tropolis countries, protecting and supporting local industry even from that of the mother country.

The Ricardian trade theory excludes all the factors which cause ‘industry rent’. Our personal
‘gut feelings’ when we give our children or others advice on what profession to seek takes the
industry rents in our own economies into account. When we analyse the relationship between
nations, this tacit knowledge is automatically blocked off, and we return to Ricardo and a world
where all the factors creating uneven wealth within a nation are assumed not to exist. But why
are Ricardo and Samuelson able to convince us that a nation of dishwashers will be equally rich
as a nation of lawyers when we intuitively know that each individual lawyer will be much richer
than each individual person making a living washing dishes?

In a world where the division of labour causes different degrees of imperfect competition, scale
effects and — in general — a different market value on different types of knowledge, an uneven in-
come distribution is bound to be [182] found. It is not the existence of increasing returns and barri-
ers to entry per se that causes this maldistribution, but the fact that different economic activities
embody these characteristics to varving degrees. Relative wealth and poverty are created by the
asymmetry between different degrees of imperfect competition, not by imperfect competition in of
itself. In the very hypothetical case that all activities had the same degree of imperfect information
and increasing returns, we could still have an even income distribution. On the quality index this
would correspond to persons or nations trading in professions with the same score on the quality
index — the case of the lawyer going to the doctor. This case was specifically recognized in the
most important work on ‘national strategy’ in eighteenth-century England, when Charles King ex-
plicitly lists among ‘good trade’ the exchange of manufactured goods for other manufactured
goods (King 1721). Paul Krugman’s conversion from free-trade scepticism after he rediscovered
increasing returns — and consequently an important mechanism of uneven development — in the
late 1970s (Krugman 1979; 1981) to virtually advocating free trade across the board today (Krug-
man 1994) seems to be based on this ‘special case’: when nations trade at the same degree of in-
creasing returns — or at the same degree of imperfect information for that matter — the existence of
increasing returns and imperfect information is correctly seen as an additional argument for free
trade. This is, however, only a special case — e.g. that of Germany and France trading large cars, or
that of the lawyer visiting the doctor: both benefit mutually from the specialization of the other
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(essentially from the saving of fixed costs and from having better information), and income distri-
bution is not affected. This case — lawyers and doctors exchanging services in activities with the
same score on the quality index — we shall refer to as symmetrical trade. However, if two nations
previously under autarky, both consisting of lawyers and people washing dishes, suddenly open up
for trade so that one country specializes in legal matters and the other specializes in washing
dishes, we have the case of an asymmetrical specialization which will have serious effects on in-
come distribution: one nation will be much richer than before and one will be much poorer. This,
in a very simplified form, is what has caused the GNP per capita in Eastern Europe to fall between
30 and 50 per cent in three years. This is what Friedrich List saw happening in France after the fall
of Napoleon, and what converted him from being a free trader to being a promoter of industrializa-
tion and of the somewhat vague concept of nationaler Produktivkraft, normally as ill-defined as
the concept of ‘competitiveness’ today.

The nation at the losing end of this deal, the nation specializing in the activity with no ‘his-
torical increasing returns’ and no ‘industry rent’, will be poor. Adam Smith’s ‘division of la-
bour’ is free of distributional effects on income only when all the economic activities created by
the division of tasks [183] are ‘alike’, when they have the same degree of scale effects, imper-
fect information, barriers to entry, etc. The spectrum of economic activities which surrounds us
is clearly extremely divergent in terms of these characteristics, and consequently an increasing
division of labour also opens up for increasing divergence of income levels, both inside nations
and between nations.

Conclusion: Schumpeterian underdevelopment — policy conclusions past and present

The rediscovery of the effects of increasing returns in new trade theory and new growth theory
are made without any reference to the economic thinking and to economic policies of past centu-
ries. The new theories open up for an understanding of uneven growth, but they are hardly trans-
lated to practical policy, least of all in the policies of the First World towards the Third World,
which is where they would have had the most impact. The editor of the Papers and Proceedings
of the 1993 Annual Meeting of the American Economic Association appropriately heads the sec-
tion on new trade theory: ‘Free Trade: A Loss of (Theoretical) Nerve?’ (American Economic
Review 1993, 1v).

One basic reason for this is the unwillingness to test the theoretical models in economics with
observable economic facts. The practical relevance of a theoretical economic model is hardly
ever tested with actual observations of how the world economy operates. Paul Krugman’s 1981
paper, quoted in the previous section, actually contains a relevant description of how interna-
tional trade creates wealth on one side and poverty on the other. Without knowing it, Krugman
rediscovered and mathematized the principal nineteenth-century argument for protection of in-
dustry which made his own country rich. This is only one of Krugman’s models. Another earlier
model is in ‘a clever paper on interstellar trade, where goods are transported from one stellar sys-
tem to another at speeds close to that of light; the resulting relativistic correction to time entails
different interest rates in different frames of reference’ (Dixit 1993, 173). One of these theories
is very important to human welfare; the other is not. As long as verification in the real world is
not part of economic modelling — and cleverness and not relevance tends to be a main criterion
for success — both these theories are part of what essentially is a purely theoretical intellectual
game. On one level, there is nothing wrong with this. Playing simulation games, like chess, is
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perfectly legitimate. Problems arise only if the general public, in particular those responsible for
the economic policy of the Third World, are led to believe that there is any direct relationship
between economic modelling and what goes on in the world economy.

Here the laments of Colin Clark, in the foreword to his book The Conditions of Economic
Progress (Clark 1940, vii-viii) are even more valid now than at the time of his writing: [184]

I have left the academic world with nothing but regard for the intellectual integrity and public spirit
of my former colleagues in the ... Universities; but with dismay at their continued preference for the
theoretical rather than the scientific approach to economic problems. Not one in a hundred — least of
all those who are most anxious to proclaim the scientific nature of Economics — seem to understand
what constitutes the scientific approach, namely, the careful systematisation of all observed facts, the
framing of hypotheses from these facts, prediction of fresh conclusions on the basis of these hy-
potheses, and the testing of these conclusions against further observed facts. It would be laughable,
were it not tragic, to watch the stream of books and articles, attempting to solve the exceptionally
complex problems of present-day economics by theoretical arguments, often without a single refer-
ence to the observed facts of the situation. ...The hard scientific discipline has yet to be learned, that
all theories must be constantly tested and re-tested against observed facts, and those which prove
wrong ruthlessly rejected.

The observed or ‘stylized’ facts are that an increasing international division of labour is accom-
panied by an increasing gap in income between poor and wealthy nations, with little movement
between the two groups. The same effect is also found within the EU: larger markets require
more redistribution. Every year the European Union increases the amount of money flowing
through its enormous redistributional machinery, which adds to the redistribution which already
absorbs around 50 per cent of GNP — the government sector — in the industrialized nations. An-
other key stylized fact is that economic welfare seems to be much less a product of the efficiency
of a nation in its specialization, but much more the product of the choice of economic activity.
The cases where nations are efficient in their production compared to world ‘best practice’, but
are still poor, I have labelled as cases of Schumpeterian underdevelopment.

The policy implications which slowly emerge from new neoclassical growth theory and new
trade theory are in principle not different from those of Serra, Roscher, or the early Marshall, au-
thors writing from 1613 to 1890. These new theories rediscover the essence of mercantilist indus-
trial policy: in a world inhabited by economic activities with different potentials for raising na-
tional income, there are optimizing paths. These insights are being used in the industrial policies of
the First World, but they are absent from the policy of the First World towards the Second (previ-
ously communist) and the Third World, which is where they would have the most effect.

In any country, a mediocre lawyer has a much higher income than the most efficient dish-
washer in a restaurant. For a person washing dishes, studying to become a lawyer is an optimiz-
ing path, one which will maximize future income compared to a do nothing (laissez-faire) op-
tion: ‘My comparative advantage in society, due to my low wages, is to wash dishes.” A similar
situation faces nations stuck in Schumpeterian underdevelopment. Haiti could, instead of ex-
changing 30 hours of labour producing baseballs for export for [185] one hour of US labour in
imported golfballs, optimize national welfare by producing golfballs less efficiently than the US.
Even if the US managed to stay ten times as efficient as Haiti producing golfballs, the Haitian
would, in terms of balls at today’s prices, still be three times as rich under autarky in golfballs
than under specialization and free trade. Under autarky in sporting balls, Haiti could improve its
position compared to free trade. How would Haiti get the capital? Presumably the same way our
law student will: taking up a loan and paying it back from his future ‘industry rent’.
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In any system with differing degrees of increasing returns and a mixed pattern of collusive and
classical distribution of gains from technical progress, some nations will be better off under au-
tarky than under free trade. This is the basic reason why most of the German historical economists,
including the dean of the historical school, Werner Sombart, were fundamentally critical of free
trade between nations at different levels of development. The Haitian example, far from being a
far-fetched theoretical argument, was at the core of the optimizing path embarked upon by the US
in the 1820s: the American system of industrial protection, which in a period of less than 100 years
made the US into the world’s powerhouse.

The economist who, next to Alexander Hamilton, was the spiritual father of the North American
protection of industry, Daniel Raymond, compared the situation of individuals to that of nations:
‘If an individual can do this, so may a nation’ (Raymond 1820, 115). The core of Raymond’s ar-
gument was one of optimization: the increased prices paid in the US for industrial products under
protection would be more than compensated by the increase in wages, since industrial workers
everywhere had so much higher wages than farm labour.” In the case of the nineteenth-century US
economy, the trade-off between man the consumer and man the producer led to the conclusion
that, there and then, free trade was a suboptimal option. Both the Second (former communist)
World and the Third present many cases of Schumpeterian underdevelopment where there are
similar optimizing paths to be explored. Exploiting these requires more ‘theoretical nerve’ from
economists, and a conscious move into what Colin Clark would have called ‘factual and scientific
investigations’ to complement the theoretical ones which dominate today.
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